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About

Shortly after the end of the Kosovo war, the last of the Yugoslav dissolution wars, the
Balkan Reconstruction Observatory was set up jointly by the Hellenic Observatory, the
Centre for the Study of Global Governance, both institutes at the London School of
Economics (LSE), and the Vienna Institute for International Economic Studies (wiiw).
A brainstorming meeting on Reconstruction and Regional Co-operation in the Balkans
was held in Vouliagmeni on 8-10 July 1999, covering the issues of security,
democratisation, economic reconstruction and the role of civil society. It was attended
by academics and policy makers from all the countries in the region, from a number of
EU countries, from the European Commission, the USA and Russia. Based on ideas and
discussions generated at this meeting, a policy paper on Balkan Reconstruction and
European Integration was the product of a collaborative effort by the two LSE institutes
and the wiiw. The paper was presented at a follow-up meeting on Reconstruction and
Integration in Southeast Europe in Vienna on 12-13 November 1999, which focused on
the economic aspects of the process of reconstruction in the Balkans. It is this policy
paper that became the very first Working Paper of the wiiw Balkan Observatory
Working Papers series. The Working Papers are published online at www.balkan-
observatory.net, the internet portal of the wiiw Balkan Observatory. It is a portal for
research and communication in relation to economic developments in Southeast Europe
maintained by the wiiw since 1999. Since 2000 it also serves as a forum for the Global
Development Network Southeast Europe (GDN-SEE) project, which is based on an
initiative by The World Bank with financial support from the Austrian Ministry of
Finance and the Oesterreichische Nationalbank. The purpose of the GDN-SEE project
is the creation of research networks throughout Southeast Europe in order to enhance
the economic research capacity in Southeast Europe, to build new research capacities by
mobilising young researchers, to promote knowledge transfer into the region, to
facilitate networking between researchers within the region, and to assist in securing
knowledge transfer from researchers to policy makers. The wiiw Balkan Observatory
Working Papers series is one way to achieve these objectives.
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The Global Development Network, initiated by The World Bank, is a global network of
research and policy institutes working together to address the problems of national and
regional development. It promotes the generation of local knowledge in developing and
transition countries and aims at building research capacities in the different regions.

The Vienna Institute for International Economic Studies is a GDN Partner Institute and
acts as a hub for Southeast Europe. The GDN—wiiw partnership aims to support the
enhancement of economic research capacity in Southeast Europe, to promote
knowledge transfer to SEE, to facilitate networking among researchers within SEE and
to assist in securing knowledge transfer from researchers to policy makers.

The GDN-SEE programme is financed by the Global Development Network, the
Austrian  Ministry of Finance and the Jubiliumsfonds der Oesterreichischen
Nationalbank.
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Introduction and overview

Since the beginning of the 1990’s, emigration repnés a significant phenomenon in
Southeast Europe (SEERemittances, the money sent home by migrantgreeef the most
visible consequences of emigratiosccording to the World Bank (2008), remittances ar
rapidly increasing from $119 billion in 1997 to $#3billion in 2007. The proportion of
remittances to developing countries is also inéngagrom 60% in 1997 ($71 billion) to 75%
in 2007 ($240 billion). Four East European coustaee among the world's main recipients of
remittances as percentage of gross domestic pra@iof), namely Albania, Armenia,
Bosnia and Herzegovina, and Moldd\ven if the question of the impact of remittancas o
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through informal channels could add at least 50%héoofficial estimate.



recipient countries growth is still open, remittasgepresent an important source of external
financing. They exceed international aid flows diod,some countries, the volume of foreign
direct investments (Ratha, 2005).

Despite their importance, few works have been d=l/db the study of remittance
determinants in the SEE context. The aim of thieaech is to offer an empirical estimate of
the determinants of remittances on SEE countriesaatoandmicro-level and to investigate
their impact on the economic situation of the reiogy households. Lastly, this research, in
line with the recommendations of the internatioe@bnomic institutions, offers an overall
picture of remittances’ determinants. This pictwit allow to understand better their impact
on development and to devise appropriate econoroligs to attract this source of

financing.

This report contains two parts. The first part Bvated to the macroeconomics of

remittances and the second part to the microecarsoofiremittances.

The first partof this report analyses the motives of remittand®® reconsider this
question to take account of recent shifting patteafi migration. Current international
migration differs from past immigrations (Freem&006). Among the most salient factors,
we observe (i) that traditional immigrant sourceirminies have become immigrant-receiving
countries and (ii) that immigration policies of tieation countries are increasingly tilted
toward the most skilled individuals (Faini, 200Thus, between 1990 and 2000, the OECD
stock of skilled immigrants coming from developioguntries increased approximately by a
factor 2 (Docquier and Marfouk, 2006). An obviougestion is whether this brain drain may

be compensated by larger remittances of skilledigramts.

For this purpose, we have created an original dateilateral remittances between SEE
countries and their main sending countries. Fivstexploit a new and original data set of the
National Bank of Romania (NBR). This dataset ideedi Romanian bilateral aggregate
remittances coming from its principal emigratiomuotsies. Romania is, for various reasons, a
relevant recipient country. It represents a newnaguof emigration, highlighting the recent
shifting patterns of migration. Moreover, Romanm attracting a growing amount of
remittances, which represents almost 50% of FDlowd and constitutes an important
external source of financing. Using this dataset,fiwd that the macroeconomic motives of

remittances in Romania are in line with tlean repayment hypothesi®emittances are
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considered as implicit loan repayments taken outebygrants to support migration and
education costs. Thus, we find that education awh@phic distance positively influence
remittances. These results imply first that ligtyidtonstraints matter and second that highly
educated migrants may compensate for the braim difhect. We also find evidence that

immigration policies and migrant networks affeahitances.

Second, to complement this study and check thestobas of our results, we build a
larger dataset for the purpose of this report. Ghatsiset relies on three different sources: from
the National Bank of Romania (see above), fromNh&onal Bank of Albania and from the
National Bank of Italy (more details in the Appendif Part 1). Using this dataset, we

confirm the role of théoan repayment hypothesis

The second partf the report identifies the microeconomic motiasremittances and
their implications for the household recipientsr Hus issue, we have access to the World
Bank’s household surveys in Albania, so-called hgyviStandards Measurement Study
(LSMS). Albania is a very relevant case, since t@mces are a crucial source of income for
households (Mansoor and Quillin, 2006). We use ltmgitudinal data collected over the
period 2002-2004, which allow us to account for hserved heterogeneity at the individual
level when investigating the determinants of tladsfers. An additional feature of the data set
is that we can construct a matched sample usin@Q@B8 wave, with characteristics on both
the adult children and their parents living in Al Two sets of results emerge from this

microeconomic study.

The first set of results concerns the motives ofitances. Our econometric analysis
draw on random and fixed effects discrete choiceletsoto study both the determinants of
remittances sent by family members and adult obiidiving abroad and their implications on
the living standard of the recipients. The mainatosions are as follows. First, the proportion
of households living in Albania and receiving remnitces is large (more than 20%) and these
transfers are mainly devoted to basic needs. Ségdrahsfers are negatively correlated with
both the donor’s and the recipient’s level of edioca which casts doubt on the loan
repayment model. At the same time, many individabhbracteristics turn out to be
insignificant in the transfer equation and remites do not really depend on the current
situation of the recipient. Finally, transfers frahroad have a positive impact on economic

indicators like satisfaction with current situatiomdequateness of food consumption and



number of affordable expenditures. This findingabust to the correction of selection either

on observables or unobservables.

As shown by simple descriptive statistics on seffarted motives, these different results
suggest that a mix of altruism and exchange isardytat hand when explaining the pattern
of remittances in Albania. On the one hand, altruis more likely when respondents are in a
needy position and use the transfers they receivbdsic needs and to improve their current
level of consumption. On the other hand, part efrtftoney transferred to Albania households
is also invested and sending money to those Iéfinldes a good way for migrants to improve

their own situation (along with those of their féyhin the event of a return.

The second set of results relates to the roleroftt@nces on income expectations. While
economic theories assign a central role to incorpe@ations, empirical evidence on this
issue remains rather scarce, especially in theegordf less developed countries where

household income is usually subject to more uncgytalVe find several interesting results.

First, expectations on financial situation in Alamre not only affected by the current
level of income, but also by past changes in incddseondly, the composition of household
income matters. We find that the receipt of remittss has a positive influence on the
subjective appreciation of households about thaiuré financial situation. Thirdly, when
comparing realized changes and income expectabasthe same time period, we evidence
that Albanian households do not have rational etgbens. Those whose income has fallen in
the past have a larger propensity of underestimatitile those whose income has increased
have a larger propensity of overestimation. Finatgspondents receiving transfers from

foreign countries tend to slightly overestimatedrtfiggture financial situation.

As they stand, our results have strong macroecanamplications. From an empirical
viewpoint, it would be of interest to further anadythe complex interplay between economic
growth in Albania and the fact that households areaverage optimistic about their future
financial situation. Also, the role of remittancasd their positive effects on well-being
deserve further attention. Recipients may for mstabe more optimistic about their future
because migrants will have more skills and abdithen coming back in Albania or because
remittances are invested in local activities andl generate additional resources for the

households. All these issues are left for futuseagch.
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Part 1. The motives of remittances.

Evidence from aggregate bilateral data

1.1. Introduction

Funds that international migrants send back tortlweuntry of origin are rapidly
increasing from $101 billion in 1995 to $232 biflian 2005 (World Bank, 2006),e. more
that 100% of increase. In contrast, the numbenirnational migrants has risen from 150 to
200 million people, a one-third incredsEven if the question of the impact of remittanoas
recipient countries growth is still open, remittasgepresent an important source of external
financing. They exceed international aid flows dod,some countries, the volume of foreign
direct investments (Ratha, 2005).

In this first part of the report, we analyze thecno@conomic determinants of international
remittances. We reconsider this old quesfidinst to take account of recent shifting patterns
of migration and second to try to discriminate amaiternative theories of remittances.
Current international migration differs from pasass migration (Freeman, 2006). Among the
most salient factors, we observe (i) that tradalommigrant-source countries have become
immigrant-receiving countries and (ii) that immigoa policies are increasingly tilted toward
the most skilled individuals (Faini, 2007). Thusfween 1990 and 2000, the OECD stock of
skilled immigrants coming from developing countriessed approximately by a factor 2
(Docquier, Lohest and Marfouk, 2007a). An obviougstion is whether this brain drain may
be compensated by larger remittances of skilled igrants. Theory is ambiguous in its
prediction of the effect of education on remittaa¢Rapoport and Docquier, 2006). In the
altruistic model (Becker, 1974; Stark, 1995), thgnant cares about the well-being of family
members' stayed at home. Education has no gbiectseonce we control for the higher
earning it allows. In the exchange theory (Bernhe8hleifer and Summers, 1985; Cox,

1987), the migrant makes transfers in return fovises. Educated immigrants are assumed to

° Note that measuring remittance and migration flisva difficult task and the official data miss thelk of
informal flows. Concerning remittances, the WorldnR considers that unrecorded flows, through infdrm
channels, could amount to at least 50 percentoofrded flows.

19 see for instance Swamy (1981), Straubhaar (1#86adawi and Rocha (1992), El Sakka and McNabbg)199
or Vargas-Silva and Huang (2005).



have lower propensities to return and remittancesaadecreasing function of education. In
the family loan arrangement model (Cox and Jimerd€82; Poirine, 1997), remittances
mainly consist of implicit loan repayments takert by emigrants to support the migration
cost or to achieve a better education. More eddaaigrants should remit more, even after
controlling for the positive correlation of incoraaed education. The theoretical ambiguity of
education and remittances motivates our empiricakwT hus, even if remittances are driven
by mixed motives, the migrant's education may eitgdly discriminate among alternative

theories.

To reconsider the question of the remittance deteants, we create an original dataset of
bilateral remittances between Southeast Europe XSB6Hntries and their main sending
countriest* SEE is, for various reasons, a relevant recipiegion. It represents a new region
of emigration, highlighting the recent shifting fgeihs of migration. Moreover, SEE is
attracting a growing amount of remittances, whiohstitutes an important external source of

financing™?

Despite its aggregated nature, the SEE's data féets oseveral advantages. First,
macroeconomic data reflect the underlying microeatin decisions about remittances and
avoid a potential shortcoming of survey questioresiif asked about the motives behind
remittances, most responders may not emphasizext@gt motive or a particular familial
arrangement to pay back an exchange or a'fb&econd, such data allow working on the
bilateral corridors of remittances to understantidbetheir impact on development and to
devise appropriate attractive policies. Finallyg thilateral breakdown helps to capture the
effects of dyadic factors on remittances and tolement a new discriminative test. “If one
admits that altruism is solvable in distance” (Ramd and Docquier, 2006), increasing
distance to family should decrease remittances fremote labor-receiving countries. In the
other hand, in the loan repayment hypothesis, areasing geographic distance between the
labor-receiving and the labor-sending countries mayly a higher migration cost supported
by the family and in return a higher flow of reraiites. Along with the migrant's education,

1 Recent papers, done independently and concurrémtiyurs, such as Lueth and Ruiz-Arranz (2006) and
Schiopu and Siegfried (2006), make also effortdeieelop and use data sets of bilateral remittaresreview
their contribution in section 3.

12 For instance, the amount of remittances receiyedRdmania, between 1995 and 2005, was multiplied by
approximately 15, according to the World Bank.

13 Poirine (1997) mentions that “it is likely thatemitters] would seldom admit openly to acting in][a.

calculating manner”.



the bilateral geographic distance may help to drsoate among alternative theories of

remittances.

This part makes several contributions to the engstiterature. We find, in line with the
loan repayment hypothesis, that distance and edagabsitively influence remittances. This
result implies that liquidity constraints matterdathat highly educated migrants may
compensate for the drain of skilled migrants. Belytmns discriminatory test, we confirm the
positive influence of migrant networks on remittasic Such networks increase migration,
which raises remittances. This result holds evemeifdeal with its potential simultaneity by
using an instrumental variable estimator. Final, identify different effects on remittances
according to different types of immigration polisie

The remainder of this part is organized as follows.section 2, we briefly discuss
theoretical issues to derive remarkable theorefpeadlictions. In section 3, we present our
bilateral remittances data set. In section 4, wsigthe our empirical model. Results are
exposed in section 5. Finally, we conclude in sec6.

1.2. Theoretical issues

Rapoport and Docquier (2006) provide an excellemterv of the recent theoretical and
empirical economic literature on migrants’ remities They classify the different
motivations to remit in two categoriesidividual and familial arrangementsWe briefly

review these two categories and point out some nabie theoretical predictions.

1.2.1. Individual motives

One of the most intuitive motivation to remit igraism (Becker, 1974; Stark, 1995).
Immigrants care of those left behind. The altraisthodel derives some interesting
predictions. Remittances increase with the migsantome but decrease with the migrant's
family income, the duration of migration and thetdnce from family. However, remittances
are not only determined by altruism, but also bgneenic reasons (Lucas and Stark, 1985).
Another major individual motivation is the exchangetive (Bernheim, Shleifer, Summers,
1985; Cox, 1987): the migrant makes transfers tarmefor services provided by family
members or third persons such as taking care ofigeant's assets and/or relatives. In that
hypothesis, the likelihood and size of remittandegend on the migrant's intention to return.

As a result, remittances are a decreasing funafoeducation, since educated migrants are



supposed to have lower propensities to return (Bapoand Docquier, 2006). Beyond
altruism and exchange, concern for inheritancencgleer individualistic motive to remit (de
la Briereet al, 2002). Remittances may raise the probabilitynieerit. In this framework,
remittances are assumed to be an increasing funetithe migrant's income and a decreasing

function of the migrant's remoteness.

1.2.2. Familial arrangements motives
The decision to remit cannot be understood onlgramdividual decision. Migration and
remittances are parts of an informal familial agament. In this respect, remittances may be

better explained by family arrangements than imtligi considerations.

First, migration and the associated remittance glanay be modeled as an insurance
contract (Lucas and Stark, 1985; Rosenzweig, 1988¢. family operates as an insurance
company which protects its members against sho€ksis, remittance flows allow to
diversify the sources of income. Second, remittanmay be seen as loan repayments. Under
this hypothesis, the family works as an internal arfiormal financial market. It pays the cost
of emigration and/or investments in education afing family members (Cox and Jimenez,
1992; Poirine, 1997; llahi and Jafarey, 1999). Thhe migrant becomes a borrower and
sends back remittances to reimburse her family.fahely loan arrangements model derives
some testable and remarkable predicttdriEhe higher are the migration and education costs
supported by the family, the higher are the remdés. Consequently, remittandasrease
with the migrant's education level and the disténoe family.

Among the family arrangements models, the loanymeeat hypothesis seems the most
relevant for our study. The insurance hypothes lietter working assumption for the least
developed countries where political, economic, acmnd environmental instability is strong.
In this context, remittances may alleviate povéttBy contrast, Romania and Bulgaria have
recently joined the European Union (EU) and carmtconsidered as a least developed

country. Moreover, the loan repayment hypothesis iine with the most recent migratory

* The loan repayment motivation is also known asriiestment motive. This expression may introdunaes
confusion since it has been used also to denotittaeices governed by portfolio considerations @gelLueth

and Ruiz-Arranz, 2006) or by inheritance considerst (see.g.de la Briéreet al, 2002).

1> See for instance Hoddinott (1994) for Kenya; Geser, Jimenez (1998) for Peru, or Azam and GuBéeag)
for Mali.



trends: large cost of international migration, imtpace of diaspora, drain of skilled migrants

and costly human capital investments.

Our aim is to discriminate among the alternativeoties of remittances described above.
We have notably remarkable predictions concernitigcation and distance. However, we
keep in mind that “a combination of different matsvapplies [...]. It is not only that different
individuals may be heterogeneous in their motivegido remit but also that different

motivations to remit may coexist within the saméiwwdual” (Rapoport and Docquier, 2006).

1.3. Bilateral remittances data

Bilateral data of remittances have been colleatech fcentral banks and come specifically
from three different sources. Thest source of bilateral remittances comes from thediat
Bank of Romania (NBR). Data are collected via @nks reports for amounts received in
banks accounts, (ii) reports of the money transfanpanies such as Western Union and
Money Gram and (iii) reports of the National Po#fic for amounts sent via postal ordé?s.
We identify recorded flows to Romania from 17 seucountries: Austria, Belgium, Canada,
Cyprus, France, Germany, Greece, Ireland, Israaly, Ithe Netherlands, Portugal, Spain,
Switzerland, Turkey, the United Kingdom and the tgdi States. Data are on a quarterly
frequency and we cover 2005, 2006 and 2007. Be?®@5, only global information on
remittances is available. It should be noted tlat@yprus, we cover 2005 and 2007. For
Israel, we cover 2005, 2006 and the two quarte@06f7. For Turkey, we cover 2005. Thus,

we get a potential of 190 observations.

The secondsource of bilateral remittances comes from theiddat Bank of Albania
(NBA). We identify recorded flows to Albania from71source countries: Argentina,
Australia, Austria, Belgium, Canada, Former YugesRepublic of Macedonia, France,
Germany, Greece, Hungary, Italy, the Netherlandewidy, Saudi Arabia, Switzerland, the
United Kingdom and the United States. Data are quaaterly frequency and we cover 2006.

Thus, we get 68 observations.

The third source of bilateral remittances comes from theddat Bank of Italy (NBI),
which is one of the main sending countries of tB& SWe identify recorded flows from Italy
to Bulgaria (2005, 2006 and the first two quartEr2007), to Serbia (the first two quarters of
2007) and to Romania (1997 to 2006 and the firgt guarters of 2007). Data are on a

'®1n addition, the NBR estimates that around 40 gefrof remittances are coming through informal cleds
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monthly frequency, but for the purpose of the sfudg¢ convert the monthly data on a
guarterly basis. Thus, we get 54 observations.

For the empirical analysis, we use three differeeparate samples. We first work
exclusively on bilateral remittances from the NatibBank of Romania (190 observations).
Second, we work on the bilateral remittances frdra National Bank of Albania (68
observations). Finally, we use all the availablatbral remittances data from the above three
sources: NBR, NBA and NBI. However, we drop theataital relationship Italy-Romania
from the NBR in 2005, 2006 and 2007 to avoid datlundancy. So, we get a potential of 300
observations (= 178 + 68 + 54). Aggregating theadallows to draw more general
conclusions. On the downside, the aggregation doesccount for the fact that the methods

of collecting data are quite heterogeneous (sea\el

Data constraints are relatively strong in the &tere on bilateral remittances. The large
majority of papers does not identify the sendingntoy. To circumvent such data constraints,
some researchers derive bilateral remittance flogsectly by using bilateral migration data
(Harisson, Britton and Swanson, 2004; Ratha andwSH007). This method allows
quantifying the remittance phenomenon but is inappate for an econometric treatment. As
far as we know, Straubhaar (1986), Lianos (1991) lkkarafolas (1998) are among the first
studies using observed bilateral dHtahese studies are stimulating, but Karafolas (1998
neglects the principal determinants of remittartfeshile Straubhaar (1986) and Lianos

(1997) are based on a tiny number of bilaterati@iahips'®

Two recent papers done independently and conclyrenburs work on large samples of
bilateral remittances. First, Lueth and Ruiz-Arrg2006) use a sample of 11 destination
countries. Each one has recorded flows from ab6wolirce countries and different period of
time. They estimate a gravity model for remittafloevs and find that economic size (source

and recipient countries GDP) and transaction c@istance, common language or common

" To approximate bilateral flows, another strandhef literature uses total remittance flows of aegicountry
and compute average characteristics of its mairgmatidn countries to derive a bilateral analysise(s.g.
Elbadawi and Rocha, 1992; El Sakka and McNabb, 1999

18 Using data on Greece and Portugal, Karafolas (18B8ws that the presence of banks of the emigratio
country in the recipient country positively influaas the volume of bilateral remittances.

9 Lianos (1997) works on two different samples: ratfsample of 31 remittance flows from Germany (:96
1991) to Greece and a second sample of 23 remitthows from Belgium (1981-1991) and Sweden (1980-
1991) to Greece. Straubhaar (1986) uses a timessefil9 remittance flows from Germany to Turkeyrirly

the period 1963-1982.
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border) explain more that 50 percent of their wegora However, the gravity equation is
originally theoretically derived to model tradeils and it is not clear why transaction costs
matter so much for remittances originating fromexadoped country. Transaction costs are
not usually an issue for large remittances (Herpar@oss, 2006) and are not an increasing
function of geographical distance, the commonlydugeoxy for bilateral transaction costs.
For instance, to transfer $200 to the USA banksgeh&17 from Colombia for a capital-to-
capital distance of 3,845 kms, $3 from Mexico f@3B kms, and $1.8 to $4 from Philippines
for 13,794 kms. Thus, the cost of sending remittaneeems unrelated to the geographical
distance but “determined by the level of compatitielative size of the remittances volume
and reflects the limited expansion of the finansttor in developing countries, particularly
among the poor” (Hernandez-Coss, 2088)As a result, the use of the trade gravity model
seems not fully suitable for explaining remittanteSecond, Schiopu and Siegfried (2006)
work on a sample of 21 Western European remitteds7aEuropean neighboring receivers,
over the period 2000-2005. They investigate the il altruistic and investment portfolio
motives. They find evidence for altruism on theidfahat the difference in GDP between the
recipient and source countries increases bilateraittances. We may wonder, however, if

such a difference is a good indicator to captuireigsm motives.

Using large samples of observations introduces mrarability on remittance patterns
and allows for more general results. On the dovasidmittances are recorded in a very
different ways among the given destination cousataad this heterogeneity undermines the
scope of the results. Working on a more homogenesangle of recipient countries reduces
the size of the sample but avoids the previouststiming. Flows are recorded in a more

homogeneous way.

? Ratha and Shaw (2007) raise a similar point. They fvidence for higher remittance costs between
developing countries. They also find that the afstemitting 200$ from a developed country to aaleping
country is significantly much lower than the cobtemitting the same amount in the opposite way.

1 Moreover, one of the main insights from the trakeory is that bilateral trade depends on relatiagle
barriers,i.e. on the average trade resistance between a coanttyits trading partners (Anderson and van

Wincoop, 2003). Such a mechanism appears irrelégamtplain bilateral remittances.
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1.4. Empirical model

We now present our empirical model which enabletoudiscriminate among alternative
theories of remittances. Based on the most recapireal literature, our specification is

designed as follows:

Bilateral Remittances £(migrant's education; bilateral distance; bildtéaators;
labor-receiving factors; labor-sending factors),
where theBilateral Remittancesvariable represents bilateral flows of remittandbat

Southeastern immigrants send back home.

Migrant's education and bilateral distance

Migrant's Educationis the average education level of migrants invemisource country of
remittancesBilateral Distanceis the geographic distance between capital ofsthece and
recipient countries. In line with the loan repayinkypothesis, we expect a positive sign for
both education and distance elasticities.

We also control for various observable factors e source country of remittances [(1)
economic size, (2) exchange rate, (3) unemploymsgatand (4) immigration policy] and the
recipient country of remittances [(5) economic sa&l (6) political stability]. Let us first

briefly review the evidence on these four groupsaftrol variables.

Labor-receiving country factors

(1) Economic sizeEmpirical literature is unanimous on the effefcth® economic size of the
labor-receiving country on remittances. The aggeegacome of the labor-receiving country
(i.e. the source country of remittances) positiveljuences the volume of remittances sent
abroad (see among others Swamy, 1981; ElbadawiRuowha, 1992). These results are
consistent with the patterns displayed using sing@scriptive statistics. According to the
World Bank, the United States is the main sendimgntries in 2004 with 39 billion dollars
(Ratha, 2005). However, the aggregate income, pdolry GDP, mixes the income of natives
and immigrants. Ideally, we would like to assess, ihstance, only the aggregate income
effect of the Romanian immigrants on remittanceftmania. However, data for such an
ideal are unavoidable. To mitigate this problem e@mtrol additionally for the stock of
Romanian immigrants in the labor-receiving counirjus, remittances sent by countrio

countryj are positively related to the income of countrgnd the number of countiys
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immigrants in country.?> A concern of this estimation strategy is the stamgity between
migration and remittances. A high inflow of remitte@s from a given sending country may
incite potential migrants to emigrate in that countWe treat this problem using an
instrumental variable estimator.

(2) Exchange rate A variation of the exchange rate (expressed &s wh the recipient's
currency per unit of the source country) affecesphirchasing power of remittances and leads
to an ambiguous effect. For instance, an appreadiaif the remitter's currency may increase
remittances to benefit from an increasing purcltagiower (income effect) or decrease
remittances due to a substitution effect. The swibisin effect is empirically documented in
the bilateral relationship between Greece and Geyr(laanos, 1997).

(3) Unemployment rate The most striking result related to the labor keasituation in the
labor-receiving country concerns the effect of timemployment rate. It negatively impacts
on the volume of remittances. Three explanatioesadthand. First, a rise of unemployment
causes significant losses of income which reducati@ces. Second, an increase of the
unemployment rate raises macroeconomic uncertaintyt future incomes, and may incite
migrants to decrease their remittances in antidpatinally, a high rate of unemployment
reduces the migrant's probability to be employed @nsequently the probability to remit. In
fact, in all the OECD countries, except Italy ance&e, unemployment affects immigrants
especially (OECD, 2006a). In addition, Higgins, Elygegasi and Pozo (2004) and evidence
that the propensity to remit strongly decreaseh tié duration of unemployment.

(4) Immigration policy. Restrictive immigration policies are one of thesnsalient facts
among the new trends in international migration.GDEcountries have reinforced their
controls to fight against terrorism and preverggular migration. We first characterize three
different types of immigration policies and thennger whether they affect remittances.
Migration policy differs from one country to anottfé but we identify similarities among
groups of countries. We base our identificationtlom recent OECD report on international
migration (OECD, 2006b), which is the main sourapidting immigration policies in
developed countries. We identify three relativetyriogeneous groups in terms of migration
policy. Fist, we identify North America as distirgitoup. Docquieet al. (2007b) suggest that
the structure of the North America immigration di§ from that of Europe. In fact, migration
to Western Europe is more recent than to the UrStetes and Canada, which are considered

22 This approach is used in the literature to demdirectly bilateral remittance flows (see Rathal &haw,
2007 and above).

3 Note that the EU immigration policy is not yet Imamized among member countries.
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as “installation countries” long ago. In additidsgrth America countries attract more skilled
migrants than European countries (see Table 1Appendix 1.8). Second, in contrast to
Docquieret al. (2007b), we account for the heterogeneity of inmatign policies across
Western European countries and operate a furtiséindiion betweemld andnew European
immigration countries. North and Central Europeavuntries are considered as old
immigration countries. They promoted a mass migragince the post-war period until the
seventies. Later, they adopted restrictive immigrapolicies. We regroup Austria, Belgium,
France, Germany, the Netherlands, Switzerland laedJhited Kingdom in the so-called “old
immigration countries”. In contrast, the patterns npigration of the “new immigration
countries”, gathering Cyprus, Greece, Hungary,ahid| Italy, Macedonia, Portugal, Spain
and Turkey, are different: historically they weraniigrantsource countries and then they
became immigranteceiving countries. Two complementary reasons are usuairpkied.
First, they developed and became more attractiterms of migration. Second, they served
as a transit area to join the old immigration coest which closed their borders after the
seventies.

Immigration policies may affect remittances throutyio channels. First, Southeastern
emigration to Western Europe appears to be mor@dearny and more often related to a
return project in the country of origin. The inta@ntreturn home is hypothesized to induce
greater savings and remittances (Lucas, 2004). d¥dence suggests that temporary
migration results in greater remittances than frgegnmanent settlers (Elbadawi and Rocha,
1992; Rodriguez and Horton, 1995; Lucas, 2004). $ake of illustration, we find, using
OECD data on naturalization rates, that on aveg&igpercent of Romanian official migrants
are naturalized in new immigration countfiesagainst 59 percent in old immigration
countrie$® and 65 percent for installation countrig3eteris paribus we expect greater
remittances from new immigration countries. Secaedtrictive immigration policies aim to
prevent irregular immigration. Given that illegadiBheastern emigration to Western Europe
is easier than to North America we expect a higiteck of illegal migrants in the former
group and consequently higher remittances. Moreowveghin Western Europe, given more
restrictive policies in old immigration countriege expect again higher remittances from new

immigration countries.

4 Note that Turkey inflates this average. WithoutkBy, the average rate of the new immigration coestalls
to 13 percent.
% Due to lack of data, the average rate for old igration countries does not include the United Kimmgdand

Germany.
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Labor-sending country factors

(5) Economic size Empirical literature is not unanimous on the efffef the labor-sending
country’'s GDP on remittances (Buch and KuckulenzQ4& Vargas-Silva Huang, 2005).
Effects are ambiguous. On the one hand, increaGiD§ may lower emigration and the
associated remittances. On the other hand, inci@&DP may encourage migrants to invest
at home and, thus, to increase remittances. Betid$rtend to cancel and the literature mainly
finds a no significant effect of the labor-sendamyintry's income on remittance flows.

(6) Political stability. The evidence regarding the political situationtloé labor-sending
country on remittances is not conclusive (Aydaalgt2005; Lueth and Ruiz-Arranz, 2006).
While some studies found that political instabildiscourages remittances to labor-sending
country, other studies suggest that political indits may increase remittances to help family
members' stayed at home.

Based on the previous analysis, we estimate th@nfislg equation:

In(remittances)= Po + 1 IN(Edug;j + B2 In(Dist);; + B3 In(Stock_mig; (1.1
+ BaIn(Exchange_Rajg + s IN(GDP); + Bs (Unemployment_Ra)e
+ B7 (Old_migi + Bs (New_migi + o IN(GDP);
+ B1c In(Political_Stability); + trend +;;,

where the dependent variabiRemittancgs is the value of bilateral remittances from the

source countryto the recipient country
The explanatory variables are defined as follows:
e Edug denotes the average education level of immigrjamntgountryi,
e Distj is the distance between countriesd,].
e GDP, is the Gross Domestic Product of country
e Stock_Immigdenotes the stock of Southeastern immigrpimtsountryi.
e Exchange_Ratedenotes the nominal exchange rate of courfiaging the currency of
countryj.
e Unemployment_Rates the unemployment rate of couniry
e Old_mig is a binary variable which is unity if countiyis an old immigration
country® and zero otherwise;
e New_mig is a binary variable which is unity if countiyis a new immigration

country’’ and zero otherwise.

% Austria, Belgium, France, Germany, the Netherlasastzerland and United Kingdom.

" Cyprus, Greece, Hungary, Ireland, Italy, MacedoRiartugal, Spain and Turkey.
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The introduction of these dummies amounts to confar region specific
characteristicé®

e GDP, is the Gross Domestic of counjry

e Political_Stability measures the political stability of counjry

e trendis a linear trend.

&j represents the usual error term capturing unobdediactors and mis-measurements
of the remittances level.

Table 1.3 provides greater details regarding thm danstruction and Tables 1.4 and 1.6
provide summary statistics for the variables (sepehdix 1.8) . The coefficients of interest
to us aref; andg, which helps to discriminate among alternative theso

1.5. Results

Estimating equation (1.1), we use three differenirees of remittances data: NBR, NBA
and NBI (see above). Our main analysis rests onettipient country Romania (NNR) treated
in section (5.1). Romania offers the largest coibecof bilateral relationships of remittances
in the SEE. Moreover, it is a relevant recipienurmoy, attracting a growing amount of
remittances. Then, in section (5.2) we use a mampcehensive dataset to check the

robustness of our results.

1.5.1. The Romanian context

Table 1.1 reports the estimation of equation (bd)the Romanian context. Using a
unique recipient country offers an important adaget we do not need to introduce labor-
sending country factors which are always diffidoliobserve and capture. These factors only
present a temporal variation captured by the tsar@ble. In columns (1) to (4), we use the
Ordinary Least Squares (OLS) estimator and in cakin(s) and (6) the Instrumental
Variables (V) estimator. In all regressions, thetenoscedasticity is corrected using White
(1980)'s correction. The estimated equation explanound 80 to 90 percent of the variance

of bilateral remittances.

In column (1), we estimate equation (1.1) without main variables of interest: education
and distance. With the exception of the exchante estimate, all the estimated coefficients

%8 Theinstallation countrie{Canada and the United States) represent thegoasp against which comparisons

are made.
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are statistically significant and economically @aable. As expected, economic size
variables exhibit a positive effect on remittandéisst, holding other factors constant, a 1%
increase in sending country GDP raises remittabgesbout 0.87% in average. Second, a 1%
increase in the stock of migrants raises remittautigeabout 0.34% in average. A reasonable
explanation of the latter estimate is that thelstmicmigrants favors additional migration by
providing better information on the labor-receivioguntry and creating cultural proximities.
In addition, we find a significant negative impadtthe unemployment rate. This effect is
expected: an unemployment rise increases macrogtonostability, causes significant loss
of income and reduces the migrant’s probabilitypégoemployed. Finally, migration policies
tend to influence the patterns of remittances. ¥geeted, the results establish a clear ranking:
European new immigration countries tend to remitrenthan European old immigration
countries. The Wald statistic reported at the ottf Table 1.1 indicates this difference is
highly significant with a p-value lower than 0.0Moreover, old immigration countries appear
to remit more than North American installation ctrigs. Two complementary explanations
have been suggested above. First, migration to eifegiurope seems to be more temporary.
The empirical evidence suggests that temporaryatiggr results in greater remittances than
from permanent settlers (Elbadawi and Rocha, 188#riguez and Horton, 1995; Lucas,
2004). A second explanation is that immigrationiggolariables may capture the effect of
illegal migration on remittances. The less restrecthe immigration policy is, the higher the

flow of irregular migration and the amount of (oféil) remittances.
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Table 1.1: Bilateral remittances on the Romanian auext

Dependent Variable: Ln (Remittance Flows)
Column: @) ) 3) @) (5) (6)
Method: OLS OLS OLS OLS v v
Ln (Migrant's Education) ;; 0.64° 0.35° 0.75° 0.78°
(0.29) (0.18) | (0.17) (0.18)
Ln (Bilateral Distance) j 0.81° 0.67° 0.81° 0.82°
(0.16) | (0.13) | (0.12) (0.11)
Ln (Stock of Migrants); 0.34% 0.50% 0.58% 0.61% 0.94% 0.97%
(0.06) (0.13) | (0.08) | (0.10) | (0.10) (0.09)
Ln (Exchange Rate); 0.95° 0.94° 0.60° 0.66° 0.80° 0.81°
(0.51) (0.41) | (0.30) | (0.29) | (0.34) (0.24)
Ln (GDP); 0.87% 0.85° 0.72° 0.74% 0.56° 0.54%
(0.07) (0.09) | (0.08) | (0.08) | (0.07) (0.07)
Ln (Unemployment Rate); -1.07° -1.14° -1.14° -1.21° -1.25° -1.25°
(0.20) (0.19) | (0.18) | (0.19) | (0.19) (0.19)
(Old Immigration Country); [A] 1.18% 1.80° 2.75° 2.83% 3.46° 3.51%
(0.22) (0.24) | (0.32) | (0.33) | (0.29) (0.27)
(New Immigration Country); [B] 2.83% 3.78% 4.28% 4.57% 5.37% 5.42%
(0.29) (0.36) | (0.29) | (0.38) | (0.34) (0.30)
Temporal Trend 0.11% 0.11% 0.11% 0.11% 0.12% 0.12%
(0.04) (0.04) | (0.03) | (0.04) | (0.04) (0.04)
Obs. Nb. 172 160 172 160 160 160
Adj. R-squared 0.78 0.80 0.82 0.83 0.80 0.83
Wald Statistic (Ho: A=B) 177.37 133.03 150.82 135.16 173.59 135.16
[p — value] (0.00) (0.00) | (0.00) | (0.00) | (0.00) (0.00)
Coefficients on instrumental variables in first stage
Dependant variable = Ln (Stock of Migrants);
Ln (Religious Fractionalization); 0.74° 0.67°
(0.03) (0.03)
Ln (Language Diversity); 0.20°
(0.03)
Partial R-squared 0.65 0.72
F-Statistic 584.44 341.84
[p — value] (0.00) (0.00)
Hansen J-Statistic 0.36
[p — value] (0.55)

Notes: Heteroskedastic consistent standard emgrarentheses, with a, b and ¢ denoting the sigmifie at 1, 5
and 10% level respectively. Constant is not regbrtastrumental variables in model (5) use the ¢dghe

religious fractionalization as an instrument. Cotu(8) adds the log of the linguistic diversity asadditional

instrument. The first stage also includes othetamatory variables included in the second stage.
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In column (2), we investigate the impact of migmmeducation on remittances and
estimate equation (1.1) without the distance véiadlve find a statistically and economically
significant positive effect of migrant's educatioA. 1% increase in education raises
remittances by about 0.6%, holding other factoxedi This effect is consistent with the
investment/repayment loan hypothesis. Moreover,nveg argue that higher remittances of
highly educated migrants may compensate for then lieain effect. This is all the more
important since, according to the OECD 2005 forddggm and expatriates data set, one-
quarter of total Romanian immigrants are highlylledliimmigrants. A core concern is the
difficulty to capture the effect of the migranteome on remittances. Educated migrants earn
relatively more than non-educated and will therefi@mit more. Consequently, the education
estimate may be upward biased. As noted above,ddress this shortcoming by assuming
that the migrant income is positively related te @DP of the sending country. Moreover, we
mitigate the problem that GDP mixes the incomeatives and immigrants by controlling for

the stock of Romanian immigrants in the given segdountry.

The positive correlation between education and ttamges is in line with Cox, Eser and
Jimenez (1998 and older evidence (Johnson and Whitelaw, 1974ngeé and Lobfell,
1978). However, this correlation somewhat confliwith Rodriguez and Horton (1995) and
Faini (2007). They do not find evidence that edwcaimpacts on remittances. Rodriguez and
Horton (1995) use a rich series of national sunayd provide a systematic description of
international return migrants from the Philippinds. a stimulating study, Faini (2007)
regresses total remittances received by developmgtries on the share of the skilled
emigrants in the total population of the sourcentguof remittances. He finds a negative
coefficient but not statistically different from rme®® Thus, the educational level of migrants
has no impact on remittances. This result suggeststhe positive effect of education on

remittances may not be generalized to all reciptenntries (see below).

Other results of column (2) are broadly comparatith those of column (1) but some
differences are worth mentioning. The effect of steck of migrants is now economically
more important with an elasticity of 0.50. The f#ire finds even larger estimates. Lianos
(1997) and Aydas, Neyapti and Metin-Ozcan (20084 fa 0.9 elasticity and Elbadawi and

29 Cox, Eser and Jimenez (1998) test for the altruisih exchange motives for private transfers. Howetee
type of exchange envisioned in their study is anlo@payment of educational investments” (Rapopaod a
Docquier, 2006).

%0 A concern is the endogeneity of the migration Whippears not to be adequately addressed (see)below
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Rocha (1992) a unitary elasticity. The impact & Htiateral exchange rate is now statistically
significant. An appreciation of the sending couwstrgurrency against the Romanian Leli
creates an income effect and raises remittanc@&otoania. This intuitive finding conflicts
with the substitution effect found in Lianos (1997)the Greek cas&. Controlling for the
effect of education, the differences between ifetiah, old and new immigration countries
increased. This is easily explained by the fact B@manian immigrants in the installation
countries (Canada and United States) are on average educated (see Table 1.5 in
Appendix 1.8).

In column (3), we investigate the impact of diseoa remittances and estimate equation
(1.1) without the education variable. We find atistecally and economically significant
positive effect of the bilateral distanc€eteris paribus a 1% increase in distance from
recipient country leads to, on average, a 0.8%ems® in bilateral remittances. This new
evidence is again consistent with the investmgmayment loan hypothesis. Migratory costs
increase with geographic distance, implying a high@an” to cover migratory expenses.
Assuming this loan is supported by the family sthgé home, it leads in return to a higher
remittance flow. In addition, controlling for disiee raises again the difference between
installation countries and the two other groupssTimcreasing difference is explained by the
relative remoteness of installation countries comgp&o Romania.

In column (4), we estimate equation (1.1) and ideltboth education and distance
variables. The estimated coefficient of distancestid significant, with the expected sign.
Education has a positive sign but is significantyoait the 10% level. Other results are
basically unchanged with respect to columns (2)(&nd

In the last two columns, we check if our results msbust to an endogeneity isSaen

fact, we may suspect a reverse causality betweestttk of immigrants and remittances. It

% Lianos (1997) finds that the exchange rate hasgative effect because of continuing devaluatiorihef
Greek drachma against the German mark. As a resigitants tend to postpone remittances as longssilge.

% We also checked the robustness of our resultdtéonative specifications. The results are avadalgpon
request. We first have substituted population (papyl GDP per capita (GDP/POP) for GDP, to control,
respectively, for size and development differerem@®ss source countries of remittances. The reshtia/ that
an increase in source country per capita incomepapdlation increase remittances. The other reseitained
unchanged compared to column (4) of Table 1.1. ®koee have imposed a unitary coefficient to thelstof
migrants, by moving the variable In(StockMigraris)the left hand side of the equation (1.1). Irs thiay, we
express the dependent variable as remittances mgamh We find that the unitary constraint inflatéhe

estimates of distance and education.
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is quite likely that a high inflow of remittancesi a given sending country may incite
potential emigration to that country. Exploitingfdrences in religious heterogeneity as an
instrument for the stock of immigrants, we findttbar results are robust to the instrumental
variable estimator. The exclusion restriction iatttie religious fractionalization of a country
has no effect on remittances, other than its effaobugh an increase in the stock of
immigrants. This is because “measured religioustifvaalization tends to be higher in more
tolerant and free societies” (Alesire al, 2003) and such societies appear to be more
attractive for migrantd® The measure of religious fractionalization is laea data from the
Encyclopedia Britannicg2001) and taken from Alesiret al. (2003). The first-stage result
shows that the estimate of the religious fractimadion variable (in log) is positive and
economically and statistically highly significargee bottom of Table 1.1). The large F-
statistic indicates that this instrument providegoad fit in the first stage regression (column
5).3* Moreover, the partial r-square of the first staggression is also quite large (0.65). The
two stage least squares estimates in column (®jupeoresults which are almost identical to
the OLS estimates of column (4). Note that thenesties of our interest variables education

and distance have inflated and both are now higtaliystically significant (p<0.01).

Our empirical strategy might capture the effect religious fractionalization on
remittances, but working through other channels. d&al with this concern, in column (6),
with a simple overidentification test using a measaof linguistic diversity as an additional
instrument. A diversity of tongues in a countryikely to be highly correlated with migration
but not with remittances. The measure of languagersity comes from Melitz (2008). As
expected, in the first-stage, the estimate of diaer(in log) has a positive and highly
significant effect on the stock of migrants. Thegk F-statistic indicates that our two
restriction variables provide again a good fit Ire tfirst stage regression. Moreover, the
Sargan overidentification test (with the p-value @B6) supports the validity of the
instruments. The overall results are still littkeeated and the positive effect of distance and
distance on remittances is in line with the lograsgment hypothesis.

% Faini (2007) controls for the possibility thatabmigration is endogenous by using the geogragisiance as
an instrument. Our regressions show that thisunsnt is inappropriate since it affects remittances
% As a rule of thumb, Staiger and Stock (1997) revemd a first-stage F-statistic of at least ten dar

instrument not to be considered weak.
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1.5.2. The “comprehensive” dataset

We now proceed to the estimation of equation (fylpolling data coming from our three
different sources: Romania (NBR), Albania (NBA) dtaly (NBI). On the one hand, Albania
Is another major recipient country in the SEE, siremittances exceed a quarter of Albania’s
GDP in 2006. Other in other hand, Italy is oneha&f imain labor-receiving countries for SEE’s
migrants and one of the main remitters to the SHis larger dataset offers two advantages
to check the robustness of our results. First, eeaglarger number of observations with
potentially 300 observations and second we extéedtime period from 1997 to 2007.
However, we should now control for labor-sendingurdoy's factors since we get four
recipient countries: Romania, Albania and two adddl recipient countries related to the
Italian dataset: Bulgaria and Serbia. We now egs@ngguation (1.1) including the labor-
sending country factors: an income varialile GDR) and a variable measuring the political
stability of the countryRolitica_Stability).

The results are reported in Table 1.2. They atméwith those of Table 1.1.

In column (1), we estimate equation (1.1). All #&timates are statistically significant,
except those related to the labor-sending coumitiofs (income and political stability). This
result complies with the empirical literature whidoes not find conclusive evidence
regarding these factors. As noted above, theictffare ambiguous in sign. On the one hand,
increasing GDP may lower emigration and the aststtisemittances. On the other hand,
increasing GDP may encourage migrants to invelsbate and, thus, to increase remittances.
The effect of the political situation is also amlmgs. On the one hand, increasing political
instability may discourage remittances to labordseg country. On the other hand,
increasing political instability may increase rdmaniices to help family members' stayed at
home. The estimates of our variables of interest statistically significant. Migrant's
education and bilateral distance have a positifieence on remittances received by SEE

countries.

In column (2), we capture the labor-sending coumagtors with country fixed effects
instead of income and political stability variableSur results are broadly unchanged.
Education and distance remain positive, meaning réraittances received by Southeastern

countries may be seen as a loan repayment foote of migrant education and emigration.

As in Table 1.1, we check if our results are robtstendogeneity running from

immigrants stocks to remittances. In column (3),use the religious fractionalization of the
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source country of remittances as the exclusiomicésh The first-stage result shows that the
estimate of the religious fractionalization varmlfin log) is again positive and statistically
highly significant (see bottom of Table 1.2). Thege F-statistic indicates that this instrument
provides a good fit in the first stage regressmiymn 3). Recall that this instrument is based
on the idea that religious fractionalization of @uctry, leading to more tolerant and free
societies, has no effect on remittances, other itisagffect through an increase in the stock of
immigrants. The two stage least squares estimateslumn (3) produce results which are
almost identical to the OLS estimates of columnwih labor-sending country fixed effects.

Note that here only the estimate of our variablentérest distance has inflated. In column
(4), we introduce our second instrument, the listyaidiversity of the sourcecountry. Here,
its estimate is not statistically significant bbetSargan overidentification test (with the p-
value of 03.1) still supports the validity of thestruments. The overall results are still little
affected and the positive effect of distance arsagdice on remittances is again in line with
the loan repayment hypothesis.
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Table 1.2: Bilateral

remittances on the “comprehenise” dataset

Dependent Variable: Ln (Remittance Flows)

Column: (1) (2) (3) (4)
Method: OoLS OLS Y Y
Ln (Migrant's Education) ; 0.36° 0.32° 0.33° 0.33°
(0.13) (0.13) (0.13) (0.13)
Ln (Bilateral Distance) ; 0.77% 0.73° 1.18% 1.09%
(0.16) (0.18) (0.18) (0.28)
Ln (Stock of Migrants); 0.70% 0.68% 0.97% 0.91%
(0.07) (0.07) (0.072 (0.182
Ln (Exchange Rate); -0.23° -0.13 -0.32 -0.28
(0.09) (0.10) (0.14) (0.13)
Ln (GDP); 0.74° 0.71° 0.51° 0.55°
(0.072 (0.082 (0.12) (0.13)
Ln (Unemployment Rate); -0.54 -0.55 -0.68° -0.65°
(0.23) (0.23) (0.24) (0.24)
(Old Immigration Country); [A] 3.33% 3.16° 4.12% 3.93%
(0.37) (0.40) (0.40) (0.40)
(New Immigration Country); [B] 5.14% 4.91% 5.69% 5.53%
(0.38) (0.38) (0.58) (0.58)
Ln (GDP); 0.10
(0.15)
Ln (Political Stability); -0.11
(0.59)
Temporal Trend 0.49% 0.47° 0.49° 0.49°
(0.04) (0.04) (0.04) (0.04)
Obs. Nb. 238 250 250 250
Adj. R-squared 0.79 0.78 0.77 0.79
Labor-sending country fixed effects No Yes Yes Yes
Wald Statistic (Ho: A=B) 111.05 92.31 77.88 92.31
[p — value] (0.00) (0.00) (0.00) (0.00)
Coefficients on instrumental variables in first stage
Dependant variable = Ln (Stock of Migrants);
Ln (Religious Fractionalization), 0.51% 0.48%
(0.08) (0.09)
Ln (Language Diversity); 0.10
(0.06)
Partial R-squared 0.14 0.15
F-Statistic 36.32 14.89
[p — value] (0.00) (0.00)
Hansen J-Statistic 1.02
[p — value] (0.31)

Notes: Heteroskedastic consistent standard emguarientheses, with a and b denoting the signifieat 1 and
5 level respectively. Constant is not reportedtrimaental variables in model (3) use the log of itbkgious
fractionalization as an instrument. Column (4) att@slog of the linguistic diversity as an addimstrument.
The first stage also includes other explanatorjatées included in the second stage.
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1.6. Conclusion

Whereas literature concentrates mainly on the imnpdcremittances on economic
development, the present contribution analyzesd#germinants. In this first part, we
reconsider this old question first to take accanintecent shifting patterns of migration and
second to try to discriminate among alternativeties of remittances. Two main theoretical
motivations are at hand: individualistic motivedddamily arrangements motives. We find
some support for the latter motivations and notdily the loan repayment hypothesis.
Migrants send back remittances to reimburse fafoitymigration costs and investments in
human capital. Thus, we find that education andyggghic distance from source to recipient
countries positively influence remittances. Howeubrs does not preclude the existence of
other familial motives (for instance insurance) iadividualistic motives (for instance

altruism).

These results imply first that liquidity constrainhatter and second that remittances of
highly educated migrants may compensate for thia lorain effect. This latter result is all the
more important since, for instance, one-quartetotdl Romanian immigrants are highly
skilled immigrants. However, the education effedymot be generalized to all recipient
countries. SEE countries are recent emigrant casntin the future, with longer duration of
migration, skilled immigrants, earning higher wagdsoad, will be more likely to reunite
with their (immediate) family (Faini, 2007). As asult, they would probably decrease their
remittances. This expectation could prove wrongpag as the loan to cover the emigration

costs is provided by the extended family (llahi datarey, 1999).
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1.8. Appendix

A. Summary statistics and variable definitions

Table 1.3. Data and variable definitions

Bilateral remittances

Various sources (see below).

Migrant's education

Share of highly educated immigrants of countiry the total
number ofi’s immigrants in a given countiy Source: OECD
Foreign-Born and Expatriates

Bilateral distancg

Distance in kilometers between the largest citfah® two
countries andj. Source: CEPII.

Stock of immigrants

Come from OECDForeign-Born and ExpatriateJpdated in 2005

Exchange rate

Countryj’s currency per unit of foreign currency. Quarterly
frequency. Sourcdnternational Financial StatisticHMF).

GDP

Gross Domestic Product of country i or j. Cdroen theVienna

Institute for International Economic Studie$WIIW).Vienna
Institute f.
. Quarterly frequency.

Unemployment rate

Extracted fromOECD Stat Web Browsexcept for Turkey (IMF).
Quarterly frequency.

Old immigration country

=1 if the sending country is Austria, Belgium, ikeca, Germany,
the Netherlands, Switzerland or the United Kingdang O
otherwise.

New immigration country

= 1 if the sending country is Greece, Irelandylt&lortugal, Spain
or Turkey, and 0 otherwise.

Political stability

Come from the World Bank Governance Indicators 2005

Religious Fractionalization

Taken from Alesina ket(2003).

Language Diversity

Come from Melitz (2008).

Table 1.4. Summary statistics (Romanian dataset)

Nb. of obs Mean| Standard devation Min Max
Ln (Bilateral remittanceg) 190 17.14 1.39 14.40 20.44
Ln (Migrant’s education) 160 -1.47 0.58 -2.81 -0.61
Ln (Bilateral distance) 190 7.55 0.66 6.09 8.95
Ln (Stock of Immigrants) 172 9.96 1.23 7.93 11.84
Ln (Exchange Ratg) 190 1.13 0.44 -0.50 1.86
Ln (GDP) 190 27.07 1.70 22.07 30.27
Ln (Unemployment Ratge) 190 1.84 0.32 1.05 2.43
Old Immigration Country 190 0.44 0.49 0 1
New Immigration Country 190 0.37 0.48 0 1
Ln (Religious Fractionalization) 190 -1.03 0.85 -5.31 -0.19
Ln (Language Diversity) 190 -1.76 1.14 -3.92 -0.36
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Table 1.5. Percentage of Romanian migrants with téiary education, 2006

Country %
Austria 13
Belgium 35
Canada 54
France 25
Germany 18
Greece 15
Ireland 23
Italy 10
Portugal 17
Spain 13
Switzerland 50
United Kingdom a7
United States 38

Source: Authors’ computation on the OECD

databasef-oreign-Born and Expatriates 2005

Table 1.6. Summary statistics (comprehensive data3e

Nb. Of obs Mean Standard Min Max
deviation
Ln (Bilateral Remittanceg) 300 16.46 2.28 9.22 21.7
Ln (Migrant’s Education) 254 -1.60 0.59 -2.81 -0.59
Ln (Bilateral Distanceg) 300 7.46 0.79 5.04 9.66
Ln (Stock of Immigrantsg) 266 9.77 1.69 494 12.90
Ln (Exchange Ratg) 300 1.71 1.48 -0.78 5.22
Ln (GDP) 300 27.19 1.58 22.07 30.27
Ln (Unemployment Ratge) 296 1.90 0.41 0.75 3.58
Old Immigration Country 292 0.38 0.48 0 1
New Immigration Country 292 0.45 0.49 0 1
Ln (GDP) 300 24.74 1.04 22.93 25.52
Political Stability 288 0.02 0.23 -0.77 0.43
Ln (Religious Fractionalization) 300 -1.02 0.74 3b. 0.19
Ln (Language Diversity) 300 -1.83 1.03 -3.92 -0.36

B. Bilateral remittances data

Three sources:

A. Romanian Source(National Bank of Romania).

Data are collected via (i) banks reports for amsuateived in banks accounts, (ii) reports of

the money transfer companies such as Western WmdnMoney Gram and (iii) reports of

the National Post Office for amounts sent via postders. We identify recorded flows to

Romania from 17 source countries: Austria, Belgi®anada, Cyprus, France, Germany,

Greece, Ireland, Israel, Italy, the NetherlandsitiR@l, Spain, Switzerland, Turkey, the

United Kingdom and the United States. Data are quaaterly frequency and we cover 2005,
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2006 and 2007. Before 2005, only global informationremittances is available. It should be
noted that for Cyprus, we cover 2005 and 2007.1&m@ael, we cover 2005, 2006 and the two
quarters of 2007. For Turkey, we cover 2005. Tnesget a potential of 190 observations.

Summary statistics Nb. of obs Mean Standard deviati  Min Max

Bilateral Remittances 190 8.30e+07 1.52e+08 180192R58e+08

B. Albanian Source(National Bank of Albania)

We identify recorded flows to Albania from 17 sourceuntries: Argentina, Australia,
Austria, Belgium, Canada, Former Yugoslav RepuloicMacedonia, France, Germany,
Greece, Hungary, ltaly, the Netherlands, Norwayudbarabia, Switzerland, the United
Kingdom and the United States. Data are on a qlaftequency and we cover 2006. Thus,

we get 68 (= 17*4) observations.

Summary statistics Nb. of obs Mean Standard dewiati  Min Max

Bilateral Remittances 68 1.72e+07 3.94e+07 10147 44€108

C. Italian Source (National Bank of Italy)
We identify recorded flows from Italy to 3 destimati countries: Romania, Bulgaria and
Serbia.

° For Romania, data are on a monthly frequency. Werch997 to 2006 and the first
six months of 2007. Thus, we get 126 (= 10*12 ®lé3ervations.

° For Bulgaria, data are on a monthly frequency. \Ge&ec 2005, 2006 and the first six
months of 2007. Thus, we get 30 (= 2*12 + 6) obseowns.

° For Serbia, data are on a monthly frequency anthfofirst six months of 2007. Thus,

we get 6 observations.

In sum, we get 162 (= 126 + 30 + 6) observations.

Summary statistics Nb. of obs Mean Standard deviati  Min Max

Bilateral Remittances 162 1.79e+08 2.98e+08 245931 1.18e+09
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Part 2. The microeconomic motives of remittances

and their implications

2.1. Remittances and transfer motives

2.1.1. Introduction

While remittances are an important source of eslerfinancing for developing
countries®™ they also provide a significant share of the disde income for many
households and they play a vital role for theiip®nts in poor countries. For instance, Cox
et al. (1998) find that 25% of the Peruvian householdsebie from remittances and these
transfers amount to 22% of their incomes. Givenr thegnitude, their implications on the
recipients andn fine their potential effect on development, economistge paid a growing
attention to these private transfers from abroadnduthe last twenty years. From a
microeconomic perspective, previous studies on ttanmdes have focused on the two

following aspects.

On the one hand, some papers have attempted tostanatd why migrants remit a portion
of their earnings to their family members left e tlabor-sending country. From a theoretical
viewpoint, several motives have been suggestedtaia these transfers (see Rapoport and
Docquier, 2006). A first motive deals with altruisteelings, meaning that migrants care of
those left behind. According to the second motorgtihere is an exchange when the migrants
remit for services provided by the recipients ahkqLucas and Stark, 1985). Another motive
for remitting money stems from familial interact®mhis may take the form of an insurance
contract that protects its members against shdgksgnzweig, 1988), or remittances may be

seen as a loan repayment for the costs of migthrdagion and emigration (Poirine, 1997).

On the other hand, some studies have focused ocotieequences of these transfers on
the recipient households. A first issue deals withierty alleviation. Adams (2006) finds that

remittances have a large impact on reducing théhdepd severity of poverty in GhafiaA

% Remittances are more than twice as large as alffisil and exceed, for some countries, the volufviereign
direct investment (Ratha, 2005). For instance, ttamies to Albania are estimated to $1.2 billio20®5, while
foreign direct investment are estimated to $0.oiil

% Results from household surveys are less clearecnimy the effect of remittances on income inedudkee
Taylor and Wyatt, 1996; Rodriguez, 1998).
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second issue is about how these private transtenm fabroad are spent or invested.
Hildebrandt and McKenzie (2005) observe that cbkitdiiving in recipient households have a
lower mortality rate and a higher birth weight irekco. Edwards and Ureta (2003) find a
positive impact of remittances on school attendamzkretention in El Salvador. Remittances
facilitate housing investments in Nigeria (Osil@() and generate larger investments among
small enterprises in Mexico (Woodruff and Zente@0607). A last concern is the role of
remittances on labor market decisions. Remittanoesssociated with a decrease in the labor
force participation of women and men in Nicaragkankhauser, 1992), and Yang (2008)

highlights a depressing effect of remittances @otaupply of children in the Philippines.

The theoretical models suggested so far in the@uanliterature allow deriving specific
predictions to test the motives for remittancedaided information is needed to perform such
tests and also to evaluate the implications of ghansfers on their recipients, since
characteristics like income of both the migrantd #me household recipients, distance from
family or the migrants’ education are needed amotiger covariates. From an empirical
perspective, there is no clear consensus so fémennderlying motives for remittances (see
Rapoport and Docquier, 2006) and there is alsole&r conclusion from the studies dealing
with the consequences of remittances as there at@pla, interdependent effects. So, this
means that understanding both the motives for temitmoney and their implications on

recipient households is still a challenging task.

The purpose of our contribution is to bring evideon the motives of remittances and on
their implications on the financial situation ofetinecipients in Albania. Unlike countries of
Latin America for instance, it should be noted thtatdies on transfers from abroad in Eastern
countries remain scarce. Specifically, we draw oitladata set collected by the World Bank
among households over the period 2002-2004 to denuthe pattern of remittances in that
country. For various reasons, the case of Albanavery relevant one. First, the country is an
area of particularly high migration flows. Accordimo the World Bank (2008), the stock of
emigrants expressed as percentage of populatiestimated to 27.5%. Secondly, Albania is
characterized by a high uncertainty in terms obme due to the transformation from the
communist system towards a market economy, medhaigdditional sources of income like

remittances should have a strong impact both osdtmlds and on the global economy.

The Albanian Living Standard Measurement Study (ISShereafter) is a panel, meaning
that we are able to control for unobserved hetereige at the household level through the

use of individual fixed effects. Another feature tbe data is that in 2003, we have some
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characteristics of respondents and all their achildren, living either in Albania or abroad,
and information on remittances (if any) from thenfer category of children. Finally, there
are subjective guestions on the financial situatibthe household. This detailed information

offers a unique opportunity to bring new evidenz¢he motive issue.

We proceed in the following way in our empiricabéysis. First, we describe the pattern
of remittances in Albania. We show that the bulkhase transfers is made by adult children
and that remittances are mainly related to food laa&lc necessities. We then focus on the
determinants of the transfers and study whether dhe affected by individual characteristics.
Using random and fixed effects discrete choice rnsydee find that the probability of
receiving a transfer is not really higher when teeipient is in a poor situation. Finally, we
evidence a significantly positive effect of thenisger receipt on the financial situation. We
correct the potential endogeneity bias of this cat@ using two different methods. On the
one hand, we treat the selection problem on this bA®bservable characteristics and rely on
a propensity score approach. On the other hand) wbesidering remittances from children,

we instrument the receipt of transfer using theattaristics of the potential donor.

The remainder of the first section of Part 2 isamiged as follows. In subsection 2, we
present the data. The pattern of remittances iraditb is described in subsection 3. We
investigate the motives of the transfers in sulisecet and examine their implications on the
financial situation of the recipient householdssubsection 5. Finally, in subsection 6, we

conclude this first section.

2.1.2. The LSMS Albanian data

We use data from the LSMS project conducted in Ailbat the beginning of the 2000s.
The survey was carried out by the Albanian Institof Statistics with the technical and
financial assistance of the World BdhkThe LSMS project is an international effort
supported by the World Bank in order to improve thmlity of household survey data for
policy needs. It is thus a crucial tool in measgoverty in developing countries.

Let us first describe the context of this ex-commsunountry along with the challenges
faced in Albania during the transition to a marksonomy. Following the collapse of

communism, Albania has pursued strong reforms tdsvarmarket economy. After a period of

37 For further information on the Albanian LSMS swveee the documentation of the World Bank avadabl

online: http://www.worldbank.org/lsms/index.htm
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erratic growth in the early 1990's, linked to econo transition and several political crises,
the GDP has increased, 5% on average between 2GD@G@05. However, the GDP per
inhabitant remains low, 2400 US$ in 2003. To dixeg standards in Albania remain among
the lowest in Europe and about one quarter of thaian population lives below the poverty
line. The human development index (HDI) is lowarthhe average level observed in Eastern
Europe, respectively 0.784 instead of 0.802.

However, the proximity of attracting neighboringuotries like Italy and Greece offers
some opportunities of migration. Albania has relgertmerged from a repressive political
regime, at a time when traveling to foreign cowsdrivas totally restricted. After a half-
century of isolation, the desire of Albanians tavie their country has been rapidly increasing.
Recent events like the fall in national incomeJatibn, high unemployment and poverty,
combined with episodes of political instability, viea strongly boosted migration flows.
Albania is now, as a portion of the population, tasgest emigration country in Europe.
According to the OECD database on immigrants armhteates, around 64.4% of Albanian

migrants live in Greece and 25.4% in It&ly

As shown in Korovilas (1999), all these migrantseénan important role in supporting the
Albanian economy since a large proportion of tleamings is transferred back home. These
transfers are larger than other aggregates likeréexforeign direct investment or foreign aid.
Furthermore, inflows of remittances are increagingr time. Estimates of the National Bank
of Albania indicate that remittances increased fi®n7.9 million US$ in 1994 to 1 billion
US$ in 2004. Migrants’ funds represent a key sowfc®reign exchange and thus influence
significantly incomes of Albanian households.

In this study, we use the LSMS Albanian longitudlidata and consider three waves
covering the period from 2002 to 2004. The 2002 ISSMurvey was a nationally
representative sample of households and individiiaisg in Albania. The sample was
designed to be representative of urban and rumhsamland it was composed of 3600
households. Four questionnaires were used in daerollect information: a household
questionnaire, a diary recording household consiampt community questionnaire and a

price questionnaire. The focus in the following wswas only on the first instrumeng. the

% Conversely, only 6.3% of Albanian migrants livetire United States.
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household questionnaife The sample sizes in 2003 and 2004 were approglynhalf of the

original sample.

We now describe the main questions of interestofar study.Concerning remittances,
information in wave 1 (2002) is available in tharisfers and social assistance module. It
should be noted that the definition of the transferiables includes both remittances and
transfers from family members living in Albania. Wever, as we know where the donor lives
(in Albania, Greece, lItaly, United States, etc.g @an isolate transfers from abroad. We also
know the relationship between the donor and thel lidathe household (spouse, children,
siblings, etc.). The amount of these inflows, aitash or in-kind, are reported in the
questionnaire and there is also some informatiorthenmain reasons explaining why the
donor has provided this assistance (for instancepdiochase of food and basic necessities,

investment, medical expenses, etc).

When turning to the second wave (2003), the coomding information is in the
migration module which is more detailed than in @/dv In particular, there is an additional
section on adult children living by their own, @thin Albania or in a foreign country. For
each adult child living abroad, we know whether ktead of the household has received a
remittance from this specific child and its amo(hany), and the questionnaire also includes
the main uses of the transfer. We have also maialel@ questions on possible remittances
received from specific family members living abro@i#e siblings, nephews, uncles, etc.).
Finally, in 2004, the information is very similan the one found in 2002 since there is a
module on remittances and other sources of inctvieeknow the relationship of each person
remitting to the household and the head, the lonadf the remitter and the amount given.

Unfortunately, there is no information in 2004 be main uses of remittances.

To assess the consequences of remittances on Afbegtipient households, we use a set
of questions related to the current financial sitmwhich are included in the subjective
module of the Albanian LSMS survey. The first oseabout subjective satisfaction: “How
satisfied are you with your current financial sttaa?”. Possible answers are “fully satisfied”,
“rather satisfied”, “less than satisfied”, and “radtall satisfied”. The second question is about

the current level of food consumption: “Would yoonsider the current level of food

%9 The diary for household consumption, the communitgstionnaire and the price questionnaire were not
repeated in 2003 and 2004. Significant efforts viledeed made to reduce the length and complexitiie@2002
LSMS round. The second and third wave of the pareeh reduced version of the 2002 LSMS survey sothe

additional elements required for the panel, likeaie of people moving into and out of the housdhol
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consumption of your family as...?”. Possible answare “more than adequate”, “just
adequate”, “less than adequate”. The last indicetaelated to the existence of liquidity
constraints: “If you wanted to, could your househafford to...?*°. Answers are given for
each of the following items: “have friends or faynfor a drink or meal at least once a
month”, “pay for a week’s annual holiday away frdrame”, “replace worn out furniture”,
“buy new rather than second hand clothes”, “eattyekacken or fish at least every second
day”, “keep your house adequately warm”. We thenstmict an ordered indicator ranging
from O to 6 measuring the number of items thathikesehold was able to fulfill. A low value

means that the household is severely constrained.

We construct two different samples from the LSM&gkes. The first one is a merged
sample using the 2002, 2003 and 2004 waves, eagtehold being tracked over time. We
then get an unbalanced sample of 5539 observatwtis,respectively 1889 households in
2002, 1842 in 2003 and 1808 in 2004. The main @iski® sample is to study the receipt of
transfers from all family members living outsidebAhia. As we have repeated information
over time for these households, we will be abledotrol for unobserved heterogeneity at the
household level through the use of fixed effects these households, the survey provides
detailed characteristics on their demographic amdoseconomic situation, including age,
marital status, number of persons in the houselemidcation, health status, position on the

labor market, religion and living in an urban aa@aong others.

Our second sample focuses more closely on adutirehi and concerns the 2003 wave.
Indeed, the LSMS survey includes in 2003 a setetdittd questions on all the adult children
of the head, either living in Albania or living abroad. As we have also information about
their potential transfers made to the household,civ@ose to construct a matched sample
where each child (whatever the geographic locatisngounted as one observation. This
means that for a head with three adult childrem,saumple includes three child-parent pairs.
This sample includes 2396 adult children, 105éheft living in a foreign country. The main
interest of this sample is to shed light on theaiftousehold allocation of transfers, since it
indicates who is remitting within the sibship. Alswe are able to control for both the parent
and the child characteristics in our regressioms. dach of the different adult children, we
have information about gender, age, marital stdaygl of education, whether they migrate
with family in foreign countries, whether they live Albania and whether they have sent

money to the household.

“0 Note that this information about potential conisitisais only in the 2003 and 2004 questionnaires.
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2.1.3. The pattern of remittances in Albania

We begin with a description of the pattern of reéamctes in Albania. The LSMS survey
allows us to explore some basic questions aboutlleacteristics of donors and recipients.
Who remits? Who receives? Where do the remittinggres live? How much is remitted?
What is the main use of these remittances? In owirecal analysis, we make a difference
between remittances from all persons (using the2ZWD3-2004 merged sample) and

remittances from adult children (using the 2003 p&child samples).

Let us first focus on the transfer rate. More tlose household over four has benefited
from remittances over the last three years, theageeproportion of recipients being equal to
27.6%. Note however that there are large differermer time. The transfer rate is similar in
2002 and 2004, respectively 23.3% and 24.2%, bamibunts to 35.1% in 2003. This is
puzzling as there is no particular economic shoodr dhe period, but recall that there are
significant differences in the labeling of the giimss measuring transfers in the survey. Both
in 2002 and 2004, the head of the household isdaskeut any transfers received from other
people (and has then to say whether the transfebé@n made by a child, a parent, a sibling,
etc), while in 2003 there are several questiongcaithg the receipt of a transfer for each
category of potential senders (children, siblingscles, etc.). So, our results show that the

measurement of remittances is highly sensitivéa¢odiesign of the questionnaires.

As shown in Table 2.1, the bulk of remittances &lmby adult children to the head of the
household. Among all transfers made the propomibtransfers sent by children amounts to
62.6% in 2002, 59.7% in 2003 and even 74.9% in 2B@nittances are also frequently made
by siblings, about one transfer over fduin Figure 1, we calculate the distribution of the
total value of remittances by type of donor. Agaue, note that much of the money is sent by
adult children, around 53% of the total amount2002 and 77% in 2004. Much money was
sent by siblings in 2002 (about 30% of the totdligathan in 2004 (about 10%).

“L An interesting result of Table 2.1 is that in 20f8 proportion of transfers made by other familgmbers is
much higher than in 2002 and 2004 (respectivelg%instead of 2.3% and 1.5%). As previously disedss

this difference stems from the fact that thereraoee detailed questions on other family sende2)08.
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Figure 1. Distribution of the total amount of remittances, by type of donors
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Source: LSMS Albania 2002, 2004.

We then perform the same calculations by locatiblanor using the 2002 and 2004
waves, the origin of the transfers made by all fmmiembers being not available in 2003. We
evidence a very similar pattern for both years. Amall transfers made, about 42% of them
come from Greece, 40% from Italy, 10% from otherdpean countries and the rest from
other countries (mainly from the United States). aWhconsidering the distribution of
amounts, Figure 2 shows that Greece is the maginodf remittances to Albania in 2002
(about 40% of the total value), but Italy become2004 the first country (about 45% of the
total value). We also describe in Figure 2 theiorwf the total amount of remittances from
adult children using the 2003 wave. More than 70%e remittances come from Greece and
Italy, and more than 20% of these flows are senadiyit children living in other European

countries.
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Figure 2. Distribution of the total amount of remittances, by location of donors
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Source: LSMS Albania 2002, 2003, 2004.

Another useful information in the 2002 and 2003gqoanaires is related to the main uses
of remittances by the recipient households. Answenge to be interpreted with caution as
this is a self-reported information, but this giwsne preliminary indications on the transfer
motives. For instance, remittances related to basoessities would be more in accordance
with an altruistic explanation. In Figure 3, wesfidescribe the proportion of transfers for the
main uses described in the survey. When considalingansfers (2002 wave), we find that
58% of the remittances are claimed to supply fodfand basic necessities, less than 20% are

related to investment, and about 15% to medicateses.

There are some differences when focusing on tremsfi@de by non-coresident children
only (2003 wave). Although most of the transfers still related to food and basic necessities
(more than 60%), we note that there are more ranués from children related to investment.
Figure 4 indicates the distribution of the totalcamt of remittances by use of transfer. The
main result is that among adult children, remitemnare much higher on average when they
serve an investment purpose. They represent alii8atdt all transfers made in frequency,
but they amount to about 50% of all the money fiemsd.
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Figure 3. Self-reported use of the remittances
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Figure 4. Distribution of the total amount of remittances, by use of transfer
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So, these descriptive results suggest that theréath altruistic and exchange motivated
transfers among Albanian households. On the ond,raehthe remittances related to basic
necessities are much more consistent with altruisnthe sense that they will alleviate
poverty and depend on the financial situation @& tlkcipient. On the other hand, large
transfers which are invested by the recipients bepart of a family contract strategy or may

be a loan repayment.

Finally, we describe the selected samples to stiuelypattern of remittances in Albania. In
Table 2.1, we report the household’s charactesistiepending on whether they receive a
transfer from abroad or not. On average, recipiargsslightly older than non-recipients (53
years old instead of 50 in 2002), they live lessqfrently in couple, and their level of
education is on average lower. For instance, 2905%he recipients have not completed
primary school in 2002, while the same proport®21.6% among non-recipients. Recipients
are also less likely to have a paid work, respettivs5.1% instead of 63.6% in 2062
Another result is that recipient households arerg@oon average. Using the 2002 wave, we
note that the household’s income of the recipientst.2% lower than that of non-recipients.
Finally, we observe significant differences by geln and location. Recipients are less often

Muslim and they live less frequently in an urbasaar

2 \fery similar results are observed in 2003 and 2@04he educational level and job status. Forainse, the
proportion of heads not having a job is 54.3% amgpients instead of 65.2% among non-recipiemta004.
A difference between the 2002 and 2003/2004 waveslated to health. Both in 2003 and 2004, renigiare
more likely to be in poor health than non-recipgefespectively 16.5% instead of 12.5% in 2003, 36.d%
instead of 11.8% in 2004).
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Table 2.1. Description of the samples

Variables 2002 2003 2004 All
No transfer Transfer No transfer Transfe No trandf  Transfer

Household’s characteristics

Head'’s age 49.902 53.045% 50.078 54.490 51.548 B85.9251.619

Head’s in couple 0.865 0.830 0.8472 0.836 0.828 .79 0.840

Number of persons in the household 4.549 4.442 AN.48 3.853 4.565 3.710 4.383

Education Incomplete primary 0.21§ 0.295 0.199 0.30 0.208 0.310 0.234
Complete primary 0.365 0.381 0.383 0.352 0.369 8®.3 0.371
Secondary school 0.126 0.104 0.128 0.118 0.17 1100. 0.122
Vocational 0.178 0.150 0.180 0.141 0.17p 0.139 168.
University 0.115 0.070 0.116 0.088 0.121 0.055 1086.

Head in poor health 0.140 0.145 0.125 0.165 0.118 .16 0.137

Head has a paid work 0.636 0.551 0.642 0.610 0.6520.543 0.624

Household income in 2002 (log) 9.529 9.38)7 n.a. . na na n.a. n.a.

Muslim 0.776 0.705 0.784 0.725 0.774 0.73b 0.76

Urban area 0.517 0.483 0.531 0.460 0.532 0.42 0.50

Remittances

Mean value of remittances 0.0 177200 0.0 n.a 0.0 2400

Median value of remittances 0.0 100000 0.0 n.g. 0.p 80000

Donor Spouse - 4.9 - n.a. - 7.6 -
Children - 62.6 - 59.7 - 74.9 -
Grandchildren - 5.8 - 2.3 - 1.2 -
Siblings - 24.4 - 27.3 - 14.9 -
Other family - 2.3 - 10.8 - 15 -

Source country Greece - 42.7 - n.a. - 41.9 -
Italy - 40.0 - n.a. - 39.2 -
Other Europe - 9.6 - n.a. - 12.7 -
Other countries - 7.7 - n.a. - 6.1 -

Number of observations 1448 441 1183 659 1370 438 5395

Proportion of donors 0.233 0.351 0.242 0.27

Source: LSMS Albania 2002, 2003 and 2004. n.ans\&aat the information is not available.

We now turn to the sample of non-coresident childre2003, described in Table 2.2. The

proportion of children living in Albania is 55.9%1340/2396). There are significant

differences in characteristics between childrenedepg on their location. For instance, the

proportion of daughters living in Albania is 64.28t 63.4% of emigrant children are sons.

Emigrants are much younger than children livind\libania: 52.6% of the latter are above 35

years old, while the same proportion is only 30&@&%ong those who have migrated. Children

living outside Albania are more educated on avéradenally, 12% of children living in

Albania have ever migrated and returned.

3 The proportion of children having completed mdvart primary education is equal to 51.2% among thdse

live outside, but 41.8% among those who live ingklla.
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Table 2.2. Description of the 2003 sample of non+asident children

Variables Children living in Children living outside Albania
Albania No remittances Remittances All
Child’s characteristics
Sex Male 35.8 50.5 73.9 63.4
Female 64.2 49.5 26.1 36.6
Age Less than 26 12.8 32.7 28.8 30.6
26-35 34.6 35.0 42.7 39.2
36-45 32.2 21.8 211 214
More than 45 20.4 10.5 7.4 8.8
Education Primary school 58.2 42.1 54.2 48.8
Secondary school 20.3 30.6 25.7 27.9
Vocational 12.2 13.8 14.0 13.9
University 9.3 134 6.0 9.4
Country Albania 100.0 0.0 0.0 0.0
Greece 0.0 40.0 44.0 42.2
Italy 0.0 36.5 35.2 35.8
Other Europe 0.0 16.4 15.2 15.7
Other countries 0.0 7.1 5.5 6.3
Ever migrated and returned (%) 12.0 - - -
Age when leaving parental home 23.2 23.3 23.6 23.4
Number of years since moving abroad - 5.0 5.4 5.2
Lives with a spouse abroad (%) 0.0 76.3 60.1 67.4
Lives with children abroad (%) 0.0 62.7 49.6 55.5
Remittances
Donor (%) - 0.0 100.0 54.8
Mean value of remittances - 0.0 131500 72100
Median value of remittances - 0.0 50000 10000
Number of observations 1340 477 579 1056

Source: LSMS Albania 2003.

When comparing remitters and non-remitters, we firat the proportion of men is much
larger in the former group than in the latter (P8.Bhstead of 50.5%). Remitters are slightly
older, 43% of them between 26-35 years old compar&$% among non-remitters. Children
sending money are more likely to have completeg¢ pnimary school, while high educated
children make less often remittances. Two otheer@dting results concern the migration
profile. On the one hand, the average number afsygace migration is roughly the same for
the two groups of adult children (about five yea@h the other hand, children who send

money are less likely to live with a spouse or wftair children abroad.
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2.1.4. The motives for remittances

A. The role of the recipients’ characteristics

As the theoretical models of transfers lead to ifipegredictions concerning the role of
explanatory variables like education or income (Repoport and Docquier, 2006), we first
focus on the characteristics of the households bénefit from remittances. We begin with a
cross-sectional econometric analysis using the 20, as there is an accurate measure of

the household’s income only in 2002.

Let Ti*,oz be a latent variable measuring the propensityafdrouseholci to receive a
transfer in 2002. This indicatnTifoz is expected to depend on a set of characteri X s>, a
vector of coefficient: By, and a residuzéi oz, so thatT o, = 8" Xi o2 + & 02. By definition, we
do not observe the latent transfer variaTifoz, but the data provide information on the

observed counterpzTi 2. We haveTi o, =1 whenT o, >0 andTi > =0 otherwise. Assuming
that the residual is normally distributed, the esponding specification is a simple Probit
model and we havPr(Ti 5, =1) =®(8'X; o) , where ®(.) is the standard normal distribution.

A second indicator for the transfer is given byatsount, which is equal to 0 when the child

does not receive a transfer, and the econometri=im® then a Tobit one.

Both the Probit and Tobit estimates for the 2002envare reported in Panel A of Table 2.3.
The different covariates introduced in the regssire related to the head and concern age,
marital status, level of education, number of pessim the household, poor health, job status,
household income, religion (being Muslim) and lyim an urban area. It is important to note
here that we are not able to control for the charestics of the potential donors. When
considering the probability of receiving money, fiveel that it is positively correlated with the
age of the respondent. As older people usually nea@ support and have less resource, this
could be the sign of altruism. Another explanai®that older respondents are more likely to
have adult children living abroad, and these chiidare the main providers of remittances in
Albania.
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Table 2.3. Determinants of remittances

A. Wave 2002
Variables Q) (2)
Probit model Tobit model
Coef t-test (abs.) coef t-test (abs.)
Constant -0.430 (1.51) -6.647 (1.58)
Household’s characteristics (recipient)
Head’s age 0.008*** (2.70) 0.114%*= (2.73)
Head's in couple -0.025 (0.25) -0.280 (0.20)
Number of persons in the household -0.017 (0.93) 19D (0.71)
Education Complete primary -0.030 (0.32) -0.299 m.2
(Ref: Incomplete) Secondary school -0.157 (1.21) 913. (1.01)
Vocational -0.183 (1.59) -2.668 (1.59)
University -0.389*** (2.78) -5.548%** (2.70)
Head in poor health -0.220** (2.17) -3.271** (2.21)
Head has a paid work -0.133* (1.67) -2.024* (1.74)
Household income in 2002 (log) -0.019 (0.91) -0.279 (0.90)
Muslim -0.243%* (3.27) -3.402%** (3.13)
Urban area -0.049 (0.65) -0.907 (0.82)
Number of observations 1882 1882
Log likelihood -996.8 -2428.6
B. Waves 2002, 2003 and 2004
Variables Q) (2)
Random effects Probit mode Fixed effects Logit model
coef t-test (abs.) coef t-test (abs.)
Constant -0.630** (2.57)
Household’s characteristics (recipient)
Head’s age 0.013*** (4.46) 0.026 (0.53)
Head's in couple 0.263*** (2.81) 0.505 (1.60)
Number of persons in the household -0.147** (8.03) -0.167** (2.45)
Education Complete primary -0.109 (1.08)
(Ref: Incomplete) Secondary school -0.162 (1.21)
Vocational -0.288** (2.39)
University -0.597*** (4.18)
Head in poor health -0.019 (0.23) 0.195 (1.10)
Head has a paid work -0.082 (2.17) -0.089 (0.54)
Muslim -0.213** (2.68)
Urban area -0.254*** (3.36)
Number of observations 5538 2105
Number of families 1889 705
Log likelihood -2911.9 -765.3

Source: LSMS Albania 2002, 2003, 2004.
Note: Significance levels are respectivighy ("), 5% (*) and 10% ).
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Being married does not influence the probabilitydoeive money. The coefficient is also
insignificant for the number of persdfiswhile the different educational dummies have a
negative influence, the estimate becomes signifioaty for the University grade. That high
educated respondents benefit less frequently fremittances casts doubt on the loan
repayment hypothesis. According to that motivehheglucated individuals are more able to
enforce loan repayment and thus they should receore money. Furthermore, the migration
costs are more likely to be supported by high etbacéamily members staying in Albania.
Nevertheless, it should be noted that the migratmsts remain low in Albania, as the main

countries of destination are Greece and ltaly.

As shown in Table 2.3, the probability to be helpgdower when the donor has a paid
job, although this effect is only significant aethO percent level. As this means that the head
benefits from a regular source of resources, thenresult is more consistent with altruism.
It should be noted that a negative effect of thesebold’s income on the transfer receipt is
expected under that motive. Unfortunately, thisias really the case with the LSMS data.
Although we evidence a negative relationship betwbe transfer value and the recipient’s
income, the corresponding estimate is absolutetysigmificant at any conventional level. So,
it cannot be claimed that the donors strongly antdor the recipient’s economic situation
before sending money. Another result against threisiic explanation is that the transfer is
reduced when the head is in poor hédltirinally, Muslim respondents are less likely to
benefit from remittances, while there is no diffeze between households living in rural and

urban locations.

As we have repeated information on both transfedshousehold’s characteristics (2002,

2003, 2004), we are able to control for unobsetveigrogeneity at the individual level. The
model we estimate may be expresseT =B X, +J *+&,, wherei and! as subscripts
indicate respectively the respondent and the ydasuovey, andd is an unobserved
individual effect. These perturbations are suppdseoe normally distributed, with me:O

and varianced;, and the error termé&, are also supposed to be normally distributed with

4 A difficulty here is that we do not have exactoimhation on the number of other family membersnliyi
abroad. On the one hand, altruistic transfers shimgkease with the number of persons living inaXlia. On the
other hand, when there are more people living énhthusehold, this may also indicate that few famigmbers
have migrated, which reduces the opportunity teikecsome money from abroad.

“5 Note that we get very similar effects of the difet covariates both on the probability to receiveansfer and

on the amount of remittances.
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unitary variance. Under the assumption that theacates are uncorrelated with the
individual effects, the corresponding model is ad@nm effects Probit model which is
estimated using Gaussian quadrature techniquete(Butd Moffitt, 1982).

As shown in Panel B of Table 2.3 (column 1), wealfthat the probability of receipt is an
increasing function of the head’s age. Transfeesadso more likely when the head lives in
couple and when there are few persons living inhitbesehold. Note that these covariates
were not significant when considering the 2002 wanby. At the same time, being in poor
health and having a job are no longer significanthie regression. In fact, the main result of
interest for the motivation analysis is that higlueated respondents are less likely to receive
transfers from abroad, which is against the lograyment hypothesis. The difficulty here is
that we are not able to add the household’s incomthe list of covariates here, which
prevents us from testing the relevance of the iatitumodel. Our estimates just show that
transfers are less likely to be received by respotulliving in urban area. The standard of

living is usually lower in rural areas.

As a final step, we allow for the possibility thie individual unobserved effects are
correlated with the different covariates. The appiaie specification is the fixed effect Logit
model described in Chamberlain (1980). The samplthén restricted to respondents who
have received a transfer during at least one ymar,not over the whole period. All the
characteristics of the respondent that do not wamsr time (like education or religion) are
dropped from the regression. The sample is themigiesl to 705 respondents. As shown in
Panel B of Table 2.3 (column 3), we find that thenber of persons living in the household
has a negative effect on the probability of beimdpbd, while the other covariates are not
significant. This casts doubt on an altruistic metas the donor should take into account the
situation of the recipient, meaning that remittanskould depend on health and job status for

instance.
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B. Who is sending remittances among children?

In the above regressions, we were only able tdrabfor the characteristics of the
recipients of the transfers as we had no descriptibthe different donors in the LSMS
survey. This is undoubtedly a shortcoming as thaedfier is expected to depend on both the
donor and the recipient’s characteristics undéreeialtruism or exchand8.In what follows,
we restrict our attention to the different transferade by adult children to their parents in

2003 using a matched parent-child sample.

As we have several children in many families, bt we are now able to control for

unobserved heterogeneity at the family level. Weotke respectively b | andi as subscripts

the child and the parent. Drawing on a latent \deigpecification, the probability for a child

to send money is expressecT,-*,i =B'X,;+6 +&;; whereb is an unobserved family effect

and €;; a random perturbation. The family fixed effeceigected to pick up all the factors
related to the parents that have previously infheéeinthe migration of the children. We use the
following covariates for the childreng. sex, age, rank within the sibship, having a spause
children living abroad, level of education and diara of the migration. The selected parental
characteristics are age, marital situation, nuntbexdult children living outside, number of
persons in the household, level of education, b&mngoor health, having a paid work,

religion and rural-urban status.

Assuming that the family fixed effects are unctated with the explanatory variables,
the appropriate specification is a random effectsb® model. The sample comprises 1056
parent-child pairs (585 families) and the corregjiog estimates are reported in column 1 of
Table 2.4. Daughters living abroad are less likelyemit than sons (at the 1 percent level).
The probability of making a transfer is an incragsfunction of the donor’s age. Younger
children are presumably less able to send monegusecof a less secure situation in the
labor-receiving country. This would be consisteithvhe fact that the likelihood of remitting
Is also increasing with the duration of migratiémother interpretation of this result is that
Albanian migrants keep a strong attachment to gwintry of origin.

“ For instance, controlling only for the recipiergvel of education without having information dretdonor’s

socio-economic status is likely to lead to biassiilts. See the further discussion in Altatjal. (1997).
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Table 2.4. Determinants of remittances from adult kildren in 2003

Variables (2) (2) 3)
Random effects Probit Random effects Fixed effects
model Tobit model Logit model
coef t-test (abs.) coef t-test (abs|) coef t-tabs ()
Constant 0.684 (0.86) 9.404 (4.18)
Child’s characteristics (donor)
Female -0.720” (4.94) | -3.571" (7.69) | -1.780" (4.72)
Age 0.045 (2.54) 0.138" (2.61) 0.128 (1.84)
Rank within the sibship 0.150 | (2.27) 0.428 (2.01) 0.336 (1.55)
Lives with a spouse abroad -0.721| (3.48) | -2.477 (3.83) -0.690 (1.35)
Lives with children abroad -0.354| (1.79) | -1.788" (2.85) | -1.485" (2.80)
Education Secondary school -0.302 (1.82) -1.217 (2.31) -0.896 (1.87)
(Ref: Primary) Vocational -0.272 (1.40) -0.754 (9.22 -0.800 (1.58)
University -0.618 (2.29) | -2.251" (2.60) -1.168 (1.42)
Duration of the migration 0.070 (3.35) 0.305" (4.83) 0.147 (2.46)
Household’s characteristics (recipient)
Head's age -0.013 (0.87) -0.064 (1.45)
Head’s in couple 0.152 (0.68) 0.383 (0.61
Number of adult children living outside -0.091 @4 -0.105 (0.58)
Number of persons in the household -0.052 (1.0p) .199 (1.42)
Education Complete primary 0.230 (2.10 0.666 (1.15)
(Ref: Incomplete) Secondary school 0.519 (1.49) 3.89 (1.89)
Vocational 0.066 (0.24) 0.377 (0.48
University -0.288 (0.85) -1.039 (1.08)
Head in poor health 0.090 (0.44 0.097 (0.16)
Head has a paid work -0.102 (0.49 -0.684 (1.16)
Household income in 2002 (log) -0.720 (1.09 -37256 (1.71)
Muslim -0.104 (0.57) -0.135 (0.26)
Urban area -0.515" (2.67) | -1.448" (2.64)
Number of observations 1056 1056 359
Number of families 585 585 118
Log likelihood -620.0 -2555.9 -84.3

Source: LSMS Albania 2003.

Note: Significance levels are respectively 189,(5% (") and 10%7)

*

52




An important covariate in our context is education. According to our estimates, high
educated children (especially when they have studteUniversity) are less likely to send
money to their parents. According to the loan repayt motive, migrants are considered as
borrowers and they have to send money to reimbthieg family who has supported
emigration costs and investment in human capitglogitive correlation between remittances
and the migrant's education level is thus expeateghning that the negative effect of the
donor’s education evidenced in Albania allows usule out that motivation. A last finding is
the lower probability of remittances for the chddrwho live either with their spouse or with
their children in the labor-receiving country. Sunigrants are clearly less likely to return to
their country of origin and they have also fewesoigrces to send to their parents.

A striking feature is that the characteristics lué parents hardly affect the probability of
receiving money. However, with respect to the ssdiscussed before in Table 2.3, it should
be noted that we now only focus on the transfersiemby children to their parents.
According to Table 2.4, we find that parents livinga urban area are less likely to receive
remittances. This could be evidence of altruistycalotivated transfers, as poverty is mainly
rural Albania. As we do have a good measure ofrédspondent’s resources in 2003, we
control for the level of household income in 2082he regression. While the corresponding
coefficient is not significant with the Probit sjfemation, we evidence a negative correlation
between the amount of transfers and the recipienteme when estimating the random
effects Tobit model (column 2, Table 2.4).

That less well-off parents receive more money fralonoad is a priori more consistent
with altruism than with exchange. Neverthelesshifdren were really taking into account the
well-being of their parents, then they should alkemd more money to their parents when the
latter do not have a job or are in poor health.sTikiclearly not the case according to the
Albanian data, which suggests that children aresoostrongly altruistic. At the same time,
because they live in a distant country, it couldtie the children have only an imperfect

knowledge of the economic situation of their pasent

As a final step, we estimate a fixed effects Lagadel. It indicates the probability that a

child sends money to the parent among families Imiclv at least one adult child living

*" The use of matched samples remains scarce iriténatlire on remittances, an interesting exceptieing
Osili (2007). As we introduce both the characterssof the child and the parent in the regressionhave also
estimated the random effects Probit model with pglaeental variables only. Again, we do not find thia

characteristics of the parent influence the recsfijgt transfer.
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abroad, but not all, makes a transfer. The numbebsgervations is hence reduced to 359 (118
families), and parental characteristics are no éongcluded as they do not vary among the
children of a given sibship. The correspondingneates are in column 3 of Table 4. With
respect to the random effects specification, wel fuery similar results although a few
covariates are no longer significdfitThe main effects are that the probability of sagdi
money is higher for daughters than for sons, reduced when the migrant child lives with
children abroad and it is an increasing functiontltd time spent in the labor-receiving
country. Also, we still evidence a negative cotielabetween remittances and education, but

the relationship is hardly significant at convenablevel.

2.1.5. Conclusion

To summarize, our different results from panel datd parent-child matched samples do
not provide unambiguous evidence in favor of a gigemotive of remittances in Albania.
The main conclusion is that our estimates are heteconsistent with the loan repayment
model, but it remains much more difficult to claihat remittances are either altruistically or
exchange motivated in Albania. This stems from s#vdifficulties pointed out in the
remittances literature (Rapoport and Docquier, 20@n the one hand, it is uneasy to
discriminate between competing theories of remittan as different models may be
characterized by similar predictions. On the otind, there may be some heterogeneity in
the transfer motives within the population. Somegnamts may send money because of
altruism while the transfers from other migrants part of an exchange, and a given migrant

may have several motivations depending on whodsehipient:’

It is finally interesting to compare these findingsh our previous estimates derived from
macroeconomic data, which were in favor of the legrayment hypothesis. While it could be
argued there that both the macroeconomic and ndormemic estimates are not consistent,
this is definitely not the case since we have amred two different countries, respectively
Romania and Albania. For the sake of robustnes$iave attempted to conduct an additional
macroeconomic analysis for Albania using bilatelath collected for 2006, following exactly
the same methodology. All the details and estimatesdescribed in Duval (2009, appendix

“8 But recall that the number of observations israitp reduced when estimating the conditional Logidel.
“9 For instance, a migrant may send money to poa@msibecause of altruistic considerations anddings as

part of an exchange if the latter supervise th@éuarinvestments made by the migrant in his couotmyrigin.
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1.2, pp. 58-62). Contrary to the situation obsemweRomania, the amount of remittances is
negatively correlated with the level of educatidntlee migrants (at the 10 percent level),
while the coefficient associated to distance isitp@s An additional conclusion of our

empirical analysis is thus that localization mattenigrants from Romania and Albania being

characterized by different transfer motivations.

2.2. Remittances and financial situation

2.2.1. The effect of remittances on the recipient&nancial situation

Since we cannot really understand the motives afrants who send money to their
family, we now focus on the impact of these trarssten the recipients. Note that this issue is
not so disconnected from the motivation analys. iRstance, under altruism, one would
expect that transfers strongly improve the econasitiation of the recipients (especially as
they should be in a needy position). Converselgeunrexchange, transfers should primarily

be invested and only part of the transfers shoaltehbt the Albanian recipients.

Our analysis is based on three indicators relateéle subjective financial satisfaction, the
adequateness of the current level of food consumptnd expenditures the household can
afford to. We describe in Figure 5 the relationdb@ween these indicators and the receipt of
a transfer. We first consider all the transfersnesd by the households over the 2002-2004
period (Panel A). The proportion of respondentipaiot satisfied at all amounts to 39%
among the non-recipients, while it is equal to 3aftong those who have benefited from
remittances. At the same time, those who have vedea transfer are more likely to be
satisfied (17% instead of 13%). In a similar wagipients claim more often that their level
of consumption is just or more than adequate thamracipients (64% instead of 56%).
Finally, those who receive remittances are lessyliko be liquidity constrained.
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Figure 5. Receipt of remittances and financial sitation

A. All remittances (2002, 2003, 2004)

Current financial satisfaction

@ Nb transfer
| Transfer

Nbot all satisfied Less than satisfied Rather or fully satisfied

Adequate level of food consumption

@ No transfer
B Transfer

Less than adequate Just adequate

More than adequate

Number of expenditures the household can afford to

O Notransfer
B Transfer

Source. LSMS Albania 2002, 2003, 2004

B. Remittances from adult children (2003)

Current financial satisfaction

O No transfer
| Transfer

Not all satisfied Less than satisfied Rather or fully satisfied

Adequate level of food consumption

0 No transfer
| Transfer

Less than adequate Just adequate More than adequate

Number of expenditures the household can afford to

@ No transfer
| Transfer




Very similar results hold when focusing on the sfans made by adult children using the
2003 wave (Panel B, Figure 4). For the various enoa indicators, we find that respondents
are in a better financial position when receiviegnittances and the improvement of their
situation is significant. For instance, 36% of tkspondents who are not financially helped
by their migrant children claim that their currdevel of food consumption is less than
adequate, while the proportion is 27% among thos® weceive remittances. Albeit
preliminary, these findings suggest that transbeinsg a large contribution to the recipients’

situation. We further investigate this issue usingeconometric analysis.

A. Transfers from all migrants

We focus here on the various remittances sentlligigtants to the respondents and study
the determinants of the financial situation using longitudinal data over the period 2002-
2004. To explain the various outcomes, we introdireefollowing characteristics related to
the respondent, i.e. gender, age, marital statusjbar of persons in the household,
educational attainment, health status, having afelgion and rural-urban status. We also
introduce in the regression a dummy variable whiktequal to 1 when the respondent
receives a transfer from abroad and to O otherwiseour different indicators of financial
situation are given by ordered variables, we termandom effect ordered Probit models as

we have repeated information over time for eachaedent.

The different results are reported in Panel A dbl@a2.5. For the three outcomes, we
evidence a better financial situation for responsiéiving in couple, having achieved high
education, being in good health and having a jdbthese results are in accordance with
expectations. For instance, a high level of edonais associated to a higher level of
permanent income, meaning that people should hawre nesources to devote to their own
consumption. While the number of persons in theskbald is negatively correlated with both
the satisfaction with financial situation and th#&equateness of the current level of food
consumption, it does not significantly affect thember of expenditures the household can

afford to. A similar pattern is observed when taspondent lives in an urban aréa.

%0 This result may be more surprising as povertysiseatially rural in Albania. An explanation is thatrural

areas, households may rely on subsistence agrialéativities to fulfill their own needs.
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Table 2.5. Determinants of financial situation, wih exogenous remittances

A. Random effect ordered Probit estimates

Characteristics of the head aA) (2A) (3A)
Satisfaction with financial Adequate level of food Expenditures the
situation consumption household can afford to
coef t-test (abs.) coef t-test (abs. coef t-tabs ()
Female 0.198* (1.94) 0.090 (0.90) 0.105 (0.87)
Age 0.026* (1.89) -0.001 (0.09) 0.035** (2.12)
Age? (/100) -0.007 (0.57) 0.015 (2.17) -0.020 (1.33)
In couple 0.422%** (4.22) 0.201** (2.04) 0.231** (2.01)
Number of persons in the household -0.0321* (2.07) -0.028* (1.84) 0.026 (1.35)
Education Complete primary 0.157* (1.78) 0.178* 0@. 0.164 (1.60)
(Ref: Incomplete) Secondary school 0.534*%x (4.62) .54B*** (4.91) 0.779%** (5.79)
Vocational 0.540*** (5.18) 0.451%** (4.49) 0.654* (5.36)
University 1.183*** (9.73) 1.143%+* (9.73) 1.635* (11.49)
Head in poor health -0.560** (7.91) -0.398**1 (25 -0.606*** (7.27)
Head has a paid work 0.407**4 (6.92) 0.348**1 (5)81 | 0.276*** (3.79)
Muslim -0.116* (1.70) -0.097 (1.48) -0.167* (2.11)
Urban area -0.172%* (2.68) -0.216*** (3.47) 0.095 (1.28)
Receipt of remittances 0.194** (4.01) 0.254*+ (®p 0.070 (1.26)
Log likelihood -4809.8 -4038.8 -5653.3
B. Fixed effect ordered Probit estimates
Characteristics of the head (1B) (2B) (3B)
Satisfaction with financial Adequate level of food Expenditures the
situation consumption household can afford tg
coef t-test (abs.) coef t-test (abs. coef t-tabs ()
Age 0.321** (2.36) 0.539*** (3.62) 1.849%** (12.56)
Age? (/100) -0.145 (1.14) -0.165 (1.20) -0.066 (0.48)
Number of persons in the household 0.103¢ (1.92) .040 (0.67) -0.392%** (6.38)
Head in poor health -0.408** (2.84) -0.222 (1.45)| -0.523*** (3.72)
Head has a paid work 0.496** (3.96) 0.524%**1 (3)66 | 0.465*** (3.87)
Receipt of remittances 0.215* (2.20) 0.528**f (4)70 | 0.853*** (9.70)

Source : LSMS Albania 2002, 2003, 2004.
Note: (1A), (1B) and (1C) are random effect OrdereobR estimates, (1B), (2B) and (3B) are estimatemffixed effect
ordered Probit models estimated through a minimistadce estimator. Significance levels are respelstil% (), 5% (*)

and 10% ).
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A result of interest for our study is that the iptef respondents makes respondents more
satisfied about their current financial situatidine coefficient associated to the transfer is
positive and significant at the 1 percent levekiilar result holds for the adequateness of
the current level of food consumption. Howeverreéhis no significant correlation between
remittances and the number of expenditures thedhmld can afford, although the coefficient
remains positive. That the receipt of remittanceproves the satisfaction with current
financial situation and consumption seems condisigtin our results from the motivation
analysis, as they suggest that migrants were mkeéy Ito support households in a poor
economic situation and needing financial suppoemRtances dramatically improve the
situation of those left behind, especially as ptyver substantial in Albania.

As the individual unobserved effects may be coteelavith the characteristics of the
respondents, we have also estimated a fixed edfelered Probit regression. A difficulty here
is that there is no direct approach to estimatd snodel. We thus proceed in the following
way. Assuming that the ordered financial indiceF rmay take values from 1 tK, we

estimate a set of conditional Logit models by gingpadjacent outcomes for the dependent

variables F* (with k=1..K) such thailF* =1 if F*>k and F* =0 otherwise. For each

F¥, we get a consistent estimi3* of 8 using the fixed effects Logit estimator.

We then rely on a Classical Minimum Distance estiméo get a restricted estimator for
B from the various 8. Specifically, we solvemin,[§—HB)V {3 -HB), whereV is a
weighting positive definite matrix and is the unrestricted vectd =(8",....8“™")". The

mapping from?d to B is linear, withd =HB. The solution is 3 = (H '\7‘1H)_1(H '\7‘19) and

the asymptotic covariance matrix is given V([S’):(H 'V H )_1. Results from the fixed

effects ordered Probit model are in Panel B of &5,

In what follows, we restrict our attention to tlader of remittances. For the three financial
outcomes under consideration (current income satish, consumption satisfaction and
number of expenditures the household can affordwe) get a positive coefficient for the
transfer dummy. So, our findings suggest that ramdes significantly improve the financial
situation of their recipients. Nevertheless, asashn Dimova and Wolff (2008), a difficulty
here is that remittances are unlikely to be exogendndeed, the migrant’s decision to
transfer resources to the family living in Albamsatself expected to depend on the recipient’s

*1 Again, the education variable is no longer intgression as it does not vary over time.
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economic status, meaning that the coefficient agtsmt to the remittances variables in the
various ordered regressions is likely to be biagsder the exogeneity assumption.

When using the longitudinal sample, we are onlyeadbl control for the respondent’s
characteristics in the ordered regressions. It ffeesns difficult, and even unlikely, to rely on
an instrumental variable approach to correct thdogaeneity bia¥. As the receipt of
remittances from abroad is like a treatment (recifs being the treated group and non-
recipients the control group), we consider an a#tve strategy based on the propensity
score matching estimator as this method is expdaaedduce the bias in the estimation of
treatment effects with observational data sets Bssi&er and Ichino, 2002). For that purpose,
the comparison of outcomes between recipients anerecipients has to be performed using
treated and control subjects who are as similggogsible. The pre-treatment characteristics
of each respondent are summarized into a singkexindriable, the so-called propensity
score. The extent to which this bias is reduceckddp on the quality of the control variables
on which the propensity score is computed and thetming performed.

We proceed in the following way with the Albaniaatal We first estimate a Probit model
to explain the probability for each respondenteceive at least one transfer from abroad over
the period 2002-2004i,e. the treatmen'T. The list of covariates X introduced in the
regression includes age (with a quadratic profiledyital status, number of persons in the
household, educational attainment (four dummiesyydin poor health, work status, religion
and urban-rural status. We then compute the prayesmore Pr(T =1X) = E(T|X) . Finally,
we estimate the causal effect of the receipt ofsiers on the respondent’s financial situation
using a Kernel matching estimator (Hecknedamal, 1998). The average effect of the treatment
on the treated is given tATT=E(F,-F|T=1), F, and F, being the outcomes in the

situations of respectively treatment (receipt ofittances) and no treatméht

*2 To implement an IV estimation, one would need aalde strongly correlated with the remittancesiaale,

but having no impact on the financial situatiortrad respondent.

3 Note that there is no bias when the exposuredatriient can be considered to be purely random among
respondents who have the same value of the prdpessbre. However, this does not eliminate the bias
generated by unobservable factors.

** When implementing the propensity score matchirayais, we check the relevance of the balancingenty

(the means of each explanatory variable shouldliffetr between treated and control units after rireching).

Results from the various Probit regressions eséichtd compute the propensity score are availabiba vpquest.
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We report in Table 2.6 the results of the propgrsibre analysis for our various financial
outcomes. Let us focus here on the matching estBnahen all remittances over the period
2002-2004 are taken into account. Under the exaeassumption (unmatched estimate),
we find that the difference in satisfaction withdncial situation between the treated and the
control groups is equal to 0.105, but the ATT eatgmamounts to 0.131 and is significant at
the 1 percent level. Similar results are obsenadtlie adequateness of the level of food
consumption (the unmachted difference is 0.084 enie ATT estimate is 0.102), and for the
number of expenditures the household can affordlb@ unmatched estimator is equal to
0.062 and not statistically significant, but itmore than three times higher (0.221) with the

propensity score matching analysis and signifieanle 1 percent level.

Table 2.6. Propensity score estimates of the effeaft remittances on financial satisfaction

Qutcome Treated Controls Difference t-test (abs.)

All remittances (2002-2003-2004)
Satisfaction with financial situation

Unmatched 0.852 0.748 0.105 (5.12)

ATT 0.852 0.721 0.131 (6.11)
Adequate level of food consumption

Unmatched 0.680 0.596 0.084 (4.97)

ATT 0.680 0.577 0.102 (5.96)
Expenditures the household can afford to

Unmatched 1.954 1.893 0.062 (1.09)

ATT 1.954 1.733 0.221 (3.63)

Remittances from adult children (2003)
Satisfaction with financial situation

Unmatched 0.914 0.804 0.109 (2.63)

ATT 0.918 0.796 0.122 (2.66)
Adequate level of food consumption

Unmatched 0.753 0.667 0.086 (2.77)

ATT 0.752 0.647 0.106 (3.05)
Expenditures the household can afford to

Unmatched 1.877 1.717 0.160 (1.66)

ATT 1.892 1.554 0.338 (3.20)

Source : LSMS Albania 2002, 2003, 2004.
Significance levels are respectively 186, 5% (') and 10% .

So, according to the Albanian data, we can argaerdmittances have a causal, positive
effect on the financial position of the recipienievertheless, it should be noted that the
propensity score matching analysis does not allowcdntrol for selection bias due to

unobservables, meaning that our results have totegreted with cautious.
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B. The case of remittances sent by adult children

We now extend our investigations to the case ofittantes sent by adult children in
2003, the matched child-parent sample offering sopportunities to apply an IV estimator.
As a preliminary step, we investigate the houseloblaracteristics that influence our three
financial indicators (income satisfaction, adeqonass of consumption and possible
expenditures) using standard ordered Probit modéis. different explanatory variables are
gender, age, marital status, number of personsearhbusehold, level of education, being in
poor health, having a job, religion and rural-urlsatus. We also include the exogenous

receipt of remittances in the various regressionssg results are in Panel A of Table 2.7.

According to the data, satisfaction with curremtaficial situation is higher when the
respondent is highly educated, has a job and goad health. Similar findings holds for the
adequateness of food consumption and expenditheefdusehold can afford to. Our main
result is the positive effect of the remittancesndwy, which is significant at the 1 percent
level for the three outcomes. As expected, those ldmefit from transfers sent by their adult
children living abroad are more likely to be inetter off position. Note that this finding was
expected, given the previous positive effect ewigenfor all transfers from abroad and the

crucial role of children in supporting the Albaniaouseholds.

To control for the potential selection of poorebkeholds in the programéd. receipt of
remittances), we first apply the propensity scorataming analysis on the parent-child
sample. When considering the unmatched sampldalifieeences between the treated and the
control groups are respectively equal to 0.10Ss#&drsfaction with current financial situation,
0.086 for adequateness of food consumption anddfdrénumber of potential expenditures
(see Table 2.6). Once properly matched, the coorelipg values for the ATT estimate are
respectively equal to 0.122, 0.106 and 0.338,igilificant at the 1 percent leval So, the
positive impact of transfers on living standard agms once we control for selection due to

observable characteristics.

> Note that we get very similar results when consideeither all the transfers from abroad or ombnsfers
from adult sibling. For instance, the ATT estimatesqual to 0.122 when using the 2003 parent-cdalehple,
while it amounts to 0.131 when considering the inmtinal sample with all transfers. The differerisdarger
when considering the number of expenditures thesélonid can afford to, the ATT estimate being highith

remittances from adult children.
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Table 2.7. The impact on remittances from adult ctidren on satisfaction

A. With exogenous receipt of remittances

Characteristics of the head aA) (2A) (3A)
Satisfaction with financial Adequate level of food Expenditures the
situation consumption household can afford tg
coef t-test (abs.) coef t-test (abs. coef t-tabs ()
Female -0.076 (0.39) 0.107 (0.50) 0.032 (0.15)
Age -0.051 (1.37) -0.036 (0.81) 0.046 (1.26)
Agez (/100) 0.039 (1.34) 0.036 (1.04) -0.036 (1.23)
In couple 0.109 (0.59) 0.360 (1.74) 0.140 (0.67)
Number of persons in the household -0.021 (0.87) .01® (0.54) -0.004 (0.18)
Education Complete primary 0.066 (0.66) 0.024 (0.22) 0.022 (0.24)
(Ref: Incomplete) Secondary school 0.183 (0.96 9.0 (0.39) 0.469 (2.92)
Vocational 0.216 (1.91) 0.219 (1.61) 0.150 (1.32)
University 0.551" (3.42) 0.787" (4.14) 0.714" (4.66)
Head in poor health -0.352 (4.14) -0.358" (3.40) -0.49%" (5.16)
Head has a paid work 0.743 (2.61) 0.295" (2.78) 0.267" (2.87)
Muslim -0.238" (2.89) -0.132 (1.45) -0.049 (0.63)
Urban area -0.021 (0.24) -0.149 (1.51) 0.251 (2.92)
Receipt of remittances 0.233 (3.13) 0.266" (3.24) 0.214" (3.17)
Log likelihood -986.50 -677.34 -1634.01
B. With endogenous receipt of remittances
Characteristics of the head (1B) (2B) (3B)
Satisfaction with financial Adequate level of food Expenditures the
situation consumption household can afford tg
coef t-test (abs.) coef t-test (abs. coef t-tabs ()
Female -0.066 (0.35) 0.113 (0.53) 0.031 (0.15)
Age -0.045 (1.20) -0.030 (0.67) 0.046 (1.26)
Agez (/100) 0.034 (1.17) 0.031 (0.88) -0.035 (1.22)
In couple 0.104 (0.57) 0.353 (1.74) 0.142 (0.70)
Number of persons in the household -0.014 (0.59) .01@ (0.33) -0.004 (0.18)
Education Complete primary 0.041 (0.41) 0.001 (0.01) 0.019 (0.21)
(Ref: Incomplete) Secondary school 0.149 (0.78 00.1 (0.53) 0.468 (2.92)
Vocational 0.224 (1.99) 0.227 (1.67) 0.151 (1.33)
University 0.57% (3.47) 0.808" (4.20) 0.715" (4.67)
Head in poor health -0.3599 (4.22) -0.364" (3.48) -0.497 (5.19)
Head has a paid work 0.757 (2.72) 0.308" (2.88) 0.276" (2.92)
Muslim -0.234" (2.85) -0.128 (1.41) -0.052 (0.74)
Urban area 0.042 (0.46) -0.088 (0.78) 0.252 (2.92)
Receipt of remittances 0.569 (2.44) 0.572 (2.08) 0.224" (3.11)
Coefficient of correlation -0.228 (1.49) -0.207 @.1 -0.007 (0.44)
Log likelihood -1610.24 -1301.36 -2258.88

Source: LSMS Albania 2003.

Note: (1A), (1B) and (1C) are Ordered Probit estimatéB), (2B) and (3B) are estimates from a simultasemodel
comprising one ordered Probit equation for therfgial outcome with endogenous receipt of remittaraed one Probit

equation for the receipt of remittances.

63



To assess the robustness of our findings, we ¥yirtiath to an IV estimator which allows
us to control both for observables and unobsergabliee idea is as follows. On the one hand,
the household’s economic situation is expectedefgedd on the respondent’s characteristics
and on the transfer variable. On the other hane,ethdogenous transfer variable will be
affected by both the respondent and the donor’sackexistics. So, this means that the child’s
characteristics will be used as instrumental véemlas they will directly impact the decision
to send money to the parents, while they shoulddivectly affect the household situation
(but they should have an indirect effect throughttiansfer).

To take the potential endogeneity of the transtaiable, we proceed in the following
way. We estimate a simultaneous, recursive modethwhomprises one ordered Probit
equation related to the economic outcome of thesélooid and one Probit equation related to
the receipt of remittances. The crucial issue her¢hat we assume a bivariate normal
distribution for the residuals of each equatione Tdorresponding log-likelihood function
includes terms that are bivariate normally distr@ouand the model is estimating by a full

information maximum likelihood method. Results er®anel B of Table 2.7,

Once endogeneity is properly taken into accountstilefind a positive impact of the
remittances variables on the various economic &idrs under considerations. Both for
satisfaction with current situation and adequaterasfood consumption, the endogenous
transfer estimate is now about twice higher thatlearthe exogeneity assumption. However,
the transfer coefficient in the number of afforagalelxpenditures equation does not really
change when estimating the recursive specificatioall equations, the receipt of remittances
is significant at the 1 percent level. So, ouratint findings using selection techniques both
on observables and unobservables appear robushapdhow that in Albania, remittances

from adult children have a causal effect on theneac situation of their recipients.

As they stand, these results provide mixed evidencde motivation of remittances. That
the receipt of transfers improves the adequateae$sod consumption or the number of
affordable expenditures indicates that remittarazesmostly related to the most basic needs
of the households living in Albania. A situation evh the donors make transfers to poor,
liquidity constrained recipients is consistent watlruism. At the same time, the numerous
transfers made by the adult migrant children sugiped they are particularly involved in the

everyday life of their parents (and more generaflgll the family members left in Albania).

*%|In our presentation, we only focus on the deteamis of the household economic situation. Detaisailts of

the recursive models (included estimates relatedetidransfer receipt) are available upon request.
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This could be interpreted as an intention to retusme later, especially for those who live

alone in the labor-receiving country.

This suggests that the motivations for the childieesend money to their parents may be
part of an exchange, in the sense that the transfade today to the family will be helpful for
the donors once being back in Albania. This exchasglefinitely not like a loan repayment,
since the migrants do not strictly reimburse thedlucation and migration costs, which is
again in accordance with estimates from bilateatbhdn that country (see Duval, 2009).
Unfortunately, the data do not allow us to furttest the assumption of exchange-motivated
transfers. For that purpose, one would need paeatel cbvering a longer period of time, in
order to get more information on the transfers andeturn migration. Also, more detailed

data are needed to understand how the money fronttaeces is used by their recipients.

2.2.2. Income expectations: Do remittances matter?

2.2.2.1. Introduction

Income expectations of households play a centtalinomany economic fields. They will
for instance influence decisions on consumptioningg, portfolio choice, labor supply,
schooling or fertility. Despite the importance antplications of financial expectations, the
empirical literature on this issue remains ratlvarse, especially in developing and transition
countries where such information is rarely avagalitrevious micro-econometric studies on

income expectations have essentially focused otwbédollowing aspects.

On the one hand, some papers have investigatedagents were forming their income
expectations. While it is commonly assumed thabnme expectations are rational, Das and
van Soest (1999) focus on expectations formationcbmparing expected and realized
changes in financial situation using panel dataDatich households. They show that the
hypothesis of rational expectations is rejectedhim Netherlands. Nicholson and Souleles
(2001) also reject the assumption of rational etqigms in the United States using data on
income expectations of medical students over a &€& yime period. On the other hand,
several studies have examined the impact of incerpectations on economic individual
decisions. In Italy, Guiset alii (1996) find that expectation of future borrowingnstraints

induces individuals to keep a lower proportiontdit wealth in the form of risky assets.
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In this section, we use subjective information dbpast, current and future financial
situation in Albania using longitudinal data to dguthe dynamics of income changes. Our
analysis then draws on the two influential conttits of Das and van Soest (1997, 1999),
whose primary interest was to understand housahotane growth in the Netherlands using
subjective informatiot. However, with respect to these authors, we fanose closely on
the role of the composition of household resouraed especially remittances on income
expectations. In the context of a less developadhtty where incomes are much lower, it
seems worthwhile to know more about the influenicpast changes in financial situation on

current expectations and the role of private tranrssfrom abroad.

For various reasons, the case of Albania is a velgvant one. Indeed, Albania is
characterized by a high uncertainty in terms obme due to the transformation from the
communist system towards a market economy. Theicpkatities of Albania are a
combination of extreme poverty and lack of job apyaities, with high rate of emigration. In
that context, remittances are a crucial sourcea@ime for households (Mansoor and Quillin,
2006). These transfers are then expected to syramifjience household expectations, and in
turn economic decisions like consumption, savisghpoling or fertility among others. To the
best of our knowledge, our analysis is the firse do account for the potential role of
remittances on financial expectations. We alsordmute to the scarce existing literature on
household financial perceptions in developing @t&a countries, in particular Ravallion and
Lokshin (2002) and Senik (2004) in Russia, Kinga@ma Knight (2007) in South Africa and
Gunatilaka and Knight (2007) in China.

For our empirical analysis, we use again the Livdtgndard Measurement Study (LSMS
hereafter) conducted in Albania from 2002 to 200de high quality of these longitudinal
data is unprecedented for this transition courtrypicludes numerous questions on objective
covariates like education, religion, employmentgraiion or remittances, and on subjective
perceptions of financial situation. In particulén, the three waves, respondents indicate their
satisfaction with respect to their current situatand also expectations and realized changes

" Using the Dutch Socio-Economic panel, Das and Saest (1997, 1999) provide estimates of expected
changes in income and estimates of a dynamic paodEel on income growth. . Their main results aweg th
respondents are more likely to expect an incomeedse than an income increase, ii) realizations are
substantially better than expectations, and iipime change expectations strongly depend on inchiaueges in

the past. For further evidence on subjective incerpectations, see Dominitz and Manski (1997).
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in financial situation. The LSMS survey offers tha&runique opportunity to study dynamic
aspects of income satisfaction in Albania alondnlie influence of remittances.

Using subjective information on income changes iregusome explanations as such data
have been subject to controversial debates amoongoeusts. Until recently, subjective
guestions were rarely used. Many economists wegptglal about the empirical content of
subjective data, with problems concerning psycholdgnechanisms, interactions with the
surveyor, formulation of the questions or diffiquito interpret the answers among other
things®. The situation is really different nowadays, wihrapid growth in the use of
subjective data. Furthermore, economists have shibamnsubjective questions were indeed
reliable and useful (see for instance Di Tella &atCulloch, 2006, Frey and Stutzer, 2002):

subjective data explain not only individual deamsipbut also choices of public policies.

To study the dynamics in income changes in Albasiag the LSMS data, we proceed in
the following way. Firstly, we investigate the hebsld characteristics that influence income
expectations over time. We focus in particular ba teceipt of remittances and on past
changes in financial situation experienced by redpats. In a second step, we compare
realizations and expectations in financial situatto know whether Albanian households
underestimate or overestimate their future incommsvth. In so doing, we provide a test of
the assumption of rational expectations in Albania.

The use of panel data allows us to control for weobed heterogeneity at the individual
level in our econometric analysis. We turn to randeffects and fixed effects ordered Probit
models to explain self-reported financial satistatt Our main findings are that financial
expectations are strongly affected by realized ghann the past and that the receipt of
remittances matters. Those who have benefited foseign transfers have on average better
financial expectations. Finally, we observe thabakian households tend to significantly

overestimate their future financial situation.

The remainder of this section 2.2.2 is organizefolisws. We first provide background
on economic and migratory situation in Albania atebcribe the LSMS data. Second, we
describe statistics on the current, past and futoeacial situation of the households. Third,
we present our econometric strategy and investitjgteole of individual characteristics on
expected changes in financial situation using @di@nodels. Forth, we compare expectations

with realizations. Finally, we conclude.

°8 On the methodological aspects of using subjedtata and their advantages and drawbacks, see QO0K).
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2.2.2.2. LSMS Albanian data and subjective questi@n

The foreign transfers are expected to influencsonme expectations. To test this
conjecture, we use the LSMS Albanian longitudiretihdand focus on the first three waves of
this panel, from 2002 to 2004 (see Part 2, Sedtjd@ubsection 2).

The sizes of the Albanian samples are respectit@§2 households in 2002 (7973
individuals), 2155 households in 2003 (8110 indinl$) and 1797 households in 2004 (8025
individuals). In what follows, we focus on changmeer time in subjective information on
income expectations and remittances at the houséénatl. For that purpose, we construct a
sample where we follow the head of each househeotét the three waves. After deleting
missing values, we finally get a balanced panelmisimg 4878 observations for the period
2002-2004, corresponding to 1626 househdids.

Let us now describe in more detail the main qoestiof interest for our study. In the
three waves, we rely on the three following sulyeciquestions, respectively related to
satisfaction with current, past and future finahsitation:

A. ‘How satisfied are you with your current finaaksituation?’. Possible answers are

‘fully satisfied’, ‘rather satisfied’, ‘less tharassfied’, ‘not at all satisfied’.

B. ‘Do you feel that your financial situation inetlpast 12 months has...?’. Possible

answers are ‘improved a lot’, ‘somewhat improvedmained the same’, ‘somewhat

deteriorated’, ‘deteriorated a ISF.

C. ‘Do you think that in the next 12 months youndincial situation will be...?".

Possible answers are similar to those of question B

As they stand, these questions are easy to uaddr$or respondents, and they are
also clear and well formulated. As explained by Rad van Soest (1997, 1999) which use
very similar questions, respondents have the sameepts in mind while answering to the
questions A, B, and C. Since these questions hese bsked at each wave of the panel, it is
then possible to study changes in income over ainteto compare expectations in one year
to realizations the next year. Finally, it should hoted that we have information on the

current monthly household income only in 2002. \Westturn to a proxy variable given by

¥ We choose to rely on a balanced panel insteash oindalanced one because we are interested in cogpa
answers given to expectations and realized chaigeshus need information given tron expectations about
t+1, and then it+1 on realization since

% However, note that the question in 2002 is abeatized changes since last three years, while assave

about realized changes since last 12 months in 2663004.
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the self-reported position of the respondent o®-&tép ladder where on the bottom (step 1)
stand the poorest people and on the highest stgp 16) stand the rich.

Concerning remittances, data are available in tthasfers and social assistance
module in 2002. Information on transfers includesiittances and transfers of family living
in Albania. We know who is the donor related to fiead of the household (spouse, children,
siblings, etc.) and also where the donor lives &l or Greece, Italy, United States, etc.).
Transfers are then remittances when the donor &besad. Amounts of these flows, both for
cash and in-kind transfers, are also given. In 20@®rmation is in the migration module
which includes an additional subsection about céndiving away. We have then data on
transfer receipt (but not on amount of remittandesn all the children, nephews, parents,
and siblings. Finally, a module on remittances atider incomes is again in the 2004

questionnaire, with similar information to 2002.

To the best of our knowledge, these detailed stibge questions allow us to study for
the first time the dynamics of income satisfactiorihe context of a developing country and
to assess whether Albanian households are pessiroisioptimistic with respect to their
expectations in income changes. As we have pan®| @a are able to control for unobserved
heterogeneity at the household level through the efsrandom and fixed effects when

studying income expectations and the role of remdes.

2.2.2.3. Descriptive statistics on income satisiiaact

Let us first describe the pattern of satisfactiomhweurrent financial situation among
Albanian households. According to Table 2.8, wel fimat around 85% of the respondents feel
not really satisfied (either ‘less than satisfied’ ‘not satisfied at all’). This proportion is
slightly decreasing over the period. It was equa8®.4% in 2002, 84.7% in 2003 and 83.8%
in 2004. At the same time, we evidence a changierintensity of dissatisfaction over the
period. Among unsatisfied respondents, 45.6% oimthveere not at all satisfied in 2002,
42.5% in 2003, and only 38.5% in 2004. Conversklg, percentage of respondents being
rather or fully satisfied increases over the thyears, from 13.7% in 2002 to 16.2% in 2004.
A plausible explanation is undoubtedly related coremic growth, as annual GDP growth
from 3% to 6% between 2002 and 2004 accordinged/thrld Bank.

This pattern seems rather consistent with answeendo realized changes since last 12

months. Over the period, respondents report meguéntly that their financial situation has
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remained the same. This proportion increases tneperiod, since it was 46.9% in 2002, but
56.9% in 2003 and 58.7% in 2084ln 2003 and 2004, around 20% of the respondeatscl
that their situation has been either ‘somewhat owed’ or ‘improved’ a lot since last years.
At the same time, the percentage of respondentstieg that their situation has deteriorated
(either ‘somewhat’ or ‘a lot’) is slightly highe£2.8% in 2003 and 21.7% in 2004. On
average, the situation has deteriorated a lothout7% of respondents.

Table 2.8. Subjective information on current, pastind future financial situation

Variables 2002 2003 2004
T=0 | T>0 All T=0 | T>0 All T=0 | T>0 All
Satisfaction with current financial situatioh
Fully satisfied 2.3 1.3 2.1 1.6 1.0 . . 08 01
Rather satisfied 10.7 14.4 11 113 1§. . 4.18.2 15.2
Less than satisfied 46.83 495Hb 470 44.4 51. 51.8 51.5
Not at all satisfied 40.7 34.8 394 39|6 29 29.2 32.3
Realized change since last 12 months
Improved a lot 2.9 0.8 2.4 1.0 1.4 | 1{6 0l6
Somewhat improved 235 32L 255 147 27. .2 .21822.0 19.1
Remained the same 467 47|16 449 59.1 53 9.9 p857.8 58.7
Somewhat deteriorated 18p 13|14 143 181 1_3. 13.7 14.7
Deteriorated a lot 8.5 6.2 8.0 7.2 5. 497.0
Expected change in next 12 months
Improved a lot 1.3 1.2 1.3 1.1 0. ] 0{6 0f3
Somewhat improved 30.4 37 32|13 261 39. .2 .92229.9 24.5
Remained the same 539 516 53.3 58.5 . 4.7 B460.2 63.6
Somewhat deteriorated io.pn 7.8 95 98 . . 7.8.7 7.3
Deteriorated a lot 4.1 2.1 3.6 4.6 2. 3.6 4.3

Source: LSMS Albania 2002-2003-2004.

Finally, we investigate the pattern of expectedngies on financial situation in next
12 months. As shown in Table 2.8, many respondexpect that their financial situation will
remain unchanged: 53.3% in 2002, 55.4% in 2003&H6% in 2004. This is line with the
findings of Das and van Soest (1997) in the Ne#imel$, these authors showing that about
one-half of the households do not expect any chamg¢erms of current income. In Albania,
households seem rather optimistic about the futar2002 and 2003, more than 30% of them
believe that their financial situation will be ingwed, either ‘somewhat’ or ‘a lot’, but this
proportion is lower in 2004 (24.8%). For comparisabout 12% of respondents believe that

their situation will deteriorate in the next 12 nims (most often ‘somewhat deteriorated’).

®1 |n 2002, the question was about realized chaniges she last three years. This may be an explamati the
differences observed between 2002 and 2003/2004.
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When introducing remittances into the analysisyltsgeported in Table 2.8 indicate that
the receipt of transfers from abroad is positivelated with income satisfaction. For the
various years, respondents are more likely to &hér’ of ‘fully’ satisfied when they benefit
from remittances: 15.7% instead of 13.0% in 20@23% instead of 12.9% in 2003, and 19%
instead of 15.4% in 2004. At the same time, the@rion of respondents being not satisfied
at all is strongly reduced among recipients.

As remittances bring additional, not necessarilpested, resources to the households,
they should also have a positive effect on realideaihge since last 12 months. The LSMS
data show that this is indeed the case, since meproealized changes (either ‘somewhat’ or
‘a lot’) are much more frequent among recipienantlamong non-recipients: 32.9% instead
of 26.4% in 2002, 28.5% instead of 15.7% in 20@6% instead of 18.4% in 2004. Finally,
we also observe a positive correlation betweenréuoeipt of transfers and expectations.
Respondents who have received money from othethfanm@mbers living in foreign countries
are on average much more optimistic about theamfinal situation in the futute

As people having experienced negative shocks twelast year may be more pessimistic
about their future situation, we describe in TaBl@ income expectations in the next 12
months conditional on realized changes since tbiel2 months. According to the data, the
proportions of respondents claiming that their aitn has not changed over the last 12
months and that their situation will remain the satiring the 12 next months are roughly
similar, respectively 53.7% and 57.4%.

Table 2.9. Expected financial situation conditionabn realized change

Self-assessed change sincp Expected change on financial situation (betweandt+1)

last 12 months Improved a| Somewhat [ Remaining| Somewhat | Deteriorated Total
(betweert-1 andt) lot improved the same | deteriorated a lot

Improved a lot 0.5 0.4 0.4 0.0 0.0 1.4
Somewhat improved 0.2 15.0 7.1 0.2 0.0 22.5
Remaining the same 0.1 11.4 39.5 2.6 0.2 53.7
Somewhat deteriorated 0.0 2.2 8.6 4.2 0.7 15.7
Deteriorated a lot 0.0 0.3 1.8 1.4 3.0 6.6
Total 0.8 29.4 57.4 8.5 3.9 100.0

Source: LSMS Albania 2002-2003-2004.

®2 For instance, in 2004, 30.5% of transfer recipiemére expecting their financial situation to imgea lot or

somewhat in the next 12 months, but this propontvas only equal to 23.1% among non-recipients.
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A first result is that many households give simitarswers to realized and expected
changes (62.2%). This means that expectations oftet reproduce experienced changes.
For instance, among those who expedttimeir situation not to change ifl, 68.8% of them
report no change in their financial situation betwé-1 andt.°® A second result is that
respondents are rather confident about the fututle mespect to realized changes. While
11.6% of them have expectations that are worse thalized changes, 26% of Albanian
households have expected changes that are betterahlized changés.

These descriptive statistics suggest that expeottbn income changes depend on past
changes in income. Households having experiencedmgumovement of their financial
situation also expect a better situation in theriitNevertheless, it also matters to control for
household characteristics in order to better undedsthe relationship between realized and
expected income changes. Before turning to the auetric analysis, we now describe the

different explanatory variables that we will intazb in our regressions.

According to Table 2.10, there are much more n{8e5%) than female (12.5%)
respondents and the mean number of persons peelfmdss around 4.3. The mean age for
the head is slightly above 50 years. On averageh&ad has completed more than 8 years of
education. Concerning employment status, the ptmpoof farm workers slightly decreases
over the period, from 28.7% in 2002 to about 279%2M03 and 2004. Substantial variations
are evidenced among the self-employed (9.7% in 2005% in 2003, 13.7% in 2004). In the
sample, respondents are more often of Muslim @iidi76.8%) and about one-half of the
interviewees live in an urban area (51.2%). Thérsgorted position on the income ladder
increases over the three-years period time (frofmd@4.2).

%3 Among those whose situation is expected to detga lot in next 12 months, 76.9% of them claiat their
situation has deteriorated a lot since last 12 hmont
% Among this group of more optimistic respondenis4% of households report an unchanged satisfastiae

last year and an expectation of a somewhat imprsitadtion.
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Table 2.10. Descriptive statistics of the sample

\Variables 2002 2003 2004

T=0 T>0 All T=0 T>0 All T=0 T>0 All
Head: Female 0.09T 0.219 0.125 0.109 0.154 O0J1251020[ 0.199| 0.125
Head: Age 49.998 53.949| 50.907| 50.532| 54.346| 51.907| 51.653| 56.933( 52.907
Nb of personsn the household 4529 4324 4.482 4485 3.840 4)]28539| 3.642( 4.326
Head: Married 1.357 1508 1.391 1.363 1.427 1.386376.( 1.464| 1.397
Head: Years of education 8.856 7.8R4 8.419 8.9420443| 8.619| 8.898 7.723 8.61p
Head: Non-farm work 0.332 0.2y 0.306 0.2p2 0.240.276 | 0.325| 0.194 0.294
Head: Farm work 0.278 0.31B 0.287 0.2p9 0.288 0.p6@252 | 0.329] 0.271
Head: Self-employed 0.111 0.041 0.097 0.188 0.15017%| 0.151| 0.093 0.137
Muslim 0.784| 0.717] 0.768 0.791L 0.737 0.7p8 0.18172®.[ 0.768
Urban 0.518| 0.495 0512 0.538 0.466 0912 0.533 46044 0.512
Monthly household income (In) 9.558 9.415 9.5p1 -
Position on income ladder 3.726 3.807 3.5 4.039413| 4.174( 4.177 4.329 4.218
Receipt of remittances 0.000 1.000 0.280 0.900 @.p®m.360| 0.000 1.000 0.237
lAnnual amount of remittances (In) 0.0Q0 11.35R.611 - - - - - -
Number of observatiol 1252 374 1626| 104d 586 1626 1240 386 1626

Source: LSMS Albania 2002-2003-2004.

As shown in Table 2.10, the proportion of househaldceiving remittances is much
higher in 2003 (36%) than in 2002 and 2004 (24%)s1s undoubtedly due to the different
way of measuring remittances in the survey for tedr, with more detailed questions.
Interestingly, we note some significant differenbesween recipients and non-recipients. In
particular, remittances are more frequently regbiby women and married respondents,
while the reverse pattern holds for education ama-farm workers. This is due to the fact
that high-educated individuals are more likely taigrate, which increases the probability for

the head still living in Albania to be helped.

2.2.2.4. Econometric analysis of expected changes

We now investigate the factors that influence eigubachanges in financial situation,
which are measured through the use of an orderedaacal variable. We define tS the
subjective measure of expectations. We t S=1 when the financial situation in the next 12
months will be ‘deteriorated a lotS=2 when ‘somewhat deterioratedS=3 when
‘remaining the same'S=4 when ‘somewhat improved’ or ‘improved a lot’. Whopse to

group these two outcomes as very few householdsvieethat their situation will improve a
lot (less than 0.7%).

We suppose that there exists a latent vari S’ lassociated to these financial expectations.

Given the different possibilities, we assume tS <4 when S=1, 14 <S <, when
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S=2, 4,<S <y, when S=3, and 4 <S when S=4. The latent indicatoiS is

expected to depend on a set of individual charisties X , a vector of coefficient 8 and a
residual. Since we have repeated information (22023, 2004) on financial expectations for
each individual, we are able to account for unolestheterogeneity at the individual level in

the following way:
S =B X, +0 +¢, 1)
wherei and! as subscripts refer respectively to the responaledtto the year of survey.
In (1), S is an unobserved individual effect. These pertiimha are supposed to be normally

distributed, with meaiO and varianctd;. The error term:&; are also supposed to follow a

normal distribution with mearO and unitary variance. Under the assumption that th

covariates are uncorrelated with the individuaketf§, the corresponding model is a random
effects ordered Probit model and the differentghadd levels #; have to be estimated jointly

with the vector of coefficient 5.

The contribution to the likelihood function for amdividual i observed during the

three periods can be expressed as:
Pr(Soz: Sosr Sos) = || (@t = B X,) = D(ut; = B X, ) WA3)d& 2)

where #9) is the density oN(0,03). The likelihood function for the above model

involves multivariate normal integrals, so that taadom effect ordered Probit model has to

be estimated using numerical approximations ands&an quadrature technigfes

As we have additional information on the observedme and amount of remittances
only in 2002, we first estimate a standard orddtembit regression for that year. The sample
is then restricted to 1434 households and estinsateseported in Table 2.11. The regression
includes the following characteristics of the heathe household, i.e. gender, age, number of
persons in household, marital situation, years diication, dummy variables related to
occupation, religion (a dummy when the head is Musknd rural-urban status. We also

control for the log of the monthly household income

% See Butler and Moffitt (1982) for further detaifss the Albanian panel includes only three wavese rihat

we are not able to estimate a dynamic ordered Pmudoilel as in Das and van Soest (1999).
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As shown in column (1), there is no differencewssn women and men about
financial expectations. Marital status and numbiepersons in the household are also not
significant in the regression. Age of the headharacterized by a U-shaped profile, with a
minimum at 45 years. We also account for yearsdatation and evidence a positive impact
on expectations. Education is highly correlatechvpérmanent wealth, and those with more
education undoubtedly face more income opportuiiie the future. Finally, Muslim
households are on average more optimistic aboutfihancial expectations, while living in
urban areas tend to influence negatively theseatafiens. This result is a little bit surprising

as poverty is essentially rural in Albania.

We now turn to variables related to the econontigasion of the head. First, we add three
controls related to the labor market status, iom-farm work, farm work and self-employed
(not working being the reference category). Whéeihg a farm work does not influence the
subjective outcome, we find that being self-emptbgead to a lesser extent non-farm worker
(at the 10 percent level) make individuals moramijstic about their financial expectations.
Not surprisingly, we find a significant positive pact of income (measured at the household
level) on expectations. Those who are richer toala@y significantly more optimistic about

their future.
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Table 2.11. Ordered Probit estimates of the expeaechange (in 2002) on financial

situation
Variables (1) (2) (3) (4)
Head: Female 0.176 0.091 0.078 -0.047
(1.28) (0.65) (0.55) (0.32)
Head: Age -0.042*** -0.046*** -0.046*** -0.046***
(2.59) (2.85) (2.86) (2.70)
Head: Age? (/100) 0.046*** 0.049*** 0.049*** 0.044*
(2.92) (3.12) (3.13) (2.68)
Nb of persons in the household 0.000 0.004 0.004 0323.
(0.02) (0.23) (0.20) (1.65)
Head: Married -0.057 -0.039 -0.036 0.018
(1.27) (0.87) (0.78) (0.38)
Head: Years of education 0.097*** 0.094*** 0.094*** 0.124***
(3.40) (3.29) (3.26) (4.14)
Head: Years of education? (/100) -0.004** -0.004** -0.004** -0.006***
(2.38) (2.21) (2.18) (3.61)
Head: Non-farm work 0.162* 0.176** 0.177** 0.001
(1.92) (2.09) (2.10) (0.01)
Head: Farm work 0.125 0.125 0.126 0.030
(1.41) (1.40) (1.41) (0.32)
Head: Self-employed 0.457** 0.491*** 0.492*** 0.5%*
(3.92) (4.19) (4.20) (1.99)
Monthly household income (In) 0.160*** 0.163*** 06B*** 0.093***
(7.22) (7.32) (7.32) (4.00)
Receipt of remittances 0.316***
(4.30)
Annual amount of remittances (In 0.030*** 0.0%x7*
(4.68) (2.57)
Muslim 0.177* 0.193*** 0.193*** 0.179**
(2.47) (2.68) (2.68) (2.39)
Urban -0.470*** -0.478*** -0.476*** -0.284***
(5.89) (5.97) (5.95) (3.37)
Financial situation improved in 0.961***
the last 12 months (11.78)
Financial situation deteriorated in -0.922%**
the last 12 months (11.38)
Number of observations 1434 1434 1434 1434
Log likelihood -1421.8 -1412.5 -1410.8 -1223.8

Source: LSMS Albania 2002.

Note: Ordered Probit estimates. Absolute valueg efatistics are in parentheses. Significance ek

respectively equal to 1% (***), 5% (**) and 10% (*)Each regression also includes a set of threshold

parameters.
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In columns (2) and (3), we analyze whether remaggninfluence or not the subjective
appreciation of households. We introduce in col§2)ra dummy variable that is equal to one
when the household has received remittances duhiaglast year. Since we control for
household income in the regression, this meanstheatariable associated to remittances
does not pick up a pure income effect. We find thatcomposition of family resources has
an effect per se on financial expectations in Aldatdaving received remittances from
abroad makes respondents more optimistic about fawire situation. In column (3), we
replace the dummy transfer variable by the annoaumt of remittances and find again a

positive estimate for that covariate, significaintiee 1 percent level.

In column (4), we finally add the subjective anssvey realized changes. We introduce
two dummy variables in the regression, respectiv@tyimproved situation and deteriorated
situation since the last 12 months. We find thadt mhanges strongly matter to understand
expectation§® On the one hand, those who have experienced amwement of their
financial situation since last year expect an imptb financial situation in the next 12
months. On the other hand, households whose fiabsituation has deteriorated are quite
pessimistic and report more often that their fimansituation will be deteriorated in the
future. The corresponding estimates are substamttdath suggests a strong inertia between
past changes and expectations for houseli6l$ast comment is that including past changes

in the regression does not affect the positivaugrice of remittances on expectations.

In order to control for unobserved heterogeneityhat individual level, we now extend
this analysis using the three waves (4182 obsemnsti 1394 households). We explain
expectations on financial situation using randofaa$ ordered Probit models. We drop from
the regressions household income and amount ofteeroes, this information being available
only in 2002, and add instead as covariate thersptirted position on income ladder. As
shown in Table 2.12, we note that the inclusiomasfdom effects does not really affect our

previous findings based on the 2002 wave.

As shown in column (1), gender differences are ragaat significant. More educated
heads, Muslim respondents and those who live ura area are more often optimistic about

their financial situation in the next 12 monthss@| we again note that households whose

% We also note that the other estimates in (4) ateaally affected when accounting for past changes
®" That those who experienced an improvement of thitiration are more optimistic about their expected
changes while those who experienced a decreageeasimistic is perfectly consistent with the result Das

and van Soest (1997), who also point out the stiofigence on realized changes on expectations.
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financial situation has improved during the lastri@nths are more likely to be optimistic,
while a deterioration in the last 12 months malespondents more pessimistic about their
future. Two differences are nevertheless worth foairtg. First, being married has now a
negatively significant effect on expectations.sltcertainly more difficult for married people

to migrate, which would worsen expectations. Secar@now find a negative coefficient for

non-farm workers.

Table 2.12. Ordered Probit estimates of the expeatechange on financial situation

(random effects and fixed effects regressions)

Variables (1) (2) (3)
Head: Female 0.095 0.058
(1.00) (0.61)
Head: Age -0.030%*** -0.032%** -0.289
(2.64) (2.82) (1.54)
Head: Age? (/100) 0.024** 0.026** 0.047
(2.25) (2.37) (0.27)
Nb of persons in the household 0.020 0.026** 0.062
(1.57) (2.08) (0.74)
Head: Married -0.034 -0.023
(1.09) (0.75)
Head: Years of education 0.057*** 0.055***
(2.86) (2.76)
Head: Years of education? (/100) -0.003*** -0.003**
(2.71) (2.52)
Head: Non-farm work -0.119** -0.115**
(2.07) (2.00)
Head: Farm work 0.011 0.011
(0.18) (0.19)
Head: Self-employed -0.101 -0.093
(1.44) (1.33)
Income ladder (1: poor — 10: rich) 0.187*** 0.185** 0.308***
(12.26) (12.112) (6.92)
Receipt of remittances 0.1771*** 0.205
(3.67) (1.60)
Muslim 0.099** 0.105**
(1.96) (2.08)
Urban -0.222%** -0.216***
(4.11) (4.01)
Financial situation improved in 0.934*** 0.924*** 1.167**
12 months (16.86) (16.65) (9.14)
Financial situation deteriorated in t -0.883*** -0.878*** -0.903***
12 months (16.46) (16.37) (7.12)
Number of observations 4182 4182 4182
Log likelihood -3441.1 -3434.4

Source: LSMS Albania 2002.

Note: (1), (2) and (3) are random effects Ordereobi® estimates, (4) are fixed effect ordered estés.
Absolute values of t statistics are in parentheSegificance levels are respectively equal to %% ,(5% (**)
and 10% (*). Regressions (1), (2) and (3) alsauidela set of threshold parameters.
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The self-reported position on the income laddepasitively correlated with financial
expectations. A difficulty is that this covariatealso a subjective outcome, so that it may be
contaminated by the optimistic/pessimistic viewhs household on future income. However,
it still remains a good proxy of the household eatreconomic status. In column (2), we
introduce an additional explanatory variable relatethe receipt of remittances. We find that
respondents have a more optimistic view on theur&financial situation when they benefit
from such private transfef& It thus seems that the composition of househaldrire matters

when understanding expectations on financial saoat

We have also attempted to account for fixed effecthe ordered Probit regressions. This
specification would indeed be more appropriatehi# individual unobserved effects are
correlated with the characteristics of the housdh@s$ there is no direct approach to estimate

a fixed effect ordered Probit model, we proceethenfollowing way.

First, we estimate a set of conditional Logit mad®} grouping adjacent outcomes related
to financial expectations. We define two dependemiables S such thaSd =1 if S>2
and Sd =0 otherwise (corresponding to situations remaining $ame or improved) and
Sc =1 if S>3 and S& =0 otherwise (improved situations). For eaSd, we get a
consistent estimat 8’ of B using the conditional Logit estimator (Chamber|al®80).
Secondly, we rely on a Classical Minimum Distansgneator to get a restricted estimator for
B from B and B°. Specifically, we solvemina(é—H,B)V‘l(zSA’—H,B), where V is a
weighting positive definite matrix an? is the unrestricted vectcd=(8",5')'". The
mapping from?d to B is linear, withd =HB. The solution 3 is ﬁ’:(H 'V H )_l(H '\7’15’)

and the corresponding asymptotic covariance meigxven byV(,é)= (H 'VIH )_1.

Results of the fixed effects model are in columh ¢8 Table 5. By definition, all the
covariates that are time invariant at the individasgel (like gender, education, religion, etc.)
are excluded from the regressfnwith respect to the random effects specificatage and
number of persons in the household are no longmifgiant. Changes in situation over the
last 12 months strongly influence expectations.p@edents are more optimistic when their

financial situation has improved in the past, wiiley are more pessimistic about the future

% The significantly positive effect of remittancesl $10lds (and it is in fact slightly larger) whesxcluding the
self-reported position on income ladder from thgression.

% We also choose to exclude the occupational dumbgeause of limited variation over time.
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when they have already experienced negative sh&sksectations are an increasing function
of the position on income ladder. Finally, we obtaipositive value associated to the receipt

of remittances. However, the coefficient is nowngigant only at the 11 percent level.

A question worth is to know whether the dummy aided to the receipt of transfers can
really be considered as exogenous. Endogeneity steyn from measurement errors,
simultaneity, or omitted variables (unobserved itugteneity). Clearly, as shown by the data,
it remains difficult to measure private transfarse their magnitude strongly depends on the
questions asked in the survey. Nevertheless, memasmt errors are certainly not a more
important problem for remittances than for othenataes, including perceptions about the
future financial situation. Concerning simultangityseems hard to believe that expectations
would increase remittances, while remittances ara priori grounds an additional source of
resources that is likely to improve expectationsahly, the omitted variables bias is removed
since we control for unobserved heterogeneity ftifinotine inclusion of fixed effects at the
individual level when turning to the minimum distanestimatof’

2.2.2.5. Understanding differences in realized agxpected changes

The use of longitudinal data with information ontlb@xpectations and realized changes
allows us to know whether households overestimatenderestimate ex ante their future
income growth. We proceed in the following way. hdsthe 2002 and 2003 waves, we obtain
information on income expectations respectivelyual#903 and 2004. Then, using the 2003
and 2004 waves, we can compare these expectatitimsealized changes over the last 12
months, respectively between 2002 and 2003 usiag2@®3 wave and between 2003 and
2004 using the 2004 wave. Results of the compaasein Table 2.13.

According to the LSMS data, 32.9% (31.8+1.1) ofibgpondents expect an improvement
(either ‘a lot’ or ‘somewhat’) of their financiaitgation betweert andt+1. However, only
21.2% (20.3+0.9) of them claim that their realizgthation has indeed improved (either
‘somewhat’ or ‘a lot’) during the last 12 monthsle@rly, these findings suggest that
households tend to substantially overestimate theame changes, meaning that they are too

optimistic. Interestingly, the proportions of extsimns and realizations ‘remaining the same’

0 A difficulty could stem from a state dependencéha provision of remittances over time. If remittas int
depend on transfers madetid, then past remittances could influence curremieetations. Nevertheless, we

have only three waves, so that we cannot estimdymamic Probit model.
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are very similar, respectively 54.4% and 57.6%. diiffierence between the two variables is
hence linked to deteriorated situations. While di2y7% of the respondents were expecting a
deterioration of their situation, 21.3% of houselsoin Albania consider that their situation

has indeed deteriorated since last 12 months.

Table 2.13. Comparison between realized and expedtehanges in financial situation

Self-assessed change sincp Expected change in financial situation (betweandt+1)

last 12 months Improved a| Somewhat [ Remaining| Somewhat | Deteriorated Total
(betweert andt+1) lot improved the same | deteriorated a lot

Improved a lot 0.2 0.4 0.2 0.0 0.0 0.9
Somewhat improved 0.4 10.3 8.2 1.1 0.3 20.3
Remaining the same 0.4 16.4 34.1 5.1 1.6 57.6
Somewhat deteriorated 0.0 3.6 8.6 2.0 1.0 15.2
Deteriorated a lot 0.0 1.1 3.3 1.0 0.8 6.1
Total 1.1 31.8 54.4 9.1 3.6 100.0

Source: LSMS Albania 2002-2003-2004.

Whatever their initial expectations, respondentsstraften have the feeling that their
situation has not changed over the last 12 momthsong those who were expecting a
somewhat improved situation, 51.6% of them beliévat their situation has in fact not
changed (and only 32.4% of them claim that thdiragion has indeed improved). Among
those who were expecting a somewhat deterioratedtisin, we find that only 22% feel that
their situation is indeed worse than last year, difigation remaining unchanged for 56% of
the respondents. It thus appears that more optomisdividuals are in fact too optimistic,

while more pessimistic individuals are in fact fmEssimistic.

As suggested in Das and van Soest (1999), havifmgmation both on realized and
expected changes for a same period makes possibtest the assumption of rational
expectations. Le S be the latent variable associated to expectabonfsnancial situation
in the next 12 months at dateand lelR,,;, be the latent variable measuring realized changes
since last 12 months at datel. Realized changes may be expressed in the folipway, i.e.
R*ﬂ/t :55(/t+1+,0t + &, where 0. are year-specific variables alé; is a residual normally

distributed. Under the assumption of rational exgéans, then the linear constraio =1

should hold. A difficulty to assess the relevantéhes restriction is that we never observe the

latent variable:S,..; and R,y .
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We thus choose to proceed in the following wayebayconfidence interval f(d . First,

we express the observed outcor S, and R.y: as function of household covariates and
estimate the corresponding regressions using rareftents ordered Probit modé&isThen,
we compute the linear fitted values of both lateariables for each observation of the sample,
i.e. S, and R,y . As a final step, we estimaR.,; as a function 0S,... and a dummy

variable for 2003 using OLS, with clustering at theividual level.

According to the Albanian LSMS data, we find a weabf 0.558 for the paramet 9, with
a standard error of 0.026. At the 95 percent lethed, corresponding confidence interval is
[0.507; 0.609], meaning that the constred =1 is clearly rejected. Interpretation of this
result is simply that Albanian households do natehiational expectations. Interestingly, Das
and van Soest (2003, p. 423, Table 8) reach vemylasi conclusions in the Netherlands over
the period 1984-1988. Using a slightly differenbgedure based on maximum likelihood

estimation, these authors find a value of 0.54terparameteo .

Finally, we try to understand differences betweealizations and predictions related to

changes in financial situation and investigate rible of individual characteristics on these
deviations. LetD,.; be a measure of these deviations for a given perod, such that

Dyt = Sisa ~ Riwe. When Dy is strictly positive, this means that Albanian selolds
tend to overestimate their future income, while enedtimation of future income holds when
Di/wa <0. According to the data, this variable takes valtasging from -3 to 3, but large
underestimations or overestimations of income chanare not very frequéat We then
consider only three cases 1Dy, i.€. Dy <0 (17.9%), Dyjiis =0 (47.3%) anc Dy >0

(34.8%). We rely on ordered Probit models to expldéviations between realizations and
predictions.

In column (1) of Table 2.14, we report the estimdtem an ordered Probit model using
changes in income between 2002 and 2003. While s au restricted sample of 1430
observations, this allows us to control for housghacome in the regression. A striking
feature is that very few coefficients are signifitand the receipt of remittances does not

" In these regressions, we control for gender, agmber of persons in the household, marital statiscation,
occupation, receipt of remittances, religion antanfrural status, but we choose to exclude theestitg
income scale (this does not affect our conclusiofisg corresponding sample comprises 2773 obsensati

2 For instance, the variable measuring deviatioraiden expectations and realizations is equal tor®.3%
of the respondents, -2 for 2.9% of them, +2 foB4 & them and +3 for 1.1% of them.
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influence the dependent variable. In fact, only wets of covariates have an impact on the
difference between realizations and expectatiomst, Muslim respondents are more likely to
overestimate their changes in financial situati®acondly, deviations between realized and
expected changes depend on past changes. Whildethation tends to be higher with a
financial situation improved in the last 12 monthse gap is reduced when people have

experienced a deterioration of their financialhe tast 12 months.

In columns (2) and (3), we combine information thee periods 2002-2003 and 2003-2004
and we then estimate random effect ordered Prolmitlets to control for unobserved
heterogeneity at the individual level. This hasdiimpact on our previous results. We now
observed that the squared term associated to géaducation is negative (at the 10 percent
level), while the deviation between expectationd egalizations is higher in urban than in
rural areas. Nevertheless, the most influentialaldes remain income changes in the past.
Those whose income has fallen have a larger prdgeof underestimation, while those

whose income has increased have a larger propearisierestimation.

Finally, we turn to a fixed effect ordered spedfion using the minimum distance
estimator previously describ€dThe corresponding estimates are in column (djable 13.
Two comments are in order. First, we still evideacgrong effect of past changes in income.
Households whose income has fallen are too pedsimighile those whose income has
increased tend to be too optimistic (since theyrestemate more often their future financial
situation). Second, the difference between expecmtand realizations is now increasing
with the self-reported position on income ladded avith the receipt of remittances, albeit

this effect remains hardly significant (at the petcent levely?

An interpretation of our findings is that respontdeattach too much importance to their
past changes in financial situation. For instattv@se who have experienced a negative shock
in income become too pessimistic at the next pepoobably because they fear living again
the same bad experience. Our fixed effects estgnaleo suggest that people receiving
transfers from foreign countries tend to overestartheir future financial situation. Several

explanations may come to mind. First, recipienty @aticipate that they will receive more

 As we have three values for the dependent variad@suring deviations between expectations and
realizations, we estimate two conditional Logit ratsd(one for null or positive values for deviatiame for
strictly positive values) and combine the two detsitimates to form only one vector of coefficients

™ We have also estimated the fixed effects modeianit the self-reported income ladder. In that cegefind a

coefficient of 0.360 for the receipt of remittancesth a t-value of 2.03.

83



inflows at the next peridd Secondly, among households involved in farmingviies,

remittances may be viewed as a less uncertain fafrmesources and make them more
optimistic. Finally, remittances may be investedother activities. Such investments are of
course expected to generate additional resouradsthire also may be some substantial

(unexpected) delay before receiving benefits froesé investment decisions.

Table 2.14. Estimates of difference between expedtand realized changes in financial situation

Variables (1) (2) (3) (4)
Head: Female 0.015 -0.032 -0.032
(0.11) (0.31) (0.31)
Head: Age -0.008 -0.020 -0.020 0.095
(0.49) (1.62) (1.62) (0.26)
Head: Age? (/100) 0.007 0.015 0.015 -0.130
(0.43) (1.32) (1.33) (0.36)
Nb of persons in the household 0.015 0.004 0.004 1320
(0.81) (0.27) (0.27) (1.33)
Head: Married 0.003 0.013 0.014
(0.06) (0.39) (0.40)
Head: Years of education 0.025 0.022 0.022
(0.86) (1.03) (1.03)
Head: Years of education? (/100) -0.003 -0.002* ooea*
(1.61) (1.86) (1.87)
Head: Non-farm work 0.019 -0.098 -0.099
(0.23) (1.56) (1.57)
Head: Farm work 0.024 0.029 0.029
(0.27) (0.45) (0.44)
Head: Self-employed 0.114 -0.052 -0.055
(0.99) (0.69) (0.72)
Monthly household income (In) 0.002
(0.07)
Income ladder (1: poor — 10: rich) 0.003 0.202***
(0.21) (3.43)
Receipt of remittances -0.010 0.043 0.042 0.343*
(0.14) (0.86) (0.85) (1.93)
Muslim 0.248*** 0.233*+* 0.233*+*
(3.47) (4.34) (4.34)
Urban 0.039 0.121* 0.121*
(0.49) (2.08) (2.06)
Financial situation improved in 0.287*** 0.323*** 0.318*** 1.969*+*
the last 12 months (3.90) (5.37) (4.94) (9.41)
Financial situation deteriorated in -0.379*** -0.321 %** -0.318*** -2.359%***
the last 12 months (4.99) (5.25) (5.05) (8.87)
Number of observations 1430 2773 2773 2773
Log likelihood -1444.5 -2794.1 -2794.1

Source: LSMS Albania 2002-2003.

Note: (1) are ordered Probit estimates for 200Ra(®l (3) are random effects Ordered Probit estémd#) are
fixed effect ordered estimates. Absolute valuest aftatistics are in parentheses. Significance ek
respectively equal to 1% (***), 5% (**) and 10% (*Regressions (1), (2) and (3) also include a $&wo
threshold parameters.

> This could for instance occur if remittances arsignal of successful migrations or if migrants ¢z

reimburse the migration costs through remittancemd several years.
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2.2.2.6. Conclusions

While economic theories related to the study ofdatwld behavior assign a central role
to income expectations, empirical evidence on iggse remains rather scarce, especially in
the context of less developed countries where hmldancome is usually subject to more
uncertainty. This contribution adds empirical evide on income expectations in Albania
using subjective information on income changes paxtel data over the period 2002-2004,

with a focus on the role of remittances. Our manatusions are as follows.

First, expectations on financial situation in Alam@re not only affected by the current
level of income, but also by past changes in incoAeimilar result was found in the
Netherlands by Das and van Soest (1997, 1999).n88¢cahe composition of household
income matters. We find that the receipt of remitss has a positive influence on the
subjective appreciation of households about thaiuré financial situation. Thirdly, when
comparing realized changes and income expectaboaisthe same time period, we evidence
that Albanian households do not have rational etgtens. Those whose income has fallen in
the past have a larger propensity of underestimatitile those whose income has increased
have a larger propensity of overestimation. FinatBspondents receiving transfers from
foreign countries tend to slightly overestimateirtifigture financial situation. Nevertheless, it
should be kept in mind that our fixed effects esatids associated to remittances are hardly
significant. Undoubtedly, it would be useful to lkamore detailed information on incomes

and on transfer amounits

As they stand, our results have strong macroecanamplications. From an empirical
viewpoint, it would be of interest to further anadythe complex interplay between economic
growth in Albania and the fact that households @reaverage optimistic about their future
financial situation. Also, the role of remittancasd their positive effects on well-being
deserve further attention. Recipients may for mstabe more optimistic about their future
because migrants will have more skills and abdithen coming back in Albania or because
remittances are invested in local activities andl generate additional resources for the

households. All these issues are left for futuseagch.

® When turning to the longitudinal analysis, we any able to control for the receipt of transfessteansfer
amounts are not available in 2003 and 2004. Clesaglyeiving large amounts of remittances shouldehav

positive effect on expectations about financialaion.
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