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1. Introduction

International migration can generate substantidfane gains for migrants, as well as countriesrgjio
and destination, and reduce poverty. The benefitgigin countries are realized mostly through
remittances. Remittances are an important souregtefnal finance for developing countries, with
remittances larger than official development aasist, foreign direct investment, and portfolio foiw
many countries.

Remittances are person-to-person flows, well texdyéd the needs of the recipients, who are oftem, po
and do not typically suffer from the governancelybems that may be associated with official aid flow
Fundamentally, remittances are personal flows fnaigrants to their friends and families. They should
not be taxed or directed to specific developmeasukistead, the development community should make
remittance services cheaper and more conveniethisigoport the development of instruments for these
remittances to be leveraged for improving finanaiaess of migrants, their beneficiaries, and the
financial intermediaries in the origin countriefieTbenefits of remittances for development are,
however, conditional upon the broader economicpiitical context.

This background paper reviews the recent countpge&nces on the impact of remittances on poverty,
growth, real wages and external competitiveness paovides available policy options for developing
countries to deal with the consequences of largepansistent remittance inflows. It also discussms
developing countries can leverage remittancesfipraving their access to international capital
markets.

1.1. Remittances are an important source of external finance for developing countries

Recorded remittances sent home by migrants froreldping countries reached $206 billion in 2006,
up from $193 billion in 2005 and more than double level in 2001. The true size of remittances,
including unrecorded flows through formal and imfiad channels, is believed to be even larger. After
foreign direct investment (FDI), remittances are ldrgest source of external financing for devedgpi
countries.

The doubling of recorded remittances over theflastyears is a result of better measurement
of flows, increased scrutiny since the terrorisa@ts of September 2001, reduction in remittanagsco
and expanding networks in the industry, depreaiatibthe dollar, and growth in the global migrant
stock and incomes.

1.2. Poor countriesreceiverelatively larger remittances

Remittances are more evenly distributed acrossloeiveg countries than private capital flows. In 800
the top three recipients of remittances—India, @hand Mexico—each received over $23 billion. But
smaller and poorer countries tend to receive radbtilarger remittances when the size of the ecgnom
is taken into account (figure 2). Expressing (rdedl) remittances as a share of GDP, the top retgie
were Moldova (30 percent), Tonga (27 percent) angaB@a (22 percent). Remittances as a share of
GDP amounted to 3.5 percent of GDP in low-incomentges in 2005 compared to 1.5 percent in
middle-income countries. The share of remittanndgSDP in low-income countries is larger than thfat o
official flows (3 percent) and private capital fle2.7 percent). (see figure 1 in annex).



2. Recent trends on the macr o-impact of remittances for development

2.1 Remittances are stable or even countercyclical

Unlike private capital flows, remittances tend iserwhen the recipient economy suffers an economic
downturn following a financial crisis, natural diser, or political conflict. Migrants send more funds
during hard times to help their families and frisnBemittances thus smooth consumption and
contribute to the stability of recipient economiigscompensating for foreign exchange losses taaue
macroeconomic shocks. For example, remittancesshara of personal consumption expenditure rose
in Indonesia, Mexico and the Philippines followifiigancial crisis and in Central America following
natural disasters (see figure 2 in annéde)many conflict countries such as Haiti and Sdayal
remittances provide a lifeline to the poor. In hatimerica, which has long been dependent on foreign
financing and the vagaries of commodity prices,itamces work effectively as an informal
“stabilization fund”® In the Caribbean, a 1 percent decrease in real i§B&sociated with a 3 percent
increase in remittances after a two-year‘lag.

To the extent that remittances are used for investmpurposes, they may behave procyclically
just as other investment flows do. Remittancesrasee likely to be countercyclical in poor countries
Remittances tend to be strongly countercyclicahtha and Bangladesh, and procyclical in Jordan and
Morocco? In Turkey and the Philippines, remittances wereenmlatile and procyclical in the 1990s
than in the 1980s. In general, the volatility ahittances is lower than that of private capitaldnfs
and official flows® In Sub-Saharan Africa, where official aid flows/edluctuated considerably from
year to year, remittances have been more stalebibth FDI and official aid.

2.2. Remittances reduce poverty in the recipient economy

Remittances directly augment the income of theprent households. In addition to providing finahcia
resources for poor households, they affect powertywelfare through indirect multiplier effects and
also macroeconomic effects. Also these flows tyiao not suffer from the governance problems that
may be associated with official aid flows.

Analysis of household survey data show that remita have reduced poverty and resulted in
better development outcomes in many low-income tt@sm Remittances may have reduced the share
of poor people in the population by 11 percentagjatp in Uganda, 6 percentage points in Bangladesh
and 5 percentage points in Ghana. Studies in Ebfat and Sri Lanka find that the children of
remittance recipient households have a lower sathagi-out rate. In Mexico, Guatemala, Nicaragua
and Sri Lanka children in remittance recipient lehdds have higher birth weights and better health
indicators than other households. Remittanceslaoeadten used for small business investments,
especially in countries with a good investment elien

Cross-country analysis also show significant pgvertiuction effects of remittances: a 10
percent increase in per capita official remittanmey lead to a 3.5 percent decline in the shapoof
people? Remittances have reduced poverty in Sub-Sahanacasdnd Latin America, although with
heterogeneous effects across countries.
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The analysis of poverty impact of remittances nagsount for counter-factual loss of income
that the migrant may experience due to migration¢kample, if the migrant has to give up his ar he
job). Such losses are likely to be small for therpend unemployed, but large for the middle- ara th
upper-income classes.

Very poor migrants may not be able to send renttarnn the initial years after migration. Also
the remittances of the very rich migrants may ballenthan the loss of income due to migration. But
for the middle-income groups, they enable recigi¢ntmove up to a higher income group. In Sri
Lanka, for example, households from the third tgfothe eighth income deciles moved up the income
ladder thanks to remittances (see figure 3 in ahnex

Remittances are also associated with increasecholgsinvestments in education,
entrepreneurship, and health—all of which havegh Bbcial return in most circumstances. Studies
based on household surveys in El Salvador and&ka find that children of remittance recipient
households have a lower school drop-out ratio hatithese households spend more on private tuition
for their children. In Sri Lanka, the children iennittance receiving households have higher birth
weight, reflecting that remittances enable hous#htd afford better health care. Several studss al
show that remittances provide capital to smallepreneurs, reduce credit constraints and increase
entrepreneurship. Remittances from the United Stateounted for about one fifth of the capital
invested in micro-enterprises in urban Mexito.

2.3 The evidence on the effect of remittances on long-term growth isinconclusive

To the extent that they finance education and heaidtl increase investment, remittances could have a
positive effect on economic growth. In the econamitere the financial system is underdeveloped,
remittances may alleviate credit constraints aficia@ substitute for financial developmériEven

when they increase consumption, remittances magase per capita income levels and reduce poverty
and inequality, even if they do not directly impgobwth. On the other hand, large outflow of wogker
(especially skilled workers) can reduce growthonrmtries of origin.

Remittances may be more effective in a good p@ityironment. For instance, a good
investment climate with well-developed financias®ms and sound institutions is likely to implyttha
higher share of remittances is invested in physiodl human capitaf.Indeed, recent research shows
that remittances may promote financial developmehich in turn can enhance growth.

Empirical evidence on the growth effects of remmities, however, remains mixed. In part, this
is due to the fact that the effects of remittarme$iuman and physical capital are realized ovearg v
long time period. In part, this is also due to diféiculty associated with disentangling their coemn
cyclical response to growth which implies that ¢la@sality runs from growth to remittances, but the
correlation between the two variables is negativieas not been easy to find appropriate instrusient
for controlling such reverse causality. It woulddasy to conclude that remittances have a negative
effect on growth, but that would be erroneous. Atsdhe extent that they increase consumption,
remittances may increase individual incol®els and reduce poverty, even if they do not directly
impact growth.
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2.4 Large remittance inflows can lead to exchange rate appreciation and lower export
competitiveness

Large and sustained remittance inflows can causgpreciation of the real exchange rate and thexefo
a loss in relative export competitiveness, by mgkire production of cost-sensitive tradables, idicig
cash-crops and manufacturing less profitable. Algtoempirical evidence on the adverse effect of
large inflows of foreign exchange on terms of tradd growth is limited, it is plausible that thiseet
exists and is significant for some small economibere remittances are very hitftSeveral countries
such as El Salvador, Kenya and Moldova are condestheut the effect of large remittance inflows on
currency appreciation.

A doubling of worker’s remittances may have resliitereal exchange rate appreciation of
more than 20 percent in countries in the Latin Aoseand Caribbean regidhThe real exchange rate
appreciated in parallel with an increase in remiés during 1993-2005 in 7 out of 8 countries \ilih
highest remittances to GDP ratio in Latin Ameriesgept for Nicaragua. This may have affected export
competitiveness in these countriés.

Large remittance inflows in Moldova seem to haweated a substantial appreciation pressure
on the exchange rate in recent years. AccordiniggdMF, workers’ remittances are the only large
foreign exchange net-inflows that can explain #tieng appreciation pressure since the secondajuart
of 2003 In contrast, in Tajikistan remittances may havipée counteract the depreciation pressure
from a growing trade deficit. Further, low labotdasther costs in Tajikistan compared to its trading
partners may have substantially reduced the adediset of these inflows on competitivené8s.

Some other studies found that remittances havdfect® on external competitiveness,
contending that remittances may be directed togelaxtent towards unskilled-labor intensive atgegi
with limited effect on real wages.

3. Proposalsfor future actionsto be discussed during the roundtable discussion

3.1 Develop appropriate macroeconomic policiesto respond to large remittances inflows

Countries receiving large remittances inflows magdto devise appropriate policies to deal with
possible negative consequences. Policy responedadaade fiscal measures, sterilization of remiti&
inflows as a short-term response, and longer-témctsiral reforms to improve labor productivity and
competitiveness of the economy.

A reduction ingovernment expenditure can prevent an overheating of the economy in ¢iméext of a
surge in international workers’ remittances. Howetee necessary decrease in government
consumption would have to be quite large to stadilhe exchange rate effect of remittance inflévs.
The use of this instrument may therefore be comstdaby political economy, equity and other
consideratiorfs in particular those related to social and econairicelopment.

14 Gupta, Pattillo and Wagh (2007) suggest that policymaltersld be especially to Dutch disease in countries
where remittances inflows are large compared to the size ettmmy, where supply constraints are a
significant hindrance to the expansion of the non-triedagector, and where a significant portion of remittances
are spent on domestic goods, especially on non-tradables.
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Countries can attempt to reduce the adverse affeemittances inflows on external competitiveness
through interventions in thfereign exchange market.? However, the quasi-fiscal cost of sterilizing
these foreign exchange interventions may provesibde in the medium-run.

As remittances tend to be relatively stable angiptemt over long periods, thButch disecase” effects
of remittances are less of a concern than simifaeces of natural resource windfafisand the real
exchange rate level achieved through sensibleipslinay be sustainatAé.

* The appropriate policy response, therefore, istosterilize these flows, but to learn to live
with them. Governments in countries receiving langaittances can mitigate the effects of real
exchange rate appreciation by allocating a largeiign of government expenditures on
infrastructure, making their labor markets moreifiée, and practicing more liberal trade policies
to improve labor productivity and external compeginess. These measures should take into
account national development priorities and stdgievelopment.

3.2 Leveraging remittances for improving country creditworthiness

Remittances can improve a country’s creditwortrsreasd thereby enhance its access to international
capital markets for financing infrastructure anbestdevelopment project3 The ratio of debt to
exports of goods and services, a key indebtedndgsator, would increase significantly if remittasc
were excluded from the denominator (see figure @ninex).

Country credit ratings by major international rgtelgencies often fail to account for remittances.
Model-based calculations using debt to export satiat include remittances in the denominator
indicate that including remittances in creditwontsss assessments would improve credit ratings for
Lebanon and Haiti; and result in implied sovereigread reductions ranging from 130 to 334 basis
points. Any improvement in sovereign rating is ik translate into an improvement in the ratirig o
sub-sovereign borrowers.

* Countries receiving large remittance inflows ¢ake measures to ensure that these inflows are
reflected in the sovereign rating.

* Countries should make an effort to improve theadan remittances and make them available to
rating agencies and international investors.

* Encouraging the flow of remittances through fofmiaannels will also improve the recording of
remittances.

3.3 Leveraging remittances for improving the access of private sector banks to international capital
markets

Commercial banks in developing countries can layetheir access to remittances to raise capital fro
international bond markets for financing infrasture and other development projets.

%2 The Moldova Central Bank has been actively interveningaridreign exchange market to dampen the
appreciation pressure on the leu (Kiriyev 2006).

% Remittances are widely dispersed, the great bulk is allogasdall amounts, and for the most part they avoid
the government ‘middleman’. Hence, the expectation is tegtwlould avoid the negative effects of natural
resource windfalls on poverty, growth, and institutiacegdacity. This is similar to argument by Birdsall and
Subramanian (2004) that countries would be better of&if thistributed the bulk of the returns from resource
flows to the general population who would use the fundseraffectively than a highly centralized government,
and also greatly reduce the incentives for corruption.
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Some of these projects could focus on meeting mignaeeds (such as building housing for returning
migrants for instance), this could in turn creatarecentive for the formalization of transfers. et
banks in Brazil, Egypt, El Salvador, Guatemala, ddustan, Mexico, and Turkey have been able to
raise more than $15 billion (since 2000) from intgional capital markets via securitization of fetu
remittance flows.

Although remittances do not belong to the banky fiv@vide access to foreign currency. It is themefo
important to note that a securitization structuseginot affect the flow of remittances to the udtien
beneficiaries. A remittance transaction provideshnk with a foreign currency asset while creagéing
immediate local currency liability. The securitimat structure does not absolve the bank of itslloca
currency liabilities to the remittance beneficiaridlso the amount of bond financing can only be a
small fraction of the remittances flowing throudpe tbank. At times of currency crisis, such access c
greatly mitigate the currency convertibility riskkey component of the sovereign risk. Also
securitization structures set up in an internatifinancial center with a sound legal environmegu ¢
mitigate the risk of sovereign expropriation.

A future flow securitization structure allows satias to be rated better than the sovereign cratiitg.
Such securities are typically rated investment-grachich makes them attractive to a wider range of
investors, and thereby lowers the interest costemgthens the maturity. This in turn may allowaak
to undertake projects that may have low econontigme but high social impact. Moreover, by
establishing a credit history for the borrower stheeals enhance the ability and reduce the cbsts o
accessing capital markets in the future.

* Poor countries that receive large remittancesikhtry to obtain a sovereign rating from the
rating agencies for enabling banks and privatdiesatio raise capital from international
markets:’ The sovereign rating acts as a ceiling for thegadf banks.

* Migrant-receiving countries should educate migsaabout available options for sending
remittances and improve the access to banking igramts, thereby helping to bring remittances
into formal channels. A larger share of remittanft@sing through banks will enable migrant-
sending countries to leverage their remittancewndl for raising additional finance at lower cost
from international capital markets.

* Donor countries and the international developneamhmunity can provide technical assistance
to developing countries to help set up the rentasecuritization structures and to obtain credit
ratings. The European Investment Bank is providisgjstance to Lebanon in securitizing future
remittance flows, including purchasing a part @& Hond issue. The UNDP has helped several
African countries obtain sovereign ratings in parghip with Standard and Poor’s (following a
similar initiative by the U.S State Departmenthtlp catalyze private sector financing.

* Governments and private financial and non-finahgistitutions in migrant-sending countries
can potentially raise financing from the diaspdmtigh the issuance of diaspora béhudgich

can be raised at lower borrowing costs, often isictimes. The diaspora may be willing to
provide a “discount” on these bonds for patrioiasons. They are also more familiar with and
willing to invest in their home country. Such fun@ésed from the diaspora migrants abroad can
finance investment in infrastructure and other lergn projects with high social value.

2" New research suggests that many of the nearly 70 developindries that are not rated by Fitch, Moody’s and
Standard and Poor’s have a “shadow sovereign rating” ofrigyber, in a similar range as the major emerging
market countriegRatha, De and Mohapatra 2007).

2 Ketkar and Ratha (2007).



Annex- Figures

Figure 1: Top recipients of remittances
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Source: World Bank staff calculations

Figure 2: Remittances rise during crisis, natursdster, or conflict
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Figure 3: Remittances help reduce poverty
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Figure 4: Remittances improve country creditwortiss
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