ISSN 2078-4333. BicHuk JlbBiBCbKOro yHiBepcuteTy. Cepisi MixxHapoaHi BigHocuHu. 2014. Bunyck 35. C. 165-170
Visnyk of the Lviv University. Series International Relations. 2014. Issue 35. P. 165-170

VJIK 339.727.2

IMMIGRANT REMITTANCES AS COMPENSATION IN THE PERIODS
OF ECONOMIC DOWNTURNS

Roksolana Lastovetska

Ivan Franko National University of Lviv,
1, Universytetska Str., Lviv, Ukraine, 79000, tel. (032) 296-12-97,
e-mail: lastovetska roksolana@ukr.net

The article investigates remittances — personal cash transfers from a migrant worker to a relative in
the country of origin. It is shown that remittances tend to be more stable than foreign investment flows
and do not serve as capital for economic development, but as compensation for poor economic
performance. My empirical investigation on 140 countries over the period sinse 2002 to 2009 revealed
that remittances tend to rise when the recipient economy suffers a downturn in activity, an economic
crisis, natural disaster, or political conflict, as migrants may send more funds during hard times to help
their families and friends. Consequently, recipient countries should develop remittance policies to
maximize the impact of these flows on growth and development.

Key words: international migration, immigrant remittances, economic downturn, capital flows,
economic growth, migration policy, remittances recipient countries.

The role of immigrant remittances in economic development continues to be an
important issue. They represent a substantial flow of financial resources,
predominantly from developed economies to developing economies. International
Organization for Migration defined remittances as the financial flows associated with
migration, in other words, personal cash transfers from a migrant worker to a relative
in the country of origin [2].

In 2011, remittance flows are estimated to have exceeded 500,6 billion of US
dollars worldwide. From that amount, developing countries received 346 billion of US
dollars, as shown in table 1. The true size, including unrecorded flows through formal
and informal channels, is believed to be significantly larger. Recorded remittances in
2011 were nearly three times the amount of official aid and almost as large as foreign
direct investment (FDI) flows to developing countries.

Table 1
Migrant remittance inflows (billion of US dollars)

Uss

billions 1995 | 2000 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011

Inward
remittance | 101,3 | 1315 | 237 2749 | 3179 | 385 443,2 | 416 440,1 | 500,6
flows

All

. 55,2 81,3 159,3 | 192,1 | 226,7 | 278,5 | 324,8 | 307,1 | 3255 | 346
developing
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countries

Source: Migration and Remittances Factbook 2011 — 2d ed. — The International Bank for
Reconstruction and Development / The World Bank. — Washington : Green Press Initiative. — 2011. —
264 p.

In 2011, the top recipient countries of recorded remittances were India, China,
Mexico, the Philippines, and France. As a share of GDP, however, such smaller
countries as Tajikistan (35 percent), Tonga (28 percent), Lesotho (25 percent),
Moldova (31 percent), and Nepal (23 percent) were the largest recipients in the year of
2009 [4].

High-income countries are the main source of remittances. The United States is by
far the largest, with 48 billion of dollars in recorded outward flows in 2009. Saudi
Arabia ranks as the second largest, followed by Switzerland and Russia [4].

Remittance flows to developing countries proved to be resilient during the recent
global financial crisis — they fell only 6,1 percent in 2009 and registered a quick
recovery in 2010. By contrast, there was a decline of 40 percent in FDI flows and a
46 percent decline in private debt and portfolio equity flows in 2009 [6].

Ukraine also is a large recipient of remittances. It received 6,6 billion of US
dollars, which corresponds to 4 percent of our GDP [4].

It is difficult to see these numbers and not think that remittances could be an
important tool for economic development. If they can be better understood, then
perhaps they can either be shown to promote development on their own, or they can be
channeled into productive investment by wise policies. Our goal is to examine
whether remittances behave in the same way as other capital flows.

In my model, the relationship between migrant and family is characterized by
altruism, so that the utility of the migrant depends on the utility of his family members
at home. This implies that remittances will be sent in order to help the family avoid
losses created by a poor economy. In other words, the model implies that remittances
are compensatory transfers.

Lucas and Stark 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 remittance literature» [3]. They go on to
specify an altruistic utility function in which the migrant’s utility includes the
consumptions of the other members of the family. Although the motivations to remit
are complex, altruism between family members appears to be a good basis to use
when modeling the causes and effects of remittances.

My immediate goal is to create a simple model of remittances that produces a test
that can differentiate whether remittances function as capital flows or whether they
serve another economic purpose.

Here | follow the model developed by R. Chami, C. Fullenkamp and S. Jahjah [1].
We assume a country made up of a large number of two-person families in which one
of the members has migrated (1). The family member who remains at home country —
the recipient (R), works in the domestic labor market. Assume that the recipient’s
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income is WR = wL with probability p and wR = wH with probability 1-p, where wL <
< wH.

The immigrant chooses a transfer and remits it to the recipient. The immigrant
would like to do this because he is altruist. Thus the immigrant’s utility, Ul, depends
on the recipient’s utility, UR:

EUI = u(cl) + BEUR, 1)

where cl =yl — t is the immigrant’s consumption, yl is his income, and t is the
transfer to his relative. If yl is small, the transfer is zero. As yl grows, the immigrant
can increase his utility by consuming one dollar less himself and transferring that
dollar to his relative, in this way receiving the value of the relative’s marginal utility,

discounted by f.
The relative’s expected income is equal:
EWR = pwL + (1 — p)wH. 2
His budget is:
CR =wR + t(wR). 3
Expected utility to the recipient-worker is:
EUR = p(e)uR(wL + t) + (1 — p(e))uR(WH + t) — v(e), 4)

where v is a disutility of effort.

In this model, income in the recipient’s country is uncertain, which reflects a high
risk. We first examine the worker’s choice of effort. The optimal level of effort:

(URL —uRH)p'—v'=0. 5)

Thus, e* = e*(t, wL, wH).Using the fact that uRH > uRL so u'RH < u'RL, we have
e*t < 0, e*RL < 0, and e*RH > 0. These conditions say that transfers, through an
income effect, reduce effort.

In taking derivatives with respect to e*, it can show us that ce*/ot = de*/owL + +
o0e*/owH, so that an increase in the transfer is equivalent to an increase in wages of
recipient. Given this equivalence, it is clear why the recipient reduces effort when
remittances increase: remittances are a substitute for labor income.

The immigrant’s utility could be defined as:

OEUl/0t = —ulll + B [p(e)uJRL + (1 — p(e)ullRH] + B {[uRL — uRH] p1—
—vil(e)} oe*/ot (6)

This expression is composed of three parts: — u[1l , the decrease in the utility of
consumption because of additional transfers; B [pu’RL + (1 — p)u’RH], which is the
direct effect of the relative’s utility on his immigrant’s utility, and is positive; and
B{[uRL + uRH] p"—Vv'(e)} oe*/ot, which reflects the effect of the moral hazard problem
between the immigrant and the relative.

Solving (6) for t*, we find that:

t* = t(wL, wH, e*, p), ()

where ot*/owH <0, ot*/owL <0, while 6t*/6p >0. The immigrant’s reaction to
changes in the relative’s wage income shows that the immigrant send remittances to
protect the recipient-worker from negative income shocks. This is a function of the
compensatory nature of altruistically-motivated transfers. Thus, remittances are non-
market substitutes for wages. This shows that remittances are compensatory in nature,
rising with the level of altruism and falling while the recipient’s wages rise. In
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addition, this is also the opposite relationship from what one would expect if
remittances functioned as investment flows.

In order to test the implications of our model, | collected a panel of aggregate data
on remittances from the World Bank’s database. The entire data set includes
140 countries for which worker remittances are reported over the period from 2002 to
2009, including financial crisis.

Representing results of the model (equation 7) | build a regression. In the
regression equation an amount of immigrant remittances (REM) will be dependent
variable, while a level of nominal GDP per capita (GDP), an inflation level (INF) and
unemployment level (UNEMPL) will be independent variables. Assuming that past
year indicators have more significant impact on our model than the present ones, I will
use a model with lags.

The estimated equation is:

LOG(REM(t)) = C(1) + C(2)*LOG(GDP(t-1)) + C(3)*INF(t) +
+ C(4)*UNEMPL(t) + e(t).

My hypothesis contains the fact that remittances are altruistically motivated, that
iswhy C(1) < 0.

| used OLS to estimate the equation. The results are the following:

LOG(REM(ti)) = - 0,72*LOG(GDP(ti-1)) - 0,02*INF(ti) + 0,02*UNEMPL(ti)
(0,26) (0,01) (0,03)

R-squared = 0,84, Durbin-Watson = 1,34.

Inflation and unemployment variables are not statistically significant. My goal is
to see what correlations exist in the data, particularly between remittances and GDP
growth. The main result of interest is that there is a robust negative correlation
between the growth rate of immigrant remittances and per capita GDP growth. This
coefficient is negative and indicates that, generally, remittances increase by
0,72 percent when income in the home country falls by 1 percent. This evidence
supports the idea that a primary function of remittances is to compensate their
recipients for bad economic outcomes, such as low income in recipient country.

The model of R. Chami, C. Fullenkamp and S. Jahjah confirmed the same
negative correlation between remittances and GDP growth. They defined
compensation as the main function of remittances based on altruism.

The contrast between the negative correlation of remittances with GDP growth
and the positive correlation of foreign direct investment with GDP growth is strong
evidence that remittances should not be considered equivalent to capital flows.
Remittances do not appear to be intended to serve as capital for economic
development, but as compensation for poor economic performance.

The further questions that our findings raise are, what are the effects of
remittances on economies that receive large remittance transfers and what policy
should be implemented in recipient countries to use these flows as a tool for the
economic growth?

Remittances tend to be more stable than private capital flows. They tend to rise
when the recipient economy suffers a downturn in activity, an economic crisis, natural
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disaster, or political conflict, as migrants may send more funds during hard times to
help their families and friends.

My research indicates that immigrant remittances allow soften the economic
conditions in the times of recessions. Though, government of the recipient countries
ought to stimulate the economic growth than get accustomed to the large inflows of
remittances.

Governments in destination and origin countries can facilitate remittance flows
and enhance their development impacts through the application of appropriate
policies. Policy initiatives by the government and banking institutions has to achieve
two significant results. First, most remittances should flow through formal channels.
Second, an increasing number of remitters have to move from being pure «savers» to
«investors» [5]. The government of Ukraine should have a remittance policy to
maximize the impact of these flows on growth and development. It has to establish
mechanisms aimed at mobilizing remittances for investment through higher interest
rates on term deposits and foreign currency denominated banking accounts.
Encouraging remittances through banking channels can improve the development
impact of remittances by encouraging more saving and enabling better matching of
saving with investment opportunities. Future flows of remittances can be used as a
credit charge for immigrant workers’ families.

To be effective, policy options to increase the volume of remittances to Ukraine
through official channels should have a direct effect on issues relating to reducing
transaction costs.

For the state remittances meet a demand in foreign currency, increase foreign
exchange reserves and stimulate consumption. They are an instrument of poverty
reduction and also contribute to the trade growth, including domestic products.

Scientists with a pessimistic view claim that remittances should not be
encouraged, as they are responsible for «excessive» consumption and import
dependency of a recipient country.

On my opinion just remittances helped developing countries accumulate enough
foreign exchange reserves to cope with the financial crisis.

There is a need for more innovative ideas to generate more foreign currency from
other sources to help Ukraine out from the financial and political clutches of the
international financial institutions.
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I'POLLIOBI NEPEKA3H MITPAHTIB SIK KOMIIEHCANIHAN MEXAHI3M VY [IEPIOIU
EKOHOMIYHUX CITAJIB

Poxcosana JlacToBenbKa

Jlvsigcvruil HayionanbHull yHigepcumem imeni leana @panka,
eyn. Yuisepcumemcoka, 1, m. Jivgie, Ykpaina, 79000, men.(032) 296-12-97,
e-mail: lastovetska_roksolana@ukr.net

BuzHaueHO MOHATTSA TPOIIOBUX I€pEKasiB MIIPaHTIB SIK MEPCOHAIBHHUX T'OTIBKOBHUX TpPaHCQEPTiB
MITPaHTIB y KpaiHy CBOTO MOXO/DKEHHS. OOIpyHTOBaHO CTAOIIBHUH XapaKTep IPOIIOBHX IIepeKasiB, Ha
BiJJMiHY BiJl TOTOKIB IpsIMHUX iHO3eMHHX iHBecTHHiH. Bu3HaueHo, mo mepekasu He CIyryioTh KaliTaioM
JUIS €KOHOMIYHOTO PO3BUTKY, &, HABIAKH, € KOMIICHCANIHHAM MEXaHI3MOM Y TIEpPiOAM E€KOHOMiYHHX
cnaniB. Emmipuuno nocmimkeHo 140 kpain ynpomomx 2002-2009 pokiB 1 BHSBICHO HEraTHBHY
3aJIeXKHICTh MK TPOIIOBHMHU MepeKa3aMH Ta NPUPOCTOM EKOHOMIKM KpaiHH-penumieHTa. Y Iepioau
pemeciif, IPUPOTHMX KATakIi3MiB a00 K MONITHYHMX KOHQUIIKTIB MITpaHTH CXWIBHI IIE€peKa3yBaTH
OiympIie KOmTIB, MO0 3aXUCTHTH CBOi ciM’i B KpaiHi moxomkeHHS. OTOX y cTaTrTi OOIPYHTOBAaHO
HEOOXiHICTh BIIPOBA/DKEHHS MITPAIliifHOl TOMITHKH, CHPSIMOBAaHOI HAa MAaKCHMI3aIil0 ITO3UTHBHOTO
BIUTMBY IIMIX ITOTOKIB Ha €KOHOMIKY KpaiH! IXHBOTO PEIHITIEHTA.

Knrouosi crnosa: Mi>kHapoJHa Mirparlis, TPOIIOBI IEPEKa3d MITPaHTIB, CKOHOMIYHHUH CIaJl, TOTOKH
KalliTary, eKOHOMIYHE 3pOCTaHHs, MirpalliiiHa MoTiTHKA, KpaiHA-PEIUITI€HTH TPOIIOBUX IIEpPEKasiB.

JEHEXHBIE IIEPEBO/IbI MUTPAHTOB KAK KOMIIEHCALIMOHHBIA MEXAHU3M
B NEPUO bl 9 KOHOMUYECKHUX CITIAJOB

Poxcosana JlacToBenkas

JIveo6ckuil nayuonanvbibiil ynugepcumem umenu Heana Opanxo,
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e-mail: lastovetska_roksolana@ukr.net

Omnpesie/icHO TOHATHE JICHEXKHBIX IEPEBOJOB MHUIPAHTOB KakK IEPCOHAIBHBIX TPaHC()EPTOB
MUIPAHTOB B CTPAHY CBOETO MPOUCXOkKIeHHs. OOOCHOBAH CTAOMIIBHBIN XapaKkTep JICHEKHBIX [IEPEBOIOB,
B OTJIMYKE OT TIOTOKOB TIPSMBIX HWHOCTPAHHBIX MHBECTHIMH. ONpe/IeieHo, YTO TIEPEBO/IBI HE BBICTYIIAIOT
KAIUTAJIOM JIJIsi 9KOHOMHYECKOTO Pa3BUTHsI, 8, HA00OPOT, ABJISIOTCS KOMIICHCAIIMOHHBIM MEXaHU3MOM B
MIEPHUO/IBI IKOHOMHIECKHX CraaoB. DMmupudeckoe uccnenosanne 140 crpan B Teuenue 2002—-2009 romos
OOHAPYKHUIJIO HETATHBHYKO 3aBHCHMOCTH MEXKIY JICHEKHBIMH TEPEBOJAMH M HPHPOCTOM SKOHOMHUKH
CTpaHbI-PEIUITHEHTA. B TIepHOIbI pereccuii, MPUPOIHBIX KATAKIM3MOB WM TTOJIUTHYECKUX KOH()JIMKTOB
MHIPAHTBl  CKJIIOHHBI ~TI€PECHIIaTh OOJbIIE JIEHETr, YTOOBI 3allUTUTH CBOM CEMBH B CTpaHe
nporcxXoKIeHust. [I09TOMY B cTaThe 0OOCHOBaHA HEOOXOIMMOCTH BBEJICHHUS MUTPAIIOHHON MOJUTUKH,
HANpABJICHHON HAa MAaKCHMHU3ALMIO TIO3UTHBHOIO BIIMSIHHS ATHX IOTOKOB HAa AKOHOMHKY CTPaHbI-
PELHITIEHTA.

Kniouesvie cnosa: MEKIyHAPOIHAS MUTPALUs, JCHEKHBIE TEPEBOJBI MUIPAHTOB, SKOHOMUUYECKHN
Craj, TOTOKM KaluTajda, HSKOHOMHUYECKHH pPOCT, MUTPAlMOHHAs MOJMTHKA, CTPAHBI-PEIUITUECHTHI
JICHEXKHBIX TIEPEBOJIOB.
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