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The following conventions are used in this publication:

e In tables, a blank cell indicates “not applicable,” ellipsis points (. . .) indicate “not avail-
able,” and 0 or 0.0 indicates “zero” or “negligible.” Minor discrepancies between sums of
constituent figures and totals are due to rounding.

e An en dash (-) between years or months (for example, 2005-06 or January—June) indi-
cates the years or months covered, including the beginning and ending years or months; a
slash or virgule (/) between years or months (for example, 2005/06) indicates a fiscal or
financial year, as does the abbreviation FY (for example, FY2006).

e “Billion” means a thousand million; “trillion” means a thousand billion.

e “Basis points” refer to hundredths of 1 percentage point (for example, 25 basis points are
equivalent to % of 1 percentage point).

As used in this publication, the term “country” does not in all cases refer to a territorial
entity that is a state as understood by international law and practice. As used here, the term
also covers some territorial entities that are not states but for which statistical data are main-
tained on a separate and independent basis.
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I Introduction

mmigrant remittances are truly a force to be reck-

oned with in the global economy. These private,
unrequited transfers of money from migrants to the
family members they leave behind, often sent a few
hundred dollars at a time, nonetheless add up to bil-
lions of dollars annually: US$114 billion in 2003, the
last year for which complete data are available. This
figure includes only remittances sent through official,
measurable channels, and much more is believed to
flow through informal channels. Consequently, remit-
tances represent one of the largest international flows
of financial resources.

Moreover, because remittances naturally flow from
high-income countries to developing countries, the
total quantity of remittances reported in the previous
paragraph still tends to understate their relative impor-
tance to the economies that receive them. For many
remittance-receiving developing economies, remittance
flows exceed foreign direct investment, portfolio flows
from financial markets, and official development assis-
tance. Some countries’ total remittance receipts amount
to a substantial portion of their imports and a nontrivial
fraction of GDP.

Given the large size of aggregate remittance flows,
they should be expected to have significant macroeco-
nomic effects on the economies that receive them. In
addition, remittances have been identified as a potential
source of funding for economic development. Thus,
two main issues are of interest to policymakers with
regard to remittances:

e how to manage their macroeconomic effects; and
e how to harness their development potential.

This paper directly addresses these two questions
by reporting the results of the first global study of the
comprehensive macroeconomic effects of remittances
on the economies that receive them. The ultimate pur-
pose of this endeavor is to draw summary policy impli-
cations for countries that receive significant flows of
remittances.

In broad terms, the findings of this paper tend to
confirm the main benefit cited in the microeconomic
literature: remittances improve households’ welfare
by lifting families out of poverty and insuring them
against income shocks. However, the systematic mac-
roeconomic analysis of remittances developed over

the following seven chapters also yields a number of

important caveats and policy considerations that have

largely been overlooked:

e Measurement. The category workers’ remittances in
the balance of payments best represents what econo-
mists have in mind when modeling remittances. The
properties of this series differ significantly from those
of employee compensation and migrants’ transfers,
so combining these three items into a single measure
of remittances, as is common practice in the litera-
ture, can lead to invalid conclusions about the prop-
erties of remittances and, in turn, suboptimal policy
decisions.

e Fiscal policy. Remittances should not be taxed
directly. Consumption-based taxation provides the
optimal incentive structure for maximizing the ben-
efits of remittances, whereas labor income taxation
exacerbates the labor-leisure incentives of remit-
tances and encourages the use of inflation as an
indirect tax. Remittance-receiving countries should
be advised to shift toward consumption-based tax
systems to mitigate possible negative effects on eco-
nomic growth, minimize the level of distortion gen-
erated by fiscal and monetary policy, and benefit
from any tax-induced increase in investment result-
ing from remittances.

e Debt sustainability. Remittances can lead to reduced
country risk and improve the sustainability of gov-
ernment debt. In addition to increasing household
saving, significant inflows of remittances can directly
or indirectly increase the government’s revenue
base, thereby reducing the marginal cost of raising
revenue.

e Fiscal discipline. Remittances may reduce the
government’s incentive to maintain fiscal policy
discipline. The empirical evidence suggests that
governments take advantage of the fiscal space
afforded by remittances by consuming and borrow-
ing more.

e Economic growth. Remittances are not necessarily
associated with an increase in domestic investment
or a more efficient allocation of domestic investment.
Remittance recipients rationally substitute unearned
remittance income for labor income and, since labor
and capital are complementary goods in production,



this negatively affects the rate of capital accumula-
tion. Analysis reveals that remittances have no statis-
tically significant effect on GDP growth.

Dutch disease effects. Although remittances may
constitute a source of financing in the balance of
payments, empirical evidence suggests that remit-
tances are positively correlated with real exchange
rate appreciation. Hence, there is some evidence of
Dutch disease effects in remittance-receiving coun-
tries. Policymakers must find ways to mitigate this
real exchange rate effect or address any loss of com-
petitiveness arising from equilibrium real exchange
rate appreciation.

Governance and incentives. Remittances pose a
moral hazard problem by reducing the political will to
enact policy reform. Compensatory remittances that
insure the public against adverse economic shocks
and insulate them from government policy reduce
households’ incentives to pressure the government
to implement reforms to facilitate economic growth.
Remittances can therefore delay needed upgrades
to the public infrastructure both by reducing pub-
lic demand for such upgrades and by decreasing the

I INTRODUCTION

likelihood of a crisis that would make such upgrades

necessary.

e Role of international financial institutions. Outside
engagement may be required to prompt governments
to undertake needed reforms in the presence of remit-
tances. In particular, international institutions have
an important role to play in encouraging remittance-
receiving countries to undertake or accelerate neces-
sary reforms. A one-size-fits-all reform strategy is
likely to be counterproductive. Instead, an approach
that differentiates among countries based on their
remittance-driven characteristics will be more help-
ful in achieving its targets.

The main challenge for policymakers, stated in gen-
eral terms, is to design policies that promote remittances
and increase their benefits while mitigating adverse side
effects. Getting these policy prescriptions correct early
on is imperative. Globalization and the aging of devel-
oped economy populations will ensure that demand
for migrant workers remains robust for years to come.
Hence, the volume of remittances likely will continue to
grow, and with it, the challenge of unlocking the maxi-
mum societal benefit from these transfers.



I Remittances: Measurement Matters

Why Study the Macro Effects of
Remittances?

The unique characteristics of remittances and their
potential economic impact have attracted the attention
of policymakers and researchers in recent years, as
evidenced by a growing literature aimed at analyz-
ing remittances and their consequences for individual
countries. Three main features of remittances provide
the impetus for embarking on a study of their mac-
roeconomic impacts: the size of these flows relative
to the size of the recipient economies, the likelihood
that these flows will continue unabated into the future
through continued globalization trends, and the fact that
these flows are quite distinct from those of official aid
or private capital, which are much better understood in
the literature. These features suggest that remittances’
macroeconomic effects are likely to be substantial and
sustained over time and may have unique implications
for policymakers in recipient countries.

First, regarding the size of remittance flows, the lit-
erature offers ample documentation on how large they
have become in recent years. We present our own find-
ings using the most recent data available on remittance
flows in Chapter 3. The level of remittances, using the
item workers’ remittances from the World Develop-
ment Indicators (WDI) database (World Bank, 2006),
rose from US$48 billion in 1994 to US$114 billion
in 2003.! Efforts to examine both official and unof-
ficial remittance flows (World Bank, 2005) suggest
that this level could be substantially higher. For many
developing countries, the level of remittances received
is equal to or exceeds the amount of foreign direct
investment, portfolio flows from financial markets, and
official development assistance. Since remittance flows
are large in size and permeate a significant number of
households in the recipient economies, they undoubt-
edly have effects at the macro level, influencing market
prices and the interactions among households, firms,
financial intermediaries, and the government.

IThe WDI database includes data through 2005, but because of
various reporting lags, 2003 is the most recent year for which a full
data set on this series is available.

Second, the forces behind the substantial growth of
remittance flows do not appear to be subsiding. As
part of an effort to improve growth prospects, many
countries have, over the past several decades, initiated
a series of policies to liberalize their economic sys-
tems. During this time policymakers have primarily
focused on understanding the effects of globalization,
trade openness, and capital account liberalization on
the direction and magnitude of private capital flows,
foreign direct investment, and economic growth.
However, the trend toward deeper economic integra-
tion through regional arrangements such as the Asso-
ciation of Southeast Asian Nations (ASEAN) and the
European Union (EU), along with the proliferation of
trade agreements like the North American Free Trade
Agreement (NAFTA), has also continued to underpin
increased flexibility in labor migration. Consequently,
the growth and permanence of remittance flows can be
viewed as an additional implication of globalization,
an implication that has yet to receive as much scrutiny
as the economic impacts of trade and capital account
liberalization.

Third, there are key distinctions between remittances
and other international flows, and while it may be con-
venient to view remittance flows through the same lens
as official aid and private capital flows, there are good
reasons to believe that remittances behave differently
and, in turn, have different economic impacts. The
widely accepted definition that prevails in the litera-
ture is that remittances are unrequited, nonmarket per-
sonal transfers between households across countries.
Remittances differ significantly from official aid flows,
since the latter are government-to-government trans-
fers, whereas remittances are composed of numerous
small transfers between private individuals. Further-
more, one crucial element sets remittances apart from
both official aid and private capital flows: the presence
of familial relationships. This element introduces well-
known economic issues concerning interactions among
family members and fuels the uniqueness of remittance
behavior. As Chapter 4 discusses in greater depth, the
appropriate foundation for understanding remittances
originates with Becker’s (1974) economics of the fam-
ily, which, indeed, underlies much of the research on
the microeconomic implications of remittances found
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in the literature today. The relationship between the
remitter and his or her family can generally be charac-
terized in two ways: as altruism, in which remittances
may compensate for poor economic performance at
home, or as exchange, in which the family secures non-
pecuniary services on behalf of the remitter. Either
motivation, as well as the unique relationships among
family members, implies that the characteristics of
remittance flows will differ from those of profit-driven
private capital flows, and the impact of these two types
of flows on recipient households’ economic behavior
and the macroeconomy at large will differ as well. Poli-
cymakers and researchers should therefore not ignore
the distinction between nonmarket remittance flows,
private capital flows, and official aid flows, since their
respective effects on the macroeconomy will differ.
These macro effects, in particular, are examined in
depth through formal economic modeling in Chapters
5 and 6, and empirically in Chapter 7, and summary
policy conclusions are presented in Chapter 8.

Measuring Remittances

Given the magnitude of remittances in the aggregate
and the likelihood that their uniqueness implies differ-
ent macroeconomic effects, researchers must take care
to define remittances properly from a measurement
point of view and to compile the appropriate data when
conducting analysis. The literature has highlighted
three components of the balance of payments in regard
to compiling statistics on remittances. The first compo-
nent, workers’ remittances, records current transfers by
migrants who are employed in, and considered a resi-
dent of, the countries that host them. A migrant in this
case is a person who stays or is expected to stay in his
or her host country for a year or more. Workers’ remit-
tances normally involve persons related to one another
and are recorded under current transfers, according to
the fifth edition of the Balance of Payments Manual
(IMF, 1993; hereafter BPM5). The second component,
employee compensation, is composed of wages, sala-
ries, and other benefits earned by individuals in coun-
tries other than those in which they are residents for
work performed for and paid for by residents of those
countries (typical examples include earnings of sea-
sonal workers and embassy employees). According to
BPMS5, compensation of employees is included under
income in the current account. Finally, the third com-
ponent, migrants’ transfers, are contra-entries to the
flow of goods and changes in financial items that arise
from individuals’ change of residence from one country
to another. In BPM5, migrants’ transfers are recorded
in the capital account of the balance of payments under
capital transfers of nongovernment sectors.

Of these three categories, workers’ remittances most
closely conforms to the notion that researchers and

policymakers have in mind when discussing remit-
tance flows: periodic, unrequited, nonmarket transfers
between residents of different countries. A common
practice in the literature, however, has been to sum the
three categories when compiling statistics on remit-
tances. Recent examples can be found in the World
Bank’s Global Economic Prospects (World Bank,
2005), the World Economic Outlook of the Interna-
tional Monetary Fund (IMF, 2005), and recent working
papers, including those by Aggarwal, Demirgii¢c-Kunt,
and Martinez Peria (2006) and Giuliano and Ruiz-
Arranz (2005), among others. The inclusion of migrants’
transfers and employee compensation in remittance sta-
tistics is likely to pose problems, however, since these
series are not conceptually representative of remittance
behavior.

Inclusion of migrants’ transfers is perhaps the more
egregious misspecification. Migrants’ transfers gener-
ally include two types of transactions. First, a migrant
who has spent time as a resident employed in a host and
later decides to return to his or her home country may
transfer accumulated assets in the process. Although
his or her stay in the host country may have resulted in
small, periodic transfers to family members in his or
her home country (i.e., remittances), the final transfer
of accumulated assets is conceptually equivalent to a
capital transfer and not a remittance and is likely to have
different behavioral characteristics. As such, the BPM5
records this item as a capital transfer. The second type
of migrant transfer is related to an individual’s change
of residence from one country to another and may not
involve any real financial flows. Consider, for example,
a case in which Bill Gates, the chairman of Microsoft
Corporation and a resident of the United States, was
allowed to change his residency to Barbados. Viewing
the reclassification of his significant wealth, estimated
by Forbes recently at $56 billion (Kroll and Fass, 2007),
as a remittance flow would necessarily lead to the con-
clusion that actual transfers to Barbados had risen dra-
matically, when in fact no such transfers had taken place.
Given that the GDP of Barbados in 2005 was estimated
at just under US$3 billion, such a reclassification would
also incorrectly suggest that Gates’s change in residency
would result in improved standards of living and sub-
stantially higher income per capita in Barbados. Both of
these transactions, the transfer of accumulated assets by
migrant residents and the reclassification of assets as a
result of a change in residency status, are fundamentally
different from remittances and may not involve actual
flows. Finally, unlike what has taken place with remit-
tance flows, which have steadily grown over time as a
result of past outward migration from the developing
world, there appears to be no corresponding wave of
reverse migration supporting a worldwide increase in
migrant transfers. Thus, there is little conceptual justi-
fication for including migrant transfers in the measure
to be studied.



Researchers and data users should also be wary of
viewing employee compensation as equivalent to a
remittance transfer. Employee compensation records
the remuneration for work earned by nonresident
individuals and paid by resident companies, and the
remuneration received by residents from nonresident
employers. For example, the wages, salaries, and ben-
efits of IMF and World Bank staff are classified as
employee compensation, since balance of payments
accounting attributes these income flows to the staff
members’ official countries of residence. There is little
economic reasoning to justify including compensation
of this form as a remittance, since it represents earned
income, not a formal transfer, and in particular, not a
transfer between residents and nonresidents of different
countries.

Although researchers may have the seasonal agricul-
tural worker in mind in deciding to include employee
compensation as part of remittances, the evidence sug-
gests that the income of more traditional nonresident
employees dominates that of border or seasonal work-
ers. This is especially the case when the recent trends
in outsourcing and migration of highly skilled workers
in information technology industries are considered.
In 2004, for example, half of the top 10 recipients of
the item workers’ remittances and employee compen-
sation in the WDI database were developed countries
in Europe: France (US$12.7 billion), Spain (US$6.9
billion), Belgium (US$6.8 billion), Germany (US$6.5
billion), and the United Kingdom (US$6.4 billion).
Employee compensation accounts for the majority of
these flows. Simply excluding developed countries from
the sample, however, does not eliminate the problem.
Lesotho, for example, is one of the largest recipients of
employee compensation because of its economic rela-
tionship with South Africa, taking in approximately
US$341 million in employee compensation in 2004
against workers’ remittances of only US$14 million.2
The country received on average around 70 percent of
its GDP in the form of employee compensation between
1970 and 2005. Even if there was a compelling reason
to warrant inclusion of employee compensation in remit-
tance statistics, researchers would need to compile a
net compensation figure by subtracting from employee
compensation that portion of earnings that are spent in
the host country and do not accrue to the home country.
The BPMS5 presently nets out such expenditures in the
aggregate balance of payments by recording them under
travel. Separating this line item from the remaining cat-
egories in travel (i.e., expenditures by business and per-
sonal travelers) in order to derive all the offsetting items
required to compute net compensation of employees,

20f course, the sheer size of employee compensation in Lesotho
suggests that it is worthy of economic study, but one should be care-
ful not to simply lump these flows together as a measure of remit-
tances in the process.

however, is not practicable, since the data are not avail-
able at the level of detail required to do this.

In sum, there is no clear economic justification for
treating migrants’ transfers and employee compensa-
tion as equivalent to workers’ remittances. The flows
assigned to these three categories are capturing differ-
ent economic effects, or in the case of migrants’ trans-
fers and employee compensation, may be capturing
something other than actual transfers. Consequently,
researchers lumping the three together may sufficiently
pollute the database with nonremittance behavioral
characteristics to render any conclusions from such an
exercise suspect. In the next section, we attempt to
ascertain whether the behavioral characteristics of the
data in these three categories are indeed different.

Examining the Data:
Measurement Matters

Countries in the WDI database provide data on
an aggregate category of workers’ remittances and
employee compensation, and the individual compo-
nents of workers’ remittances, employee compensation,
and migrants’ transfers. Not all countries, however,
provide data on all categories. Many provide data only
on the aggregate category of workers’ remittances and
employee compensation, and others report only work-
ers’ remittances. A smaller subset of countries report
both workers’ remittances and employee compensation
as separate items; the least-reported item is migrants’
transfers. In 2003, for example, the most recent year
for which a full data set on each variable is available
given various reporting lags, 154 countries provided
data on workers’ remittances and employee compensa-
tion (totaling US$199 billion), 104 provided data on
workers’” remittances (totaling US$114 billion), 107
reported data on employee compensation (US$14 bil-
lion), and only 49 reported data on migrants’ trans-
fers (worth US$4 billion). Each of the four series was
extracted from the WDI data set for all available coun-
tries between the years 1970 and 2005 for the analysis
in this section.

Table 2.1 reports the summary business cycle cor-
relations between real GDP per capita and the series on
workers’ remittances, that on workers’ remittances and
employee compensation, and a third series that sums
all three measures. In accordance with standard prac-
tice in the business cycle literature (Stock and Watson,
1999), the variables are first transformed by taking
logarithms of their ratio to GDP, and their correlation
with real GDP per capita is computed from the filtered
values using the procedure of Hodrick and Prescott
(1997). Applying the Hodrick-Prescott filter reduces
the number of usable country observations, because a
minimum number of time periods must be present to
apply the filtering technique. The average correlation

Examining the Data: Measurement Matters
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Table 2.1. Summary Business Cycle Correlations

Workers’
Remittances

Workers’
Remittances
and Employee
Compensation

Workers’ Remittances,
Employee
Compensation, and
Migrants’ Transfers

All countries
Mean correlation with real GDP per capita
Standard deviation
Minimum
Maximum
Number of countries
Total observations
With positive correlation
With negative correlation

Emerging economies
Mean correlation with real GDP per capita
Standard deviation
Number of countries
Total observations
With positive correlation
With negative correlation

-0.080 —-0.026 0.029
0.299 0.319 0.392

-0.786 —0.804 -0.792
0.715 0.665 0.922

88 134 49

38 62 25

50 72 24

—0.084 —0.031 0.024
0.360 0.311 0.405

77 113 38

33 50 20

44 63 18

Note: The statistics are computed by taking the log of each series in percent of GDP and the log of real GDP
per capita, detrending each using the Hodrick-Prescott (1997) filter, and then computing relevant correlations for

each country in the sample.

between workers’ remittances and real GDP per capita
in Table 2.1 is —0.080 for the full country sample and
—0.084 when only emerging economy? observations are
included. The negative correlation—that is, countercy-
clicality on average—supports the altruistic motivation
of remittance behavior, whereby declines (increases) in
a recipient country’s economic activity are associated
with increases (declines) in remittance flows to that
country. This result is consistent with the recent empiri-
cal support in the literature (e.g., World Bank, 2005;
Chami, Fullenkamp, and Jahjah, 2003; IMF, 2005; and
Mishra, forthcoming) and our own findings, which we
present in Chapter 6.

If employee compensation and migrants’ transfers
were capturing remittance behavior, then one would
expect to see similar behavioral characteristics in the
data for the three categories. However, the series on
workers’ remittances and employee compensation has
an average correlation with real GDP per capita of only
—0.026, or less than half the countercyclicality of the
workers’ remittances series alone, for the full country
sample. A similar result is obtained when only emerg-
ing economy data are examined. Finally, inclusion of
migrants’ transfers yields a positive correlation of 0.029
under the full country sample and 0.024 for emerg-

3The emerging economy sample was obtained by excluding West-
ern European countries, Japan, Canada, the United States, New
Zealand, and Australia.

ing economies. This exercise reveals that employee
compensation and migrants’ transfers are procyclical
on average, a finding that is more consistent with the
behavior of private capital flows than remittances as
compensatory income transfers.

As a further test of the data, we isolated those coun-
tries that report workers’ remittances and employee
compensation as separate categories to examine the
hypothesis that these flows incorporate the same behav-
ior. This could also be viewed as a test of whether coun-
try data compilers are able to distinguish adequately
between these flows in the data-reporting process. If
the two flows are similar, or if data compilers catego-
rize them in a haphazard fashion, then the correlation
between the logged, filtered value of each variable’s
ratio to GDP will be near unity. Table 2.2 reports the
correlations for the 34 countries in this subsample.
Though it contains a much smaller number of countries
than the aggregate samples included in Table 2.1, the
subsample in Table 2.2 accounts for 51 percent of total
reported workers’ remittances and 17 percent of total
reported employee compensation in 2003. The subsam-
ple also includes large remittance-receiving economies:
Colombia, India, Brazil, Mexico, and the Philippines,
among others. When the countries in this subsample
that report the items separately are examined, the
average correlation between workers’ remittances and
employee compensation is only 0.034, and the median
correlation is —0.004. Figure 2.1 presents a histogram



Table 2.2. Business Cycle Correlations:
Subsample

Countries
Reporting
Both Workers’
Remittances
and Employee

Compensation
Number of countries in subsample 34
Percentage of total workers’
remittances in 2003 51.2
Percentage of total employee
compensation in 2003 17.2
Correlation between workers’
remittances and
Employee compensation, mean 0.034
Employee compensation, median —0.004
Standard deviation 0.300
Minimum —0.623
Maximum 0.652
Number of countries
With positive correlation 17
With negative correlation 17

Note: The countries included in this sample are those that
report both workers’ remittances and employee compensation
data between 1980 and 2005. The statistics are computed by
taking the log of each series in percent of GDP, detrending each
using the Hodrick-Prescott (1997) filter, and then computing the
relevant correlation for each country in the sample. Countries
without a sufficient amount of data to implement the filter have
been removed.

of individual country correlations. The vast majority of
the 34 observations are clustered around zero, with only
five observations at 0.5 or greater. Rather than showing
a positive correlation near unity, the data indicate that
the series are uncorrelated.

The results of this exercise show that data in the
categories of workers’ remittances, employee com-
pensation, and migrants’ transfers capture different
behavioral characteristics and that data compilers are
more proficient at separating these flows in the bal-
ance of payments framework than researchers give
them credit for. In particular, workers’ remittances
have a negative average correlation with real GDP per
capita in the home country, a finding consistent with
the microeconomic underpinnings of remittances as
unrequited person-to-person transfers. In contrast, both
employee compensation and migrants’ transfers on
average display a procyclical relationship with output
in the recipient economy. This procyclical behavior is
more consistent with private capital flows and generally
inconsistent with the micro foundations from Becker’s
(1974) economics of the family. Researchers who use
all three series when compiling a cross-country panel

Figure 2.1. Correlation of Workers’
Remittances and Employee Compensation
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Sources: World Bank (2006) and authors’ calculations.

of remittance data may be making a serious error,
because the inclusion of employee compensation and
migrants’ transfers in data on remittances incorporates
different behavioral relationships with respect to eco-
nomic variables of interest and behavior that appears
to be uncorrelated with remittance behavior. In turn,
statistical analysis of remittance behavior with such
a data set may lead to erroneous results. In the chap-
ters that follow, we use the data series workers’ remit-
tances when conducting any econometric or statistical
analysis and drawing conclusions regarding remittance
behavior. Our omission of employee compensation and
migrants’ transfers from our measure of remittances is,
therefore, intentional, with the view that the category
workers’ remittances in the WDI database best reflects
the behavioral aspects we are trying to capture.

New Balance of Payments
Methodology

The lack of an official definition of remittances and
the lack of clarity surrounding statistical compilation
of a corresponding data series in the balance of pay-
ments has been noted for some time and led to a call
by the G-8, during their 2004 meetings on Sea Island,
to clarify the meaning of remittances and improve the
accuracy of measuring remittance flows. This in turn
led to the creation of a working group composed of
the World Bank, IMF, and other international financial
institutions that was tasked with clarifying the defini-
tion of remittances, offering guidance on how to col-
lect and estimate remittance statistics, and providing

New Balance of Payments Methodology
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assistance on how to develop an inflow-outflow matrix

for tracking remittance flows. A technical subgroup

of the United Nations reported its findings to the IMF

Committee on Balance of Payments Statistics and the

Advisory Expert Group on National Accounts. Accord-

ing to Reinke (2007), the results of this process will be

included in the revision of the BPMS5 and the update of

System of National Accounts, 1993, both of which are

scheduled for completion in 2008.

The proposed changes will include the introduction
of four new categories related to remittances, concep-
tual changes to the use of migration and residence
status, and the elimination of the use of migrants’ trans-
fers in the reporting of balance of payments flows. As
discussed in Reinke (2007), the changes include several
items of importance:4
e Personal transfers fo replace workers’ remittances.

The item personal transfers will include all current

transfers in cash or in kind between resident house-

holds and nonresident households, independent of
employment and migration status.

e Creation of a new item, personal remittances. This
category will include personal transfers plus net com-
pensation of employees. This category, however, is
designated as a supplementary item, meaning that the
new balance of payments manual provides a defini-
tion and guidance on compilation, but the line item
will not be part of official databases of the IMF or
World Bank.

e Removal of migrants’ transfers from the balance of
payments framework. Changes in assets and liabili-
ties resulting from individuals’ moving their resi-
dence from one country to another will be recorded
under other changes of assets and liabilities.

e Elimination of the concept of migrant in the balance
of payments. Since the concept of personal transfers
is based on residency rather than migration status,
the concept of migrant is no longer relevant. This
change makes this part of the framework consistent
with criteria elsewhere in the balance of payments
and national accounts frameworks.

The proposed changes to the balance of payments and
system of national accounts frameworks are welcome
and are consistent with the arguments put forth in this
and subsequent chapters regarding the true specifica-
tion of remittances. The new category personal trans-
fers will capture periodic, recurring, unrequited current
transfers between residents of different countries. Any
prior confusion arising from the distinction between

4The changes also include introduction of two additional cat-
egories, total remittances and total remittances and transfers to
nonprofit institutions serving households. The former includes the
new category personal remittances plus social benefits. The latter is
based on the new category total remittances plus current and capital
transfers to nonprofit institutions serving households. Both items
will also be regarded as supplementary items. See Reinke (2007) for
additional discussion.

transfers out of wage income and those out of other
income, or from the concept of migrant status, which
led to grey areas between the previous definitions of
workers’ remittances and employee compensation, will
be eliminated. The main focus from a balance of pay-
ments perspective will be to capture and record transfers
between persons in different countries, which coincides
with the generally accepted definition of remittances.
The elimination of the concept of migrants’ transfers
and the inclusion of employee compensation in a sup-
plementary item are also welcome. As evidenced by
the data, migrants’ transfers and employee compensa-
tion have characteristics more closely akin to those of
private capital flows than to those of personal transfers
and as such should be classified as items separate from
workers’ remittances.

Conclusion

The unique characteristics of remittance flows have
attracted the interest of researchers and policymak-
ers, and the magnitude of these flows requires that
we understand their characteristics and influence on
the macroeconomy. Although there has generally been
consensus surrounding the concept of remittances, the
accepted practice of aggregating the current categories
workers’ remittances, employee compensation, and
migrants’ transfers into one series is problematic at
best and could result, at worst, in serious misspecifica-
tion and faulty conclusions. A preliminary examination
of the data on and definitions of employee compensa-
tion and migrants’ transfers reveals that these flows
are conceptually different from and behave differently
than workers’ remittances. In short, measurement mat-
ters. Researchers and policymakers who have previ-
ously relied on such an aggregated series of data to
draw conclusions and make inferences about the nature
of remittances and their impact on economic activity
and the decisions of households should reexamine their
positions using the more precisely defined category
workers’ remittances alone. This classification most
closely captures the generally accepted definition of
remittances and matches what the official community
has stated will be the accepted classification. We wel-
come the proposed changes that the IMF Committee on
Balance of Payments Statistics and the Advisory Expert
Group on National Accounts have proposed regarding
the classification of remittances as personal transfers,
and we hope that the changes do indeed result in much-
needed clarity in this regard.
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Il Remittances: Stylized Facts

iven the findings of the previous chapter, the next

logical step is to establish a new set of stylized
facts about remittances derived from properly mea-
sured data. Because stylized facts identify the basic set
of questions and issues to be explained, it is essential to
begin with an accurate data set. Therefore, the chapter
first undertakes a complete examination of the empiri-
cal characteristics of workers’ remittances,! beginning
with evidence on the growth of workers’ remittances
over the past three decades and followed by regional
and cross-country comparisons of remittance receipts.
Then the chapter presents comparisons of workers’
remittances with other international balance of pay-
ments flows, with special emphasis on the volatilities
of the various flows. Finally, the chapter examines evi-
dence on the correlation of workers’ remittances with
the most important macroeconomic variables. Wher-
ever appropriate, the behavior of remittance flows to
developing countries is emphasized.

The chapter uses cross-country data as well as aggre-
gate data to maximize the descriptive power of the
stylized facts developed. Because the data aggregation
process masks some important underlying heteroge-
neity of individual country data and variation across
countries, a thorough examination of stylized facts
using a cross-country database is necessary. For exam-
ple, one of the chapter’s key findings is that macro-
economic performance varies broadly across countries
with different levels of exposure to remittance flows.
The chapter’s first section, which presents stylized facts
regarding growth of remittances and their comparison
with other balance of payments flows, predominantly
employs aggregate data, whereas the second section
predominantly uses cross-country data.

Stylized Facts Using Aggregate Data
on Workers’ Remittances

Global measured flows of workers’ remittances have
increased rapidly for more than three decades, from

IBased on the findings in the previous chapter, this term is taken
to refer specifically to data in the category workers’ remittances
from the World Bank (2006) WDI database. Data in the categories of
employee compensation and migrants’ transfers are not included.

about US$6 billion in the early 1970s, to US$50 billion
in the mid-1990s, to US$114 billion in 2003 (Figure
3.1). The majority of remittance flows, as expected, go
to developing countries. In 2003, for example, develop-
ing countries received US$104 billion in remittance
flows, a sum that equates to 91 percent of global work-
ers’ remittances in that year and 1.4 percent of total
developing country GDP.

The increase over time in measured remittance flows
is due, to a certain extent, to an expansion in the set
of countries reporting remittances, which grew from
an initial group of 4 countries to more than 70 by the
mid-1990s and to 104 countries reporting in 2003. For
this reason, it is also informative in terms of captur-
ing an overall trend to look at the evolution of flows
per reporting country. Viewing the data in this way
does not change the broad conclusion that remittance
flows have been increasing rapidly in importance over
time, because average remittances per country have
shown a similarly impressive upward trend, increas-
ing roughly by a factor of eight (from US$150 million
to US$1.2 billion) over the study period and almost
doubling between 1994 and 2003. Data availability for
remittances for 2004 and beyond is subject to reporting
lags, which reduces the set of countries with avail-
able data to 92 in 2004 and 40 in 2005. However, the
available data in these years suggest that the upward
trend in remittance flows has continued, as the per
country figures increased from US$1.1 billion in 2003
to US$1.3 billion in 2005. Extrapolating this average
to the 104 countries that reported in 2003 would result
in estimated global remittance flows of US$135 billion
for 2005.

In terms of regional flows to developing countries,
developing Asia and the western hemisphere receive
the largest amounts of workers’ remittances, though
the Middle East has seen recent strong growth, with
a doubling of remittance flows between 2000 and
2003 (Figure 3.2). Mexico was the largest develop-
ing country recipient of workers’ remittances in 2004
with US$16.6 billion, followed by the Philippines,
Lebanon, China, and Morocco (Figure 3.3). Taking
a longer-term perspective, the five largest develop-
ing country recipients of workers’ remittances over
the period 1990-2004 were, in order, India, Mexico,



Figure 3.1. Worldwide Workers’ Remittances, 1970-2003
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Note: World workers’ remittances is the sum of the category workers’ remittances across all countries for
which data are available for the year specified. Per country figures divide this amount by the number of

countries reporting data in that year.

Figure 3.2. Workers’ Remittances by Region: Developing Countries,

1980-2003
(In billions of U.S. dollars)
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reflect the sum of workers’ remittances across all countries for which data are available in the respective regional

classification.

Lebanon, Egypt, and Turkey (Figure 3.4). For policy
purposes, however, what matters is not the absolute
level of remittance flows, but their magnitude as a
percentage of recipient countries’ GDP. By this mea-
sure, the top 20 developing country recipients of work-
ers’ remittances for 2004 received flows of between
9 and 24 percent of GDP (Figure 3.5), with the five
largest recipients—Haiti, Lebanon, Guyana, Jordan,

and Jamaica—receiving remittances equaling 17 per-
cent of GDP or more. Figure 3.6 presents the largest
recipients of workers’ remittances relative to GDP over
the 1990-2004 period, with Samoa, Tonga, Bosnia
and Herzegovina, the Republic of Yemen, and Jordan
emerging as the top five.

In terms of their importance in the balance of
payments, workers’ remittances exceed both official

Stylized Facts Using Aggregate Data on Workers’ Remittances
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Figure 3.3. Top 20 Recipient Countries: Workers’ Remittances, 2004
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Figure 3.4. Top 20 Recipient Countries: Average Workers’
Remittances, 1990-2004
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aid and non-FDI private capital inflows to develop-
ing countries and have generally done so consistently
since 1998 (Figure 3.7). Moreover, workers’ remit-
tances have displayed much less variability than
other balance of payments flows. Using data from
1980-2003, Figure 3.8 displays the volatility of each
category of flows based on the standard deviation of
the detrended ratio of the corresponding variable to

GDP.2 According to the data, official aid, normally
considered a stable source of financing for develop-

2Detrending before computing standard deviation and correla-
tions is the accepted practice in the real business cycle literature.
Ratios were detrended using the filter from Hodrick and Prescott
(1997). Computing the standard deviation of the nondetrended ratio
of the variable to GDP, however, results in a similar ordering.



Stylized Facts Using Aggregate Data on Workers’ Remittances

Figure 3.5. Top 20 Recipient Countries: Ratio of Workers’ Remittances

to GDP, 2004
(In percent of GDP)
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Figure 3.6. Top 20 Recipient Countries: Average Ratio of Workers’

Remittances to GDP, 1990-2004
(In percent of GDP)
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ing countries, was three times as volatile as workers’ Overall, examination of the stylized facts based on
remittances over the time period covered in the fig- the aggregate quantity of workers’ remittances reveals
ure. FDI, non-FDI private capital inflows, and exports remittances’ relative global macroeconomic importance.
were 17, 22, and 74 times as volatile, respectively, as Flows of workers’ remittances have been growing con-
workers’ remittances over that time period. sistently over time and now represent the second-largest
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Figure 3.7. Workers’ Remittances and Other Inflows to Developing

Countries
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Note: Countries are grouped as in the World Economic Outlook. Upper panel reflects aggregate flows to
developing countries, and lower panel reflects each series as a percentage of developing country GDP.

balance of payments inflow to developing countries.
Their relative stability versus that of other inflows to
developing countries may provide additional macroeco-
nomic benefits in terms of reduced volatility of output
and consumption, two issues that subsequent chapters
examine. The next section examines whether these styl-
ized facts hold when cross-country remittance data are
used instead of an aggregate series.

Stylized Facts Using a Cross-Country
Database of Workers’ Remittances

Measures of worldwide or regional remittance flows
in relation to aggregate measures of GDP, though useful
in identifying major trends over time, likely underesti-
mate the impact these flows have on individual coun-
tries. For example, the ratio of workers’ remittances to

aggregate GDP in developing countries stabilized in the
1990s at around 1 percent, before rising in recent years,
to 1.4 percent in 2003 (see Figure 3.7). Aggregating
workers’ remittances in this manner assigns greater
weight to larger economies that may not be receiving
a significant amount of remittances and may underes-
timate the impact that remittances have on the macro-
economy in many countries.

An alternative approach to using aggregate figures is
to construct an average ratio of workers’ remittances to
GDP over a particular time period for each developing
country in the sample and then compute the cross-
country average. Table 3.1 reports the results of such
a cross-country procedure based on two time periods,
1970-2005 and 1995-2004, as well as for 2004. The
average ratio of workers’ remittances to GDP from
this cross-country sample was indeed noticeably larger
than the GDP-weighted measure previously reported,
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Figure 3.8. Volatility of Inflows to
Developing Countries, 1980-2003

(Standard deviation in percent)
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Note: Volatility is defined as the standard deviation of the
detrended ratio of each variable to GDP, with detrending
accomplished using the Hodrick-Prescott (1997) filter.

registering 3.7 percent for the entire 1970-2005 study
period and 3.6 percent for the more recent 1995-2004
period. The average ratio of workers’ remittances to
GDP across countries increased to 4.2 percent in 2004,
reflecting the upward trend that was observed in the
GDP-weighted average figures. Adjusting the procedure
to eliminate countries that report only periodically does
not alter these results.3 Thus, aggregation of the data

3To examine the effects that changes in the country sample may
have over time, the statistics were recomputed for unchanging
samples of emerging countries that reported remittances for all
years within the following subperiods: 19802004 (20 countries),
1990-2004 (33 countries), and 1995-2004 (53 countries). Analysis

appears to lead to an underestimation of the importance
of workers’ remittances in many countries.

The country-specific figures also reveal considerable
variation across countries. For the entire study period
from 1970 to 2005, the cross-country standard devia-
tion of average remittances was equal to 4.9 percentage
points of GDP, and 5.8 percentage points during 1995
through 2004. Closer examination of the distribution
across countries during this 10-year period reveals a
clustering of countries. First, 48 countries (44 percent
of the observations) received an average of 1 percent of
GDP or less per year in workers’ remittances (Figure
3.9). In other words, nearly half of the observations
record little in the way of workers’ remittances. A sec-
ond cluster of 25 countries (23 percent of the observa-
tions) recorded an average ratio of workers’ remittances
to GDP in the 2-5 percent range, and 7 countries (6
percent of the observations) received average annual
flows of 15 percent of GDP or more.

Although the aggregate figures conclusively point
to a large and growing presence of remittance flows
in the developing world over the past decade or so, the
heterogeneity of different countries’ exposure to this
phenomenon is also a critical feature of the data. This
heterogeneity proves beneficial in the empirical work
presented in subsequent chapters, as it provides the
variability needed to test whether remittances indeed
affect macroeconomic performance. Furthermore, the

of these stable samples results in the same conclusion regarding the
evolution of the ratio of workers’ remittances to GDP over time: a
slight downward trend from the mid-1980s to the mid-1990s, fol-
lowed by a prolonged upward trend that reaches its peak in 2002—
2003. However, the average ratio of workers’ remittances to GDP is
even higher when computed for the stable subgroups of countries.
Countries in the group reporting remittances for at least 25 years
(i.e., 1980-2004) received an average of 6 percent of GDP in work-
ers’ remittances in the last two years of the sample period, compared
to just over 4 percent 10 years ago.

Table 3.1. Emerging Economies: Workers’ Remittances

(In percent of GDP)

19702005 19952004 2004

Mean workers’ remittances—to—GDP ratio across

countries and time 3.7 3.6 42
Maximum workers’ remittances—to—GDP ratio across

countries and time 64.0 40.8 17.9
Number of countries 145 108 77
Number of observations 1,906 839 77
Cross-country standard deviation 4.9 5.8 5.2

Note: The average ratio of workers’ remittances to GDP was computed for each country in the sample across
the time period indicated. A cross-country average was then obtained and is reported as the mean ratio in the

table.
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Figure 3.9. Emerging Economies:

Workers’ Remittances, 1995-2004
(In percent of country GDP, period average)
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clustering of countries at the low end of the distribu-
tion of remittance flows provides the sample with a
group of control countries—those relatively unaffected
by remittances—against which to compare the perfor-
mance of recipient countries.

Workers’ Remittances and Other Foreign
Exchange Inflows

This subsection compares remittance inflows in
emerging economies with export earnings, official

transfers, official capital flows, and private capital
flows received by those economies.* The importance of
remittances to recipient countries’ balance of payments
becomes apparent immediately. On average over the
10-year period from 1995 to 2004, remittances equaled
about one-third of export earnings, more than twice
private capital flows, almost 10 times official capital
flows, and more than 12 times official transfers (Table
3.2). As in the previous subsection, there is consider-
able heterogeneity across countries. At the maximum,
remittances can equal up to 4 times export earnings,
almost 40 times the level of private capital flows, 371
times official capital flows, and 217 times official
transfers. For a representative recipient country such
as Senegal, workers’ remittances averaged 3.7 percent
of GDP during this period, equal to about one-fifth of
exports, 1.5 times private capital flows, more than three
times official capital flows, and almost twice official
transfers.

Thus, although workers’ remittances have not been
uniformly important for all emerging economies, for
the very large group of countries where they are impor-
tant, they have been increasing rapidly since the early
1990s. Moreover, they have grown so much that remit-
tance flows are now far larger than many other types
of foreign exchange inflows that have traditionally
received much more attention.

4Note that the year 2005 is largely excluded from the discussion
in this subsection because of the relatively small country coverage
of the data for that year.

Table 3.2. Developing Countries: Workers’ Remittances in Relation to
Selected Balance of Payments Inflows

Ratio of Workers’ Remittances to

Official Official Private
Transfers ~ Capital Flows  Capital Flows  Exports
Recent period: 1995-2004
Mean across countries and time 12.2 9.6 24 0.3
Maximum country average 217.1 371.5 39.7 4.0
Cross-country standard deviation 342 47.9 6.0 0.7
Country with average ratio of workers’
remittances to GDP 1.9 34 1.5 0.2
Recent observation: 2004
Mean 41.8 12.7 2.6 0.2
Maximum 1,648.7 145.6 39.7 32
Cross-country standard deviation 2125 32,6 6.0 0.5
Country with average ratio of workers’
remittances to GDP 4.5 1.3 0.3

Sources:World Bank (2006), IMF (2006a, 2006b), and authors’ calculations.



Table 3.3. Emerging Economies: Volatility of Workers’ Remittances in
Comparison to Selected Balance of Payments Inflows

(Standard deviation in ratio to GDP, average across countries)

Official Official Private Workers’
Transfers Capital Flows Capital Flows ~ Remittances
Sample periods
1970-2005 2.9 35 6.6 1.8
1980-2005 2.9 35 6.5 1.8
1995-2005 2.0 2.7 5.5 1.3
Country with average ratio of 07 06 21 20

workers’ remittances to GDP

Sources:World Bank (2006), IMF (2006a, 2006b), and authors’ calculations.

The Stability of Workers’ Remittances in
Comparison to Other Foreign Exchange Inflows

In addition to highlighting the sheer magnitude of
remittance flows in relation to other international flows
studied extensively in the literature, Chapter 2 also dis-
cussed the hypothesis that remittances, because they
are conceptually distinct from official flows and from
purely profit-seeking private flows, also exhibit visibly
different behavior from these other flows. If they do,
then given the magnitude of these flows, it becomes
even more important to understand their macroeco-
nomic role.

A first pass using nondetrended data provides sup-
port for this hypothesis. Flows of workers’ remittances
(scaled by GDP) appear to have been less volatile than
other flows over the period 1970-2005: slightly less
so than official transfers, but considerably less so than
capital flows, both official and private (Table 3.3). The
average annual standard deviation of workers’ remit-
tances was 1.8 percentage points of GDP throughout
the study period, in comparison to 2.9 for official trans-
fers, 3.5 for official capital flows, and 6.6 for private
capital flows. In the more recent 1995-2005 period,
although the volatility of all flows analyzed fell con-
siderably compared to the entire study period, the stan-
dard deviation of remittances (1.3 percentage points)
remained below that of official transfers, just below
half that of official capital flows, and under a quarter
that of private capital flows.

As might be expected given the conceptual differ-
ences outlined in Chapter 2, remittance flows have
also proven to be uncorrelated with other international
flows (Table 3.4). The average coefficient of the cor-
relation between remittances and official transfers was
slightly positive over the full study period (0.13) and
for 1995-2005 (0.06) and slightly negative with respect
to both types of capital flows over the full study period
(-0.07 for private flows, —0.11 for official capital

flows). Furthermore, for more than half of the countries
in the sample, remittances were negatively correlated
with both types of capital flows throughout the entire
study period, as well as during the more recent 10-year
period.

Supporting the view that remittances merit unique
attention, the evidence shows that remittances’ mag-
nitudes are considerable, even dwarfing other inter-
national flows in some cases; that remittance flows
are relatively stable over time; and that they tend to be
uncorrelated or even negatively correlated with other
international flows. Furthermore, whereas some stud-
ies’ have argued that remittances may behave similarly
to investment-driven capital flows, the preliminary
findings in this chapter should serve as a caution to
researchers in this regard, particularly as among the
flows examined here, private capital flows tended to be
those with which the behavior of remittances over time
had the least in common.

Workers’ Remittances and Macroeconomic
Performance: A Preliminary Look

Econometric studies examining possible impacts of
remittance inflows on recipient countries’ economic
performance have proliferated in recent years. Most
have addressed individual countries, but a few have
focused on the implications for economic growth, using
large sets of cross-country data.® Among the other key
issues being explored in the literature are whether
remittances enhance money demand or financial devel-
opment more generally, whether they affect the long-

SFor example, Giuliano and Ruiz-Arranz (2005) and Lueth and
Ruiz-Arranz (2006) argued that an investment rather than an altruis-
tic motive pervades much of the behavior of remittances, in much the
same way as it does foreign direct investment or portfolio flows.

6Most notably, Chami, Fullenkamp, and Jahjah (2003), Giuliano
and Ruiz-Arranz (2005), and Catrinescu and others (2006).

Stylized Facts Using a Cross-Country Database of Workers’ Remittances
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Table 3.4. Emerging Economies: Correlations Between Workers’
Remittances and Other Selected Balance of Payments Inflows

Correlation Coefficients Between Ratios to
GDP of Workers’ Remittances and
Official Official Private
Transfers Capital Flows Capital Flows

Correlation over time—country averages
Percentage of countries with negative correlations
Number of countries

Correlation over time—country averages
Percentage of countries with negative correlations
Number of countries

Full sample period: 1970-2005

0.13 —0.11 -0.07
41 64 58
76 75 88

Recent period: 1995-2005

0.06 -0.07 -0.03
38 56 57
64 63 79

Sources:World Bank (2006), IMF (2006a, 2006b), and authors’ calculations.

run equilibrium exchange rate, whether they smooth
macroeconomic fluctuations and reduce the probability
of current account reversals, and whether they affect
the level of investment in general and expenditure on
education more specifically. Chapters 5 and 6 present
several theoretical models that show how remittances
may have serious implications for short-term fluctua-
tions and policies aimed at stabilizing them.

This subsection takes a preliminary look at these
issues on an aggregate and purely descriptive level,
leaving more rigorous analysis for subsequent chap-
ters. The descriptive statistics in this subsection were
developed based on a group of 100 countries during the
1995-2004 period.” The countries are ranked accord-
ing to their ratio of remittances to GDP, then compared
in terms of several macroeconomic variables: real GDP
growth rate, inflation, percentage change in the real
exchange rate, liquid liabilities and the fiscal balance
(both expressed as a percentage of GDP), and the level
of per capita GDP. Table 3.5 summarizes the data,
dividing the sample into quintiles and examining the
averages of macroeconomic variables and remittances
for each. The table also compares the average values of
these macroeconomic variables for the bottom and top
deciles, as well as for the 50th percentile, and shows
the correlation between remittances (scaled by GDP)
and the variables.

As expected, poorer countries have been receiving
relatively larger remittance flows. The data show a vis-
ible negative association between workers’ remittances
and the countries’ level of income. Average per capita
GDP in 1995-2004 descends from $6,907 among coun-
tries in the lowest quintile of remittance receipts to

7To be included in the data set, countries needed to have at least
three years of data during the period.

$2,620 among countries in the highest quintile, and
average workers’ remittances increase from 0.1 to 11.1
percent of GDP, respectively. The coefficient of the
cross-country correlation between the two is —0.24.
However, there appears to be little correlation between
a country’s average real GDP growth and the level of
remittances in that country. The small positive cor-
relation shown in the table is due largely to an out-
lier, Bosnia and Herzegovina, which generated a high
rate of growth and was the top remittance recipient in
the sample during the years studied. If this country is
excluded, average real GDP growth for countries in the
highest quintile of remittance receipts drops from 4.4
percent to 3.9 percent, more comparable to those of the
third and fourth quintiles (3.7 percent), and the overall
correlation across countries becomes negative. Like
GDP growth, inflation shows little discernible relation
to remittances, with a correlation coefficient very close
to zero.

Liquid liabilities, a proxy for the size of a country’s
domestic financial system, displays a positive correla-
tion with the level of remittances. These liabilities tend
to be much higher among countries in the first quintile
(high income, low remittances) than among those in
the second and third. This perhaps reflects the fact
that higher-income countries, in the lowest remittance-
receiving quintiles, also tend to have larger financial
systems. Beyond the third quintile, however, liquid
liabilities appear to increase once again, rising to 53
and 47 percent of GDP in the fourth and fifth quintiles,
respectively.

Although countries’ average fiscal balance does not
fall smoothly as one moves from lower toward higher
levels of remittances, there appears to be a certain neg-
ative relationship between the two; countries receiving
remittances that amount to 1 percent of GDP or more



References

Table 3.5. Emerging Economies: Selected Macroeconomic Variables Across Percentiles of

Workers’ Remittances, 1995-2004

Period Averages

Per Capita
Average workers’ Percentage  Liquid Liabilities  Fiscal Balance =~ GDP in
remittances in percent Real GDP Change in in Percent in Percent (PPP) $US
of GDP Quintiles Growth Inflation REER! of GDP of GDP in 1995
0.1 | 4.1 10.8 0.7 50.1 2.6 6,907
0.4 2 4.3 19.5 1.0 334 -1.3 3,572
1.7 3 3.7 1.2 -0.3 34.7 -3.6 3,402
3.8 4 37 8.8 —1.1 52.5 -3.0 2,827
1.1 5 4.4 14.4 —1.4 47.4 -32 2,620
Correlation with workers’ remittances 0.15 —-0.05 -0.20 0.12 —0.11 -0.24
0.0 Lowest decile 4.2 1.4 0.0 42.9 -1.6 5,908
1.7 50th percentile 1.4 9.3 -2.0 34.7 -1.1 4,450
15.5 Highest decile 4.7 1.6 0.7 52.4 -3.6 2,744

Sources: World Bank (2006), IMF (2006a, 2006b), and authors’ calculations.

IReal effective exchange rate, defined as a multilateral exchange rate deflated by the CPI of weighted trading partners.

exhibited noticeably weaker fiscal outcomes over the
study period. Finally, with the exception of the second
quintile, countries receiving larger remittance flows
tended to exhibit less currency appreciation, on aver-
age, than those receiving less. This result should be
viewed with caution, however, as the country coverage
for this variable in the sample was limited. Whereas
nearly all 100 countries in the sample were represented
in each of the other variables, only 48 countries had
sufficient real exchange rate series during the period
analyzed to be included in the data set for this vari-
able. In particular, a real exchange rate series was not
available for several countries among the highest remit-
tance recipients, those for which a positive correlation
between remittance flows and currency appreciation
would be most likely.

Conclusion

By all measures, workers’ remittances have been
growing rapidly worldwide—particularly since the
early 1990s—and today represent a very sizable com-
ponent of the balance of payments of recipient coun-
tries. According to comparisons to other types of
international flows—foreign direct investment, official
aid, and private capital flows—presented in this chap-
ter, remittances are second only to FDI in size, but
are several times larger in magnitude than remaining
official and private flows. The evidence presented in
this chapter also shows that remittances tend to be sig-
nificantly more stable over time than other balance of
payments flows, especially private capital flows and
exports. Finally, remittances are found to be largely

uncorrelated with other foreign exchange inflows, thus
supporting the expectation that, given their nature as
unrequited private transfers among family members,
remittances should behave differently from other for-
eign exchange flows.

In addition to these overall trends, the examination
of the data in this chapter also reveals considerable het-
erogeneity in remittance inflows among the different
emerging economies. Nearly half of developing coun-
tries receive remittances of less than 1 percent of GDP,
whereas for others, remittances have surpassed 15 per-
cent of GDP and exceed the country’s total export earn-
ings. The degree of heterogeneity in the data provides
the variability and control groups necessary to test the
effects of remittances on macroeconomic performance.
Taking into consideration this cross-country heteroge-
neity, results of the chapter’s analysis of the relationship
between remittances and macroeconomic variables of
interest (level of income, real GDP growth, inflation,
the fiscal balance, and the level of the real exchange
rate) suggest that relationships between remittances and
macroeconomic performance are likely to be complex,
with many other conditioning variables at play, and
perhaps nonlinearities as well. Subsequent chapters
explore these interactions and econometric issues in
more detail.
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IV What Drives Remittance Flows?

U nderstanding the motivations for remitting is nec-
essary for analyzing the wider economic conse-
quences of remittances, for at least two reasons. First,
the amount that a migrant transfers to family members
remaining at home at any given time depends, among
other things, on the migrant’s underlying motivations to
go abroad and to remit funds in the first place. The size
and timing of remittance flows in turn determine their
effects on economic activity in the receiving country.
Second, the intended purpose of remittances affects the
end uses of these funds, and the uses to which recipi-
ents put them is also an important determinant of their
economic impact on the recipient economy.

Ideally, the literature on the causes of remittances
would provide a list of the main variables that drive
remittances and predict the expected relationship
between these causal factors and the size and timing
of remittance flows. In addition, this literature would
also provide a set of stylized facts about the economic
activities that remittances fund, including evidence on
whether the uses of remittances change in response to
changes in the factors driving the remittances. This
information could be incorporated into theoretical and
ultimately empirical models and hence improve our
ability to discern the impacts of remittances on recipi-
ent economies.

Unfortunately, the existing literature on the causes
and uses of remittances falls far short of these ideals,
though not for lack of effort. The proliferation of studies
on these issues has tended to increase confusion about
the causes of remitting behavior and the uses of remit-
tances, rather than improve our understanding of these
activities. In part, this confusion has resulted because
remitting is a deceptively simple activity whose true
complexity research has gradually revealed. Part of
the confusion also stems from limitations in the data,
which place severe constraints on the types of questions
that can be asked and the conclusions that can be drawn
from statistical analyses. Several of the key limitations
of the existing aggregate data on remittances are by
now well known, and Chapter 3 adds further important
cautions about these aggregate data. In addition, the
microeconomic data sets in existence have not neces-
sarily been constructed for the purpose of studying
remittances and typically do not ask the questions of

greatest interest to researchers studying remittances.
Finally, the data sets are not comparable across samples
in terms of content or methods of measurement, so the
results from studies on remittances cannot be compared
easily. In short, the lack of cross-country longitudinal
data on the behavior of individual remittance-sending
and remittance-receiving households is keenly felt.

Much of the confusion, however, stems from the lack
of a universally accepted framework for characterizing
and interpreting the research on remittance determina-
tion. In particular, it has become difficult to distinguish,
either theoretically or empirically, among several of the
theories of remittance determination that have recently
appeared in the literature. This prevents scholars in the
area of remittances from reaching consensus regarding
the phenomenon’s causes. Thus, this chapter’s immedi-
ate goal is to establish a useful basis for classifying and
distinguishing among theories of remittance determi-
nation. Doing so will clarify the implications, for the
economic impacts of remittances, of the factors driving
these flows. In the analysis that follows, we specify our
framework for analyzing remittance determination, use
the framework to resolve the confusion present in the
literature, and discuss the implications of the literature
on the causes of remittances for the phenomenon’s eco-
nomic impact.

Factors Driving Remittances

Theory

The remittance-determination process has three
aspects that jointly influence whether a migrant remits,
and if he or she does so, the timing and quantity of
the remittances he or she makes. Although all three
aspects are present, at least implicitly, in the literature,
the analysis presented in this chapter is the first that
recognizes them explicitly and clarifies their relation-
ship to each other.

To identify these aspects, consider remittance deter-
mination on the most basic level. When migrants remit
funds to their families, they do so because they believe
they can increase their own utility by doing so. Let
us use the term motivation for remitting to denote the
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aspect of the remitter’s utility function that generates
utility from remitting. The literature identifies only two
basic motivations, under this definition, for remitting:
altruism and self-interested exchange, which we’ll sim-
ply call the exchange motivation. Altruism motivates
remittances because the recipient’s utility (or consump-
tion) is an argument in the remitter’s utility function,
so the remitter derives utility from the recipient’s con-
sumption, which is funded in part by the remittances
sent. Exchange, on the other hand, motivates remit-
tances because remittances are a resource belonging
to the remitter that may be exchanged for goods and
services that provide utility to him or her.

The desired increase in utility that motivates the
migrant to remit needs to be fulfilled through some
concrete means. The remitter, perhaps in cooperation
with the remittance recipients, formulates a plan for
using the remittances, which we call the intended use
of the remittances. Although the remitter’s intended
uses of remittance funds may be quite specific (that is,
the remitter may want the recipient to purchase particu-
lar goods, services, and assets), they may also be quite
general. But whether these intended uses are narrowly
or broadly specified, they fulfill one of only a few
basic economic functions. Therefore, we classify the
intended uses of remittances by their economic pur-
pose. According to this view, remittances have two main
(intended) uses: risk sharing (insuring) and altering the
intertemporal path of consumption (consuming, saving,
and investing). In addition, some (and perhaps many)
households use a portion of the remittances received
from the migrant to purchase services to replace the
migrant’s labor contributions to the household. These
transfers enable migration to take place, so they are
“overhead” costs of migration that must be paid and
hence are derived from the original decision to migrate
(and remit).

Remittance recipients are the ones who have respon-
sibility for implementing the remitter’s plan, once they
receive the transfer. They make specific purchases or
investments, which we call the end uses of the remit-
tances. Money sent by the remitter ends up being spent
on the purchase of final goods and services (for con-
sumption), of financial assets (including being held
as cash), or of real assets (including human capital).
There is, in short, a remittances accounting identity
that describes the end uses. Because of asymmetric
information, the remitter cannot dictate the end uses
of remittance funds to the recipient. Therefore, the end
uses lie along a continuum ranging from completely
congruent with the remitter’s intended uses to com-
pletely contrary to them. The remitter understands this
and adjusts his or her remitting behavior accordingly.
Therefore, the end uses of remittances play an impor-
tant role in remittance determination.

The framework described in the foregoing implies
that each theory of remittance determination pairs an

underlying motivation for remittances with an intended
function and may also specify one or more end uses of
the remittances that are consistent with (or even spe-
cifically implied by) the motivation and intended func-
tion. Thus, we fully characterize remitting behavior by
describing its motivation, its intended function, and its
end use. For example, one migrant may be altruistically
motivated to insure her family, so she remits funds that
are spent on consumption goods. On the other hand,
another migrant may have an exchange motivation to
smooth consumption and hence remits money to his
family in part to purchase assets for him and in part
to pay the family member(s) a fee for their agency in
making the investment on his behalf (in real property,
for example). The family members, in turn, may con-
sume or invest the payments received for these services.
Of course, it is possible (if not likely) for a particu-
lar remittance transaction to have both altruistic and
exchange motivation, both risk sharing and consump-
tion smoothing as intended functions, and multiple end
uses as well.

This view of the remittances process leads to two
important realizations about theories of remittance
determination. First, such theories cannot be distin-
guished from one another solely on the basis of end
uses or even intended functions. The intertemporal
time path of both consumption and risk sharing can be
altered through adjusting all three of the end uses of
remittances described previously. And each intended
function of remittances is consistent with both motiva-
tions for remittances. Theories can be distinguished
from one another only by specifying the complete path
from motivation to end use. In short, the “insurance”
or “inheritance” theories of remittance determination
that appear in the literature are not complete theories
but only parts (in this case, dealing with the intended
function) of complete theories.

The second realization is that it does not make sense
to compare the three aspects of remittance determina-
tion to one another. For example, it does not make sense
to compare altruism (motivation) to insurance (intended
use) as separate “theories” of remittance determination,
because they do not describe the same aspect of the
remittances phenomenon. In addition, as we argued
earlier, they are not even mutually exclusive concepts.
Indeed, a critical reading of the literature on the theory
of remittance determination finds ample support for
the idea that multiple motivations and intended uses for
remittances can coexist.

Early approaches to the theory of remittances identi-
fied and described various costs and benefits to remit-
ting, which tend to fall under the rubric of exchange
motivation. Russell (1986) summarizes these costs
and benefits. Stark and Bloom (1985) realized that the
appropriate unit of analysis in attempting to answer
questions about migration and remittances is the fam-
ily, because the entire family is sharing—and trading



off—the costs and benefits of remitting. This approach
leaves the door open for both altruistic and exchange
motivations to remit, as we show later in the chapter.

Many economists, especially before the advent of the
new economics of labor migration, acknowledged that
family ties in the form of mutual caring are probably
a prime motivation for remitting. The earliest studies
on remittances, such as Johnson and Whitelaw (1974),
mention altruistic motivations for remittances. Lucas
and Stark (1985, p. 902) write that “certainly the most
obvious motive for remitting is pure altruism—the care
of a migrant for those left behind. Indeed, this appears
to be the single notion underlying much of the remit-
tance literature.” They go on to specify an altruistic
utility function in which the migrant’s utility includes
the consumptions of the other members of the migrant’s
household. This, however, is the maximum extent of
formalization of the altruistic model of remittances.

More recent theories have focused on the idea that
there can be self-interested reasons for remitting as
well, which nevertheless center on the family. These
self-interested theories of remittances are still based on
the family because they view the family as a business
or as a nexus of contracts that enables the members
to enter into Pareto-improving arrangements. Several
different types of businesses or contracts are possible
within these theories, which has led to various self-
interested models of remittances. In the initial paper
involving this sort of theory, Lucas and Stark (1985)
suggest that migrants may have investments that need
to be tended while they are away, so they use other
family members as their agents. The remittances the
migrant sends are employed to care for the migrant’s
interests, but they also provide some compensation for
the agents. Hoddinott (1994) emphasizes that the fam-
ily left behind exercises leverage over the remitter. In
Hoddinott’s paper, families reward high levels of remit-
tances by increasing the remitter’s share in the inheri-
tance of family lands. In both cases, remittances are at
least partially motivated by exchange considerations,
and the intended use of the remittances is to smooth
consumption.

Another potential role for the family is that of a
service provider. Stark (1991), as well as Aggarwal and
Horowitz (2002) and Gubert (2002), suggests that the
family can function as an insurance company that pro-
vides members with protection against income shocks
by diversifying the sources of income. Yang and Choi
(2007) show that agricultural families in the Philip-
pines use remittances to compensate for income shocks,
which are proxied by lack of rainfall. In these papers,
remitters tend to provide insurance for other family
members, whereas in Amuedo-Dorantes and Pozo
(2006), the family provides insurance to the remitter,
and the remittances function as the insurance premi-
ums. On the other hand, Poirine (1997), as well as Ilahi
and Jafarey (1999), models the family as a bank that

finances migration for some members. The borrowers
remit funds to repay the loans that financed their migra-
tion, which are used for additional loans to further the
interests of other individual family members. Finally,
Secondi (1997) makes explicit the idea that remittances
are used to purchase services to replace the migrant’s
contributions to household production—in the case of
Secondi’s study, remittances purchase child care ser-
vices from the migrants’ family or in-laws.

One of the main messages of the theoretical literature
on the causes of remittances is that there exist plausible
exchange motivations as well as altruistic motivations
for remittances. But one point that the recent litera-
ture does not sufficiently acknowledge is that altruistic
and exchange motivations can coexist. For example,
the exchange motivation’s implicit contracts require
enforcement mechanisms to function properly, and
these enforcement mechanisms are likely to be based
on altruism. Chami and Fischer (1996) show that altru-
ism is a mechanism by which independent agents find
partners with whom to enter into risk-sharing arrange-
ments, which implies that altruism makes contracting
possible in the first place. Altruism is also a potent
enforcement mechanism for exchange-motivated remit-
tances: migrants live up to their obligations because
they care about the family members who are the coun-
terparties to the agreement. This idea is explored in
Stark and Lucas (1988).

But the role of altruism in remittance determina-
tion implied by the literature is too fundamental to
be limited to serving only as an enforcement mecha-
nism for implicit contracts. The more likely possibil-
ity is that both altruistic and exchange motivations for
remittances are operative at the same time. A theo-
retical framework that allows for this possibility is pro-
vided in the work of Becker (1991) on merit goods
(see also Chami, 1998, and Mulligan and Philipson,
2000). Merit goods are the most general expression of
what a remitter “purchases” from a recipient. In addi-
tion to services that could be purchased on the market,
they also include any nonmarket services the recipient
renders to the benefactor, as in Bernheim, Shleifer,
and Summers (1985) and Cox (1987), among others.
Therefore, merit goods include all of the within-family
exchanges previously described. But merit goods also
include actions the recipient takes that directly enhance
the recipient’s income and welfare without necessarily
providing goods or services to other members of the
family, including the remitter. For example, the altru-
istic remitter may expect a recipient to expend effort in
finding a job or in choosing an investment project, or
to excel in his or her job or investment. In this case, the
merit good consists of the effort the recipient expends.

In a model in which both exchange (merit goods)
and altruism motivate remittances, the remitter’s utility
not only would encompass a concern for the recipient’s
welfare, but also would involve certain expectations

Factors Driving Remittances
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regarding the recipient’s behavior. More generally, the
remitter’s utility function is given by Ug (cg, a, Uy),
where ¢y is the emigrant’s consumption, a is action the
recipient takes, and Uy is the recipient’s utility.

This generalized exchange view of the motivation to
remit has profound implications for empirical tests of
remittance determination, following results first shown
by Chami (1998). Chami extends Becker’s merit good
model to include an outside labor market whose out-
come depends in large part on the actions taken by the
recipient of remittance transfers. In this model, Chami
explores the impact of familial transfers on recipients’
actions under perfect and complete information as well
as in the presence of asymmetric information regarding
the actions taken by the recipient of such transfers. One
key finding is that it is not simple or straightforward to
ascertain ex post which motivation for transfers is oper-
ative. In particular, analyzing the relationship between
market outcomes and transfers does not reveal whether
the altruistic or exchange motive is at work. In other
words, Chami shows that the simple test used in ear-
lier studies—such as Bernheim, Shleifer, and Summers
(1985) and Cox (1987)—to ascertain which motive for
transfers is at work fails when one allows for the case of
more general merit goods and when one introduces out-
side market and informational problems into the analy-
sis. These findings suggest that it is extremely difficult
to distinguish between the altruistic and exchange moti-
vations for remittances using data on market outcomes.

Evidence

The empirical literature on remittance determination
is even larger than the theoretical literature. In empiri-
cal studies of remittance determination, data on the
amount and timing of remittances are correlated with
data on the end uses of remittances, various measures
of remitter and recipient characteristics, and economic
indicators, with the intention of inferring the intended
functions of and underlying motivations for remit-
tances. Broadly speaking, three types of data are used
to estimate remittance-determination equations. One
type describes the economic conditions for the migrant
and for the migrant’s family, including variables such
as migrant income and family income. Another type
involves demographic variables, some of which (such
as education variables) proxy for income, and others of
which proxy for the strength of the connection between
the migrant and his or her family, as well as for any
contracts or agreements that may exist between migrant
and family. For example, the migrant’s length of stay
in the host country, the size of the family left behind,
and the number of other migrants in the family are fre-
quently used in remittance-determination equations that
employ microeconomic data, and the stock of migrants
in the host country is commonly used in macro-data
studies. Finally, the third type of data describes the

quality of the opportunities available for different end
uses of the remittances. For example, many studies of
remittance determination have included financial vari-
ables such as interest rates and black market exchange
premiums, as well as proxies for political risk.

In general, most empirical analyses of remittance
determination include some demographic variables
such as the stock of migrants in the host country (or
family characteristics, in the case of micro data), eco-
nomic variables such as wages or income, and financial
variables such as interest rates.! The demographic and
income variables tend to be significant in nearly all
estimations, whereas the quality of opportunity vari-
ables’ significance varies, depending on the sample
and specification. This is probably the most reliable
stylized fact to emerge from the empirical literature on
the causes of remittances. Variables that proxy for the
migrant’s capacity to remit, such as income, as well as
demographic variables that capture strength of family
ties, seem to have consistently significant explanatory
power for the amount and timing of remittances. Some
studies have produced interesting comparisons of the
remitting behaviors of different groups,? but these com-
parisons do not necessarily help distinguish among dif-
ferent theories of remittance determination.

Despite the number and variety of empirical stud-
ies on remittance determination, one cannot use their
results to distinguish among theories of remittance
determination with much confidence.? Various studies
have claimed to find evidence of exchange or altruistic
motivations for remittances, manifested in the vari-
ous intended uses (insurance, inheritance, and so on)
described previously, and many find evidence of both
motivations. But given our theoretical framework, and
the problems it reveals in the existing theoretical lit-
erature, many of these claims need to be reevaluated.
Correlations observed in the data are consistent with
multiple theories of remittance causation, so that there
are very few (if any) conclusive ways to nest hypoth-
eses and conduct tests among different theories. As the
discussion of our theoretical framework in the previ-
ous section shows, nearly any end use of remittances
is consistent with each of the intended functions and
motivations for remittances, making the theories quite
difficult to distinguish from one another empirically,
using end-use data. Using data on remitter and recipient
characteristics to distinguish among theories encounters
similar difficulties. A positive or negative coefficient

ISee, for example, Swamy (1981), Banerjee (1984), Glytsos
(1988), El-Sakka and McNabb (1999), Buch, Kuckulenz, and Le
Manchec (2002), Aydas, Metin-Ozcan, and Neyapti (2005), and
Gupta (2005).

2See, for example, Merkle and Zimmerman (1992), Funkhouser
(1995), de la Briere and others (2002), and Vanwey (2004).

3Recall that in our framework, each theory of remittances pairs
a particular motivation with a particular intended use for the remit-
tances (and possibly a particular end use as well).



on a particular explanatory variable, in other words,
may be consistent with multiple theories, rendering
interpretation of empirical results difficult. In addition,
as mentioned previously, the generalized exchange or
merit good motivation for remittances is very difficult
to distinguish from altruistic motivation ex post. And
finally, a single remittance flow may have several com-
ponents, each corresponding to a completely different
theoretical chain of causation. This may introduce vari-
ability into the estimations, via errors in variables, that
reduces statistical significance.

This identification problem features prominently
in Docquier and Rapoport (2006), which attempts to
organize the literature on remittances to find ways
to distinguish theoretically and empirically among
remittance-determination theories. Docquier and Rapo-
port find relatively few testable differences among the
various models they examine. In view of the analysis
presented in the previous paragraph, it is not surprising
that these authors encounter this problem. In addition,
Docquier and Rapoport’s paper confounds the three
links in the remittance chain, leading the authors to
improperly multiply and attempt to compare partial
theories of remittance determination. In particular, the
paper acknowledges ‘“‘altruism,” “exchange,” “inheri-
tance,” “strategic motive,” “insurance,” and “invest-
ment” theories of remittance determination. These
concepts actually describe partial theories of remit-
tances that are not necessarily mutually exclusive or
even directly comparable. And even the tests that Doc-
quier and Rapoport suggest may not necessarily be
conclusive, given our argument earlier in the chapter
that each of the motivations can be matched with any
of the intended functions and end uses of remittances
to form distinct (though not necessarily empirically
distinguishable) theories of remittance causation.

The unfortunate conclusion that emerges from an
assessment of the literature on remittance determina-
tion, therefore, is that neither the theoretical nor the
empirical findings have clear implications for the eco-
nomic impacts of remittances. But two alternative ways
to use the ideas and findings from this literature may
yet yield some insights. One possibility is to recon-
sider the literature on remittance determination and
recharacterize it in a way that renders it more useful
for thinking about remittances’ economic impacts. A
second possibility, reexamining the literature in regard
to microeconomic data on remittances’ end uses, is
discussed in the chapter’s final section.

Rather than attempt to find the most accurate or
realistic theory of remittance determination, we can
instead focus on the most important distinction among
theories from the perspective of economic impact:
whether remittances are predominantly compensatory
or opportunistic in nature. That is, are remittances pri-
marily sent to compensate their recipients for unfavor-
able economic conditions such as poor endowments or

temporary income shortfalls, or are they sent primarily
to take advantage of high returns or other favorable
economic conditions? Note that compensatory transfers
may be motivated by either altruism or exchange and
may take the form of altering the expected consumption
path or providing insurance. Similarly, opportunistic
transfers are also consistent with multiple motivations
and intended uses of remittances. But the economic
impact of remittances changes dramatically, depending
on how they respond to (changes in) economic condi-
tions in both the home and host countries. This point is
best made by emphasizing that if remittances are pre-
dominantly opportunistic transfers that are sent to take
advantage of (relatively) favorable economic conditions
in the home country, then they are similar to capital
flows and thus can be analyzed as another type of capi-
tal inflow. But if remittances are primarily compensa-
tory, then they are very different from capital flows,
and their economic impacts will also be different.

Because the theory of remittance determination pro-
vides very little guidance, the compensatory-versus-
opportunistic issue has become a largely empirical
question. Some researchers find evidence that remit-
tances respond positively to interest rate differentials
or other indicators of favorable investment conditions
in the home country. On the other hand, others find that
remittances function like insurance, which is a com-
pensatory transfer. Similarly, a recent paper by Yang
(2007) employs a global data set on hurricanes to show
that remittances increase to countries that experience
these natural disasters.

The best evidence to date on the compensatory-versus-
opportunistic question is found in Chami, Fullenkamp,
and Jahjah (2005). In this paper, the authors estimate
a panel regression in which the dependent variable is
a country’s remittances-to-GDP ratio. The explanatory
variables are the difference between the country’s per
capita GDP and U.S. per capita GDP, and the interest
rate differential between the country and the United
States. A negative coefficient on the income gap variable
would indicate a compensatory nature for remittances,
whereas a positive coefficient on the income gap vari-
able or on the interest rate differential would indicate
opportunistic remittances. The results of the estimations
reveal that the coefficients on the income gap variable
are negative and highly significant, whereas those on
the interest rate differential are positive but small and
insignificant. These results provide strong cross-country
evidence that remittances are better described as com-
pensatory transfers than as opportunistic ones.*

4The World Bank (2006) finds evidence for both compensatory and
opportunistic remittances in a sample of Latin American countries, but
unfortunately all the empirical exercises in this work use a measure
of remittances that sums workers’ remittances with migrant transfers
and employee compensation. See Chapter 2 for a discussion of why
this makes the interpretation of the study’s results problematic.

Factors Driving Remittances
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Table 4.1. Determinants of Workers’ Remittances, 1970-2005

Specification

Dependent variable:
log (workers’
remittances/GDP)

Population  Fixed
Average Effects Effects

Random  Population
Average

Random
Average Effects Effects

Fixed Random  Population Fixed
Effects Effects

Constant —5.127F0F 4972k 5 | 448Kk _6 990
(30.28)  (205.29) (25.43)  (26.57)

(ri=rus) 0.418%  0419% 0418  0.14]
(2.13) (2.52) (2.52) (0.72)

(yus —¥)

dE

Observations 1,869 1,869 1,869 1,816

R-squared within 0.004 0.004

R-squared between 0.000 0.000

R-squared overall 0.000 0.000

—6.7485 7015 6965k 67230k g 99|k
(37.60)  (2582)  (2649)  (37.44)  (25.76)

0.138 0.140 0.114 0.112 0.114
(0.85) (0.86) (0.58) (0.69) (0.70)

0.0001%= 0,001 0.0001** 0.0001*= 0.0001*= 0.000 |**
(9.04)

(1036)  (10.41) (8.94) ©91)  (1029)

—0.177% 0017 —0.172%

(1.95) (2.25) (2.30)
1,816 1816 1,816 1,816 1,816
0.059 0.059 0.062 0.062
0.054 0.054 0.055 0.055
0.120 0.120 0.123 0.123

Note: (r; — rys) is the interest rate differential between country i and the United States, (y s — y;) is the income differential between the United States
and country i adjusted for purchasing power parity, and dE is the change in the nominal exchange rate. The absolute value of the relevant test statistic

is given in parentheses.

*significant at 10 percent level; **significant at 5 percent level; **significant at | percent level;.

In the current study, examination of the correlations
among workers’ remittances, interest rate differentials,
income differentials, and changes in nominal exchange
rates using the latest and most complete data avail-
able confirmed the results of Chami, Fullenkamp, and
Jahjah (2005). In particular, data on workers’ remit-
tances were constructed as described in Chapter 2 and
the following remittance-determination equation was
estimated:

wry, = by + by(r; = ryg), + by Yys — ¥, + D3AE, + €,

where wr is the log of the ratio of workers’ remittances
to GDP, ris a real deposit or money market interest rate,
y is real GDP per capita adjusted for purchasing power
parity, and AE is the change in the nominal exchange
rate, where an increase represents a depreciation of the
currency in country i relative to the U.S. dollar.

The interest rate differential is a proxy for the invest-
ment opportunities in the remittance-receiving country.
A positive coefficient on the real interest rate differential
implies that remittances behave like other opportunistic
capital flows. On the other hand, a positive coefficient
on the income differential indicates that remittances are
countercyclical, since they increase when the income
gap between country i and the United States widens and
decrease when the income gap narrows.5 A countercy-

5The use of the term countercyclical is intended to imply a nega-
tive relationship only between the income gap, which exhibits cycli-
cal variation, and remittances.

clical result, if significant, has been interpreted as an
indicator of compensatory remittance behavior.

The inclusion of the change in the nominal exchange
rate is useful for examining whether migrants tend to
remit more or less in response to exchange rate depre-
ciations. Some researchers suggest that exchange rate
movements may induce (opportunistic) portfolio-
rebalancing effects, whereas others suggest that
exchange rate changes can be a mechanism for smooth-
ing remittance flows in terms of purchasing power in
local currency. The latter hypothesis would argue that a
remitter who sends $100 home to country i every month
might choose to remit less in response to a deprecia-
tion of the country’s currency, since the lower amount
in dollar terms might still represent an equivalent or
greater purchasing power when converted into local
currency (equivalent or greater, that is, to the purchas-
ing power of $100 under the previous exchange rate).
The remitter could then save the difference between the
remitted amount and the $100 norm for a later period
of currency appreciation, when each dollar remitted
would not be worth as much in the home country as it
is currently.

Regressions were conducted over three time peri-
ods, 1970-2005, 1985-2005, and 2001-2005, with

oIt may also be true that remittances cause the currency of coun-
try i to appreciate in value relative to the dollar. In this case, a
higher remittances-to-GDP ratio would be negatively correlated
with exchange rate changes.
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Table 4.2. Determinants of Workers’ Remittances, 1985-2005

Dependent variable: Specification

log (workers’
remittances/GDP)

Random
Average Effects Effects

Population  Fixed Random
Average Effects Effects

Population Fixed Random  Population Fixed
Average Effects Effects

Constant S5 170k 4978k 5 |30k _7 678k _7 47k 7 J75%k 7 63|k _7 @Kk _7 7)(ekk
(29.03)  (184.2) (25.05)  (23.47) (27.75)  (23.58)  (23.29) (27.43) (23.39)
(ri=rus) 0.167 0.164 0.166 0.041 0.027 0.034 0.008 -0.003 0.003
(0.82) 0.91) (093)  (0.20) (0.16) (0.20) (0.04) (0.02) (0.02)

(yus =) 0.000 1% 0.0001%% 0.0001%% 0,0001* 0.0001* 0,000 |*=*
(9.08) (9.78)  (10.23) (8.91) (9.54) (10.02)

dE —0.018%  —00I7%  —0.0173%
(1.97) (221) (229)
Observations 1,515 1,515 1,515 1,481 1,481 1,481 1,481 1,481 1,481
R-squared within 0.001 0.001 0.066 0.066 0.069 0.069
R-squared between 0.000 0.000 0.073 0.073 0.073 0.074
R-squared overall 0.000 0.000 0.149 0.149 0.152 0.152

Note: (r; — rys) is the interest rate differential between country i and the United States, (y s — ¥, is the income differential between the United States
and country i adjusted for purchasing power parity, and dE is the change in the nominal exchange rate. The absolute value of the relevant test statistic

is given in parentheses.

*significant at 10 percent level; **significant at 5 percent level; **significant at | percent level.

the latter two time periods selected to allow examina-
tion of globalization effects and post—September 11
effects, respectively. Tests were conducted using pooled
estimation (i.e., population average), fixed effects, and
random effects. The results are reported in Tables 4.1—
4.3, and the main results are presented here.

First, workers’ remittances decrease in response to
currency depreciations. The regression results indicate
that depreciations in the value of the recipient country’s
currency relative to the dollar result in a lower ratio of
workers’ remittances to GDP. Results are significant at
the 5 or 10 percent level in most cases. This could be
interpreted as compensatory behavior, with remitters
smoothing the relative purchasing power of the remit-
tance in domestic currency in response to changing
nominal exchange rates.

Second, interest rate differentials are not a signifi-
cant determinant of remittance flows until after 2001.
In the full data set from 1970 to 2005, real interest rate
differentials standing alone are a significant deter-
minant of the remittances-to-GDP ratio, though their
explanatory power in terms of R-squared is very low.
Once income differentials are added to the regressions,
real interest rate differentials lose their significance.
After 2001, however, real interest rate differentials are
not significant on their own but become significant
after income differentials are included in the regres-
sions. Furthermore, the coefficient on interest rate dif-
ferentials is negative in the latter case, indicating that
a widening of the real interest rate gap in favor of

country i actually leads to less remittances. We should
interpret these results with caution, since real inter-
est rate differentials may simply have been narrowing
consistently during the four-year period from 2001
to 2005 while remittance flows were rising. In other
words, we may not be capturing a full interest rate
cycle, which would enable us to interpret the results
with certainty.

Finally, income differentials are a highly significant
determinant of remittances, with the results in favor
of countercyclicality. In each of the three subperiods,
widening income differentials lead to additional work-
ers’ remittances in terms of GDP. The coefficient varies
little across the various tests and is significant at the
1 percent level in nearly all cases. This corroborates
the Chami, Fullenkamp, and Jahjah (2005) findings
that remittances are countercyclical; increases in the
remitter’s income (proxied by income in the United
States) or decreases in income of the remitter’s family
(proxied by domestic income) lead to greater workers’
remittances. Thus, the data provide a strong indication
that remittances behave like compensatory transfers
such as insurance, rather than like opportunistic trans-
fers such as capital flows.

Uses of Remittances

The previous section discussed one way of reusing
the ideas and findings from the existing literature on
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Table 4.3. Determinants of Workers’ Remittances, 2001-2005

Dependent variable:

Specification

log (workers’
remittances/GDP)

Population Fixed
Average Effects Effects

Random  Population
Average

Fixed Random  Population Fixed Random
Effects Effects Average Effects Effects

Constant —5.000% 495 _5001%F —8.627+F 4233k 7 651%FF 86T 4597 7 794wk
(23.10)  (114.7) (20.94)  (13.97) (3.69) (10.94) (14.04) 3.91) (11.12)
(ri=rys) -1.302 —1.405 —-1.348  —1.605 —1.927% —|.587*  —1.683 —1.934%  —|.646*
(1.09) (1.40) (1.36) (1.26) (2.10) (1.75) (1.33) 2.11) (1.82)
(Yus— ) 0.0001*% 0.0000  0.0001** 0.0001* 0.0000 0.000 | ¥
6.19) (0.60) (4.02) (6.24) (0.28) (4.22)
dE 0.612* 0.363 0.543%*
(1.67) (1.37) (2.10)
Observations 412 412 412 397 397 397 397 397 397
R-squared within 0.006 0.006 0.015 0.003 0.021 0.009
R-squared between 0.000 0.000 0.181 0.226 0.097 0.220
R-squared overall 0.000 0.000 0.235 0.315 0.103 0315

Note: (r; — rys) is the interest rate differential between country i and the United States, (y 5 — y;) is the income differential between the United States
and country i adjusted for purchasing power parity, and dE is the change in the nominal exchange rate. The absolute value of the relevant test statistic

is given in parentheses.

*significant at 10 percent level; **significant at 5 percent level, ***significant at | percent level.

remittances to yield insights into the remittances phe-
nomenon: reconsidering the literature on remittance
determination in a way that makes it yield more useful
insights into remittances’ economic impacts. Another
way to use the existing literature on remittances is to
examine the microeconomic data on the end uses of
remittances carefully. Such data have been collected
and analyzed in many studies of remittances, though
they have not necessarily been used in remittance-
determination studies.

As mentioned at the beginning of this chapter, remit-
tances’ economic impact depends to a great extent on
their end uses: whether they fund current consumption
or asset accumulation. Thus, the end uses of remit-
tances are one of the main debates in the literature
on remittances, and numerous papers and anecdotal
reports have been written about the uses of remittance
funds. In general, the anecdotal reports observe that
recipients use remittances to increase family consump-
tion rather than to invest in businesses or other pro-
ductive assets. Academic papers have investigated the
claims made in the anecdotal reports, generally using
survey data. The picture that emerges on the uses of
remittances is somewhat confusing, primarily because
the studies consider one country at a time, and also
because the sample sizes tend to be quite small. Thus,
the results in this area are quite varied and seemingly
contradictory. We believe, however, that three stylized
facts emerge from the literature on this topic.

The first stylized fact is that a significant portion,
and often the majority, of remitted funds are spent on

consumption (e.g., Oberai and Singh, 1980, and Durand
and others, 1996). Gilani, Khan, and Igbal (1981) found
that most of the remittances to their sample of house-
holds in Pakistan were spent on consumption, followed
by residential investment. Glytsos (1993) identified
a nearly identical spending pattern for remittances
to Greece. The Inter-American Development Bank’s
Multilateral Investment Fund (2004) determined that
consumption accounted for between 60 and 80 percent
of the remittance use in a sample of five Latin Ameri-
can countries, and the World Bank (2006) also identi-
fied this pattern for a larger sample of Latin American
countries. Some studies, however, do find a smaller
propensity to consume out of remittances than out of
other income. Adams (2005) obtains this result in a
study on households in Guatemala, for example.

The second stylized fact is that a significant, though
generally smaller, part of remittances does go into uses
that we can classify as saving or investment. Alder-
man (1996) and Adams (1998), using survey data for
Pakistan, found that remittances tend to be invested in
land and buildings. Brown (1994), using survey data
for Western Samoa and Tonga, determined that housing
expenditures are the single largest expenditure out of
remittance income. Adams (1991) found in a sample of
74 Egyptian households that the receipt of remittances
increases the marginal propensity to invest, primarily
in residences and land. Several of these studies also
found that the main uses of those remittances not spent
on consumption are expenditures on housing and finan-
cial assets (bank deposits).



The third and final stylized fact emerging from
the literature on the end uses of remittances is that
the household saving and investment that remittances
fund is not necessarily productive in terms of the over-
all economy of the migrant’s home country. Several
researchers emphasize that expenditures on housing,
land, and even jewelry constitute saving and invest-
ment, at least for the individual household that makes
the expenditures. Although this is true, the effects of
such saving on a country’s overall economic activity
should be considered carefully. When land and exist-
ing houses change hands, for example, this obviously
does not represent a change in aggregate investment.
Sofranko and Idris (1999) showed in the case of Paki-
stan that very little of the remittances received from
Pakistani migrants to the Middle East is channeled into
actual business investment. Lopez and Seligson (1991)
surveyed small businesses in El Salvador to measure
the impact of remittances on small business develop-
ment and reported that 40 percent of business owners
who receive remittances do not invest any of the remit-
tance funds in their businesses.

Two papers’ are often cited as exceptions to these
stylized facts, but their results must be interpreted with
great care. The first is Taylor (1992), which found in
a sample of 55 farm families in Mexico that greater
remittances are associated with increased holdings of
cattle. The author noted, however, that cattle are the
preferred store of wealth in this rural area, because
most of the land owned by the farmers is “reform land”
that is not allowed to be sold. Thus, it is not clear
whether the acquisition of additional cattle in Taylor’s
study represented the creation of new productive assets
or simply their transfer. The only other asset appearing
in Taylor’s econometric specification is human capital,
in the form of education, which was not significantly
affected by remittance receipts.

The second paper often cited in favor of remittance-
funded investment is Woodruff and Zenteno (2001).
This paper primarily investigated the correlation
between migration and small business investment in
Mexico, employing state-level data; remittances were
used as an additional, alternative measure of the amount
of migration from a particular state. The authors found
a positive correlation between the amount of migration
and business investment in a state. It is crucial to real-
ize, however, that the migration these authors discuss
includes migrants’ return to their home country and
starting new businesses. Moreover, the remittance data
the authors used include migrant transfers, which are
the monies brought home by returning migrants. Thus,
this paper sheds relatively little light on the role that

7The World Bank (2006) also found a positive connection between
investment and remittances, but because its remittance data include
migrant transfers and employee compensation, this finding is subject
to question. See Chapter 2.

workers’ remittances, properly defined, play in funding
small business investment.

A broad picture emerges from these stylized facts.
Migrant remittances are used to increase the well-being
of the migrant’s family, primarily through enabling
an increase in consumption, but also through enabling
(possibly substantial) increases in the family’s stock of
wealth. But because of families’” preference for certain
assets like houses and land, the increase in household
wealth does not necessarily imply a corresponding
increase in the overall economy’s stock of productive
capital.

The findings on end uses of remittances comple-
ment the evidence presented previously that they are
compensatory transfers. If the primary purpose of
remittances is to compensate family members for bad
economic conditions, it is reasonable to expect that
the bad conditions are associated with depressed con-
sumption levels, including a lack of consumer durables
such as good-quality housing. Therefore, remittance
recipients use the funds to bring the family closer to
its desired standard of living through the purchase of
consumption goods, services, and consumer durables.
Of course, investments in productive capital can also
help the family overcome bad economic conditions,
so remittances may be used to fund these purchases
as well, but only after the family’s more-pressing con-
sumption needs are satisfied. In addition, the allocation
of remittance funds depends on the exact opportunity
set available to the family.

Taken together, the theoretical and empirical litera-
tures on remittance determination describe a complex
interaction between migrant and family that does not fit
neatly into any single theory. Nonetheless, the sum of
the evidence suggests that remittances are motivated by
factors much different from those that drive other inter-
national financial flows and hence that their economic
impacts are quite different from those resulting from
other financial flows. In particular, the important role
altruism plays in the theoretical literature, the empiri-
cal evidence of transfers’ compensatory nature, and
the predominance of consumption in the end uses of
remittance funds all indicate that remittances attempt
to compensate the receiving economy for poor eco-
nomic performance. The fact that remittances are non-
market transfers serves to widen further the distinction
between remittances and other international financial
flows. The economic impact of remittances may there-
fore be more similar to the impacts of public, non-
market compensatory transfers—in other words, public
social insurance programs or aid flows—than to those
of profit-driven capital flows.

The state of the literature on the causes of remit-
tances does have one notable policy implication. It was
mentioned early in this chapter, before any literature
was reviewed, that cross-country longitudinal stud-
ies of remittance determination are needed. A review

Uses of Remittances
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of the existing literature on remittance determination
emphasizes the severity of this need. Because of the
theoretical and empirical issues discussed in this chap-
ter, it appears that the best way to resolve the lingering
questions regarding the predominant motivations for
and intended and end uses of remittances is to conduct
a cross-country longitudinal study that follows a cohort
of migrants and their families over time as they face
migration, remittance, and repatriation issues. This
study must ensure collection of accurate data on both
the remittances themselves and their end uses as well.
And it must involve conducting interviews of migrants
and family members to determine, as closely as pos-
sible, how decisions about migration and remittances
are actually made. Although further studies of the sort
discussed within this chapter will doubtlessly continue
to shed some light on remittance determination, they
simply cannot provide answers of the sort that will give
policymakers the understanding they need of the role
that remittances actually play in a country’s economic
development.
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