Eurasian Journal of Economics and Finance, 8(4), 2020, 261-273
DOI: 10.15604/ejef.2020.08.04.006

EURASIAN JOURNAL OF ECONOMICS AND FINANCE

www.eurasianpublications.com

REMITTANCES AND ECcONOMIC DEVELOPMENT: EVIDENCE FROM SADC
COUNTRIES

Courage Mlambo
Corresponding Author: University of Fort Hare, South Africa
Email: mlamboct@gmail.com

Forget Kapingura
University of Fort Hare, South Africa
Email: fkapingura@ufh.ac.za

Received: August 10, 2020 Accepted: December 11, 2020

Abstract

This study sought to examine the effects of remittances on economic development on selected
SADC states. Remittances are important for the survival of poor individuals, households and
societies around the world. The funds sent by migrants are a crucial means of survival that can
assist families in buying food, sending children to school and building basic shelter. Given the
poor economic development in these SADC countries and the probable development outcomes
of remittances, remittances income should be critical to the SADC countries. However, literature
shows that relationship between remittances and development is not always clear. Remittances
may bring positive or negative effects. It is against this background that this study sought to
examine the effects of remittances on economic development on selected SADC states. The
study used panel data and the sample included five SADC countries (Zimbabwe, Mozambique,
Lesotho, Eswatini and DRC) for the years 2005-2015. The study used a Fixed effects model,
random effects model and a GMM approach to estimate the effects of remittances and economic
development. Results showed that remittances have a positive effect with economic
development. This finding suggests that remittance inflows are able to stimulate economic
development. The study recommended that the government put in place policies that enhance
the remittances transformation to economic development.
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1. Introduction

Mutume (2019) defines remittances as cross-border income that is send by migrants back to their
home countries. Remittances are important for the survival of poor individuals, households and
societies around the world. The funds sent by migrants are a crucial means of survival that can
assist families in buying food, sending children to school and building basic shelter (Finmark,
2017). Remittances are to an increasing extent seen as a comparatively appealing source of
foreign funds for low-income countries because they may assist in accelerating development
(Spatafora, 2015). Even in cases where remittances funds only have a marginal and limited



Mlambo & Kapingura / Eurasian Journal of Economics and Finance, 8(4), 2020, 261-273

growth impact, they can be very important in improving welfare. In developing countries, many
poor communities rely on remittance income for the basic needs and therefore increased
remittances may be linked with improvements in development and welfare of communities
(Spatafora, 2015). This view had earlier been stated by Adams (2011) who had argued that
remittances increase income levels and they can also be used for human development (education
and health), subsequently contributing towards welfare improvement and development.

Ratha (2013) states that remittances are linked with substantial development outcomes
over numerous areas such as equality, education and health. Remittances also carry some
multiplier effects, with some of the investments and spending done by remittance receiving
households accruing to the whole community. Pertaining to poor families, they assist in human
development by funding education and health care needs and encouraging small business
development through investments in entrepreneurial activities (Gianetti et al. 2009; King and
Ross, 2009 and Jayaraman et al. 2011). Remittances are crucial and commonly the main source
of income for several families in low-income countries. Ustubici and Irdam (2012) concur and
state that remittances are a critical means for survival of many households and some fragmented
and war-torn states rely on remittances. It is for these reasons that remittances have been
regarded as a development tool because they can increase household incomes and lessen
poverty levels in developing countries.

However, it should be noted that remittances have not permanently been regarded
appreciatively from a development standpoint. Singh (2015) claims that there is an element in
‘development’ that the literature on remittances frequently fails to acknowledge. Fullenkamp
(2015) states that notwithstanding the point that several developing countries obtain exceptionally
huge amounts of remittances — considered in relation to the size of their economies — no single
remittance success story has been seen or witnessed. Stated differently, there is not even a single
case for which remittances have undeniably steered economic development. A strong reason
why remittances may not steer development is that remittances can increase inequality, prompt
import consumption and create a culture of dependency (Crush, 2006). Furthermore, because of
their countercyclical nature, remittances can incentivize governments to avoid their duty to supply
essential public goods and maintain citizens’ welfare (Singh, 2015). Remittances may also lessen
citizens’ motive to pressure the government to develop and implement policy and actions that
stimulate economic growth and development (Chami et al. 2008). From this perspective, it can
be said that far from steering development, remittances hold a perilous capability to worsen socio-
economic problems, political challenges and stifle the economy (Singh, 2015).

Households in sub-Saharan Africa (SADC included) have a long tradition of cross-border
migration and associated remittances (Finmark, 2017). In the SADC region, much of the
remittances come from South Africa. South Africa is an economic centre for many African
countries, and has conventionally been an attractive destination for African migrants, and
consequently, a vital source for remittances (Finmark, 2016). According to International
Organization for Migration (2016), South Africa accommodates approximately 58.4% of SADC
migrants and greater part of remittance flows from South Africa (that is 90% of all money transfers)
are destined for neighboring Zimbabwe, Mozambique, Lesotho, Swaziland and DRC (Finmark,
2017). These countries will be used in this study. The countries also have low scores in the HDI's
measurement of development. Out of 189 countries, Eswatini ranks at 144, Zimbabwe at 156,
Lesotho at 159, DRC at 176 and Mozambique at 180 (UNDP, 2019).

Given the poor economic development in these SADC countries and the probable
development outcomes of remittances, remittances income should be critical to the SADC
countries. However, it should be noted that the relationship between remittances and
development is not always clear (Sharma, 2009). Remittances may bring positive or negative
effects (Finmarkk, 2017 and Nyasulu, 2017) to the SADC region. In light of this, this study seeks
to examine the effects of remittances on economic development on selected SADC states.

2. Literature review

There is a considerable debate on the role of remittances to economic development process of
developing countries (Le, 2011; Goff and Salomone, 2013; Matuzeviciute and Butkus, 2016;
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Asian Development Bank, 2018). Literature shows that the relationship between remittances and
development is not always clear. Remittances may bring positive or negative effects. This section
shall discuss both the positive and negative effects of remittances that have been identified by
several studies.

2.1. Positive effects
2.1.1. Poverty and inequality

Adams (2006) did a study in Guatemala on international remittances and poverty, which showed
that remittances lessened the level of poverty by 1.6%. Results also showed that remittances
constituted at least 60% of household income for poor households. Jongwanich (2007) examined
the effects of remittances on growth and poverty. The results showed that increases in
remittances flows were associated with reductions in poverty. Acosta et al. (2008) did a study in
10 Latin American and Caribbean countries and found that remittances lessened poverty and
inequality levels. Portes (2009) did a panel study in 46 countries to investigate the effects of
remittances on inequality and poverty. The study showed that remittances lessened both
inequality and poverty. The effects of remittances were more felt in the poorest countries in the
study sample.

Anyanwu and Erhijakpor (2010) examined the effect of cross boarder remittances on
poverty in selected African states. Results showed that cross boarder remittances lessened the
complexity and severity of poverty in Africa. Gubert et al. (2010) showed that cross boarder
remittances lessen poverty rates by 5% and inequality by about 5%. Biyase (2012) indicated that
cross boarder remittances reduce the possibility of a households being poor or persistently poor.
However, the effect of remittances on inequality was negligible. Stratan (2013) did a study in
Moldova and found that cross border remittances play a significant role in lessening the gravity
of poverty. Beyene (2014) investigated the effect of cross boarder remittances on poverty and
inequality. The intensities, complexity and gravity of poverty were seen to have been lessened by
cross boarder remittances. However, the study showed that cross border remittances did not
affect inequality. McKay and Deshingkar (2014) did a study on selected Asian and African
countries using household surveys. Their results confirmed the notion that remittances reduce
poverty. Masron and Subramaniam (2018) did a study, which confirmed that the intensity and
gravity of poverty tends to be lesser in countries with a higher flow of remittances. This showed
that remittances have a significant role in driving a sustainable reduction in poverty.

2.1.2. Provide basic needs and food security

Shire (2008) claims that, in Somalia, remittances are a lifeline without which reliance on
international food aid or hunger on large scale would have been unavoidable. Most of the
remittances send to Somalia are used for family basic needs. Finmark (2017) points that in
remittances literature, the food needs of households are overlooked and this may obscure the
developmental impact of remittances. Crush further states that to the extent that remittances
spent on food prevent children from starving, remittances should be seen as an investment in
human capital. Fullenkamp (2015) claims that the key incentive behind remittances seems to be
to provide for the family’s basic needs of food, clothing and shelter. In brief, they are meant to
protect families against poverty, and they are very effectual at this. SSRC (2015) remittances help
untie the budget restrictions of their recipients, permitting them to increase consumption of both
durables and nondurables.

2.1.3. Health, education

Remittances allow for increased human capital accumulation (through both education and health
care), and for increased physical and financial investments (Azizi, 2018). Finmark (2016) claims
that remittances are used to raise childfree, provide food for households, fund education and
health services. Murata (2017) showed that remittances have considerably contributed to
Bangladesh’s economy and to the general development of Bangladesh. It has also been found
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that remittances improve the quality of social service delivery, because with the help of
remittances, the remittance recipients can afford to use alternative private services (Abdih et al.
2008; Sithole and Dinbabo, 2016). Cross boarder remittances increase spending on education
and increased education financing lessen the need for child labor in remittance receiving
countries (Nyasulu, 2017). In South Africa, Nagarajan (2009) found that increased remittances
flows allowed poor households to spend more on healthcare, food and improved access to better
medical facilities. Drabo and Ebeke (2010) found in a survey of 56 developing countries that
remittances not only increased access to private treatment for communicable diseases such as
malaria and diarrhea, but also supplemented foreign aid in financing health outcomes.

2.2. Negative effects
2.2.1. Dependency

Alvarez-Tinajera (2010) did a study in Angola and revealed that 16% of the households depend
on cross boarder remittances as income. The study also indicated that dependency on
remittances is much higher in developing countries. This dependency on remittances may be an
inhibiting factor to economic growth and development. It is argued that if there are economic
problems (for example economic crises) in the remittance sending country, the remittance
receiving country may suffer (Alvarez-Tinajera, 2010). This may further deepen the welfare of
recipients. Lubambu (2014) argue that remittance creates an increasing culture of dependency in
poor countries that weaken recipients’ incentive to work and a rise in inequalities. Amuedo-
Dorantes (2014) and Pant (2017) note that remittances badly affect the receiving economy by
nurturing a culture of dependency that lowers labor supply and encourages conspicuous
consumption. Jadotte (2009) had proven such harmful effects in Haiti on both working hours and
labor market participation.

2.2.2. Deepen inequality

Another shortcoming of remittances is that they may deepen inequalities within home countries
(Mishra, 2007; Adams, 2011). Vogel and Korinek (2012) showed that despite the fact that
remittances increased education funding, the funding was disproportionately spent in boys’
education. Even there is a rise in education funding and an investment in human capital, this
investment may not be happening on an equitable basis. Singh (2015) argues that if the definition
of development is extended to quality of life then remittances have an adverse effect on
development because they worsen existing social-cultural and gender inequalities. Lubambu
(2014) claim that the economic actions of recipient households typically tend to increase the
prices of goods and services in the local domestic market, possibly affecting the whole
community, including non-recipient households. This had been confirmed by previous studies.
For instance, Barajas et al. (2012) and El-Sakka and McNabb (1999) revealed that the increasing
consumption of recipients may increase cause the prices to increase and the exchange rate to
appreciate in value. The sudden rise of prices may lead to an increase in the cost of production
in the non-tradable sector, thus leading to the loss of national competitiveness. In Cape Verde,
consumption driven by remittances was a contributing factor in the increase of local prices
(Lubambu, 2014).

2.2.3. Governance and political problems

Majeed (2016) argued remittances decreases the incentive of the remittance recipients to monitor
and assess the domestic public sector performance. The remittance funds generate a moral
hazard problem as cost of sluggish performance of the domestic public sector is at least partly
moved to the remittance sender; because, when the economy is underperforming, remittance
transfer is expected to increase. Remittances therefore permit governments to decrease their
contribution to provision of certain essential services and reduce the cost of diverting state
resources to serve their own purposes (Grabel, 2009; Dionne et al. 2014). Germano (2013)
argues that remittances loosen the connection between the welfare of remittance-recipients and
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government performance. Sheathed from poor maladministration and poor service delivery,
remittance recipients are therefore less likely to be involved in political doings. Taken together,
this view suggests that remittances may be a curse.

2.2.4. Loss of domestic industry competitiveness

Remittances may stimulate import consumption (Crush, 2006). In many countries, the greater
part of remittances are spent on consumption. If this consumption is done on imported goods, the
overall effect of remittance funds on the receiving country is significantly diminished, as local
manufacturers do not experience increased demand. The consumption of imports, if large
enough, can worsen the terms of trade of the recipient country over time. Finally, this result in the
depreciation of the local currency, making imported goods dearer, and reducing the purchasing
power of all households. Hypothetically, it is therefore possible for inflows of remittances to make
a country poorer rather than richer (Finmark, 2017).

3. Methodology
3.1. Data sources

In order to estimate the effect of remittances on economic development, this study utilizes data
from the World Bank. The sample includes five SADC countries (Zimbabwe, Mozambique,
Lesotho, Eswatini and DRC) for the years 2005-2015. The criterion for choosing this study period
is the consistent availability of data for the period 2005 to 2015.

3.2. Model specification and description variables

This study adopts Matuzeviciute and Butkus’s (2016) model. Matuzeviciute and Butkus (2016)
used an unbalanced panel data covering a sample of 116 countries with different development
levels over the period 1990-2014 to study the interaction between remittances and the level of
economic development. Based on the model employed by Matuzeviciute and Butkus’s (2016)
model, the study developed the following regression model

HDI;; = By + BREM; + B,IND;; + RR + [,GDP; + BsFDIy + & (2)
where HDI is human development index, REM is remittances, IND is industrialization, RR is
Resource Rents, GDP is Gross Domestic Product, FDI is Foreign direct investment and ¢;; is an

error term. The description of variables is presented in Table 1.

Table 1. Summary of variable description

Variable Description and Unit of Measurement Source

GDP Gross domestic Product. It is a monetary measure of the market value of all the final World
goods and services produced in a specific period. Bank

EXCH Real exchange rate. Real effective Exchange rate. It is the nominal effective World

exchange rate (a measure of the value of a currency against a weighted average of Bank
several foreign currencies) divided by a price deflator or index of costs.

REM Remittance flows. Personal remittances comprise personal transfers and World
compensation of employees. Personal transfers consist of all current transfers in cash  Bank
or in kind made or received by resident households to or from non-resident
households. Personal transfers thus include all current transfers between resident
and non-resident individuals.

RR Resource Rents. The economic rent of a natural resource equals the value of capital World
services flows rendered by the natural resources, or their share in the gross operating Bank
surplus; its value is given by the value of extraction.

IND Industrial Production. This is a monetary measure of the market value of all the final World
goods and services produced in the industries. Bank
FDI Foreign Direct Investment. It is a category of cross-border investment in which an  World

investor resident in one economy establishes a lasting interest in and a significant Bank
degree of influence over an enterprise resident in another economy.
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3.3. Estimation techniques
3.3.1. Static models

Under static models, the study used both the fixed effects and the random effects models.
Ferdaous (2016) states that the unobserved heterogeneity of the developing countries may lead
to country-specific unobserved characteristics be correlated with the explanatory variables in the
model. One way of handling the unobserved heterogeneity is to use Fixed Effects (FE) to control
for the unobserved effects. On other case of the random effects model, the model can manage
the unobservable heterogeneity through a general least-square estimation (GLS) process if it is
believed that the error terms of each individual countries are randomly distributed across
countries and hence the unobserved effects are uncorrelated with any explanatory variables
(Williams, 2018).

3.3.2. Dynamic model: System GMM

Static models are always mispecified, because the within-group error terms are serially
correlated, thereby invalidating both point estimates and statistical inference. Bun and Sarafidis
(2013) concur and state that due to endogeneity problems, the ordinary least squares, random
effects model and fixed effects models are biased and inconsistent. In this regard, a dynamic
model was applied. The preferred dynamic model technique was the GMM model. To reduce
potential biases and imprecision associated with difference estimator, a new estimator that
combines regression in differences with regression in levels is proposed by Arellano and
Bover (1995) and Blundell and Bond (1998) called system GMM.

The GMM was chosen because it is quite efficient in dealing with the endogeneity
problem. There is an endogeneity problem related to remittances (Ferdaous, 2016). Alphonse
and Ahoure (2009) argue that this endogeneity is triggered by the fact that countries that have
poor economic growth tend to get more remittance funds because migrants would be concerned
about the welfare of their families’ miseries back home. Page (2008) and Bun and Sarafidis (2013)
state that ensuring the exogeneity of the variables used in the specification of this selection model
is not straight-forward. This study had to use what previous studies did to choose exogenous
variables. For the endogenous variables, the study relied on the internal instruments that are one
lag variables (Ziesemer, 2012 and El Hamma, 2016).

3.4. Diagnostic tests

The validity of the instruments was checked by the test of overidentifying restriction which was
carried out using a Hansen'’s J-static (Chukwuone et al. 2018). The result of the test shows that
Hansen's J chi2(1) of 1.245 was not significant with a p-value of 0.658 suggesting that the
instruments are valid, that is, that they are uncorrelated with the unobserved component of the
economic development equation. The J-statistic of 1.245 was not too big (Davidson and
McKinnon 2004) and its p-value (0.658) was not too small (Greene 2008). This shows that the
instruments used in this study were valid. Since the instrument is strong enough, there is no
reason to check for robustness of the simpler models, the Random effects and the Fixed-Effects
models (Larsson and Angman, 2014).

4. Results

The results from Table 2 (using the random effects, fixed effects) and Table 3 (GMM techniques)
provided similar outcomes except for a few variables (IND and RR) under the fixed effects model.
The results from the GMM and random effects were more or less the same. The signs were the
same but magnitude of the coefficients differed slightly. However, since the GMM passed the
robustness checks, only the results from the GMM will be discussed.
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Table 2. Random and Fixed effects results

Random Effects Fixed Effects
Variable | Coefficient | t-statistic | Prob Variable | Coefficient | t-statistic Prob
IND 0.004578 10.6031 | 0.0000 IND -0.0022 -2.0276 0.0487
REM 4.37000 7.8679 0.000 REM 4.7400 5.7121 0.0000
RR -0.00411 -14.72487 | 0.000 RR 0.0021 1.5525 0.1277
FDI 0.00098 2.55681 | 0.0137 FDI 0.0010 2.2933 0.0267
GDP -0.00152 -2.4985 | 0.0159 GDP -0.001502 -1.92400 0.608

For IND, the random effects show a statistically significant positive effect between IND

and economic development. The result is significant at a 1% level (0.0000). When industrial
growth increases, economic development also increases. This is a reasonable outcome. Obioma
et al. (2018) state that the belief that is the catalyst of economic growth for many nations in the
twentieth century can no longer be disputed and industrial development is widely considered to
be the ideal to drive Africa’s development. In the modern world, the industrial sector is regarded
as a basis for determining a nation's economic efficiency (Amakom, 2012). If an economy is not
efficient, it will not grow and development will be affected.

Table 3. GMM results

Variable Coefficient Std Error t-statistic Prob

Lagged HDI 0.0073 0.00254 2.8867 0.0049
IND 0.0046 0.00091 5.06357 0.0000
REM 5.2900 1.1800 4.48974 0.0001
RR -0.0041 0.0005 -2.0334 0.0000
FDI 0.0014 0.0008 1.6282 0.1110
GDPG -0.0055 0.0027 -2.0334 0.0484

Results from all the three models show that remittances (RR) have a positive effect with
economic development. The results are significant at a 1% level (0.0001). This finding suggests
that remittance inflows are able to stimulate economic development. This is a quite reasonable
outcome. The results corroborate similar results reported in the literature. In Mozambique, rural
people depend largely on remittances and migrant remittances are often better off than non-
migrant ones (De Vletter, 2007). In Lesotho, Crush et al. (2010) claim that the majority of
households and rural communities are dependent on remittances for their livelihood. Fowowe and
Ibrahim (2016) also observed that increases in remittances have been associated with higher
development in Lesotho. David-Preyser (2017) remittances now account for 30% of the local
economy and often do much more for Lesotho than foreign investments or aid. In the DRC, the
remittances sent by Congolese migrants are disproportionately important to the households that
receive them, and play a crucial role in stabilizing household income for many recipients (Finmark,
2018). The most common use of remittances are to satisfy basic needs and fund specific family
events that can include buying land, house construction and opening businesses along with
consumption (education, health) (Sumata and Cohen, 2018).

In Zimbabwe Tevera and Chikanda (2009), Moyo and Nicolau (2016), Nyikahadzoi et al.
(2019) Dzirutwe (2020) and Bhoroma (2020) revealed that cash remittances were the major
source of total household income and without remittance flows, the situation of many Zimbabwean
households would be even more dire than it is already. In Eswatini, almost half of Swazi adults
rely on each other for remittance income (Afi-Global, 2018) and the country would be severely
imperiled if foreign governments or economies slowed down the flow of either aid or remittances
into the country (EPRI, 2016). When the above information is taken into consideration, it can be
seen that remittances are critical for several poor SADC countries. Remittances are a critical
lifeline for many households and they help households address their development goals.

Results also show that FDI has a positive but very weak effect on economic development.
In other words, an increase in FDI has a slight increase in economic development. However,
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results from the dynamic model are marginally significant (p-value = 0.11). The findings are
consistent with literature. Gohou and Soumare (2012) provide evidence for a positive and
significant relationship between FDI and poverty reduction. Gokmenoglu et al. (2018) found a
positive relationship between FDI and HDI. However, their study concluded that the effect of FDI
on the HDI is a complex matter.

Results show that GDP has a negative relationship with economic development. The
results is significant at a 5% level (0.0484). The results are surprising because economic growth
is supposed to boast economic development. However, it must be noted that the notion of a
positive association between welfare and growth has been criticized (Gokmenoglu et al. 2018). If
economic growth is not inclusive and does not encourage equitable distribution of income, it can
widen the inequality gap and have a negative impact on the general well-being of the citizens
(Ravallion, 2007). This is the case in the countries under investigation. Growth has not been
inclusive and it has resulted in massive migrations.

5. Conclusion

This paper aimed to investigate the effects of remittances on economic development on selected
SADC states. The study was conducted by employing fixed-effect, random-effect models and
GMM in the panel data set over the periods of 11 years (2005-2015). Results from both the fixed
effects, random effects and the GMM approach showed that remittances have a positive effect
with economic development. This finding suggests that remittance inflows are able to stimulate
economic development. This is a quite reasonable outcome. The results corroborate similar
results reported in the literature, which had shown that remittances are essential for people’s
livelihoods.

The study recommends that the government put in place policies that enhance the
remittances transformation to economic development. The study supports Sach’s assertion that
development needs governments “oriented toward development”. The current remittances
policies in several SADC states are not oriented toward development. The cost of remitting is still
high and there is lack of competition in remittances markets. How to harness the potential of
remittances for development is a major challenge for SADC and African states at large. In order
to enjoy the economic development benefits that come with remittances, there is need for SADC
governments to ensure that there is an easy flow of remittances from other areas into the SADC
region. In order to do this, governments should create a policy environment that facilitates the
development of institutions that handle remittance payments. Government should also encourage
competition in the remittances transfer market. SADC countries should provide market space for
the money transfer institutions. This can be done by advocating for simple and low-cost
regulations and adopting policy environments that money transfer institutions to enter into the
remitting business. Furthermore, the region should make remittances transfer system cost
effective and efficient for it to better serve its clients. High costs of remitting to the SADC region
are still a major problem thus making it expensive for senders to send money into the SADC
region.
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