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countries. Remittances to developing countries rose from US$2.98 billion in
1975 to US$90 billion in 2003'. By 2005, the amount has risen to about
UUS$188 billion and by 2008 it has increased by more than 60% of 2005 value
(World Ba~';, ™109). ™--iittances appear to be a sign”“-ant source of foreign
exchange inflows, surpa ing the amount of official development inflow and
portfolio investment. In the ag—egate, remittances are currently the second
largest source of foreign capital inflows both in terms of growth  d intensity
in Gross Domestic Product (GDP). In some developing and less developed
economies, workers’ remittances (or simply remittances) account for more than
10% of GDP. Because of the increase in inflow coupled with how intensive __
is in economic activities of some countries. scholars have begun to examine the
possibility of and channel through which remittances may likely affect the

economies of the receiving countries.

Received evidence from cross-country studies appears inconclusive, On ..i¢
one hand. remittances lower economic growth through moral hazard. In this
case, remittance receivers pretend as if they are une—ployed where they do
not search for work (Chami, Fullenkamp. and Jahjah, 2003; Azam and Gubert,
2005). Conspicuous spending can also be linked to this moral hazard in the
sense that some remittances receivers .2nd to use the money to buy goods that
are not produced in the country. thus, increasing import outlay of ..ie country.

This implies that the same community characteristics the. led to migration also

""I'his amount is an official report, and constitutes just 30%0 of the actual amount remitted. The
rest 50%0 15 argued to have been remitted through informal channel (World Bank, 2 )
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The main arguments in favor of the substitutability hypothesis are  esent by
Giuliano and Ruiz-. uranz (2005), who analyzed the respective roles of
remittances and the fin-~cial sector in promoting eco~»mic growth through
investment. They show in their model that the impact of remittances on
growth is stronger when financial markets are under-developed. By contrast, a
high degree of financial development reduces the role of migrants’ transfers in
spurring ir :stment. The authors explain such relation by the fact that
remittances help to release credit constraints in countries where credit markets
are imperfect. When potential investors, who lack credit histories and
collateral assets, do not have access to formal sector loans, they n ber fit
from the financial contribution of a friend or a relative living abroad, namely
thro h remittances. On the contrary, when capital market imperfections are
limited and access to credit is readily a 1ilable, small entrepreneurs an rely on
the financial sector. and remittances are not as useful as in shallow financial

systems.

The substitutability hypothesis is supported by Calderdn, Fajnzylber and .opez
(2007), who find that the effect of remittances on growth is inversely related to
financial depth in developing countries. For instance, according to their
calculations. an increase in remittances by one standard deviation would lead
to a higher growth rate of 0.46 percent per year in Argentina, 0.39 percent in
Peru, and 0.31 percent in Brazil. Such result is consistent with the fact that

financial development is higher in Brazil than in Peru and in Argentina, both in
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signific-~t a—-ounts of money facilitates their access to loans, ma’ "1g possible
the expansion of the domestic credit market. Finally, high levels of remittances
in developing countries have spurred the interest of financial intermediaries
cager to capture the Jargest pos 7" : share of the market. ~s a result,
competition between money trar er operators and banks has significantly
increased, compelling them to inve in improvin- functional efficiency

(Khoudour-Castéras, 2007).

As an extension to the previous work, and in order to confirm the relation
between remittances and financial development, Peria, Mascaré and
Moizeszowicz (2007) focus on the Latin Americi~ and Caribbean region.
These authors carried out a macro-level analysis, based on 25 cou ries for the
period 1975-2003. that reveals that the impact of remittances on financial
development is positive but smaller than in other de :loping regions. In the
authors’ opinion, recurring crises in Latin America and the Caribbean have
created a climate of distrust in the banking system. which explains why
remittance recipients are less prone to use the financial syst-— than in off r
regions. = :vertheless. micro-level evidence from 19 household surveys
conducted in 11 Latin American and Caribbean countries shc s that the
probability of using financial services. namely bank accounts and credit, is
higher among households that receive remittances than for the rest of the
population. Lastly, country-specific studies in El Salvador and  exico confirm
that remittance recipients are better “bankarized” than other people, but do not

find evidence that remittances affect credit levels.
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III.  Stylized Facts About Remittances and Financial Development in
Nigeria
Migration phenomenon in Nigeria has begun before independence, but the
pattern ~  the 1960s appeared to be diftferent from what it is today. I~ the
1960s. the essence of migration, particularly to the developed countries was
practically on human development —ounds, and not for the purpose of
remitting back home. In that period, there was acute supp of manpower for
development and people were sent to countries like the United Kingdom,
United States and Canada to acquire necessary skills, which - II be useful for
the country’s development. Meanwhile, almost 50 percent of those that
migrated then actually returned, while the rest 50 percent decided to stay back.
Recognizing vast economic advantage in the country of resident. those who
stayed back continued to arrange for how their rel__ves and friends will come

and jc*- them (Adebusoye, 20006).

Nigerians officially residing in the OECD countries in 1990 were close to one
million. Of this, about 50 percent reside in North America w" 'e the rest reside
in Europe. Between 1990 and 2000, it was reported 1 it the number of
Nigerians migrating to the OECD increased by 6 percent on average (OECD,
2004). In the US, UK and Canada, the average growth rate of Nigerian
foreign-based were computed to be around 56 percent. 57 percent and 100
percent respectively. in the period 1990-2006. In 2006 alone, the num r of
Nigerian workers who migrated to the UK was 117,000 of which 60,000 were

women. In the US, 6.000 green cards were issued to Nigerians each year and,
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preceding period. Growth rates of all foreign capital inflov  fell in the 1995-
1999 period. Incidentally, the growth rate of financial development indicators,
particularly demand deposit also fell. In the 2000s, while the growth rate of
remittances fell, that of demand deposit, credit to the private sector and other
foreign inflows actually rose. ' aat this trend implies is that the relationship
between remittances and financial development in Nigeria cannot be
determined a priori. In the earlier decade. when the financial development of
Nigeria was relatively crude, remittances tended to grow in the same direction
as demand deposit, while in the later decades. when the financial development
was relatively better and improving, remittances tended to move in the
opposite direction. It is, “"crefore, important to explore further in order to
establish the exact relationship between remittances and financial
development, and also, to find out the magnitude and direction of effect of the

former on the latter.

Table 1: Growth Rates of Foreign Inflows and Financial Developir 1t in Nigeria

Demand Credit to the
Period Deposit private sector Remittances FDI ODA
1980-1984 -2.32 . -1 -0.19 -0.20
1985-1989 9.86 . 8.79 19.70  2¢
1990-19 10.40 74.70 85.54 7.93 -1.43
1995-1999 2.60 -19.17 7.17 1.34 -1.65
2000-2006 9.10 19.37 337 17.11 5033

Sovurce: Author’s computation. Underlying data from IMF Buunce | Eu_.-mems Yearbook (CD-ROM,
2008)
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S

REM is workers™ remittances, and data for t*-°- variable were extracted from
IMF Balance of Payments Yearbook, (CD-ROM 2008). It must be noted that
workers’ remittances is one component of rem...ances. Other components
include compensation of employees ( ages. salaries 2~ 1 other benefits carned
by non-resident workers for work performed for resident’s of other « untries)
and m’—ant transfers (financial iten that arise from the migration or chanyg -
of residence of individuals from on¢ economy to another}. Money repatriated
back home by workers who work and reside in the foreign country more than
one year is called workers’ remittances. Thus, the reason for choosing
workers’ remittances is to understand how Nigerians who chose to work and
stay in the foreign land, contribute to the financial development of their

country of birtl. .

The :~-trix X refers to a set of variables that the literature has found to affect
financial development. We use GDP to control for country s : and GDP per
capita to control for the level of economic de' lopment. Th ¢ variables are
included based on the fact that the develop = = * of the fin¢ " :ial sector requires
paying fixed costs that become less important the 1 ger the size of the
economy and the richer the country, Inflation is another control variable
adopted in this model. Boyd. Levine and Smith (2001) pointed out that
inflation tends to distort economic agent’s decision-making regarding nominal

magnitudes. discouraging financial intermediation. and promoting saving in

4. e .
Country of birth in this case ref  to the home country where migrants were born before
jetting out of the country
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(Perasan et al/, 2001). Having detected the existence of coi-‘egrating
equations. then we proceed to modify equation 1 such that it becomes a
structural dynamic model. The is the pr znce of long run relationship implies
" at the response of dependent vr—-bie to any nc¢ inal cha—7e in tl

independent variable may appear to be insignificant because the long-run
information is lost. To restore this lost long run information, we will revert to
a vector error correction model. The general form of the vector error

correction model is given as follows:

£l
Ay =a, +o,t =Tz +Z DAz +yw+p
1=l (2)

where z; = (yi, Xi.) ... yi is an myx 1 vector of endogenous 1(1) variables
X; is an myx 1 vector of exongenous I(1) variables

-1
Ax, = q, +5‘“', S +ww 4+ uw, is a q* 1 vector ¢ “¢-olanate 7 va-bles 1(0)

p
In the model. the disturbance vector of p and w; satisty the assumptions:

(a) p =(ew,"d(0,2) where L = a symmetric positive-definite matrix (b) p; =
(the disturbance term in the combined model) are distributed independently of
w,. i.e. E(u/TI) = long n multiplier matrix i.e. TT is multiplier matrix of order

(m, +m). where m = (mx + my)

[y — r'p1y = coefficient matrices capture the short run dynamic and are of
order my*m and y, = the m,*m matrix of coefficients on the (0} exogenous

variables.
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ODA. GDP) is vector matrix which represents ' - set of * dependent variables
in the concerned model, namely credit to the pri ite sector, demand deposit,
broad money and loan to the pri ite sector (all expressed as share in GDP); ©
is a r trix ¢ * VAR parameters for lag i. Following Pesaran, et al, (2001), y,
must be I(1) variables, but the regressors z; can be either I{1) and I(0).

Therefore, our preferred estimable model is given t

ALFIN, = a, +a, > ALREM, + 8. > ALGDF, + S, > ALPCI, +£, NNF +;
[ =1 r=1 [

+ B. Z ALOPEN, + f3, Zl AFD, + B, Z. ALODA, +B,CE, | + £, cveeeeaeneiraneannnn 4

The definition of these variables and sources of data is presented in Table 2

that follows.
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Table 4: Pairwise Correlation atrix

“NGDP CREDIT LOAN M2 JDEPOSIT REM ODA FDI NFLATION PCI OPEN
LNGDP I
CREDIT -{).48 1
LOAN -0.04 0.7699 1
M2 -1.34  0.9262 0.9022 1
DEPOSIT -0.22 08711 0936 ).9724 |
REM 0.843 0.203 0.2934 0.027 .1 1
ODA 0.508 -0.337 -0.095 -0.344 -0.18 0.44 1
FDI1 0337  -0.028 -0.034 -0.075 -0.13 036 0.06 |
INFLATION  0.031 -0.103 -0.336 -0.265 -0.34  -0.1 -0.01 037 1
PCI 0405 -0.373 -0.262 -0.329 -0.35 016 0.26 0.19 )2 1
OPENNESS -0.02  0.3392 0.2664 13714 0394 0.15 0.1 0.11 0.04 -0.12 1
Table 5: Augmented Dickey-Fuller Unit Root Test*

Variables At level First difference Second difference level of integration
CREDIT -1.85 -3.81. In
LOAN -2.47 -4.827 I(
M2 -2.26 -4.844 (1)
DEPOSIT -2.43 -4.798 (N
REM -1.09 -6.073 I(H
ODA 1.432 -3.352 ItnH
FDI -3.33 -4.612 In
PCI 3.9 . 1(0)
GDP 0.81 -4.03 I(1)
INFLATION -3.73 -6.239 I(1)
OPENNESS -2.42 -4.203 I(1)

*the 5% critical value | the ADF statistics is approximately 3.45 for levels, first

difference and second difference. The ct” cal valueis  sedon .} non (i9™"

Following the information on the level of integration of the ve ables. ¢
employ the Johansen approach for the investigatic - of long-run relationships
among the variables. The Johansen procedure for multivariate cointegration
test focuses exclusively on the effects of remittances and other variables on

chosen financial development variables. In Table 6a. the Trace-test values
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Table 6a: Johansen First Information Co-integration Test Results,
Credit to the Private Sector

Trace 5 Percent 1 Percent Hypothesized
Ho Eigenvalue Statistic  Critical Value Critical Value No. of CE(s)
=0 0.993 329 156 168.4 None **
r<l 0.972 205 1242 133.6 At most | **
r<2 0.843 115 94,15 103.2 At most 2 **
r<3 0.66 69.2 68.52 76.07 Atmost 3 *
<4 0.527 42.2 47.21 54.46 At most 4

*(**) denotes rej  tion of the hypothesis at the 5%(1%) level

Table 6b: Johansen First Information Co-integration Test Results, Demand Deposit

Trace 5 Percent [ Percent Hypothesized
Ho Eigenvalue Statistic  Critical Value Critical Value No. of CE(s)
=0 0.99 334 156 168.36 None **
r<l 0.97 202 124.24 133.57 At most 1 **
r<2 0.84 I16 94.15 103.18 At most 2 **
=<3 0.7 70 68.52 76.07 /. most3*
r<4 0.52 40 47.21 54.46 At most 4

*(**; denotes rejection of the hypothesis at the 5%(1%) level

Table 6¢c: Johansen First Information Co-integration Test Results,
1te * :Private Sector

Trace 5 Percent | Perc t Hypothesized

_ Ho Eigenvalue Statistic Critical Value Critical Value No. of CE(s)
=0 0.9992 3877 156 168.4 None **

<] 0974411 2094 124 133.6 At most | **

<2 0.840395 T8 942 103.2 At most 2 **

r<3 0.7282 71.9 8.5 76.07 Atmost 3 *

r<4 0.516245 3933 47.2 54.46 At most 4

Note: *(**) denotes rejection of the hypothesis at the 5%(1%) level
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Table 11 shows how broad money responds to changes in remittance inflows.
Inflation, trade openness, foreign direct investment, remittances and per cag...
income are variables that affect the behaviour of money supply. Out of th ¢
variables, 'y remitt-~ces have a po. “ive “~Dact ¢~ ney supply, while ‘*z
constant variable is not significant. A 10% increase in remittances ill raise
money supply by 1.8 per cent. Ifinfl__on rises by 10 per cent, money supply

11 fall by 0.1 percent. This implies that inflation have a mild impact on
money supply. If trade openness rises by 10 per cent, money supply will fall
by 6.2 per cent. In the case of foreign direct investment, money supply * 1l fall
by 1 per cent if the lagged value of FDI rises by 10 per cent. In the same vein,
official development increase by 10 per cent will reduce money supply t .7
percent, while an increase in per capita income to the tune of 10 per cent will
reduce money supply by 0.3. The speed of convergence as shown by the last
variable is approximately 77 per cent. All the statistical properties of the
model is in order with R-squared and adjusted R-squared being 92% and 8§7%

respectively, ' 1ile Durbin-Watson and F-statistics are 2.3 and 18.1
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remitts ~ ses substitutes for, complements or worsen financial development *-

Nigeria?

We used der---1 deposit, credit to the private sector, bank loans  ° banking
sector liquidity — M2 — as measures of financial development. We also
controlled for other capital flows, trade flows, inflation, and country ize
among others. We adopted a dynamic structural equation after establishing a

long-run relationship between remittances and financial development.

Taking data spanning 27 years from 1980, we found out that workers’
remittances show a positive but insignificant effect on demand deposit.
Demand deposit shows the extent to which deposit money banks can attract
financial savings and also provide a liquid store of value. This implies that
though remittances have potential to raise financial saving. the ability to take
advantage of this by the deposit money banks is weak. As a result, a good
proportion of remittances do not find its * 1y ii..) banks as deposit. This
confirms one of the characteristics « ~ remittance receivers - most of them are
relatively poor and once remittances are withdrawn in foreign currency. it will
be converted to domestic currency in the paraliel market and a good percentage
of such money will not find its way to " e bank directly. Specifically, the

saving culture of remittance ceiver appears weak.

The effect of remittances on loans is positive but also insignificant. I.oans by

deposit money banks to the private sector measure the extent to which the
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parallel market exchange rate and official (both the CBN, 'DAS and
Interbank) r  s. Thus attemy . at closing the g or reducing the g&,, " 1 :n
official and unofficial exchange rates may raise ‘bankerized remittances’.
Furthermore, so “e deposit incentives and prc itions can be embarked upon
by the commercial banks. Such incentive can be enforced by the Central Bank

of Nigeria.
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