Remittances and Inequdity in El Salvador

By
Karen Juckett

December 5, 2006



Introduction

For more than thelast 20 years there has been increasing migration of people of
Latin American origin to the United States, and Latinosare now thelargest minoiity in
theU.S' Many of these immigrants send money home to ther families each year in
Mexico, South and Central America. These fundsare used for a variety of purposes,
induding basic needs, home improvement, education and less often, investment. In
addition, groupsof immigrants organized into Hometown Assodationssend money home
for yearly celebrations community improvement projects and investments. Strikingly, the
growth in these flows, known as remittances, has outpaced the growth in the U.S. Latino
popuktion!” However, scholars disagree on how remittances impact income inequdity
in migrant@ home counties.

This paper will examinethe extent to which migrant remittances reduce or
increase inequdity in El Salvador. | will focus on remittances from cross-border
migration between El Salvador and the United States.

El Salvadorisinteresting for several reasons First, Salvadorans have migrated to
the United States consstently since the beginning of the civil war in the 1980s and have
sent ahighlevel of remittancesin recent years. According to mog estimates they are the
largest group of Central AmericanslivingintheU.S."

In El Salvador asin other countiiesin Centra America, globdizationthrough

trade and investment has been dower than elseawherein Latin America. However, |abor

migration and remittances might be consdered the princpd meansby which El Salvador



paticipaesin globdization, with an estimated 958thousnd Salvadoransor 15.2 percent
of the Salvadoran popuktionlivesthe U.S."

Remittance monies have become influential in the Salvadoran econorny. In 2005
Salvadorans sent home between $255" and $2.83 billion," or between 16 percent and 17
percent of GDP. These fundshave remained steady in difficult economic times,
becoming an important source of foreign exchange This contrasts with thevolatility of
other capital flows frominvestment and trade, which contribute to theregion® ungeady
econonic performance. However, they also have some negative impacts on the
Salvadoran econony. Foringance, theflow of remittances causes an increase in the
exchangerate. In combinaionwith tradeliberalization, this can lead to aboog in
importsin theagricultural and indugrial sectors, displacingloca produdion. The
outcome is slower economic growth and high unemployment and unde-employment in
the county.” Theunemployment ratein El Salvador is 6.5 percent for 2005and there is
ahighrate of undeemployment Asremittances have increased, savingsrate as a
percent of GDP hasfallen ™

In this paper | will examine severa different aspects of remittances and theway in
which they impact inequdity in El Salvador. | will try to ascertain which segments of
Salvadoran sodety are receiving remittances and how thisimpacts income inequdity. |
will also andyze thedifferences in volume and impact of individud remittances versus
collective remittances sent by Hometown Assodations(HTAS). HTASs are groupsof
migrants fromacity or regionin El Salvadorliving in theU.S. who send fundshome as a
groupfor specific purposes. Next | will examine Salvadoran govenment policies

regarding remittances and evaluae how they influence remittance use.



Salvadoran Migration to the United States

While Salvadoran internationd migration started in the 19205 the majority of
migrants during thefirst 50 years were destined prindpadly for other Central American
counties, paticularly Hondus. This began to changein 1969after the GGuerra de Cien
HorasObetween El Salvador and Honduies forced many Salvadoransto return to ther
home county. Thisremovd of ahistorical migration destinaion alongwith increasing
military repression broughtabouta shift in migration to theU.S.

With the beginning of thecivil war in El Salvadorin the 1980smigration to the
U.S. increased dueto violence and a difficult econonic situaion. While themajority of
this flow was of undowmented immigrants, the 1986 Immigration Reform and Control
Act also strongly influenced immigration paterns Thelaw provided amnesty for many
undoamented immigrants and allowed them to bring thar familiesto theU.S. The
signing of the peace accordsin 1992facilitated thereturn of many migrants who had | eft
duringthewar. However, aweak econony, naurd disasters such as Hurricane Mitch,
and thesodal networks tha developed to facilitate migration during the conflict have
heped to ensure that migration from El Salvador to the U.S. has continued to grow."

It is difficult to determinehow many Salvadoransresidein the United States
because a subgantia propottion are undowmented, and estimates rangebroadly.
Estimates usng datafromthe 2000U.S. Censusrangefrom 655thousnd to 1.27 million,
or 10to 19 percent of the population of El Salvadar, liveintheU.S. The Salvadoran
Ministry of Externd Relationsestimates that 2.5 million, or 40 percent of all
Salvadorans residein the U.SX"

Remittances and Inequality Theory



There are avariety of factors tha influence theimpact of remittances on
inequdity. These indudewho migrates and the sectors of sodety to which they bdong,
thedistance and difficulty of thetrip, and thewaysin which fundsare used in thehome
county. Withintheliterature thereislittle agreement onthe overall impact of
remittances oninequdity. In thissection| will providea summary of different
arguments regarding theimpact of remittances on inequdity.

The sector of sodety tha receives the mgjority of remittancesin a county
impacts the extent to which remittances increase or reduae income inequdity. If alarge
number of very poa people receive remittances, then we might expect that overall
income inequdity in acounty to decrease. However, if alarger propottion middle
income or wealthy and highly educated people are migrating, we would expect this to
have a negative effect onincome inequdity. Itisaso likely tha better-off migrants will
do better in the destinaion counties, dueto highe levels of skills and education.

Thedistance and difficulty of thetrip impacts cos of migration, and as codsrise,
only people with highe levels of income will beable to absorb therisk of migration
In generd, thetrip from El Salvadorto theU.S. isrisky forillegad migrantsand it cogs
approximately $5,000to hire a @oyote@smuggler) to make thetrip.¥ Recent changesin
U.S. immigration law and policy recently might have increased the cog of migration,
perhagps shifting the types of Salvadoranstha can afford to migrate.

Findly, theways in which the remittances are used can impact inequdity in the
recipient community and county. If remittances are used for basic consumption by
families, they will likely increase inequdity between families tha receive remittances

andthostha donot On theother hand remittances tha are invested in produdive



projects might decrease inequdity by providing employment and income to additiond
citizensin thecommunity. Investment in health and education may also decrease
inequality over thelongrun by increasing the human capital in acommunity or region.

Theimpact of remittances oninequdity isinfluenced the by Gtage of migrationO
and the @eographic scaled According to Jones these two factors hdp to explain
divergent findingsregarding theimpact of remittances oninequdity. He hypohesizes
that in theearly stage, migrants come from highe-statusfamilies tha are more prepared
to take risks entailed in migration, thereby inareasing inequdity. In the second stage,
information aboutroutes, destinaionsand employment oppotunities becomes more
available. Duringthis stageinequdity decreases as the bendfits of remittances reach a
broader propation of the public, especially lower-income families. Findly, an
internationd migrant class emerges tha is better off than thegroupof familiesthat do not
have access to remittances”

The geographical unit of andysis can also influence thefindingsof theimpact of
remittances on inequdity. For ingance, within avillage, migration mightincrease
inequdity between families. At the same time inequdity may decrease between poorer
migrant sending regionsand richer regionselsewhere in the country "

Within theliterature there are what is commonly termed as @essimisticCand
@ptimisticOanayses of remittancesGimpact on development. The more pessimistic holds
tha individud remittances do not contribute much to econonic development because a
majority of them are spent on consumptioningead of investment. It also hddstha it

engende's dependence uponremittances and reduces incentives to work *" Indeed,



remittances tend to increase the oppatunity cos of working, increasing the salary for
which remittance beneficiaries are willing to work.*™

Themore optimistic andysis asserts that the additiond conumption stimulated
by remittances creates a multiplier effect to the extent that houshold receiving
remittances increase ther demand for locally produced goodsand services.™ Thismay in
turn depend uponwhich segments of sodety are sending migrants. Wealthier families
receiving remittances mightincrease their demand for imported goodsrather than locally
producd goods
Remittance Receiving Households

In El Salvador, it is estimated tha up to 28 percent of the adult popuktion
received remittancesin 2003,a very large propottion of the popuktion. This might mean,
as Suro asserts, that migration and sending remittances is not an activity tha islimited to
thevery poorin El Salvador.™

According to the2005human development report for El Salvadar, remittances do
notgo to thevery poorest sectors of sodety, rathe they are destined for medium-low and
low income families™" Mog recently there has been an increase in migration fromrural
areasin thecounty. Thepercentage of housholds receiving remittances in urban areas
was dightly highe than in rural areasin 2004,butthe percentage tha remittances
contributed to houshold incomes in urban areas (7.4 percent) was much lower than in
rural areas (12.5 percent). Sincetheinddence of poverty is much higher in rural migrant
sending areas than urban migrant sending areas, this might hdp reduce inequdity

between rural and urban areas. However, it aso mightincrease inequdity between rural



households, as those housholdswho receive remittances will have a highe houshold
income than those tha do not™"

Thedepartments of El Salvador with highest percentage of housholdsreceiving
remittances are in theeast and north of the country, particularly in La Union, Cabanas,
Morazan, San Migud, and Chdatenango™" There are strongregiond disparities; 14
percent of municipditiesin the central and western parts of the county have lessthan 10
percent of householdsreceiving remittances, while in five percent of municipdities more
than hdf of the housholdsreceive remittances. ™’

Thos depatmentstha have thehighest levels of remittance receiving housholds
(Morazin, Caba-as and La Uni—ng@l so have the lowest Human Devel opment Indicator
scores. Thisisdueat least in part to thefact tha these depatments were mog affected
by thearmed conflict in the 1980s putting them at an historical disadvantage. In
addition, while thar incomes have increased thar youngest and mos educated citizens
tend to migrate to the U.S*"' Indeed, the mgjority of Salvadoran migrants livingin the
United States are younge than 44 years old """ This meanstha migrant sending areas
arelogang ther mog produdive citizensand can hamper the growth in thos aress.
Individual Remittances

An ovewhdming majority of remittances are individud remittances sent by a
migrant directly to thar family for friendsin their county of origin. Of these funds a
majority are used to pay for common expenses such as food, howsing and utilities ™"
This holdstruefor El Salvador, where 69.1 percent of remittances are destined for food

or other basic consumption. In addition, 6.2 percent are used for health purposes, and 4.8

percent are used for education. Overall, 3.0 percent are used for @amily investment,O



which indudes building or improving a home, buying land, starting or expanding a
busness, buying a vehicle or buying farm animals. Findly, very small percentages are
spent on family leisure and contingendes such as repaying loans Only 0.3 percentis
used for savings™™

Not surprisingly, thelower the migrant@income, the greater their propensty to
use remittances for family maintenance purposes, especially food consumption. As
migrant incomes increase, spending on health and education aso increases as a
propottion of fundsspent on family maintenance. Migrants with less education are more
likely to spend money for family maintenance, and spending on education increases as
the education of the migrant increases.™

Receipt of remittances not only impacts income inequdity but also accessto
qudity housng, services and eduation. For ingance, families receiving remittances are
more likely to have conaete walls and floors of cement block ingead of dirt. Households
receiving remittances also were more likely to have electricity and running water.
Increasesin real estate pricesin remittance receiving areas has madeit difficult for those
not receiving remittances to purchase property.

Remittances have a divergent impact on education. Remittance sending areasin
El Salvador have highe illiteracy rates and lower levels of schooling on averagethan
thoe that do not send remittances. Thismay bein part because of a historical
disadvantage and in pat because younge and more educated people tend to migrate to
where thereturnson education are highe. On theother hand, children in remittance-
receiving families tend to have highe enroliment rates at every level of the education

XXXil

system.



However, it islikely tha remittances inarease inequdity amonghousholds Not
only do they have highe incomes than those notreceiving remittances, butit also leadsto
inequdity in housng, access to services and education, which can have alongterm
impact oninequdity in El Salvador.

Collective Remittances

Hometown Assodations(HTAS) are organizationsformed of migrantswho are
from the same community in the sending county living in the same areain the United
States. They can beformally or informally organized and have avariety of purposes,
induding sodal, philanthropic, political and economnic gods ™" Onereport suggests
that there are now approximately 200 of these organizationsin the U.S** On average,
membership reaches 20 people, butmog organizationsreceive dondaionsfrom over 100
people. Mog organizationsraise approximately $15,000a year for projects.

These organizationsoften raise money in theU.S. throughraffles, meals, and
celebrationsto provide suppot a variety of projectsin thar home communities. This
sectionwill concentrate on theeconomnic and philanthropic activities of these
organizations

Many Salvadoran HTAs were formed by migrants who were displaced during the
Civil war, butanew groupof organizationsemerged tha have been formed since the
signing of the Peace Accordsin 1992 Studies suggest tha aboutonepercent of all
remittances sent to Latin America are collective remittances. While this may seem small,
in the case of El Salvador it totals to approximately $15million invested in poor
communities ™" A study of Mexican and Salvadoran migrants foundtha 69 percent did

not send money home for community projects. Only 7.8 percent of Salvadoranslivingin
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theU.S. are members of HTAS, which hdpsexplain why a majority (74.3 percent) of
migrants sending money home for community projects did so throughther families,
while only 24.8 percent did so throughHTAs >

According to a survey of Salvadoran immigrants to the U.S,, collective
remittances for community development (defined as public works, sodal services,
econonic development and employment generation throughcondruction) make up 355
percent of collective remittances, while theremainder is destined for recreation and other
purmposes. However, disaster relief and fundssent to thelocal parishes areinduded in the
recreation and other category and make up 51.9 percent of thetotal. It seemstha at least
pat of these fundswere likely used for community development or rebuilding purposes,
butthedaais nat disaggregated further, makingit difficult to draw conaete
condusons™*""

Within the community development category, Salvadoranssent 15.2 percent
toward public works such as water, roadsand electricity, 165 percent for soda services
such as schools, homes for the elderly and hedlth-care purposes, 2.5 percent on econormic
development, and 1.3 percent on employment generating congruction projects. "' Only
asmall propottion of these remittances are directed toward direct investmentsin
econonic development projects and job creation. However, | would arguethat all of
these activities have the potentia to reduce inequdity in acommunity.

However small, if targeted propely and fairly these activities are likely to reduce
inequdity by providing income generating oppottunities in poorcommunities.

Increasing busness activity, especially locally owned busnesses, can provide

employment multiplier effects and linkages through inputs of local produds and outputs

11



that could beused in other busnesses. While no calculation of this multiplier exists for
El Salvador, it was calculated at $1.78for aMexican villagein 1988 Whilethisis
clearly outdaed, it isinteresting to note tha in some cases remittances do spur growth in
thereceiving community.

Investmentsin sodal services such as health and education are likely to improve
the earning potential of the popuktion. Healthy people are able to work more and take
lesstime off for sickness. Educationd oppatunities are likely to have alonge-term
effect of improving the human capital of the next generation. Unlike theimpact of family
remittances, improvements to schoolhouses and eduction technology are apublic good
for al school age children.

Findly, improving access to public goodssuch as qudity roads, water and
electricity in addition to improving the qudity of life in these communities, hdpsto build
thether econonic base. Often these are a prerequisite for improving trade with nearby
communities or cities, agricultural produdion and manufacturing potential. So longasall
community members have access, these services should reduae inequdity in bendiciary
communities.

However, some evaluaionshave shown tha HTAs are enmeshed in the political
situdionin thehome county. Foringance, postionsof power within HTAs can be used
asaform of clientelism in which leaders of HTAs can gan bendits throughther
connectionsto both communities. They can also lead to oppotunities for leadership
postionsin ther home communities, which can belucrative ™ |f these activities
reproduce existing structures of inequdity within acommunity it have a negaive impact

oninequdity.
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Productive investment

Subgantial and sugainable investment at a community level is more likely to
reduce inequdity by increasing econormic activity, the availability of jobsand income
levelsX However, it isimportant to condder the macro-econoric situaion of a country
when andyzing theincentives for migrants to direct their remittances toward investment
ingdead of persond consumption. Aswe mentioned, remittances themselves can both
encourage macroecononic stability and cause slow growth and unemployment. El
Salvador( GDP grew at only 2.8 percentin 2005 Thuswhile the Salvadoran
govanment and real estate companies are encouraging migrants to invest, it islikely tha
ther money will find highe returnselsewhere.

Aswe saw earlier, only 3 pecent of individud remittances and 2.5 percent of
collective remittances were invested in produdive projects. According to acredit union
working in thetown of Ciudad Barrios jug onepercent of its cusomers tha receive
remittances take out loansfor bugnesses. Oneimportant aspect of theinvestment climate
in El Salvadoristheincrease in gang activity in recent years. Indead, many migrants do
notinvest in ther home communities for fear tha thar families will betargets of gang
violence, and credit managers are afraid to travel to areas where gang activity is
prevalent"

Much has been written abouttheimportance of redudng the cods of sending
remittances as away to inarease flows and improve development. Remittance cogsto El
Salvador are anongthelowest in Latin America, but banks have provided few incentives
for recipients to open savingsaccounts " However, thefact that few remittances are

channded throughbanks can hinde overall investment and developmentin the
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Salvadoran econony and thushinde theinegudity-redudng potential of remittances.
Banksand credit unionshdp grow capital and coud provide stability for remittance
receiving families throughoffering savingsand checking services " Increased
capitalization of banksthroughremittances could also provideincrease the availability of
credit in general, creating more incentives for investment.

Salvadoran Government Policy

El Salvador@ govanment has followed in the footsteps of the Mexican
govanment in usng Embassiesin the U.S. to reach out to Salvadoran migrants
communities and maintain friendly relations" It created a Directorate within the
Ministry of Foreign Affairs to address the needs of the Salvadoran community living
abroad in 2000 The Central Bank does not place restrictionson thetranger of
remittances, and Salvadoransare allowed to bring up to $1,500in merchandise duty-free,
facilitating in-kind transfers"!

The govenment has also created a program called @nidospor laSolidaridad®a
program of the Sodal Investment and Local Development Fund (FISDL). Theaim isto
suppot the efforts Salvadoran HTAs in their home communities by running a
compdition for matching fundsfrom the Salvadoran govanment for soaa infrastructure
projects™ Thusfar it has co-funded 45 projects, with $2.1 million of HTA fundsand
$6.9 million of funding from FISDL.™" In linewith our earlier condusonsregarding
thework of HTAS, it islikely that such efforts will reduce inequdity, thoughthe
propottion of remittances tha they representisfairly small.

In 2000the Ministry of the Econony laundhed a program aimed at cultivating

migrants as potential investors and created a Grading clugerQin an attempt to link
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Salvadoran busnesses with migrant partners. While it showed some early successes, this
program seemed to lose momentum within ayear. If itisableto revive andinaease
migrant investment in produdive projects, it has achance of redudng inequdity.
However, consdering theless-than-ideal investment climate in the county, it mightbea
struggle to attract investors.
Conclusion

Certainly, povety in El Salvador would beworse withoutremittances. While

xlix

remittances do not goto thevery poaest sectors of sodety™ they doimpact povety
levels. Amongremittance receiving housholdsin El Salvador theextreme povaty rate
is 5.7 percent, while among housholds not receiving remittance it is 14 5 percent.

Therecent UN Human Development repart for El Salvador foundtha the Gini
coefficient for houshold receiving remittancesis .44, while the Gini codficient for
housholdsnotreceiving remittancesis .52, afairly largedifference. However, itis
difficult to tell whether thisis theimpact of remittances or some pre-existing
characteristic of remittance receiving housholds At thenaiond level, theGini
cogficient would inarease from .50 to .54 withoutthe inflow of remittances. Thusthe
UN Human Development Report condudes Of it were not for remittances, El Salvador
would notonly beapoarer county, it would also beamuch less equd countryO(author@
trandation).”

However, thetruepictureislikely much more nuanced than the abovequotke
would indicate. Remittances likely increase inequalities between familiesin remittance

receiving regions While it is difficult to tell exactly where El Salvador standsin JonesO

stages of migration, thelevel of migration and data on inequdity of qudity of housng,
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access to services and education indicate that an elite migrant class might be emergingin
some regionsof El Salvador. However, because theregionswith theweakest Human
Development Indicators are those tha are receiving remittances, it is possible tha
inequdity is bang reduced amongregions

On theother hand, HTA remittance funded projects are likely to decrease
inequdity in thecommunities they target. Because much of ther work focuses on
providing access to public goodsthat benefit thecommunity as a whole and strengthen its
econonic base they can beatool for growth and reduang inequdity. Government
programs tha encourage sodal investment by HTAs and economic investment by
migrants can also reduce inequdity.

Thusremittances reduce inegudities and improve devel opment by some
measures, while they increase inequdity and hinde development in other cases. Clearly,
remittances are notthesilver bullet to solve al of a counties problems, and they cannot
subgitute for political will and wise government policy targeting structural causes of

inequdity.
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