Migrant Remittances in Central America

Dilip Ratha10s

T his chapter highlights the importance of inter-
national migrant remittances in six Central
American countries—Costa Rica, El Salvador,
Guatemala, Honduras, Nicaragua, and Panama.106
Migrant remittances are the largest source of exter-
nal financing in four out of these six countries. From
a financial sector point of view, these large remit-
tance tlows raise two sets of issues: 107

® The costof sending remittances is very high, es-
pecially for small transfers undertaken by poor
micrants. High remittance fees are a reflection
of market fuilure and inefficiencies in the retail
payment system. Remittance costs can be re-
duced by strengthening the financial infrastruc-
ture supporting remittances. But these efforts to
reduce costs would also have to he carefully bal-
anced with efforts to fight money laundering
and the financing of terrorism.

® The second issue relates to increasing the im-
pact of these remittances on financial develop-
ment withour directly affecting these personal
tflows. Thix would require encouraging more

3T he author works at the World Bank.

eMigrant remitrances are defined as the sum of workers' re-
mittances and compensation of employees—sce Ratha (2003).

9T his chapter does nor discuss the development impact of re-
mittances in the receiving countries. At the houschold level,
these impucts could be o reduce poverty, act as an insurance
against adverse shocks, and increase household spending. At the
macrocconomic level, remittances could increase finuncial deep-
ening and iead to exchange rate appreciation. See Mishra
(2005); Yang (2004); Adams (2004); and Edwards and Ureta
(2003) for discussion of some of these issues.
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tlows through formal channels, and linking re-
mittances to consumer and housing loans and
insurance products for remittance recipients. Fi-
nancial institutions can also use remittances as
collateral for raising external bond financing.

The next section describes the size of remittances
and their importance in the retail payment systems
of each of these six countries. Section I discusses
possible measures to reform the rerail payment sys-
tem and reduce high remittance fees. Section 1V
brietly describes the complementarities between fi-
nancial institutions and remittances. Section V is
devorted to securitization of remittances as a tool for
raising private external bond finance. The last sec-
tion contains a summary of recommendations.

Remittances and Retail
Payment Systems

A retail payment transaction may be defined as a
transaction originated by or payable to an individual,
the counterparty being an individual, a firm, or a
government agency. Retail payments may be defined
to include frequent, small-value business-to-business
payments.!"™® Thus, retail payments would include
pure transfers such as migrant remittances or trans-
ters from public and private institutions to individual
heneficiaries. They would also include small-value
payments in exchange for goods and services, for ac-

1WRank for International Settlements (1999).



TABLE 5.1

Remittance Flows, 2003

Remittances and Retail Payment Systems

CostaRica  El Salvador ~ Guatemala Honduras Nicaragua Panama
Remittance receipts (U5$ millions) 321.0 2,122 2,147 867 439 85
As a share of (in percent)
GDP i.8 14.7 8.7 12.4 10.0 10.7
Trade deficit 370 284 153 224 40 15
Imports of goods and services 34 30.4 27.5 21.9 21.0 0.9
FDI 56 2,384 1,851 438 204 I
Official flows' 272 1,172 2,440 387 101 266
Outward remittances (US$ millions) 192 25 82 I 53
Memorandum items:
Per capita GNI (US$) 4,280 2,200 1,910 970 730 4,250
Number of migrants (in thousands)? 109 591 354 302 178
As share of own population (in percent) 29 17.0 5.2 55 6.0 6.2

Sources: IMF, Global Development Finance (2005), and Balance of Payments Statistics Yearbook (2004).
Note: Remittances defined as the sum of workers' remittances and compensation of employees. FDI = foreign direct investment; GNI = gross

national income.
IData for Nicaragua are for 2002.

22001 round of U.S. Census 2000 Supplementary Survey as calculated in Yang (2004).

quisition of assets, or for debr servicing. In more de-
veloped countries, migrant remittances would torm
only a small share of retail payments, which, in turn,
are only o tiny fraction of wholesale payments. But
in developing countries, especiatly in Central Amer-
ica, remittances form a significant source of funding
in relation to the size of the economy and, theretore,
of the retail payment system. Furthermore, any eval-
uation or reform of the retail payment system from
the point of view of facilitating remittances is
equally likely ro benefit other (not easily quantiti-
able) components of retail payments as well.

In 2003, officially recorded international remit-
tance receipts by Costa Rica, El Salvador, Guatemala,
Honduras, Nicaragua, and Panama amounted to $6
billion, or about 7.4 percent of their combined GDP
(Table 5.1 and Figure 5.1). Remittance receipts
ranged from $85 million in Panama to over $2.1 bil-
lion each in El Salvador and Guatemala. While larger
countries in general received larger amounts of remit-
tance tlows, the poorer countries (Nicaragua, Hon-
duras, Guatemala, and El Salvador) received rela-
tively larger amounts than the richer countries
(Panama and Costa Rica).!® In El Salvador, remit-

IMRemittances tended to be more stable than export receipts
or private capital flows in El Salvador, Guatemala, Honduras,
and Nicaragua (Figure 5.1). The cyclical stability of remittances
owes in part to the fact that they are fargely altruistic transfers by
the existing migrant stock. Indeed, remittances may also behave
countercyclically as existing migrants may increase remittances,

tance receipts in 2003 were 14.7 percent of GDD,
over 30 percent of imports of goods and services,
nearly 12 times the size of net official inflows, and
nearly 24 times the size of foreign direct mvestment
(FDD). In general, in the poorer Central American
countries, remittances are larger than earnings from
the single largest export item, and larger than official
and private capital flows. !

These data are likely to be underestimated 11 Oft-
ficial data do not include remittance tlows through
informal (unregulated) channels. They do not even
fully capture tlows through the formal channels.
Most countries do not require reporting of “small”
remittance transactions.!? Also, remittances paid
by post offices, exchange bureaus, and other agents
of money transfer companies in Central America
are often not reflected in the official statstics. Fi-

and new migration may take place, during a period of economic
slowdown in the remitrance recipient economy (Ratha, 2003).

10T contrast, the ticher neighbors, Costa Rica and Panama,
have significant remittance outflows ro the region. The exact
amount of flows from various source countries is not available as
bilateral tlow data do not exist for most countries.

The 2004 estimates of remittance flows produced by the
Multilateral Investment Fund of the Inter-American Develop-
ment Bank, for example, exceed the figures presented in Table
5.1 by 20 percent in El Salvador, 25 percent in Guatemala, and
31 percent in Honduras,

MFEor example, the reporting threshold is $10,000 in the
United States, 12,500 euros in Western Europe, and 3 million
yen in Japan. Dara on remittances rely on reports from recipient
countries.
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Figure 5.1. Cyclical Stability of Remittances, 1990-2003
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nally, a large amount of remittances are misclassified
under export revenue, tourism receipts, nonresident
deposits, or even foreign direct investment (FDI).!13

The United States is by far the largest source of
remittances to the Central American countries. The
remittance pattern is closely linked with the migra-
tion pattern. It is worth noting, however, that the

1P An International Working Group to Improve Remittance
Statistics was set up in 2004 at the behest of the G-8, and in-
cludes the World Bank, the IME the European Central Bank, the
Inter-American Development Bank, the Organization for Eco-
nomic Cooperation and Development (OECD), and the United
Nations.
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Central American countries also have significant
intraregional migration and remittance flows.
Nicaragua, for example, has nearly half as many mi-
grants in Costa Rica as it has in the United States; it
also has a significant number of migrants in Canada,
El Salvador, and Guatemala. Honduras has a sizable
migrant stock in Mexico, besides the United States.
Costa Rican migrants have a significant presence in
El Salvador and Honduras, besides the United
States and Canada. The sizable intraregional remit-
tance flows are a factor worth including in discus-
sions about regional retail payment systems.

Formal remittances to these Central American
countries are largely originated by money transfer



Remittances and Retail Payment Systems

Box 5.1. Remittance Transaction Structure

A typical remittance transaction takes place in three
steps: (1) initiation of remittances by a migrant sender
using a sending agent, (2) exchange of information
and settlement of funds, and (3) delivery of remit-
tances to the beneficiary. In step 1, the migrant sender
pays the principal amount of remittance to the send-
ing agent using cash, check, money order, credit card,
debit card, or a debit instruction sent through
e-mail, telephone, or Internet banking. In step 2, the
sending agency—a money transfer operator (MTO),
bank or other financial institution, money changer, or

merchant (e.g., gas station, grocery store) then in-
structs its agent in the recipient country to deliver the
remittance to the beneficiary. In step 3, the paying
agent makes the payment to the beneficiary. In most
cases, there is no real-time fund transfer; instead, the
balance owed by the sending agent to the paying
agent is settled periodically according to a mutually
agreed schedule. The settlement is mostly carried out
using commercial banks through the national clearing
and settlement systems. Informal remittances are
sometimes settled through goods trade.

Step | Step 2 Step 3
Sender Information b.y phone —_— Beneficiary
or mail
Cash, check, money order,
bank transfer, credit, debit, Cash, check, money order,
prepaid card, transfer order bank transfer, credit, debit
in person, by phone, or by card, Internet goods
Internet
l Information forwarded
. by e-mail, SWIFT, proprietar .
Sending agent Y ’ »Proprietary Paying agent
g g networks, fax, phone, ACH ying g‘ .
MTOs, banks, credit unions, MTOs, banks, credit unions,
microfinance institutions, »| microfinance institutions,
merchants, money ex- . . merchants, money ex-
changes, friends, relatives, Settlement in cash, via changes, friends, relatives,
missionaries, cell phone bank transfers, netting by missionaries, cell phone
companies other trade companies

operators (MTQOs) and banks in the source coun-
tries, and are channeled using mostly private propri-
etary payment systems and distributed through
banks and agents of the MTOs (Box 5.1). Most re-
mittances from the United States to these countries
are in the form of electronic transfers, but some are
in the form of money orders and drafts, especially in
Honduras.!'4 Nicaraguan migrants seem to rely
heavily on the MTQOs, which often have partner-
ships with local bank and postal networks. Hon-
duras and Nicaragua also have partnerships between
their post offices to provide remittance services. In

114De Luna-Martinez (2005).

El Salvador and Guatemala, banks are the dominant
remittance service provider. Except for a small pres-
ence in Guatemala, credit unions and microfinance
institutions do not play any significant role in dis-
tributing remittances.

A significant part of flows also goes through infor-
mal channels, especially traveling friends and rela-
tives.!15 The choice of the channel is affected by,

15For instance, the results of the 2004 survey on State-By-State
Data on Remittances Sent by Migrants in United States to Latin
America, conducted by the Multilateral Investment Fund of the
Inter-American Development Bank, indicate that approximately
12 percent of remittances are sent through people traveling or
by mail (available via the Internet: http://www.iadb.org/ext/
remittances).
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among other things, remittance costs, trust in the
intermediary, and convenience factors such as loca-
tion, hours of operation, language, and identifica-
tion requirements. Among these factors, high remit-
tance costs stand out as the most important factor
affecting the channel, the instrument (check,
money order, electronic wire, prepaid card, debit
card, and hand carry), the frequency, and possibly
the amount of remittance flows.

Remittance Costs

The fee structure for sending cross:border remit-
tances is rarely transparent. Remittance fees, typi-
cally paid by senders to the remittance agent at the
time of sending, range from a fixed $3-$5 per trans-
action to as high as 20 percent in the case of some
MTOs. The average remittance fee (excluding for-
eign exchange commission), according to some re-
ports, is around 4-6 percent in Honduras, 5-7 per-
cent in El Salvador, 6-8 percent in Guatemala, and
6-9 percent in Nicaragua for money transfers of less
than $300, which is the average amount that mi-
grants send home every month. In the case of West-
ern Union and MoneyGram, the fee for sending
$300 from New York to any of these Central Ameri-
can countries was 9.7 percent and 8.3 percent, re-
spectively, in 2005 (Figure 5.2). All remittance
agencies charge an additional foreign exchange
commission when the remittance is delivered in
local currency. In El Salvador, Nicaragua, and
Panama, major remittance agencies deliver remit-
tances in U.S. dollars. On top of the remittance fee
and foreign exchange commission, remittance
agents (especially banks) often take advantage of
the “float” by delaying remittance delivery and in-
vesting the funds in the overnight money market.

Remittance costs are significantly higher for
smaller remittance transactions used by poorer mi-
grants. In the case of Western Union and Money-
Gram, for example, sending $100 costs 15 percent;
however, sending $500 costs 8.6 percent and 8 per-
cent, respectively. The remittance cost structure,
thus, represents a greater burden for small transac-
tions. It is very likely that remittance flows would
increase, especially through formal recorded chan-
nels, if remittance costs were lowered.

Conservative estimates based on market analysis
suggest that the true cost of transactions—labor,
technology, setting up networks, and rent—add up
to only about $5 (or less) per transaction, signifi-

cantly below the fees charged to customers.!16 The
marginal cost of effecting transfers using sophisti-
cated payment system infrastructure can be very
low. The FedACH International service, offered by
the Federal Reserve Banks to process cross-border
transactions, for example, charges only 67 cents per
remittance transaction, irrespective of the principal
amount.!!” However, this service may enjoy cost ad-
vantages in terms of volume and infrastructure.

Further analysis is necessary to determine various
components of remittance costs. Recent research
points to absence of competition in this market as a
major contributor to high transaction costs. Remit-
tance costs are low, and have fallen in recent years,
in corridors (the United States—Mexico corridor, for
example) where competition has increased.!!8 Entry
of new remittance service providers, however, has
been sluggish in most corridors. High fixed costs re-
quired to build extensive agent networks is a major
entry barrier.

Improving transparency in remittance transactions
would raise consumer awareness, reduce unfair remit-
tance practices, and may have a significant effect on
costs. The World Bank and the BIS Committee on
Payment and Settlement Systems have set up a task
force, with IMF participation, to develop voluntary
principles for remittance service providers, regulators,
and supervisors for improving transparency in the
market. It is also possible that simply publicizing in-
formation on costs, as Mexican authorities do
through the consumer protection agency (Procu-
radurfa Federal del Consumidor, PROFECQ) initia-
tive, will contribute to strengthening competition.!9

Other measures to reduce remittance costs include
introducing new remittance instruments that take
advantage of new technology, especially Internet-
based technology. Card-based instruments, such as
stored value cards (similar to phone cards), credit
cards, and debit cards, are frequently used for sending
remittances to urban locations that have access to
card processing machines.’?0 These instruments,

1®Ratha and Riedberg (2005).

7 Fed ACH International services are currently available to
Canada, Mexico, Austria, Germany, the Netherlands, Switzer-
land, and the United Kingdom.

8Hernandez-Coss (2005).

1""The International Remittance Protection Act proposed by
Senator Paul Sarbanes of Maryland in September 2004 marks an
effort to improve disclosure of fees and exchange rate commis-
sions in remittance transactions.

120Cellular phone-based technologies, such as the Smart
Padala system in the Philippines, are not yet popular in the re-
gion, but it is a matter of time before such instruments become




Figure 5.2, Remittance Costs, April 2005
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however, represent a challenge from an anti-money-
laundering/combating the financing of terrorism
standpoint to properly identify the customer behind a
transaction.

Regulatory and policy decisions also affect the
level of transaction costs. Since the terrorist attacks
of September 11, 2001, authorities in many coun-
tries have adopted more stringent regulations and
stepped up enforcement of existing rules governing
the transfer of foreign exchange. In particular, the
introduction of the Patriot Act in the United States
in late 2001 tightened know-your-client require-
ments for fund transfers.!2! [n addition, financial in-
stitutions are also required to comply with the
AML/CFT recommendations of the Financial Ac-
tion Task Force (FATF), which are transposed in na-
tional regulations, as well as with the Office of For-

available. These systems combine the advantages of phone bank-
ing with the unique ID and security features of cellular technol-
ogy. See Ratha and Riedberg (2005); and Department for Inter-
national Development {2003).

121Section 326 of the Patriot Act requires banks to verify the
identity of customers. The law does not bar non-U.S. citizens
from opening bank accounts in the United States. A non-U.S.
customer who does not already have a social security number
could use a government-issued identity document (e.g., the na-
tional passport) to open a non-interest-bearing checking ac-
count, and apply for an income taxpayer identification number
(ITIN) to open an interest-bearing savings account.

eign Assets Control (OFAC) sanctions list.122 An
increasing number of countries are requiring MTOs
to register and report transactions on a regular basis.
These regulatory requirements have raised the cost
of fund transfers to the remittance service providers
who tend to pass on the cost increase to customers.
The regulatory regime governing remittances has
to strike a balance between curbing money launder-
ing, terrorist financing, and general financial abuse,
and facilitating the flow of funds through formal
channels. While, for instance, documentation re-
quirements can add to the cost of remittances and
restrict access to formal channels, they are necessary
to prevent the abuse of remittance services for
money laundering or terrorist financing purposes.
Strengthening the formal remittance infrastructure
by offering the advantages of low cost, flexible
hours, expanded reach, and language, and increas-
ing efforts to identify and regulate the unregulated
sector, would be effective ways to facilitate remit-
tance flows while preserving their integrity.
Harmonizing electronic fund transfer systems
could reduce the cost of remittances. Currently,
major transfer agents use their own (costly) propri-

122The FATF has issued special AML/CFT recommendations
for registering/licensing remittance service providers. See IMF

(2005).
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etary systems for effecting cross-border remittances.
Also, domestic payment systems have evolved inde-
pendently, although efforts are under way for their
harmonization.

Even with the prevailing cost structure, there may
be scope to reduce average remittance costs by
“bundling,” that is, by enabling senders to remit
more money but less frequently, perhaps by improv-
ing access to savings accounts or credit. Banks and
other financial institutions could play a role in facil-
itating this. In addition, improving migrant workers’
access to banking in the remittance-source coun-
tries could reduce transactions costs as well as en-
courage financial deepening in the countries receiv-
ing remittances. - . .

Remittances and Financial
Institutions

Financial institutions, including smaller ones
such as credit unions and microfinance institutions
(MFIs), can play a major role in delivering low-cost
and convenient remittance services.!23 If remit-
tances are channeled through financial institutions,
they might encourage more savings and also enable
better matching of savings and investment in- the
economy.!”4 Among the products that financial in-
stitutions are starting to offer to families receiving
remittances are consumer loans, mortgages, and life
insurance. Banks from countries in the region have
been active in this market for some time, including
through branch networks in sender countries. Larger
international banks have more recently shown some
interest in tapping this market.125

Credit unions in El Salvador, Guatemala, Hon-
duras, Nicaragua, Mexico, and Jamaica that are mem-
bers of the World Council of Credit Unions
(WOCCU) encouraged WOCCU to establish the
International Remittance Network (IRnet) in July
1999, to facilitate remittance flows from the United
States to Latin America. This initiative has success-

I23Microfinance can be particularly important for channeling
remittances to rural areas, where nearly 40 percent of recipients
reportedly live—see Yang (2004) based on the 2002 round of the
Encuesta de Hogares Propésitos Multiples.

124A bank account offers security and convenience for saving.
Thus, a remittance recipient with a bank account is more likely to
save a part of the remittance income than an unbanked person.

125For instance, in 2004, Banco Bilbao Vizcaya Argentaria
(BBVA) of Spain reached an agreement to acquire Laredo Na-
tional Bancshares of the United States with a view to tapping the
Hispanic market in the Texas-Mexico border area.

fully lowered remittance costs by raising customer
awareness of remittance fees and by generating, to
some extent, competition in the remittance market.
The remittance fee through IRnet is a flat $10 for
sending up to $1,000, much lower than the fees
charged by major MTOs (see Figure 5.2). Besides fee
income, these institutions are interested in using re-
mittances for relationship building with existing and
new customers. It is reported that 14-28 percent of
nonmembers who came to WOCCU-affiliated credit
unions to transfer funds eventually opened an ac-
count, and 37 percent of credit union members saved
some part of their remittance receipts.!26

Financial institutions are exploring new products
such as car and housing loans to remittance recipi-
ents. The idea of using remittance receipts as a way to
evaluate credit history for lending to microenterprises
is also being explored. Some institutions are also ex-
ploring ways to target remittances to specific uses
such as paying school fees or medical bills. Others are
exploring insurance products, for example, to ensure
a stable flow of income to the remittance beneficiary
in the event that the sender suffers an income shock.

In entering the remittance market, smaller non-
bank financial institutions such as the MFIs have
often entered into corresponding banking relation-
ships with local commercial banks and with interna-
tional remittance providers (such as the [Rnet or
the major MTQOs).127 Such tie-ups may be a reason
behind high remittance fees charged by some MFIs
in Central America, although their services may
still be considered convenient by customers.!28

Securitization of Remittances

Taking advantage of the large size and stability of
remittance flows, financial institutions in El Sal-
vador followed the example of Mexican banks and
raised $650 million from the international capital
markets between 1998 and 2004 by securitizing fu-
ture flows of remittances and, more recently, other

126Grace (2005) based on data from the FEDECACES in El
Salvador and the FENACOAC in Guatemala.

127In Guatemala, Bancafe, Banrural, and FENACOAC have
partnerships with MoneyGram, Western Union, and Vigo, re-
spectively. In El Salvador, FEDECACES has partnered with
Vigo, and Procredit with Western Union, and several others with
MiPueblo (see Orozco, 2004).

128See Orozco and Hamilton (2005); Isern, Deshpande, and
van Doorn (2005); and Sander (2004).
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Securitization of Remittances

TABLE 5.2
Securitization of Future Remittances in El Salvador
Amount

(in millions of Transaction Sovereign
Year Issuer US. dollars) Flow Type Rating Rating
1998 Banco Cuscatlén 50 Remittances BBB BB
1999 Banco Cuscatlén 25 Remittances BBB BB+
2002 Banco Cuscatlin 100 DPR AAA BB+
2002 Banco Agricola 100 DPR AAA BB+
2002 Banco Agricola 40 DPR AAA BB+
2003 Banco Cuscatlin 125 DPR AAA BB+
2003 Banco Agricola 60 DPR AAA BB+
2004 Banco Salvadorefio 25 DPR BBB BB+
2004 Banco Salvadorefio 75 DPR BBB BB+
2004 Banco Cuscatlin 50 DPR BBB BB+
Total 650

Sources: Ketkar and Ratha (2004); Fitch Ratings; and Standard & Poors.

diversified payment rights (DPRs), such as export
revenue and FDI (Table 5.2).

Securitization of future remittances {as well as
tourism receipts and export receipts) can enable de-
veloping country borrowers (typically, financial in-
stitutions)} to access international capital markets
during hard times. By mitigating currency convert-
ibility risk, a key component of sovereign risk, the
securitization of future remittances allows securities
to be better rated than the sovereign. These securi-
ties are typically structured to obtain an investment
grade rating. In the case of El Salvador, for example,
the remittance-backed securities were rated invest-
ment grade, two to four notches above the subin-
vestment grade sovereign rating. Investment grade
rating makes these transactions attractive to a wider
range of “buy-and-hold” investors (e.g., insurance
companies that face limitations on buying subin-
vestment grade securities). As a result, the issuer
can access international capital markets at a lower
interest rate and longer maturity.

Perhaps the most important incentive for govern-
ments to promote this asset class lies in the externali-
ties associated with it. Securitized transactions, as op-
posed to unsecuritized ones, involve a much closer
scrutiny of the legal and institutional environment—
the existence as well as the implementation of laws
relating to property rights and bankruptcy proce-
dures. A remittance securitization transaction backed
by the government can also help usher in reforms of
the legal and institutional environment.

Remittance securitization typically involves the
borrowing entity such as a bank pledging its future

o .

remittance receivables to an offshore special purpose
vehicle (SPV) that issues the debt (for an example,
see Box 5.2). Designated correspondent banks are
directed to channel all remittance flows of the bor-
rowing bank directly to an offshore collection ac-
count managed by a trustee. The collection agent
makes principal and interest payments to the in-
vestors and sends excess collections to the borrowing
bank. Since remittances do not enter the issuer’s
home country, the rating agencies believe that the
structure mitigates the usual sovereign transfer and
convertibility risks. Such transactions also often re-
SOrt to excess coverage to mitigate the risk of volatil-
ity and seasonality in remittances.

The first major securitization deal involving in-
ternational migrant remittances occurred in 1994 in
Mexico. Since then, the volume of remittance secu-
ritization has grown rapidly. Using this instrument,
Mexico, Turkey, and El Salvador raised about $2.3
billion during 1994-2000. As electronic transfers
became more prevalent and made it easier to track
complex transéctiohs, remittance securitization
gave way to securitization of DPRs including mainly
migrant remittances, but also payments related to
exports and FDI. Between 2000 and 2004, a total of
$10.4 billion was raised through securitization of
DPRs by Brazil ($5.3 billion),!?9 Turkey ($4.1 bil-
lion), El Salvador, Kazakhstan, Mexico, and Peru
(although remittances remain dominant).

129These bonds resulted in a spread saving of over 700 basis
points compared with Brazil’s sovereign spread.
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Box 5.2. Banco do Brasil’s Nikkei Remittance Trust Securitization!

Amount: $250 million.
U.S. dollar- or Japanese yen—denominated

worker remittances.

Collateral:

Transaction BBB+ versus Banco do Brasil’s and
rating: Republic of Brazil's foreign currency rating
of BB-Stable.

This deal involved Banco do Brasil (BdB) selling its
future remittance receivables from Brazilian workers
in Japan directly or indirectly to a Cayman
Island-based offshore special purpose vehicle (SPV)
named Nikkei Remittance Rights Firtance Company
(see the figure). A New York city—based SPV issued
and sold the debt instrument to investors, receiving
$250 million. BdB Japan was directed to transfer re-
mittances directly to the collection account managed
by the New York-based trust. The collection agent
was to make principal and interest payments to the
investors. Excess collections were to be directed to the
originator BdB via the SPV.

Since remittances did not enter Brazil, the rating
agencies believed that the structure mitigated the
usual sovereign transfer and convertibility risks. The
structure also mitigated the bankruptcy risk because
the SPV had no other creditors, and risk of bank-
ruptcy was minimal given the government-owned
BdB’s dominant position in Brazil. Furthermore, legal
opinion held that creditors would continue to have
access to the pledged security (i.e., remittances) even
if BdB were to file for bankruptcy.

A number of residual risks remained that were diffi-
cult to structure away. These included performance
risk—the ability and willingness of BdB to garner re-
mittances and deliver them to the collection account
managed by the New York—based trustee; product
risk—the ability and willingness of Japan to generate
remittances; and diversion risk—the possibility of BdB

I'This box draws on Ketkar and Ratha (2004).

As experience with this instrument broadens and
investors become more comfortable with its charac-
teristics, it is possible that it could be used by a wider
range of countries (including poor countries) and
for a broader range of external flows (remittances,
tourism receipts, commodity earnings). Financial
institutions in the Central American countries that
receive significant amounts of remittances can po-
tentially raise financing from international capital
markets using the future remittance-backed securiti-
zation structure. However, to the extent remittances

selling the remittance rights to another party. The pet-
formance risk is generally captured in the issuer’s local
currency rating. For entities such as banks, Fitch uses
the going concern and Standard & Poor’s {S&P) the
“survival” assessment of the originating entity in rating
an asset-backed transaction higher than the issuer’s
local currency rating. This was the case for the BdB’s
Nikkei Remittance Trust transaction, which was rated
BBB+ versus BdB’s BB+ local rating. In reaching this
decision, S&P took into account BdB’s position as the
largest financial institution in Brazil (with a 2,900-
strong branch network) that makes it a natural con-
duit for funds transfers, the long-established presence
of BdB in Japan since 1972, and the importance of
worker remittances in generating foreign exchange for
the Brazilian government. The product risk from
volatility and seasonal fluctuations in remittances was
mitigated via over-collateralization or excess coverage,
with a debt service coverage ratio of 7.64.2 Another el-
ement of product risk was partially mitigated by recog-
nizing Japan’s need for workers to supplement the na-
tive workforce, and the availability of Brazilians of
Japanese descent to fill this demand. S&P, however,
recognized as constraints on the rating the possibilities
of Japan obtaining workers from countries other than
Brazil and BdB selling remittance rights to another
party. It expressly identified the latter as an event of
default, triggering early amortization.

Some elements of sovereign risk cannot be totally
eliminated. For example, the Central Bank of Brazil
can compel BdB to pay remittances directly to the
central bank instead of the trust. A degree of protec-
tion against this risk is provided by the fact that BdB
is majority owned by the government of Brazil. In
other instances, remittance securitized transactions
have made designated correspondent banks sign a

2While excess coverage helps to mitigate elements of prod-
uct risk, it also reduces the total amount of funds that can be
raised with future flow receivables.

finance consumption and imports, they will not be
available as collateral.

One of the main problems with future flow securi-
tization is that it increases the level of inflexible
debt of the issuer, usually private financial institu-
tions.13 Although the current level of debt pledged
to future flows is not alarming, such debt reduces the
flexibility and ability to service other nonpreferred
debt. Securitization of future remittances (and other

130See IMF (2003); and Chalk (2002).
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Structure of Banco do Brasil’'s Remittance Securitization

Banco do Brasil,

Remittance payments

Japan

via consent agreement

Proceeds of $250 million

New York City—based trust

Cayman Island-based SPV:
Nikkei remittance rights
finance company

A

A
$250 million + .
Collection
excess -
rights
collateral
Banco do

Brasil

Source: Standard & Poor's.

Notice and Ac¢knowledgement, binding under the
U.S. law (or the law of a highly rated country), that
they will make payments to the offshore trust. That
would make the sovereign reluctant to take the drastic
step of requiring payments into the central bank. Cur-

future flows) can potentially conflict with the nega-
tive pledge provision included in the World Bank
loan and guarantee agreements. While this clause
does not prevent a borrower from pledging assets to
other lenders, it prohibits establishing a priority for
other lenders over the World Bank.13!

1The IMF does not have any formal negative pledge provi-
sion, but it could take into account collateralized future receipt
agreements in making financing decisions under Article V. See

IMF (2003), p. 14.

Excess collection

Processed

P&l
$250 million

A

Investors

rency devaluation is yet another element of sovereign
risk that cannot be totally eliminated even in struc-
tured transactions. For instance, currency devaluation
may impact the size and timing of remittances, particu-
larly through formal channels.

Several policy hurdles need to be surmounted be-
fore securitization deals can proceed. High fixed
costs of legal, investment banking, and credit rating
services as well as long lead times can pose difficul-
ties for developing countries with few large entities
and high borrowing needs. A master trust arrange-
ment can permit issuers to structure a large deal but
tap the market in several tranches. Pooling receiv-
ables of several branches (or even several borrowers)
could also help to increase the deal size to justify
large fixed costs. Absence of an appropriate legal in-
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frastructure is yet another constraint on issuance.
Overcoming this constraint need not call for a
grand overhaul of the entire legal system—a more
focused approach that concentrates on bankruptcy
law may suffice, by making sure that pledged assets
remain pledged in the event of default.13?

Conclusions

Migrant remittances are the largest source of ex-
ternal financing and a large source of funding in re-
lation to the size of the Central American economy.
Remittances are, therefore, a significant part of the
retail payment system covering small-value transfers
or transactions where one of the counterparty is an
individual.

From a financial sector point of view, large remit-
tance flows raise two sets of issues: how to reduce

cross-border remirtance costs, and how to leverage

remittances for improving financial deepening in
the recipient countries. A related and somewhat
under-researched issue is the use of remittances as
collateral for raising external financing.

Measures to reduce remittance costs and
strengthen the financial infrastructure include en-
couraging competition among remittance service
providers, harmonizing regulation, introducing elec-
tronic remittance instruments, harmonizing pay-
ment systems, and extending banking access of re-
mittance recipients at home and migrants overseas.

Improving data on remittances, especially bilat-
eral flows and corridor-specific data, would help to
encourage competition in the larger corridors. Offi-
cially recorded remirtance data are believed to sig-
nificantly underestimate the true size of remittance
flows. An international working group comprising
the World Bank, the IMF, the European Central
Bank, the Inter-American Development Bank, the
OECD, and the United Nations, is currently look-
ing into improving data on remittances. Another
task force jointly set up by the World Bank and the
CPSS, in which the IMF is also participating, is cur-
rently developing voluntary principles for remit-
tance service providers and regulators to improve
transparency in the remittance market.

32Tran and Roldos (2003} outline a broader set of policy ac-
tions and reforms for securitization. Although these recommen-
dations are for securitization of existing (and local currency) as-
sets such as mortgage loans, they also apply for securitization of
future flow (and hard currency) assets.

Many of these efforts to facilitate cross-border re-
mittances would require bilateral cooperation be-
tween the Central American countries and the U.S.
government, since the United States is the most im-
portant source of remittance flows to Central Amer-
ica. These efforts would also require regional coop-
eration as intraregional remittance flows are sizable.

Efforts to reduce costs have to be carefully bal-
anced with efforts to fight money laundering and
the financing of terrorism. While, for instance, doc-
umentation requirements can add to the cost of re-
mittances and restrict access to formal channels,
they are necessary to prevent the abuse of remit-
tance services for money laundering or terrorist fi-
nancing purposes. Strengthening the formal remit-
tance infrastructure by offering the advantages of
low cost, flexible hours, expanded reach, and knowl-
edge of foreign languages, and increasing efforts to
identify and regulate the unregulated sector, would
be effective ways to facilitate remittance flows while
preserving their integrity.

Banks and smaller financial institutions, such as
credit unions and microfinance institutions, can
play a role in delivering low-cost and convenient re-
mittance services. Remittances, in turn, may bring
new customers and business, such as consumer
loans, mortgages, and life insurance, to these institu-
tions. Banks in Central American countries have
been active in this market for some time, including
through branch networks in sender countries. Larger
international banks have more recently shown in-
terest in tapping this market.

There is potential for mobilizing financing from
international bond markets by securitizing future re-
mittance flows in Central America, especially dur-
ing times of low liquidity and heightened perception
of country risk. Future flow securitization, however,
increases the level of inflexible debt of the issuer
(usually, financial institutions). This activity may
also be constrained because remittances tend to feed
directly into consumption and imports and thus do
not constitute increased financial savings.
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