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Remittances’ Impact on the Labor Supply and on théeficit of Current
Account

Dietmar MEYER — Adela SHERA

Abstract

Remittances as one of the main benefits of inteynat migration have a great and important
impact on the countries of origins and make migrata topic of special interest for many
researchers. Workers’ remittances represent anrtargdfinancial flows and a major source of
private external finance for many developing coestr which they receive them in large
guantity. For many economies, remittances repreaesitable and stable source of funds that
sometimes exceed official aid or financial inflofiem foreign direct investment. One substantial
drawback of remittances is that it means develogognomies lose their best, most skilled
young workers. It can lead to a situation wherensmy adults have migrated to a richer country;
children are being brought up by grandparents. Tl both an economic and social cost. The
economy loses because young workers are not almgileticiety loses out by the displacement
effect of young adults not being there. On the othend, people wouldn’t undertake the
upheaval of moving to other countries, if they didhink their families would benefit and the
country benefits too. The free movement of laboabdes greater opportunities for people in
developing economies and also helps developingau@s gain important foreign currency
revenue. Developed countries benefit from a maastiel supply of labor, enabling greater labor
market flexibility. Remittances may increase congtiom and enhance investments and have a
significant impact to finance economic growth ica®ing economies. In particular, migrants’
transfers of funds, being inflows of foreign curces that can be used to repay foreign debt, are
less volatile compared to other financial flowsr Bome countries money sent back in the form
of remittances from migrant workers are mostly uéedconsumption and investments and
comprise a substantial portion of GDP and theiated of payments. This paper examines the
impact of remittances as an income source to fimahe balance of payment deficit. First, it
documents the increasing share of remittancesveltd other foreign capital flows to Albania
and Southeast countries, distribution of remittaimflews across countries. This is followed by
some analysis of the potential benefits and cdsteroittances in recipient countries. The paper
drawing on the case of Albania, Serbia, Bosnia elgozina, Moldova, Bulgaria, Romania and
Republic of Macedonia, the paper shows the posithact that rising remittances can have on
the improvement of current account balance. Finallgo examines the role of remittances in
funding decreasing Albanian National Debt.



Workers’ remittances to Albania are neverthelessngportant financial flow—uwith perhaps,
significant developmental effects. Albania earnarge amount of worker’s remittances which
since 1992 they have grown rapidly. It is well kmothat they represent the second largest inflow
of incomes, are less costly and increased mostiguwoption level. Our results point the positive

impact of remittances in financing the deficit bétbalance of payments and are a stable source
of incomes.

Keywords: Workers ‘remittances; international mtgya; deficit of current account; national
debt
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1. Introduction

International migration is an international andyetide spread phenomenon, which has complex
and very significant effects for the origin and titeetion countries and is very important for the
transition process for the developing countriesriyithe years of migration individuals and
families have changed the way of life and thinkia¢go their economic, social and cultural
conditions have changed and been improving duhiag/ears. Migration increases the size of the
overall economy and the demand for labor, improvem# the living standards and the
development of the country. One of the main positensequences of migration are remittances,
which represents an important source of incomethén country of origin and have a great
significant impact on the household livelihood,dea higher consumption, better access to the
goods and services market and the possibility ofiatilating assets and investment. The reasons
that people migrate are various such as; econoattoifs, public security, weak institutions,
education possibilities etc. Economic condition &mxtors are the main reasons that have pushed
individuals to migrate such as; lack of emploympassibilities and difficult living conditions.
One of the main and most important causes of magras the high rate of unemployment in the
country of origin. Leaving the country for many pé® has been very difficult and painful
because they have left behind their families arldveel familiars. Also the origin country have
lost their labor force or we can say “selling” thigbor forces to the most developed countries
which has generated incomes — remittances, wheela growing and relatively market based on
external source of incomes. Several data showsdinatloping countries has faced the cost of
losing their labor forces but in the same time;dovabor supply has lowered the unemployment
rate in the country of origin and generated incofnesittances).

Remittance flows, funds received from migrants vimgkabroad, are enormously important as a
source of income in many developing countries (@nd and Ruiz-Arranz, 2005; Mundaca,
2005). Remittances for many families in the countirprigin are seen as a mean of surviving but
also they serve as an international redistributadnincomes. These transfers act as the
international mechanism of social protection baeadprivate transfers. The sustainability of
remittances for many developing countries such #zaia and other southeast European
countries is very important because they represeatof the main sources of incomes and also
they depend on various factors such as migrati@ssores in the sending countries and the
evolution of migration policies in advanced econesni

Remittances are relatively concentrated in a grafugleveloping countries: the top 20 countries
receiving worker remittances capture around 80ceet of the total worker remittances to the
developing world. In terms of value, the three ma&icipient countries are India, Mexico and the
Philippines, while the three main source countaiesthe US, Saudi Arabia and Germany. Inflow
of remittances affects economic growth positivelyréducing current account deficit, improving

the balance of payment position and reducing deparelon external borrowing (Igbal and Sttar,
2005). Very important are the effects that remtenhave on the overall economy specifically
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on the macroeconomic variables such as consumptieestment, economic growth and balance
of payments. Inflows of remittances increase thenemic growth and reduce the poverty by
stimulating the income of the recipient countrydueing credit constraints, accelerating
investment, enhancing human development througinéiimg better education and health [Calaro
(2008); Jongwanich (2007); Stark and Lucas (198&ylor (1992); Faini (2002); Gupta et
al.(2009)]. However Chami et al (2003) find thahiances have negative impacts on economic
growth of recipient country because a significaltwf of remittances reduce labor force
participation and work efforts which lowers outpdthe indirect impact of remittances on
unemployment through aggregate demand is more @mpl is obvious that remittances
increase disposable income, and as result, directiydirectly, is influenced positively over
macroeconomic variables like consumption, investraamd GDP and which finally decrease
unemployment. In this paper, we try to analyzedfiect that remittances have on the economy
and also their impact in the current account baaaed help in financing the national debt
deficit.

2. Review of Literature

Many analysts have studied and examined the ecaneffécts of remittances and has given a
growing body of literature in recent years (Ozdew &chiff 2005). These studies serve to
underscore the increasing importance of remittanges/ided by migrant workers from
developing countries working in other countriesr fustance, Ratha (2003) emphasizes the
growing importance of remittances as a source téreal funds for developing countries. The
empirical evidence on the effect of remittances emonomic growth, poverty, and income
inequality has shown mixed results. For instandeara et al. (2003), covering 113 countries
found that remittances had a negative effect omwtiroThe authors of the study attribute this
negative effect on the moral hazard problem thatitteances create. Essentially, the study
concluded that income from remittances allows rgogifamilies to decrease their own work and
productivity, which then translates into a reductim the labor supply for the developing
country.

In a study conducted by IMF (2005) about the immdicemittances on growth over an extended
period (1970-2003) for 101 developing countriesnfbuno statistical link between remittances
and per capita output growth, or between remittswared other variables such as education or
investment rates. However, this inconclusive reatitibuted to measurement difficulties arising
from the fact that remittances may behave countéiozy with respect to growth. Faini (2002)
and Ang (2007) found that the impact of remittaneesgrowth is positive. Faini (2002) argues
that remittances overcome capital market impeidestiand allow migrant households to
accumulate positive assets. Ang (2007) shows th&arship between workers’ remittances and
economic growth at the national and at the regiteadls in the case of Philippines. He found
that at the national level remittances do influeacenomic growth positively and significantly.



When he broke down his analysis at the regionall&y confirm the national results, he found

that mixed results giving rise to his anecdotalenations that remittance do not positively affect
economic growth. In sum, he concludes that rent#arhave to be translated to value-added
activities and investments which are more foundaticsources of development and growth.

Glytsos (2005) using data for 1969-1998 for Egy®teece, Jordan, Morocco, and Portugal
shows that the impact of remittances on outputegaoiver time and across countries. For Egypt,
Jordan, and Morocco the growth-generating capaaftyrising remittances characteristic is

smaller than the growth-destroying capacity of ifgll remittances. Therefore the large

fluctuations in the real value of remittances citwiie to large fluctuations of output growth and

cause instability in the economies concerned.

Giuliano and Ruiz-Arranz (2005) gathered a samgle/® countries during the 1975-2002
periods, and then calculated five-year averagealforariables used in their study to smooth out
cyclical variations. Again, remittances were definas the sum of workers’ remittances,
employee compensation, and migrant transfers. $tudy conducted OLS as well as fixed-
effects panel estimates, and through a system ae&est method of moments (SGMM)
procedure used internal instruments to accountpfmssible endogeneity. The study’s basic
specification regressed per capita GDP growth oe tbtal remittances—to—GDP ratio,
conditioning on the initial level of GDP per capithe investment rate, population growth, the
fiscal balance as a percentage of GDP, years afa¢idn, a measure of openness, and inflation.
This specification did not find total remittancesle significantly related to growth. However,
the authors also explored possible interactions/éxt the total remittances—to—GDP ratio and
financial deepening, as a way of testing whetharittances might enhance growth by relaxing
credit constraints. Indeed, the authors found figmt negative interaction terms and interpreted
these results as indicative of the credit constiaypothesis; total remittances appeared to have
positive effects on growth only in countries withall financial sectors where presumably credit
constraints would be more pervasive.

Another study, by Catrinescu and others (2006)prmarated institutional variables into the
analysis, which covered 114 countries during th@1+2003 period. Catrinescu and colleagues
conducted OLS cross-sectional and various static dymamic panel regressions of per capita
GDP growth on the (log of) total remittances—to—G@8&ntrolling for initial GDP per capita,
ratios of gross capital formation and net privaapital inflows to GDP, and such institutional
variables as the United Nations Human Developmadex, six governance indicators as in
Kaufmann, Kraay, and Mastruzzi (2003), and riskngg from the International Country Risk
Guide (ICRG). Overall, their study found a robussitive relationship between growth and gross
capital formation, as well as between growth anses@f the institutional variables. The study
also found some evidence of a positive relationp $fetween growth and total remittances,
although this relationship was not very robust aslthe authors acknowledge, relatively mild.
These instruments reflect the idea that incoménénhost country appears to be a key driver of
remittances. The inverse of the distance betweenntigrants’ destination country and the
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remittance-receiving country was also used in pla€emigration shares in the migration

instruments described above to form “distance”rumaents. The growth regressions found a
consistently positive relationship between theltoaittances—to— GDP ratio and GDP growth,
both when investment was included and when it wasuded from the estimations. When

investment was excluded, however, the coefficidasd their significance. The authors also
calculated the contribution of total remittancegtowth rates and found that it was small.

In case of Albania, a number of studies have beelertaken at micro as well as macro level that
directly or indirectly focused on the impact of igances on growth (Burney, 1987; Arif, 1999;
Adams,1998; Malik et al,1993; Nisleatal,1993; Burki,1991; Kozel and Alderman,1990;
Amjad,1986; Nishat and Bilgrami,1991). The genemhclusion of these studies suggest that
remittances have positive effects on economy ofaAild in terms of aggregate consumption,
investment, reduction in current account deficitxsteenal debt burden and improve
education/skills of the households. Furthermorbpiamigration is considered to be a useful
source of foreign exchange earnings (Naseem, 2@ddlidui and Kemal (2006) explored the
Impact of decline in remittances on welfare andgutvin Albania. This massive inflow of
remittances contributes in reducing current accolefitit, increasing foreign exchange reserves,
stabilizing exchange rate and reducing poverty. iRantes can increase consumption or
stimulate investments in economies with liquiditgnstraints (Reilly and Castaldo, 2007,
Woodruff and Zenteno, 2001). One of the first stgdihat examined the consequences of
remittances on home countries is Funkhouser (1989&) finds that in Nicaragua that
remittances increase self-employment for men addae the labor supply of women. However,
from a development perspective, a decline in thergupply in the recipient families should not
necessarily be viewed as a negative effect. Foramege, women in remittance receiving
households may carry out both parenting and horodugtion activities (Acosta, 2006). Since
remittance inflows are simple income transfersjpient households may rationally substitute
unearned remittance income for labor income. Régssdof their intended use, remittance
transfers may be subject to moral hazard probledmarfi et al., 2003). These problems may
induce recipients to divert resources to the comdiom of leisure, thereby reducing their labor
market effort. There are cases in which membenswittance-receiving families reduce their
labor market participation in Pakistan (Kozelt ékiderman, 1990) and in Caribbean Basin cities
(Itzigsohn, 1995) The impact of remittances on deeision to work has been examined by
Rodriguez and Tiongson (2001) in Manila. Withoutc@amting for the endogeneity of
remittances with respect to labor supply, they tafe that remittances reduce employment.
Using household survey data from Moldova, Gorlidhaé (2007) examine labor market
inactivity by considering three potential explanas: a “disincentive effect” in which leisure is
considered a normal good and non-labor income gaiBe reservation wage of a potential
worker; a labor substitution effect, in which pemh remittance-receiving households allocate
more time to household production than their coynates in the non-remittance-receiving
households; an education effect, in which migrapoovides incentives for additional education
and remittances are used to invest in the educafittose remaining at home.
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There are few empirical studies of the relationdlepveen remittances and labor market issues
in Albania. Konica and Filer (2009), using Albani&iving Standards Measurement Survey
(LSMS) for 1996, suggest that remittances have gatnee effect on female labor market
participation due to higher income from abroad.sTimding is consistent with studies conducted
in other countries. In the Albanian case howevamika and Filer (2009) find that neither the
existence of emigrants in the household nor theustnof remittances received has an effect
onlabor force participation of Albanian males. UWstata from the 2005 Albanian LSMS Kilic et
al. (2007) measure the impact of past migratioreggpce of Albanian households on non-farm
business ownership through instrumental varialdgsession techniques. These results indicate
that households’ past migration experience exepssitive impact on the probability of owning

a non-farm business. Using the same dataset, Deahmva (2009) investigates the effect of
migration and remittances on labor supply in Allsar linear probability model is estimated for
the probability of a household member to be workamgthe subsamples of male and female
household members separately. Only after usingitBgumental variable, Dermendzhieva
(2009) obtains large and negative coefficientsréareiving remittances for females and older
males.To date the studies on Albania have focussdlynon the decision to work and have not
considered that remittances may change the hoursed@r the type of work performed in the
receiving economy, without altering employment satdence, by focusing on work performance
a clearer picture of the allocation of labor supatyoss different types of employment can be
established.

3. Macroeconomic Effect of Remittances

According to many studies remittances have hugereeaonomic impact on the economy.
Different studies states and has created debatetherhremittances has a positive, negative or
any effect in macroeconomic growth. But there @enshree main consequences of remittances:

Firstly,different studies state that remittances may causienilar situation to the Dutch disease.
Acosta and Lartey found that whether altruisticathptivated or otherwise, an increase in
remittances flows leads to a decline in labor sypld an increase in consumption demand.

Secondly, Chami, Fullenkamp and Jahjahha would reduce thenine of people to work
(decreasing the labor supply), by creating a mbeadard problem and this would reduce the
productivity of the country, giving negative effentdeveloping growth (Chami, Fullenkamp and
Jahjahha, 2005).



Thirdly,remittances are used mostly for consumption andoroinvestments. A possibility has
been pointed out that if the remittances be usegustsconsumption rather than investment,
growth would

not be gained (Ghosh, 2006). However, against theclasion of Chami, Fullenkamp and
Jahjahha (2005), Mansoor and Quillin have statat tthe remittances appear to have a positive
and statistically significant impact on growth (Maor and Quillin, 2006).

Table 1: Pros and Cons of Remittances

Pros: Cons:

Financing external deficits Easing pressure on gouent to implement reforms for
reducing external imbalances

Potential sources of saving and investment Cardaeexzonomic shocks, especially when a country is
heavily dependent

Facilitating investment in education Reduce labforts of recipient families

Raising Standard of Living recipients Decrease of labor forces and negatively dependingconomic

reducing poverty growth

Reducing Poverty Increase Inequality

Source: \www.iom.inf)

In the case ofwage remittances, they contribute to family consumption, they cdnite to
elevating the standard of living and welfare ofeigmng homes, and at the same time have an
effect on the dynamics of economic inequality ahd tonditions of poverty. As fozapital
remittances, macroeconomics shows that they contribute tcsékigngs-investment balance. As a
source of investment, we can consider productiveitteances as an instrument of economic
growth which, together with other investment furifiseign direct investment, private domestic
investment, public investment, etc.), forms theidbas any development process.Indeed, we
cannot confuse this impact of capital remittanaegconomic growth with a hypothetical impact
on the welfare of the population and/or reductibpaverty, which is associated more with wage
remittances. Thus emigration and remittances aga as a consequence of underdevelopment,
not as a manifestation of the global economy thtegrates and subordinates these emigrating
regions into the global and postindustrial econoiigreover, emigration and remittances are
also seen as an opportunity for these underdev@élepenomies, as a resource that, if well-
managed, would allow them to overcome the struttmaditions or precariousness, poverty and
inequality that led to labor emigration.



Table 2: Benefits and costs of remittances from internatievorker migration

Benefits Costs
Ease foreign exchange constraints antinprove | Are unpredictable
balance of payments
Permit imports of capital goods and ravwnaterials| Are spent on consumer goods which incregses

for industrial development demand, increases inflation and pushes up wage
levels.

Are potential source of savings and investment| Result in little or no investment in capital genara

capital formation and development activities

Net addition to resources High import content ohsumer demand increases
dependency on imports and exacerbates BOP
problems

Raise the immediate standard of living of recipgen Replace other sources of income, thereby increasing
dependency, eroding good work habits and
heightening potential negative effects of return

migration
Improve income distribution (if poorer/less skilled Are spent on ‘unproductive' or 'personal’ investmen
migrate) (e.g. real state, housing)

Create envy and resentment and induce consumption
spending among non-migrants

Source: Russell, Sharon Stanton. (1986) "Remittfroen International Migration: A Review in Perspee" World
Development 14:6: 677-696.

Remittances are a fraction of the wages and remtioas of the migrant labor force inthose
global markets. They are a part of the pay thatramiglabor receives, which has the same
macroeconomic function as any other wage: the deftion of the labor force. For the country
of origin they represent a loss in their activeolaliorces but in the other hand it means a
reduction in the unemployment rate. Remittancesuam@oubtedly a wage fund; this is their
significance and function as a macroeconomic vaidbut for the country of destination it will
be a higher labor supply in the labor market. They not only a part of the process of the
transnational reproduction of the migrant laborcéobut also of the structural conditions of the
social exclusion and labor precariousness facetiibyabor force.

4. Remittances as an income source to finance the batze of payment deficit

As noted, remittances constitute a voluntary anithtanal transfer of resources to the receiving
country, and as such appear in the current accoutite balance of payments, and national
accounts Remittances can be expected to causeeaingdof the external trade account deficit
(including services as travel), or a narrowing loé tcurrent account surplus. As remittances
increase purchasing power in the receiving coutiiey augment domestic demand. Bouhga-
Hagbe found in their analyses, that “remittancemoslt cover the trade deficit and have



contributed to the recent surpluses of the extecnalent account, as well as the overall BOP.
The BOP surpluses have contributed to the strengtbeof Morocco’s external position through
the accumulation of reserves, which now cover tkteraal public debt (Bouhga-Hagbe, 2004,
p.10). A related phenomenon, resulting in positilevs, is the nostalgic expenditure of
emigrants described by Orozco. This expenditurtudes emigrant travel to the home country
and consumption of home goods that increase exfyortsthe home country. Overall, the effect
of the remittances plus the expenditure of emigraot the receiving country’s balance of
payments in a first round will be positively offdey the increase in imports (and decrease in
exports) as demand for both domestic and foreigrigaises.

As an unrequited transfer in the recipient coustiyalance of payments accounts is instead a
disguised capital flow—that is, that the migrantanesownership of the resources sent to the
home country,and the recipient simply invests thessources on themigrant’'s behalf. This
situation differs from that of atraditional capitaflow in that the domestic intermediarywho is
entrusted with investing the remittedfunds is tgflic a family member, rather than a
formalfinancial intermediary in the destination otny. It ismore likely to arise when the
recipient country’s financialsystem is poorly depdd, so domestic investorscan reduce the
external finance premium they face byborrowing frizamily members living abroad, ratherthan
from a domestic financial institution.Although theguation has implications for thebehavior of
remittances (e.g., they should be responsivetoriretlifferentials between the economy in
whichthe migrant resides and that to which he @& mits),its growth implications are less
clear, for at least tworeasons.

First, and most obviously, the demand forloans in theprent country can arise to finance

eitherconsumption or investment. Bsgtond, even if theloan is intended to finance investment
adverse selectionand moral hazard problems (aggah\gy familialrelationships and distance)

make it uncertain that theloan funds will indeeduised for investment purposesor that, if they
are, the resulting investment will beproductive.

Theoretical and empirical literature on remittancggich, as many studies on the motives,
causes, and effects of worker’'s remittances ingitavth and development process have been
conducted. According to Elbadawi and Rocha (1992) determinants of remittances can be
divided into two main categoriegndogenous migration and portfolio approaches. The key
determinants and the motivating factors behindetiogenous migration approach are economic
situations facing the migrant and their family asllvas demographic information describing the
nature of family ties or the existence of other ifgrarrangements (Chami, R., C. Fullenkamp,
and S. Jahjah, 2005).The main determinants of thégtio approaches to remittances include
interest rate differentials on deposits betweenhits&t and home countries, rate of return on real
estate in the home country, black market premiunitation rates, political risk and uncertainty
(Salisu, M., 2005). On the basis of these appraachemittances can be divided into what
(Wahba, S., 1991) describes as “fixed” and “disonatry” remittances. The fixed remittances
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support the family leaving behind the home counthjile the discretionary remittances go to
investment purposes.

Remittances are sometime difficult to measure, b&edt is calculated from the balance of
payment data under the lines “worker’s remittancasti “compensation to employees”. But
these are likely to understate the extent of reméts, as some remittance flows occur through
informal (non-market) channels, and are excludethfthe official records. It should be mention
here that although various strategies to tranghaittance have taken over last one decade even
the choice of remittance channel is 46% formal 84#86. The impacts of remittances are felt
beyond the household and affect the national ecgnadtigh levels and/or large increases in
remittance flows can have direct as well as indinepercussions on the macro-economy.
Remittances, specifically, have been acknowledgedriéical sources of foreign exchange and
macro-economic stability.

The literature notes that when remittances ardfgignt they make a dent in the national balance
of payments and their impact is felt in foreign lescge reserves and current account of the
balance of payments of the receiving country (Raorémy, 2003). In simply words remittances
are money sent home form emigrants working abrohd.amount of remittances depends on the
number of migrants, the wealth of the countries hbey go, their wages, intents, education
etc. Remittances can be money or made in-kind aed thannels of transportation can be
formal or informal.

Remittances are seen as a key factor of finanefldw to many countries (mainly developing
countries) as the stand the second after foreigatidinvestment and also they can be considered
even the largest source of income. Usually rengganhave an important influence in the
economy of the poorest countries where the migrasan high levels rather than in developed
countries. Remittances have a direct impact onwapson, investment and savings contributing
so to economic growth but we are going to focuth&oimpact of remittances to trade balance. As
financial inflow remittances affect the balance pefyment. As remittances represent money
flowing in, they improve negative balance of paymand cover the trade deficit financing the
import. However there is another impact of remit&sin opposite from what we said. This
impact is the appreciation of the national currem@cause the total amount of money in
country’s economy increases. This appreciation make exports more expensive and since the
competition gets worse in the international areagbonomy will face a decrease in exports and
an increase in imports. This phenomenon is callettiDDisease and brings a trade deficit. As it
could be seen, remittances may have a double dfieeconomy which can be handled by
different policies.
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Table 3: Albania potential benefit from remittances

Variables Positive Negative
Domestic  Multiplier effect on GDP through consumption| « Demand is heavily focused on non-
Demand » Reactivation of construction sector productive
« Economic activity is sensitive to
» Development of remittance-related activities changes in migratory cycles
*Support for investment (particularly
microenterprises)
Current » Improvement in current account through balan e Increased imports as a result of
Account of invisibles ostentation and imitation

« Loss of competitiveness as a result
currency appreciation (risk of Dutch
disease)

Labor Market

* Higher reservation wage

« Higher real wages (due to reduced labor supp
 Lower unemployment (fewer people looking fqg
work)

« No incentive to work (culture of
idleness)

Prices * Imported disinflation (due to appreciation of | ¢ Increase in money supply
currency) « Increased demand for non-tradable
goods
« Higher production costs (due to
increase in
real wages)
Financial * Increased functional efficiency (more * Risk of money laundering
systems competition between financial intermediaries)
« Increased balkanization among remittance
recipients
Public * Increased tax revenue « Moral hazard (growing public debt)
finance  Lower social expenditure

* Lighter debt burden (greater access to
international financing)

Human and
social capital

* Increased investment in education and health
care

« Organization of emigrant networks for the
sending of collective remittances

« Collateral problems: brain drain and
break-up of families

Poverty and
Inequality

* Reduced poverty

« Steady income for retirees

* Funding of social projects by emigrant
associations

« Increased social and geographic
inequality

« Strong financial dependence on the
part of recipient households

* Risk of reduced social spending
(remittances take its place)

Source: Authors literature review and findings

of

Remittances offset chronic balance of paymentscidgfiby reducing the shortage offoreign
exchange. These transfers can help to ease the @fieial restraint imposed onthe economic
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development of the migrants’ home countries by mi@deof payment’sdeficits. They have a more
positive impact on the balance of payments thaeratbnetary inflows (such as financial aid,
direct investment or loans), because their use s to particular investment projects with high
import content, bear no interest and donot havgetoepaid. In addition, remittances are a much
more stable source of foreignexchange than otheatprcapital flows and for certain countries
they exhibit an anti-cyclical character (Buch et @D02; Buch and Kuckulenz, 2004; Nayyar,
1994; Straubhaar, 1988).Developing countries quialkdcognized this obvious and clearly
estimable positivebalance of payments effect ofittances, and measures were taken to increase
suchinflows of foreign exchange. But such measumasst be implemented with care,
becauseapart from the positive balance of paymefiécts, remittances have an impact on
theeconomic activity in the home country. Dependorg how they are spent or invested,
theireffects on production, inflation and importsl Wwe different.

As Albania moved from a centrally planned economyatmarket oriented one, after the big

political and economic changes in '90, the leveingbort was highly increased. There was a lack
of products in market as a result of a higher dehfangoods and services and the impossibility
of domestic production to respond to this demanakiriyy years this level (in absolute terms)

continued to rise. While the export compared to GBRoss Domestic Product) was and still is

in small levels. Although the growth of the levélexport over years, the trade deficit continuous
to widen. This severe imbalance shows that Albaardinues to be an import-oriented economy.
In 2009 total import reached 430.945 million AlbamiLek (a decrease of 1.8 % from 2008) and
the total export reached 102.898 million ALL (a di=se of 8.1%) with a trade deficit of 26, 6%

of GDP.

Figure 1: Albania Current account to GDP 1992 — 2013
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During the period, a negative balance due to tleredse of exports and the sharp increase of
imports characterizes the Albanian foreign tracel1992, the trade deficit in Albania was 470
million USD, whereas in 1998, it reached 588 millidSD. 71% of the trade deficit is with
Greece and ltaly, two its main trade partners. Tifaide deficit, during the period 1991 — 1988
covered 32% - 81% by remittances. The Albanian ecgnsuffers from a trade deficit, albeit a
declining one. In 2010, Albanian exports totaled1$2 billion while imports totaled $3.602
billion — which decreased significantly from $4.88#@lion in 2009 when exports remained at a
similar figure of $1.345 billion. Albania exportextiles and footwear, asphalt, metals and
metallic ores, crude oil, vegetables, fruits andatro. Its primary export trading partners Italy
are (55.9% of exports), Greece (11.6%), China (7,28ly (27.6%), Greece (14.8%), Turkey
(7.4%), China (6.8%), Germany (5.6%), Switzerlab%h) and Russia (4.2%).Albania’s primary
imports include machinery and equipment, foodsiu#stiles and chemicals. It imports from
Italy (32.2% of imports), Greece (13.1%), Turkey2@), Germany (6.6%), China (4.5%),
Russia (4.4%) ltaly (27.6%), Greece (14.8%), Turkey%), China (6.8%), Germany (5.6%),
Switzerland (5%), Russia (4.2%). Italy dominatethbimports and exports, while Greece is its
second two-way trading partner.From the analysisth&f trade balance we can draw the
conclusion that emigrants’ financial flows, undee tonditions of the lack of the microeconomic
restructuring, are recycled abroad, or more cdgreoiinly to their country of origin by the
means of imports.

Figure 2: Balance of payments and remittances’ flows trend
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Actually, in Albania, the remittances are playingimportant role for the development of small
family enterprises and the employment. Those enga® are mostly created in the sectors of
trade and services and represent 84% of the ovauailber of the enterprises. Meanwhile, the
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rural families that don’t have their members in gmtion and are entirely engaged with the
agricultural and processing activities in theimfgrearn annual income that is 2-3 times less than
the income of the families that have someone irgeation. This difference has stimulated and is
still stimulating two negative phenomena.

First, the families with income from emigration are inweg in housing or for their living
improvement in general, thereby neglecting the famd the agricultural activity in general.
Second, the group of the farmers that have nobody in eatign are becoming disgruntled with
their income level from their work in farm and at@nking about either emigration or off
agriculture and off village activities. If theseeids continue in the future, then the young
generation considering the lack of the jobs orlthe level of the income would constantly want
to emigrate.The value of remittances sent by Allmar@migrants however is still less than that
sent by emigrants in other Mediterranean countries1991 the value was about a tenth
compared to the transfers sent to Portugal and Magia and half of those sent in Tunisia.

The size of remittances flowing to Albania in thexipd 1992-2010 was indeed enormous both in
absolute and relative terms. According to the Bahklbania a total of 778.1 million USD was
transferred from the immigration countries to Allzaim 2003, an amount representing 11.4
percent of the GDP (almost the size of an econ@mator), almost three times the FDI inflows,
covering more than 50 percent of the country’serdeficit on average (Bank of Albania, 2004).
According to the World Bank a total of 1,156 m#ilwas transferred to Albania almost two times
than FDI inflows. But according to the dates we sap that there is a decline in the level of
remittances after 2009 because of the financialscri

Figure 3. Remittances flows and Current Account trend
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Remittances have shown to be reasonably stabldegsdvolatile than FDI but having a null
effect in the monetary equilibrium. (Buch and Kulene, 2004). They have contributed
significantly to the development of tourism sincgaod share of emigrants, in particular those
settled in Greece or Italy choose to spend thenrser vacations in Albania, together with
theirfamilies or relatives. As noted by the BankAdibania (2010), the money spent by emigrants
during the tourist seasons constitutes a signifishare of the revenues from tourism in Albania.

5. Remittances flows in Southeast Europe and their ingct on the Current account deficit

According to the data, the Southeast Europe reigione of the most remittance recipients in the
world. This countries has created a large numbegnoigrants, which the main motive is the

economically factor, as well as the strong famdlationship. According to the latest World Bank

(December, 2013) data for 2013, the largest retgipteuntries of remittance flows are: India,

China, Mexico, Philippines, France, Pakistan, Gewynd&angladesh, Belgium and Spain. It is

evident that the list of top 20 remittance recipieauntries includes high-income countries as
France, Spain, Germany and Belgium, but the amotirtceived remittances as a share of the
GDP, in these countries, is insignificant. As onauld expect, in 2010 remittances received by
the top 10 developing recipient countries repressedt percent of the total remittance inflows.

This is not unusual having in mind that 8 of thasentries are included in the group of top 20
emigration countries in the world. The most impottaeceiving countries by a share of

remittances in GDP in 2012 (World Bank, Decemb®d,3), were: Tajikistan, Lesotho, Samoa,

Moldova, Kyrgyz Republic and Nepal. Remittanceamf$ in these countries are more than 20
percent of GDP. From the group of 24 countries ltlaate remittance inflows above 10 percent of
GDP, 7 countries belong to the region of Europe @adtral Asia, while 7 of them belong to the

Southeast Europe region (Albania, Serbia, Bosniaégmvina, Moldova, Bulgaria, Romania and

Republic of Macedonia).

As shown in figure 2, the total amount of remitanaflows (compensation of employees,

workers' remittances and migrant transfers), ocwfent transfers, net (defined in accordance
with the BOP definition), is one of the most imp@ort items of the balance of payments, and they
largely contribute into providing sustainable bakarof payments, especially for covering the

deficits in the foreign trade.
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Figure 4: Remittances inflows trend
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The simplest way to explain the importance andsthe of remittances in Southeast Europe is to
express them as a share of GDP (Figure 4). Fronfighee 4 it is evident that this percent is

more than significant, and in some countries itheg 34,7 percent (e.g. Moldova in 2006).

Over time, remittances have become one of the m@ortant sources of incomes of migrant’s

families and with positive effects on economic glowRemittances started to grow sharply in

2003 — 2004, which also reflected the increasénénrtumber of migrants. The growth trend of

remittances was affected by the crisis period i980but then in 2010 transfers started to
increase again. With the exception of Bosnia andzétgpvina, where the data shows a
decreasing trend over time (as a result of GDP traw recent years, and low coverage of
remittances flows), all other countries have stabhaittance inflows over the period 2000-2008

(Albania, Serbia and Bulgaria), or a continual tref growth (Romania, Moldova and Republic

of Macedonia). A slight slowdown in remittanceswtio since the second half of the last decade
caused a reduction of their share in GDP, from%4irY 2006 to 22.3% in 2011, yet the Republic

of Moldova ranks the third country in the region Btirope and Central Asia as regard

remittances’ weight in GDP and their per capitaugalStratan et al., 2013). Over 30% of

Moldova’s exports are tied to remittance basednies. Remittances therefore look set to play
an increasingly important role in the Moldovan emmy and may see an increase in the
emigration flows of Moldovans in the foreseeableife.

Remittance inflows declined in 2009 in almost dltlee analyzed countries (with the exception

of Serbia and R. Macedonia), due to the globaliscriat caused remittance inflows in
developing countries to fall by 5.2 percent.
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Figure 5: Impact of Remittances on the deficit of currercaamnt
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Remittance inflows in 2009 had an effect on redgdime current account deficit by almost 4
times in Moldova, 2 times in Serbia, and almosinZes in Albania. On the other hand, it is
obvious that remittances, when they are mostly tspenmports, can by themselves create trade
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deficits. Even in that case, it is clear that sdeficits are self-financing and pose no threat to
balance of payments stability.

Figure 6: Workers’ remittances and FDI flows
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Starting from 1992, foreign direct investments esgnt one of the main sources for developing
countries but a very important source for extefirencing are remittances, which they show
more stability, contra cyclicality and sustaindlilieven in the cases of global economic and
financial crises.Only in Bulgaria and Romania, rgamce inflows are ranked behind foreign
direct investment as a source of external fundingpther four countries (Albania, Bosnia and
Herzegovina, Macedonia and Moldova) remittancessagsificantly larger than other types of
capital flows. This is in line with internationakm@erience, which confirms that poorer and
smaller countries receive relatively larger remittas. Inflows from portfolio investments are
negligible by size, indicating a high level of undievelopment of the secondary stock exchange
markets in these countries.Official aid for devetgmt represents capital flows without any
obligations for future repayments and with cer@dégree of stability over the years. But usually
they are considered as a limited and highly depsinsigurce of external funding, which cannot
promote sustainable economic growth.

6. Impact of Remittances on National Debt

In less developed countries, governments use rataebt as an imperative tool to finance its
expenditures. Economic growth can be increased figcteve and proficient utilization of
resources to achieve macroeconomic goals. Howg#wtae national debt is not properly utilized,
it would restrict economic growth and become thggbst curse for the economy. National debt
is one of the major economic issues facing the gowents of developing countries.

There are several reasons of national déi#t, it is used to finance budget deficgecond, it is
used to implement monetary policy through open etadperationsThird, there is need to
develop and deepen the financial markets by thieumnents of national debt. Nationaldebt can
have severe implications for the economy as wedtidthal debt servicing absorbs a major part of
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government revenues. So, government has fewernesoto spend on development projects. In
this way, national debt servicing is more harmfol the economic growth than the stock of
national debt.

But developing countries such as Albania that lmeedhrough a transition process and has been
facing with a large number of emigrated people laigth remittances inflows, which may have a
very crucial impact on national debt and especiallyfinancing it. Remittances in Albania
represent the second largest flow of incomes ana lsown an important impact in main
macroeconomic variables, such as national debt.

Figure 7: Remittances inflows and National Debt as a % GDP
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6.1.An empirical investigation of the effect of remittances on national debt

The notion that remittances have a significantatfie financing thenational debt may at first
besurprising, since governments have no directnslaonthese person-to-person transfers. The
fact that remittancesenter the recipient economguigfh familytransfers means that remittances
affect national debt sustainability indirectly thgh the activitiesof remittance-receiving
households, primarily throughtheir consumption giecis and saving patterns. In this respect
remittances are quite different from naturalresesycwhich governments may own and
fromwhich they derive revenue, and public aid tfarsswhich enter the government budget
constraint directly.
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Since remittances contribute to higher consumptiftomestic and imported goods, they may
affect government’s revenues through consumptiord @rade-based taxation. Furthermore,
remittances may leadto increased deposits in tmkilbg system and, to theextent that the
marginal propensity to consume is lessthan unitygytmay increase the level of private
saving.Both of these channels may affect fiscaicgdhroughcredit market activity. As a result,
remittances can playan important role in the assessand finance of a country’s debt, since
they alter the fiscal balance andthe evolutionhef $tocks of public and private sectorliabilities
over time.To examine the impact of remittances imaricing the debt levels, data were
assembledfrom the IMF World Economic Outlook dasgbandthe World Bank’'s World
Development Indicators for the Albanian economysdahon the ratio of remittances to GDP
between 1992 and 2013.

Model:
Deh =b, +b,Rem_;+b,Deh_,

Dely =0.63- 0.404Ren_,+ 0.73eh_,
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Results:

Dependent Variable: DEB

Method: Least Squares

Date: 04/14/14 Time: 10:35

Sample: 1998 2013

Included observations: 16

Convergence achieved after 5 iterations

23

Variable Coefficien Std. Error| t-Statistic Prob.
t
C 0.638587 0.034224| 18.6589 0.0000
REM(-3) -0.403720 0.199037| -2.028367 0.0635
AR(1) 0.732558 0.058302| 12.5649 0.0000
R-squared 0.920360 Mean dependent var 0.619978
Adjusted R-squared 0.9081( S.D. dependent var 0.063798
S.E. of regression 0.019340| Akaike info criterion -4.885966
Sum squared resid 0.0048¢ Schwarz criterion -4.741106
Log likelihood 42.08773 Hannan-Quinn criter. -4.878548
F-statistic 75.11764  Durbin-Watson stat 1.930103
Prob(F-statistic) 0.000000
Inverted AR Roots 73
1
I
Autocorrelation test and partial correlation
Date: 0441414 Time: 1039
Sample: 198938 2013
Included ocbservations: 16
Q-statistic probabilities adjusted for 1 ARMA termi(s)
Autocorrelation Partial Correlation A PAC -Stat Prob
I I I I I I 1 0028 0023 00154
! [ ! ! I ! 2 -0.030 -0.031 0.0341 0854
I o I = 2 0157 0159 05793 0.749
! | ! ! ! 4 0026 0015 05852 0893
[ — I [ — I 6 -0.442 -0.445 &TF150 0.221
(I ! (I ! 6 -0.122 -0.147 61420 0293
1O I (I = I 7 -0.134 -0.181 B.7157 0.348
1O ! ! ! g8 -0137 -0.010 7.3931 0.389
(I ! ! ! 9 -0.078 -0.016 76409 0469
I — I @ 10 0.212 0.099 97994 0367
1O ! (I ! 11 -0.083 -0.210 10200 0423
I 1| I (I I 12 0.072 -0.075 10.636 0.474



Normality test

Series: Residuals
Sample 1998 2013
59 Observations 16
4 Mean -3.73e-16
Median -0.002978
Maximum 0.037568
3+ — Minimum -0.031030
Std. Dev. 0.018004
2 Kuosis . 2.652862
14 Jarque-Bera  0.456996
Probability 0.795728
0-0A04 -0.03 -0.02 -0.01 0.00 0.01 0.02 0.03 0.04
Serial correlation test LM
Breusch-Godfrey Serial Correlation LM Test:
1
F-statistic 0.015495  Prob. F(2|,11) 0.9846
Obs*R-squared 0.044948 Prob. Chi-Square(2) 0.9778
Test Equation:
Dependent Variable: RESID
Method: Least Squares
Date: 04/14/14 Time: 10:41
Sample: 1998 2013
Included observations: 16
Presample missing value lagged residuals set to zer
Variable Coefficie| Std. Error t-Statistig Prob.
nt
C -0.003830| 0.043087| -0.088898 0.9308
REM(-3) 0.028360| 0.273951 0.103521 0.9194
AR(1) -0.001910| 0.067514| -0.028298 0.9779
RESID(-1) 0.051458 0.374779 0.13730¢ 0.8933
RESID(-2) -0.044876| 0.336967| -0.133176 0.8965
R-squared 0.00280 Mean dependent var -3.73E-16
Adjusted R-squared| -0.359806 S.D. dependent var 0.018004
S.E. of regression 0.02099  Akaike info criterion -4.638780
Sum squared resid | 0.004849 Schwarz criterion -4.397346
Log likelihood 42.11024  Hannan-Quinn criter. -4.626416
F-statistic 0.007747 Durbin-Watson stat 1.965399
Prob(F-statistic) 0.99986 |
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Heteroscedasticity Test

Heteroscedasticity Test: ARCH

F-statistic 1.948475  Prob. F(1,13) 0.1861
Obs*R-squared 1.955191 Prob. Chi-Square(1) 0.1620

Test Equation:

Dependent Variable: RESID"2

Method: Least Squares

Date: 04/14/14 Time: 10:41

Sample (adjusted): 1999 2013

Included observations: 15 after adjustments

Variable Coefficien Std. Error t-Statistic Prob.
t
C 0.000438  0.000131 3.34784: 0.0052

RESID"2(-1) -0.364070 0.260818 -1.395878 0.1861
R-squared 0.13034(  Mean dependent var 0.000320
Adjusted R-squared 0.063450 S.D. dependent var 0.000399
S.E. of regression 0.0003¢  Akaike info criterion -12.75522
Sum squared resid 1.94E-06 Schwarz criterion -12.66082
Log likelihood 97.66417  Hannan-Quinn criter. -12.75623
F-statistic 1.948475 Durbin-Watson stat 1.746117
Prob(F-statistic) 0.18613!

From the table we observe that value of regressoefficient of worker remittances is -0.403720

which means that an increase in one million-wonianittances decrease the national debt by
about 0.403720 million. This effect is very stroagd statistically significant also showing that

there is a time lag by three years in financing tiadional debt. Workers’ remittances can

positively affect national debt through a numbercbnnels. Firstly, remittances may reduce
credit constraint of household receipts so thatepnéneurial activity and private investment

could increase (Yang, 2004; Woodruff and Zentef@®42. In developing countries, households
face less efficient financial markets so that asdescredit markets appears to be their prime
concerns. Remittance inflows could assist housshtmdet up their entrepreneurial activity and

also help to finance education and health which rmeen variables in enhancing long-term

economic growth.

Secondly, remittances could develop a country'slibr@rthiness and thus boost its access to
international financial markets. World Bank (20@Xplains that the country credit ratings also
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depend on its size of remittance flows. Thirdlyniance inflows could produce positive effects
to economic growth through multiplier effect mecisams. There are backward and forward
linkages in investment activities so an increas@westment of one household could increase the
other household income. In the context of increaseturns, the expansion of one sector could
increase the size of other sectors.

Conclusions

Migration has a high price for migrants’ them-sealvioth in financial and deeply human terms,
as they uproot themselves from their families andewtake a dangerous journey. The free
movement of labor, enables greater opportunitiepémple in developing economies and also
helps developing economies gain important foreigmency revenue. Reliance on remittances,
particularly in a small country such as Albaniahngignificant emigration to the Italy, Greece,
United States, Canada, and the United Kingdom., camprise a significant share of a
household’s income, thus affecting decisions sushlador market participation and hours
worked. Migration phenomena lowers labor supply gredunemployment rate in the country of
origin. The countries of origins even if they haaaeduction of the active and skilled labor
supply forces they have a huge and important biewifch are one of main sources of incomes —
remittances. Also they have a positive impact mithprovement of the deficit of the balance of
payments. Facing theoretical criteria, and esplgcthle practical criteria of current account
deficitsustainability vis-a-vis the current accolmatiance position in Albania, the conclusion is
drawnthat current account deficit in Albania’s cdsechronic and at very high levels. In
general,however, it may be estimated as beingivelgtsustainable, but with very fragile and
seriouslythreatened sustainability. The fragilisyrelated particularly to the dominating trade
deficitweight in the current account balance and #xpected unsustainability of financing
sources ofthis deficit in medium and long-term p@si Taking into account the current account
deficit structure, we draw the conclusion that rt¢snices has a positive impact in financing and
improvement the deficit of current account balamtmve all, the trade balance improvement.
The econometrical model shows that remittances baguasitive impact in financing the national
debt of Albania with a time lag of three years.
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