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Abstract

This paper reviews the main types of informal money transfer systems (IMTS). Developed
centuries ago as a way to settle financial obligations, IMTS remain today the preferred
remittance vehicle among migrant communities. Characteristics, such as low transactions costs,
speed, and little paperwork, render them more attractive than banking institutions. After
September 11, IMTS were suspected of being used for terrorist purposes, leading some to call
for their prohibition. The authors think such a response is too drastic and instead propose
measures to make IMTS less prone to possible abuse by criminal elements and encourage the
development of formal sector alternatives.
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l. Introduction

In the aftermath of the September 11 attacks, infor-
mal money transfer systems (IMTS) have become the
subject of heightened attention around the world. Strong
concerns have been voiced about the actual and potential
use of these unregulated systems by terrorist organiza-
tions as these systems have historically proven them-
selves to be one of the safest methods to transfer money
without a trace. Accordingly, IMTS have come under
intense scrutiny by domestic and international law
enforcement authorities.

Much less consideration has been given to very
important economic functions these systems perform. In
fact, IMTS provide a fast and cost-effective method for
worldwide remittance of money, particularly for low-
income people who may be outside the reach of the for-
mal financial sector or who transfer relatively small sums
that are often subject to prohibitively high minimum
charges at conventional institutions. Because of these
features IMTS are sometimes called “the poor man’s
banking system”.

The available information on IMTS is limited,
vague and contradictory, while misconceptions about
their operations are many. This paper is an attempt to
summarise what is known about informal money transfer
systems. Also, possible strategies to maximize the flow
of remittances and their economic impact are discussed.

Il. Main types and characteristics of
informal money transfer systems

Scholars have given different names to the remit-
tance systems that are being studied in this paper. For
instance, these systems have been called “underground
banking systems”.! This term, however, is a misnomer,
because they are not “underground” in many areas of the
world. Many IMTS operate openly, as they do in the
street markets of Asian cities or out of legitimate busi-
nesses, such as travel agencies, import/export or shipping
companies, grocery stores, gold and jewellery shops, tex-
tile or apparel shops and many other business establish-
ments. Some operators based in the United States, partic-
ularly those who do not get involved in the transfer of
illegal funds, also operate openly. Many operators adver-
tise their services in ethnic newspapers.

It is also misleading to refer to them as “banking
systems” since their operations do not involve traditional

banking transactions such as deposit taking or lending. It
is also not correct to describe them as “alternatives” to
banking systems because these systems have been around
long before the first bank came into existence.

It is also widely believed that IMTS arise when
political instability impedes the efficient workings of
conventional institutions or when people seek ways to
evade trade and foreign exchange controls. These factors
may be parts of the reasons why IMTS continue to exist
today but they certainly are not the reasons why they
developed in the first place. IMTS also are not generally
associated with violence and do not fit the Western
description of gangs and crime syndicates. It has been
argued that IMTS operations run relatively smoothly
because they are free of bribery and corruption.2 Their
beginnings were, in fact, benign, and were the result of
people of similar ethnic background seeking a workable,
efficient, cheap and secure means of transferring money
and settling accounts with one another.

The term, “informal money transfer systems”
(IMTS) is used here because it describes more or less
accurately the nature and function of the process, that is,
to expedite the transfer of money from one location to
another. In fact, IMTS are remittance systems that exist
and operate outside of (or parallel to) conventional regu-
lated banking and financial channels.

Although IMTS have operated in various communi-
ties over time, the largest ones operating today evolved
from two original types, namely the hawala (hundi in
Pakistan), which developed in South Asia (Bangladesh,
India, and Pakistan) and the fei ch’ien, which started in
China.? In addition to these two systems, several money
transfer systems have developed through the years, most
notably, the Colombian system, which has arisen in the
context of the black market for pesos.

When the two initial money remittance systems
actually originated is not clear. Some researchers say that
the hawala/hundi system was developed more than a cen-
tury ago within the immigrant Indian population in Africa
and South East Asia as a means of settling accounts.
Other scholars place its origin many centuries ago when
traders sought a secure system to transfer money and peo-
ple looked for a way to travel without having to carry
large sums, thereby making them less vulnerable to rob-
bery by highwaymen.* Still, other experts claim that the
hawala system has been around for thousands of years,
having been part of the ancient Egyptian system based on
credits called giro.5> Regardless of its true age, the system
remains widely used in the world today, especially in
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Africa, Asia and the Middle East.8 From the immigrant
Indian communities in South East Asia and Africa, the
use of the hawala system followed immigration patterns
and spread to other regions of Asia, Middle East, Europe
and North and South America.

There is no reliable estimate available to measure
the growth and extent of the volume of money flowing
through IMTS. It is difficult to obtain hard evidence to
make an informed assessment possible. Data coming
from governments and journalistic sources are usually a
product of guesswork, or anecdotal in nature and so their
reliability is questionable. In any event, it is estimated
that as much as $100 to $300 billion flow through IMTS
every year. In India, in 1991, it was estimated that
hawalas were processing between $10 billion to $20 bil-
lion a year. In Pakistan, more than $5 billion flow annu-
ally through its hundi networks.” It would be helpful if
more accurate estimates of the volume of business were
available to guide decision makers in the design of
appropriate policies affecting these systems.

How the hawala system works

The operation of hawala essentially involves a
hawaladar ( or “broker”) delivering money from his cash
reserve or account at the request of a counterpart hawal-
adar in another country who is serving a client.? In coun-
try A, a client hands over a sum of money to the hawal-
adar and requests that the equivalent amount (usually in
the currency of the receiving country) be sent to a desig-
nated recipient in country B. The sending hawaladar
relays all the necessary information concerning the trans-
action to a counterpart hawaladar in country B either
through telephone, facsimile or email. At this stage of the
process, a “collection code” is agreed between the two
hawaladars. The hawaladar in country A will then com-
municate this code to the client, who, in turn, will relay
it to the designated recipient in country B. The hawal-
adar in country B will give the money to the recipient
upon presentation of the collection code. If the sending
client is also the recipient, he would have to present the
code to the counterpart hawaladar, upon arriving in
country B before the money could be released to him.
(See Figure 1 for a flowchart of activity in a typical
remittance process). In many cases, the payment will be
made by the counterpart hawaladar to the designated
recipient within hours after the request to remit money
was placed by the client in Country A. The income of the
hawaladar from the transaction comes from charging a
commission ranging from 0.25 per cent to 1.25 per cent

of the amount involved and is paid either in local curren-
cy or foreign exchange.

The lower operating costs of hawalas enable them
to entice clients to use their services by offering
exchange rates that are more attractive than the official
rate available through conventional banking institutions.
For instance, hawalas in New York, which are engaged in
the service of remitting money to the Philippines may
offer customers an exchange rate of 52 pesos per US dol-
lar compared to 50 pesos per US dollar that banking
institutions are offering that day.

In the process of remitting the amount of money
from Country A to Country B, the sending hawaladar
will owe his counterpart the equivalent of the amount
given to the designated recipient since the Country B
hawaladar gave the money to the recipient out of his own
cash reserves. The debt of the sending hawaladar is
eventually cleared and the book on the transaction is bal-
anced, either by a remittance requested in the opposite
direction or a variety of methods of moving money.
These methods include money transfers through conven-
tional bank routes and postal money orders as well as
goods swaps. The Rothschild family banks operated
much the same way in the nineteenth century and settled
their accounts at the end of the year.® Balancing the
books could also be done through the movement of
money by illegal means such as smuggling of currency,
commodities or invoice manipulation.l® Nowadays, net-
ting operations of transnational corporations follow
much the same principles. The purpose of these opera-
tions is to minimize, if not entirely eliminate, bank fees
on their international remittances and foreign exchange
fees on accounts payable and receivable. (See Figure 2
for a sample of a hawala bookkeeping record).

In the transaction described above, money is trans-
ferred between two parties living in two different countries
but cash does not cross borders. Also, the money never
enters the conventional banking system. The transaction is
based upon a single communication between the two
hawaladars and is usually not recorded or guaranteed by
written contract between them. A bond of trust that exists
between the two “brokers” secures the debt. Country B
hawaladar has no legal means to seek redress in the event
of a default by the Country A hawaladar on payment of
the debt. In some cases, that trust between client and
Country A hawaladar enables money to be delivered to
the recipient party in Country B even before the sending
hawaladar has received the money from the client.
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How the fei ch’ien system works

The fei ch’ien (means “flying money or coin’) sys-
tem of money remittance evolved during the latter half of
the T’ang Dynasty (618-907 AD) as a result of the grow-
ing commodity trade within China. One account claims
that it was developed as a consequence of the increased
rice trade between the northern and southern part of
China, while another theory states that the fei ch’ien
developed out of growing tea commerce between the
Imperial Capital and southern China.l! Scholars argue that
the fei ch’ien system evolved from the ancient Babylonian
debit system that employed cuneiform tablets as debit
instruments (cheques as we known them today).1?

During that period, merchants from the southern
part of China sold their tea and other goods at the Capital
and transferred their revenues from the sales to “memo-
rial offering courts” (liaison offices or agencies of
provincial governments located at the Imperial Capital)
where these revenues were used to pay taxes due from
these provinces to the central government. These
“courts” issued certificates indicating amount paid by the
merchants who, upon their return, would present them to
the provincial governments for payment of an equivalent
sum of money. The fei ch’ien system was thus a conven-
ient means of exchange, sparing the merchants and couri-
ers of the provincial governments the inconvenience and
risk involved in transporting money physically over long
distances. Without any money in their possession, the
merchants would be less attractive targets for highway
robbers. This system enabled money to “move* instanta-
neously from the capital to the provinces.

In addition, as the Chinese began to migrate to
many parts of the world, a split

family system developed, featuring one part that
stayed back home and another that took up residency
abroad. This split family system was held together by a
strong bond, which was characterized by the continued
flow of remittances from the expatriate unit in support of
the family that stayed in China. The expatriate families
with stores (like gold shops) soon dominated the business
of transferring money from abroad to China. The remit-
tance system that developed as a result of the demand to
send money back home was the precursor to the early
banking services in China. For instance, in the Shansi
Province during the Ch’ing Dynasty (1644-1911), banks
were originally a system to transfer money safely
between locations. These operations, initially run by
families, soon expanded outside provincial borders to

cover the whole country. Branches were opened in cities
where the families had business interests and issued
drafts, similar to present-day travellers checks. Later,
other forerunners of the modern bank, such as silver
shops, clearinghouses, and money exchangers sprouted
and competed with the Shansi “banks”.

With the advent of Chinese emigration in the nine-
teenth century, the fei ch’ien system became “internation-
alised”. The “within-the-family” structure of the remit-
tance process offered the added advantage of privacy in
the transactions and many clients would use the system to
shield their income from the heavy tax burdens imposed
by some governments on the ethnic Chinese.

Other remittance systems

A variant of the hawala and the fei ch’ien systems
is the chit system, which, contrary to the popular belief
that it was developed by the Chinese, was, in fact, intro-
duced by the British colonialists in China during the
nineteenth century. Chit is a diminutive of the Hindi
word, chitti, and means a note, pass or certificate given
to a servant.13

In the chit system, the salaries of British workers
were deposited to an escrow account managed by a
Chinese comprador. These foreign workers would write
chits to pay for food and other essentials that they pur-
chased from local merchants. In turn, the merchants would
present these chits for collection (payment) to the com-
prador, who would then deduct the corresponding amounts
from the accounts of the foreign workers.1* The chit sys-
tem offered not only safety from robbery as people needed
to hold less cash than otherwise, but it was also convenient
since foreign workers did not have to carry around with
them cash, silver ingots or even bulky commodities, such
as silk, to use as payment for their purchases.

The chop system works the same way as the hawala
system and is still in use today.’® A client in Country A
wishing to remit money to a recipient in Country B
would come to a “broker” at a store or outlet who will
take the cash, make an entry into a ledger book for the
amount received and communicate the relevant informa-
tion about the transaction (amount to be remitted, name
and location of recipient, etc). The “broker” will also cre-
ate a chop (in this situation, possibly a train ticket or play
card), tear it into two pieces, give one piece to the client
and send the other piece to his counterpart broker in
Country B. The client sends his half of the chop to the
recipient. A match of the two halves will be made before
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the broker releases the money to the recipient.
Transactions involving the transfer of goods usually
entail the use of seals (which would be broken in two
pieces) and generally follow the procedures described
above in the remittance of money. A commission fee is
charged the client for the service.

Despite many similarities between hawala and chit
and chop, there are notable differences between the two
systems. The hawala system makes comparatively less
use of negotiable instruments since the components that
drive its operations are the element of trust and extensive
use of ethnic or familial connections. Some remittance
systems, like those operating in Hongkong, and the
Chinese and Vietnamese systems in Australia, require
that the entire sum to be remitted be given before the
transaction takes place.® Furthermore, one group of
researchers argues that the remittance function of the
hawala system today is intertwined with gold smuggling
and money laundering and therefore involves the exten-
sive use of such schemes as the manipulation of export
and import invoices more often than is the case with its
Chinese counterpart system.!” Also, the Chinese IMTS
are mostly one directional (to China), while the South
Asian systems are bi-directional. To restore balance in
the books of the Chinese remittance systems, evidence
suggests that conventional banks and wire transfers are
used to send money back to China.18

The Colombian black market peso exchange system
has been developed more recently as a vehicle for the
movement of money across borders. Contrary to reports
that it was established to facilitate laundering of drug-
related money, the Colombian black market peso
exchange system was developed in the 1970s to serve the
needs of Colombian importers. The currency controls
instituted by the Colombian Government during the peri-
od to ensure that taxes and duties were paid sharply
reduced the profitability of importers. Exchange controls
handicapped their ability to obtain the hard currencies
needed overseas to settle their accounts as the
Government placed limits on the amount of foreign cur-
rency that could be purchased. Importers were thus will-
ing to purchase them at a premium over the official rate.
Buying hard currencies through this system enabled the
importers to obtain hard currency without limit, thereby
removing a constraint on how much they could import.

With the rise in the drug trade in the early 1980s,
the demand of drug dealers for local Colombian currency
(to repatriate some of their drug revenues abroad to

Colombia) complemented the robust demand for hard
currency by importers. Matching the drug dealers’
demand for Colombian currency and the importers’
demand for hard currency was done by money changers
in Colombia and their United States associates and a
profit was made from the spread between the official and
the black market rates. As a result, the use of the
Colombian black market peso exchange system became
widespread and took on a more sinister turn. It began to
be used as a vehicle to launder drug money and other ille-
gally acquired wealth.

The Colombian model of the black market is not
unique. It is but one of many black markets found oper-
ating around the world. Some black markets operate in
the open, even publishing their exchange rate through the
mass media. Some are tolerated by national governments,
which have occasionally used their services.

Many unlicensed remittance centres (URCs) oper-
ate in Hong Kong and their services mainly involve the
transfer of money from Hong Kong to other parts of the
People’s Republic of China, where currency controls are
enforced. URCs exist in various forms. Many are located
in shop or office premises offering remittance service
exclusively or along with some other services such as
money exchange or international facsimile services.
They are also situated in residential premises, operated
by a member of the occupying family as a part-time job.
If a client wishes to send money from Hong Kong to
other part of China, say Shanghai, he must find a URC
that is able to remit money there. The client deposits
money into the bank account of the Hong Kong URC and
relays to the Hon Kong URC all pertinent information
regarding the intended recipient. The Hong Kong URC
contacts its counterpart URC with instructions to remit
money to the designated recipient.

There are other types of IMTS, including the Thai
(poey kuan) and Vietnamese systems. Their operations,
however, are similar to either the South Asian
hawala/hundi or Chinese chop system.19

lll. Reasons for the continued
existence and use of IMTS

Despite the increased pace of globalisation, ease of
travel, introduction of new technologies and the growth
of transnational banking, IMTS have not been replaced
by conventional or Western-style banking and continue
to be used in the present day. The reasons for their popu-
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larity are manifold. One of them lies in the hosting coun-
try’s macroeconomic environment and government poli-
cies and regulations, such as currency controls and over-
valued currencies, high tariffs and taxes, and slow and
expensive licensing process for financial institutions. In
Jamaica, for instance, the vibrant underground economy,
together with stringent government restrictions, slow
licensing process, high tariffs and other prohibitions pro-
vide fertile ground for the growth of informal money
transfer systems.20

IMTS also experienced strong growth in times of
political change and instability. For instance, hawala sig-
nificantly increased its operations after the partition of
India in 1947 and subsequent introduction of foreign
exchange controls that made illegal all transport of cur-
rency between India and Pakistan. It happened again in
Southeast Asia during the Vietnam War, in tandem with
the rise in a huge black market for foreign exchange.

There is strong incentive to use IMTS if the official
exchange rate is overvalued (thereby acting as an implicit
tax on those who remit money through official channels).
In fact, many experts view the difference between the offi-
cial exchange rate and the black market rate as one of the
most important factors determining the choice of transfer
channel.?! According to a study of six major labour-export-
ing countries of North Africa and Europe, a rise in the
black market premium of 10 per cent results in a decline in
remittances through formal channels by 3 per cent.?? It is
worth noting that foreign exchange restrictions not only
provide incentives to remit through informal channels.
They also create strong demand for these types of transac-
tions because of capital flight from the sender’s home
country. In sum, the more regulations are in force to restrict
trade and currency exchange and flows or the movement of
people and money, the wider the use of IMTS.

The second major reason relates to the weaknesses
in conventional financial systems, such as high costs,
poor or unavailable service and lack of access. For rea-
sons described earlier, IMTS provide immigrants and
small firms a much less expensive, faster and more
secure way to remit funds than that provided by tradition-
al banks and non-bank institutions, such as Western
Union. This may be seen from a comparison between
hawalas and Western Union of fees charged and the time
it takes to remit $500 from Metropolitan New York City
to selected cities around the world:

Also, in many parts of the world, especially in the
rural areas of the developing countries, IMTS are the

only possible means of receiving money from within the
country or abroad. There are places where conventional
banking facilities do not exist, are terribly inefficient,
slow or expensive. For instance, the lack of banking link-
ages between Australia and several African countries was
the reason behind the establishment of an IMTS in
Australia to serve the needs of African expatriates
there.23 IMTS are also the only channel of sending money
from the United States to some African countries includ-
ing Somalia. And several aid groups funded by the
European Commission use almost exclusively informal
money transfer networks to transfer funds to some
African and Asian countries.?

Even if conventional banking services are available
in the area, they may not enjoy the trust and confidence
of the people. This especially concerns those who have
experience with bank runs and failures that have led to
loss of their savings. Also, in many countries convention-
al banking facilities have failed to perform international
remittance service efficiently. For instance, in the
Russian Federation, the use of barter and IMTS systems
substituted in part for functions usually performed by
banks. In China, IMTS are used because the official cur-
rency exchange market cannot fully service the demand
for foreign currency of the economy.?

The recognition that macroeconomic and institu-
tional deficiencies are the primary reasons for leakages
from formal to informal channels shifts the emphasis to
political and economic crises, to extensive government
intervention, including through repressive financial poli-
cies, excessive taxation, currency and trade restrictions
and banking systems that are not trusted by the popula-
tion and also global market dominance by large service
providers as illustrated by Western Union. As long as
these problems exist, IMTS will continue to thrive in
many developing countries and fill important gaps left by
the conventional financial system at the national, region-
al and international levels.

The operations of IMTS are free of bureaucracy
and are reliable because they are streamlined, involving a
minimum number of parties. The duration of a hawala
transaction could be as short as a matter of hours.

Being a relatively document-free transaction, it
also offers discretion, secrecy and anonymity to the send-
ing and receiving parties of the remittance. The discre-
tion that the hawala system provides to its clients makes
the element of trust an essential feature of the system.
With trust and the strong influence of social connections,
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such as family or regional relationships, hawaladars are
almost universally honest in their dealings with clients
and each other. It has been emphasised that, in some
respects, the hawala system is self-regulating. It is rare
for hawaladars to defraud one another or their clients.
Cheating among hawaladars is punished by effective ex-
communication and “loss of honour”, which is tanta-
mount to an economic death sentence.?

The element of trust makes a typical IMTS transac-
tion less formal and less adversarial in tone.
Consequently, there is less need to prepare documents
spelling out in detail the responsibilities of all parties. It
has been argued that a business culture based on trust
may prevent widespread use of formal financial systems.
In the “modern” financial world, there is so much distrust
that every letter has to be documented.?’

It should be noted that informal money transfer sys-
tems have spread far beyond initial boundaries mostly as a
result of the significant rise in immigration from develop-
ing to developed countries since the 1970s and the subse-
quent increase in migrant worker remittances back to the
home countries. The flow of immigration to the West has
spread the incidence of the split family with strong bonds
between the two units. This bond is characterized by the
provision of financial support by the expatriate family to
the homeland unit in the form of a sustained flow of cash
transfers. Indeed, the appearance of the hawala system in
the United States is directly linked to the growth of immi-
grant communities, especially from South Asia.28

Millions of expatriate workers in the world remit
incomes through informal money transfer services
including the hawala system and the funds involved,
while significant in total, are generally small per person
and per transaction. This is a market response by eco-
nomic agents who are constrained by the level of finan-
cial development and government policies. In effect,
IMTS have become the poor man’s private banking vehi-
cle. In this regard, it has been argued that this private
banking is on par with what conventional banks provide
to the high net worth individuals in terms of personalised
service, confidentiality, security and informality.?9

According to many observers, efficient internation-
al consumer-oriented payment mechanisms capable of
handling a very large number of small transactions sim-
ply do not exist in the “formal” economy.® Financial
infrastructure in both developed and developing coun-
tries has failed to offer efficient services needed by
migrant workers. This lack of outreach by the formal sec-

tor, coupled with traditions of not utilizing formal finan-
cial systems, has resulted in a growing population of
unbanked individuals, especially immigrants, in devel-
oped countries and a money transfer process that is either
costly and inefficient or is undertaken outside of the con-
ventional financial system.

In many Asian, African and Latin American coun-
tries, informal foreign exchange markets are fuelled prin-
cipally by migrants’ remittances.3! In these informal mar-
kets, money moves in both directions: into the labour-
sending country from the migrant, and out of it on behalf
of other economic agents who want the foreign exchange
(mainly importers and wealthy individuals). As noted
above, the foreign exchange may not even enter the
labour-exporting country.

One indicator of the extent of the flow is that the
total amount of recorded remittances increased from
around $2 billion in 1970 to more than $100 billion in
1999, twice as much as official development assistance
(ODA) in that year. Yet remittances through the formal
channels represent only a part of this type of transfers.
Research on remittance flows in Asian countries has
shown that informal transfers may comprise from 15 to
80 per cent of the true amount of remittances. Also, one
study of Mexican migrants has indicated that between 28
and 46 per cent of remittances may be sent through infor-
mal channels.3 And, according to a recently published
report of one consulting firm, in 2002 informal networks’
share of remittance market in developing countries was
around 45 per cent.3 In several cases (Bangladesh,
Pakistan), despite a growing migrant labour force, for-
eign remittances through official channels have declined
significantly since the late 1980s.

The qualities of simplicity and anonymity of the
operations of the hawala system have also attracted indi-
viduals and groups engaged in criminal activities such as
money laundering, gambling, smuggling or the financing
of terrorism. Similarly, while legitimate clients of unli-
censed remittance centres (URCs) use that system
because of its quick and cheap international remittance
service, criminal elements also engage its services to
hide the origin or destination or break the audit trail of
money. Some characteristic features of URC operations,
such as their generally inferior customer background
checks, customer identification records, transaction
records and lack of compliance with laws requiring that
suspicious transactions be reported, lure criminal ele-
ments to use their services for illegal purposes.34
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There is, however, no proof that IMTS are the crim-
inals’ preferred vehicle. It has been argued, for instance,
that sums of money transferred through this channel by
terrorists are so small as to be indistinguishable from
those sent by its usual clients, migrant workers.% In fact,
the conventional financial institutions may be a more
efficient vehicle to send money to finance big operations
since their capacity to process large sums without arous-
ing suspicion is greater than that of the typical IMTS. It
has been reported that the suspected hijackers of the air-
planes involved in the September 11 attacks received and
sent funds through Western Union and conventional
banking facilities.36

It might not be easy for criminals to penetrate
IMTS and control them. For instance, according to a
spokesman for the European Commission, there had been
nothing to suggest that the Taliban regime exercised con-
trol over the hawala system.37

Therefore, to argue that IMTS are heavily involved
in criminal activity may be an exaggeration. IMTS seem
to be no more of an impediment to laws aimed at elimi-
nating money laundering activities or a risk of terrorist
activity than the conventional financial institution.
Determining the extent of involvement of the IMTS in
illegal activity is an ongoing challenge to scholars and is
critical to the design of appropriate policies to regulate
their activities.

IV. Policy measures to promote
legitimate remittances

As noted above, the bulk of money going through
IMTS represent migrant worker remittances that
increased manifold over the past several decades. Having
realized the potential financial importance of remittances
for development, governments and international organi-
zations are searching for effective strategies to channel
these funds to home countries.

Several studies have shown that the number of
migrant workers abroad and their wages together explain
over 90 per cent of the variation in inflow of remit-
tances.3® This implies that policy measures designed to
encourage migrants to remit more would likely have
insignificant impact on total remittances. However, these
measures may have an effect on the migrants’ choice
between formal and informal remittance channels.

Migrant-specific policies

Over the years, governments have introduced a
number of policy measures to encourage migrants to
remit more through formal channels. Because remit-
tances are essentially private transfers, these policy
measures have been mainly in the form of incentives, but
in some instances they have also been imposed as manda-
tory requirements.

There have been several attempts to introduce
mandatory remittance limits in the form of a certain pro-
portion of earnings transferred back to the labour export-
ing country through formal channels. Examples of coun-
tries where minimum remittance requirements were
introduced include Bangladesh, Republic of Korea,
Pakistan, and the Philippines.

This, however, proved effective only in Korea due
to the unique features of the Korean labour exporting
process. Almost all Korean migrant workers are
employed directly by Korean companies involved in con-
struction projects in the Middle East. The government
plays an active role in the process by directly assisting
companies to win contracts. In turn, the Korean corpora-
tions deposit their employees’ salaries in foreign curren-
cy accounts in Korean banks.

However, mandatory deposits of foreign labour
earnings cannot be enforced where workers independent-
ly find employment in an open market, which is the more
typical situation. In this regard, it has been argued that a
legal remittance requirement policy can be effective only
in the rare situations where the governments have direct
control over the entire process of labour migration.3

Recently there was another case of successful offi-
cial intervention. The crackdown on the hundi system of
remittances to Pakistan has diverted significant foreign
exchange flows to the banking system since September
11th. In seven months to January 2002, official remit-
tances were 64 per cent higher than in the same period a
year before.40 It is estimated that between $5 and $11 bil-
lion per annum is remitted by overseas Pakistanis
through the hundi system.# This is a large amount when
compared to Pakistan’s total exports of under $10 billion.
Remittances through banking channels average just $1
billion a year. However, to make the shift to formal trans-
fer channels, lasting improved bank performance and
cost effectiveness are needed as well as a more conducive
business environment in the country. Otherwise, this
windfall could be short-lived.
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Overly harsh government interference in the remit-
tance process could lead migrants to send a higher share
of remittances through informal channels, the opposite of
the initial intent. There is a broad consensus that incen-
tives rather than mandatory regulations should be used to
increase remittance flows. However, it is still unclear
which types of incentives would be best suited to accom-
plish the objective and how they should be implemented.
Thus, many labour-exporting countries have attempted to
divert remittances to official banking channels through
various incentive schemes. To attract remittance money,
many countries introduced migrant foreign currency
accounts and bonds that are not subject to foreign
exchange regulations. In Bangladesh, India, Pakistan, Sri
Lanka and Viet Nam, foreign currency accounts pay
above-market interest rates. Also in these countries, as
well as in Egypt, Poland and Turkey, premium exchange
rates are offered for the conversion of foreign-currency
balances into local currency. Foreign currency bonds tar-
geted to migrant workers also offer higher interest rates
and premium exchange rates. Compared to foreign cur-
rency accounts, they are considered to be more effective
in diverting unrecorded remittances in the formal bank-
ing system, because of anonymity provided.

In most cases, however, the introduction of migrant
foreign currency accounts and bonds have brought mixed
results. These instruments could be attractive only to pro-
fessional and higher-skill categories of migrants who
earn relatively high incomes and have funds for invest-
ment. These categories account for a minority of migrant
workers.

More generally, special government programmes to
capture remittances have been considered relatively inef-
fective.”2 None of the incentive schemes address major
factors that lead to the leakage of remittances into infor-
mal channels. It would be difficult for “migrant specific”
incentive schemes to be successful in significantly
diverting remittances if macroeconomic fundamentals
remain distorted and institutional deficiencies persist.
These schemes cannot substitute for a stable macroeco-
nomic and political environment as well as an efficient
financial system.

Creating macroeconomic incentives to remit
through institutional channels

Social and economic stability, a low rate of infla-
tion, positive interest rates, a stable and realistic exchange
rate and reliable financial institutions are the most impor-

tant elements in deciding whether to remit through formal
channels or use alternative systems. Hence, the core of the
matter is that long-term structural policies are required to
reduce the needs met by informal systems.

It has been argued that the best way to significant-
ly reduce the volume of informal transactions is the
orderly liberalisation of the economy. The more the gov-
ernment restricts imports and rations foreign exchange,
the more important informal systems become.

There is a strong incentive to use informal systems
in (quite typical) situations where the money is sent from
the country that has a convertible currency and no capital
controls to the country with inconvertible currency
and/or “black market” exchange rate.* In this case the
informal transactions can often be carried out at much
better exchange rate than the official rate to the benefit of
the remitter and recipient.

This incentive has appeared to be quite strong. For
instance, a study of six major labour-exporting countries
in North Africa and Europe has shown that a rise in black
market premium by ten per cent results in a decline in
official remittances by three per cent.* Conversely, the
narrowing down of the difference between official and
open market exchange rates tends to significantly
increase the use of formal channels. Hence, the most
effective strategy to divert remittances into formal chan-
nels is likely to do away with policies that result in dual
and parallel exchange markets. Such markets are always
an incentive to keep using informal systems.

Changes in foreign exchange regimes could exert
very profound influence on the structure of remittance
flows. For instance, in 1995, when the Philippines abol-
ished exchange controls and unified the exchange rate,
private remittances through formal channels from abroad
quadrupled in the same year.45 Since then, informal chan-
nels for that country are considered to be of low signifi-
cance.* The changes in government policy in Pakistan in
1998 had just the opposite effect. After the nuclear test in
May 1998, the government introduced strict currency
controls including a freeze on foreign currency accounts.
The withdrawals from these accounts could be made only
in rupees at a government-set exchange rate of 46 rupees
with hawala rate having been at around 58 rupees. As a
result, foreign remittances through banks dropped to less
than $50 million a month from about 150 million a
month.4” For Pakistani overseas workers the hawala sys-
tem became almost the exclusive medium of transferring
money back home.
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Regarding black market premium, several countries
have taken a half-way approach. For instance, while
maintaining exchange controls, the Chinese financial
authorities take into account the black market rate of
exchange in setting the official exchange rate. The major
aim of such a policy is to provide incentives for people to
keep money in the banks.

Relaxation of trade restrictions could also play an
important role. In most cases international remittance
flows are very asymmetric; the inflow is not offset by a
financial outflow from labour exporting countries.
However, smuggling of foreign goods that are subject to
import restrictions requires the outflow of funds to settle
the accounts. Accordingly, trade liberalisation could sig-
nificantly lower the volume of informal trade transac-
tions. Indeed, in India, much of the steam from the
hawala system was taken out in the mid-1990s, when
bullion imports were partially liberalized while the value
of the rupee vis-a-vis other currencies was allowed to be
determined by market forces. These measures both
reduced incentives to remit through informal systems and
cut the amount of proceeds from the sale of smuggled
gold that could be used to deliver money transferred
through IMTS. As a result, hawala activity slowed while
there was a 40 per cent increase in remittances by non-
resident Indians through banking channels. However, the
slump in hawala business did not last long. In early 1999
the government raised the gold import duty by 60 per
cent. This change in government policy made hawala
transactions more attractive once again.

There is also a strong case for the removal of taxes
on remittances from overseas. For instance, in Viet Nam,
the flow of remittances through official channels halved
after the introduction of a 5-percent withholding tax on
remittances in late 1996. After the government suspend-
ed the tax in February 1997, the inflow recovered.*8

It must be noted that no single foreign exchange
and trade regime will be optimal for all countries and at
all times. Different external payment systems may be
preferred solutions depending on the objectives of eco-
nomic policy and the level of development. In many
cases exchange controls may be necessary as a buffer
against external economic shocks.

Nevertheless, controls cannot substitute for macro-
economic and structural adjustments that are needed.
There is substantial experience to show that the effective-
ness of controls diminishes over time, in particular when
needed policy adjustments are not addressed. The less

appropriate the overall policy package, the greater the
leakage into the parallel foreign exchange regime. Sound
fiscal, monetary and exchange-rate policies, appropriate
tax policies, strong structures and institutions that support
financial development are needed to minimize this leak-
age. However, the policy regimes in most labour exporting
countries are thus far considered to fall short of providing
adequate incentives to remit through formal channels.4®

Improving conventional financial infrastructure

An effective strategy for attracting funds into the
formal financial system should not be limited to macro-
economic policy issues. The effectiveness of the incen-
tives to switch to official channels depends crucially on
the ability of the formal financial infrastructures to com-
pete with the informal market. There is evidence that the
popularity of informal channels of remittances could not
be attributed solely to the better exchange rates offered.
Migrant workers turn to them because of efficient and
speedy service, coverage of areas without banking facili-
ties as well as innovative remittance methods designed to
suit overseas workers’ earnings patterns.®® Hence,
attempts should be made to take on more of the desirable
features of the services offered by the informal networks
in terms of costs, efficiency, reliability, speed, outreach,
and products offered.

It is worth noting that the market for remittances is
already providing some solutions to these problems.
Increasing volume of remittances is attracting new com-
panies and new services. Remittance companies are
offering various alternative means to deliver money as
well as services other than money transfer. There is a
growing number of small and medium businesses seeking
to tap the market of remittances. They are successfully
competing with IMTS as well as with established money
transfer companies like Western Union in speed, efficien-
cy of execution, settlement and delivery of money and
services. For instance, several exchange companies in
Egypt, Jordan, Lebanon and the Persian Gulf countries
have recently adopted the door-to-door delivery of
money.®! They followed an example of the Philippine
banks that successfully introduced and implemented this
approach to stave off the informal market operators.
Also, many financial institutions in India are now using
low — cost couriers to deliver door — to — door service.
This compensates for the lack of the physical presence of
banks in many parts of the hinterland of a large country.

Another important development has been the
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increasing involvement of commercial banks from devel-
oped countries as well as credit unions in offering trans-
fer services. For instance, Wells Fargo has launched a
pilot programme offering simple money transfer
accounts even to undocumented Mexican migrants.
Several large US banks are working with authorities of
Latin American countries to develop low cost money
transfer mechanisms. Also, many migrant workers resid-
ing in the United States can obtain additional bank cards
for their relatives back home, allowing them to draw
funds from U.S.-based accounts at any ATM connected to
a major electronic banking network.

In July 2000, the World Council of Credit Unions
(WOCCU) launched the International
Network (IRNet) to facilitate remittance transfers among
credit unions. IRNet charges from $6.50 to $10 for up to
$1500 transferred — one of the lowest fees in the mar-
ket.52 Besides, senders are guaranteed the conversion of
the currency at the official rate of exchange and informed
of the amount of foreign currency to be picked up by the
recipient prior to making the transfer. This project not
only reduces transfer costs but also familiarizes immi-
grants with the services of a credit union. Immigrants
who go through courier agencies have much less chance
of interacting with mainstream financial institutions.
Moreover, because the funds are distributed by local
credit unions in the country of destination, low - income
individuals in developing countries have an opportunity
(maybe for the first time in their entire lives) to enter into
the formal financial system. However, IRNet has an
important limitation: the sender has to be a member of a
credit union. In this regard there have been proposals that
credit unions be permitted to provide check cashing and
remittance services to non-members.>? After September
11, several U.S. credit unions have put the project on
hold to evaluate how the new rules introduced by the
Patriot Act may affect their money transfer operations.>

There have also been proposals to increase the pres-
ence of national banks in the countries where their
nationals are working — by expanding bank branches or at
least money receivers to more areas, and by working to
form partnerships with developed countries’ banks,
postal services and money transfer and exchange agen-
cies.” In this regard experience of the Portuguese banks
could be very instructive. In the early 1980s the largest
Portuguese banks created special departments to monitor
and develop foreign remittance business. Remittance
offices in foreign countries with large concentrations of

Remittance

Portuguese people were established. The offices were
equipped with proprietary transfer systems with daily file
transfers to Portugal. The service was offered for free. To
complement these structures, agreements were made with
local travel agents to facilitate and expedite the transfers.
As a result, by the late 1990s, deposits from emigrants
represented about 20 per cent of total deposits in the
Portuguese banking system.56

Aside from banking and other financial institu-
tions, the postal system provides relatively low-fee serv-
ices to transfer remittances across borders in many coun-
tries. In 1997, the U.S. Postal Service began a promotion-
al programme “Dinero Seguro” (safe money) for elec-
tronic transfer of remittances to Mexico. The cost of the
transaction itself and the conversion of dollars into pesos
is still too high - around 10 per cent.>” The money is
available within fifteen minutes after it is wired.

Postal “giro” payment systems that are quick and
inexpensive are widely used in Europe, Japan and certain
developing and transition economies. There has been a
proposal to link more of the postal giro systems in devel-
oped countries with those in developing countries.
Currently, this is done through bilateral agreements. A
more comprehensive approach would be to consider a
global agreement for international postal giro transfers
among participating countries, similar to the agreement
for the exchange of mail among member countries of the
Universal Postal Union.58

A fairly new development has been growing
engagement of micro-finance institutions (MFIs) in the
remittance transfer process. There is a general agreement
that MFIs are well placed to handle transfer payments,
due to their proximity to remittance-receiving families
and their potential to reach out to poor communities.
Moreover, they integrate the formal and informal sector
practices and deal with small-scale transactions where
personal relations are important. It has been also suggest-
ed that to succeed in the remittance business, MFIs
should widen their portfolio of services, since most of
them do not meet the full range of financial needs of
migrants and their families.

Competition is working to reduce the cost of remit-
tances both in terms of fees and exchange rates. For
instance, Western Union’s charges have dropped by
around 50 per cent during the past two years. For money
transfer companies as a group, the average cost of send-
ing money from the United States to Latin America
dropped from 15.0 per cent of the amount transferred in
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1999 to 7.54 per cent in 2001. During the same period
costs associated with the difference between official and
remittance companies’ exchange rates declined from 11
per cent to 1-4 per cent.50

Although having fallen significantly, the costs con-
tinue to be high. Besides, the cost of sending money
varies significantly across companies and countries,
reflecting still limited competition in the sector. Also,
commissions, fees and exchange rate are not always
clearly communicated to remitters.

As more and more immigrants gain access to bank-
ing services and industrial countries financial institutions
develop ties with their counterparts in the developing
world, the cost of sending money back home will likely
continue to drop. Along with couriers and other low cost
means of delivering money, technology may push trans-
action costs further down. In this regard, many observers
point to the prospects of more widespread use of ATMs
in developing countries. According to one study, in 2006
ATMs will likely capture 11 percent market share in
global remittances against 0.2 percent in 2002. The pro-
liferation of ATMs in developing countries may lead to
the emergence of new generation of remittance compa-
nies competing with card — based products at a global
level in order to benefit from economy of scale. This
could further reduce the attractiveness of IMTS whose
market share in developing countries is expected to fall
from 45 per cent in 2002 to 34 per cent in 2006. 6!

Along with the market forces, international organi-
zations and governments could play an important role,
especially in the countries that receive remittances, in the
development of the money transfer infrastructure. For
instance, Inter-American Development Bank (IDB) is
establishing programs to help regulated banking institu-
tions in the Dominican Republic, El Salvador, Jamaica
and Mexico to put in place the electronic platform
required to work more productively with their counter-
parts in industrialized nations and to acquire technolo-
gies needed to extend services to under- banked rural
areas and towns.

Among the goals of the IDB projects on remit-
tances is to promote agreements between financial insti-
tutions in countries where remittances originate and cor-
responding institutions with similar and complementary
objectives in remittance — receiving countries. To that
end, IDB is supporting the project intended to promote
remittances and financial products for Ecuadorans work-
ing in Spain. In the project, Banco Solidario of Ecuador,

a leading micro-finance institution, is teaming up with
Caja Madrid of Spain to jointly build a system to direct-
ly channel migrants’ remittances to Ecuador. Banco
Solidario has also entered into a partnership agreement
with the network of credit cooperatives in Ecuador to dis-
tribute these remittances throughout the country. The
new system is aimed to reduce substantially the total cost
of sending remittances and encourage the senders and
recipients to make deposits in savings accounts.6?

Governments in migrant-sending countries are also
taking more active roles in monitoring the marketplace
for remittances, informing consumers of available
options, and promoting competition. For instance, the
Mexican Federal Consumer Agency pursues information
campaigns on the actual transfer costs incurred by differ-
ent non-bank financial institutions and joined in investi-
gating reported abuses by the major companies.
Telecomunicaciones de Mexico, the government-run
telegraph company that reaches remote rural areas, has
ended its exclusive agreement with Western Union and
will now open its 1800 offices to other money-transfer
companies. Also in Mexico, a federal commission dedi-
cated to helping Mexicans living abroad send money to
family members back home has been formed. The com-
mission will work with more than 200 banks and remit-
tance companies to develop new technologies and strate-
gies to lower transaction costs.63

Another important area for the governments is to
establish appropriate regulations in the money transfer
sector. The growing amount of international transfers has
attracted a host of non-financial participants who, in
many countries, are not subjected to a clear set of poli-
cies and regulations governing the transfer of remit-
tances. Those institutions operate under their own rules
and in many cases do not even need authorisation to start
operations. The use of these unregulated firms by
migrants has led to an increase in the number of claims
of abuse by money transfer firms. These abuses include
excessive transfer fees and the use of below market
exchange rates.

It has also been argued that a government remit-
tance policy should be part of a broader set of reforms
aimed at modernizing the financial system to allow
financial institutions to compete successfully with non-
financial intermediaries in the money transfer sector.
Such a policy would likely help not only lower transfer
costs but also attract additional remittances currently
being transferred through informal channels.4



12 DESA Discussion Paper No. 26

At the same time, over-regulation should be avoid-
ed. For instance, in Brazil, all international transfers
must go through Banco de Brazil, resulting in a time-con-
suming and expensive process.

Along with central governments, local administra-
tions are also pursuing more active policy towards remit-
tances. For instance, several Mexican states have started
their own programmes to ensure the safe transfer of
remittances to their communities. The state of Jalisco in
association with Bank of America has created Raza
Express, a money transfer mechanism. As a result, trans-
action costs have been lowered by 40 per cent. A similar
mechanism, called Invermatico-Zacatecas was created in
the state of Zacatecas in 1999 as a joint venture with the
California Bank, Commerce One, and Wells Fargo.

Both central and local governments are developing
closer relationships with migrants’ organizations abroad.
With their help “hometown associations”, social clubs in
US areas with large Latino populations, are beginning to
expand from support networks for recent arrivals into
economic links between immigrants and their native
communities including money transfer issues.®

Formalising informal systems

Despite improvements in policies and conventional
financial infrastructure, informal money transfer systems
will likely continue to represent an important and often
necessary element of third-world finance. They are sim-
ple, efficient and low-cost relative to other options.
According to a study made by Interpol, the efficiency and
cost effectiveness of hawala make it an attractive means
of remitting money under almost any regulatory regime.56
Moreover, informal systems may occasionally have sta-
bilising macro effects, given that they operate as a safety
valve and provide liquidity in times of crisis.®” When a
country’s financial system is under stress, informal oper-
ations may become vital to the sustaining of an economy.

Given the importance of IMTS, actions in this areca
should not aim to ban these systems or limit their acces-
sibility. Such an approach, attempted in several develop-
ing countries, did not achieve its intended goals and only
harmed law-abiding people and served to drive informal
money transfer operations further underground.®® It is
unlikely that efforts to shut down informal networks
including hawala would succeed. Whatever happens,
there will still be a huge demand for informal methods of
money transfer and it is better that such services remain
in the open. Otherwise, informal systems could become

more prone to engaging in other illegal activities as part
of or in parallel with their money transfer operations.

Accordingly, the purpose of any measure related to
IMTS should be the regulation, rather than curtailment,
of their activities.®® Indeed, cost effectiveness and quick-
ness of IMTS are virtues under any circumstances.
However, a lack of transparency and accountability as
well as absence of government supervision raises the
possibility of abuse by criminals. At an extraordinary
meeting held in Washington, D.C. on 29 and 30 October
2001, the Financial Action Task Force (FATF) agreed to
a set of Special Recommendations
Financing. One of these recommendations commits
members to take measures to ensure that persons or legal
entities that provide a service for the transmission of
money, including transmission through an informal
money transfer system or network, should be licensed or
registered and subject to all the FATF anti-money laun-
dering requirements that apply to banks and non-bank
financial institutions. In June 2002, G-7 Finance
Ministers in their statement welcomed the work under-
way to combat the abuse of charities and hawalas.™

The major purpose of anti-money laundering and
anti-terrorist measures at the country level should be to
increase the level of transparency of the money remit-
tance business and to bring overall IMTS business activ-
ity within the scope of anti-money laundering legislation
through, among other steps, tightening of the supervision
of related activities, and lowering of client identification
thresholds (imposing a stricter “know-your-client” poli-
cy). In Canada, the Netherlands, United Kingdom, and
United States, the law requires financial institutions,
including IMTS, to maintain records of their customers
and their transactions. In Germany and the United States,
a license is needed to engage in the business of money
transfer. Licensing, record keeping and reporting require-
ments are applied to IMTS in Singapore, Taiwan
Province of China and Hong Kong, China. Under newly
proposed regulations, Pakistan would establish regulated
currency-exchange companies. After these companies are
formed, individual money changers would have to link
themselves to one of these companies and accept all the
regulatory requirements. And, according to the central
bank, the United Arab Emirates will set up licensing and
supervision system for informal money transfers by the
end of July 2002.

Unlike outright prohibition, the introduction of reg-
ulatory measures strikes an important balance between

on Terrorist
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protecting financial and security interests and allowing
informal operations to serve legitimate purposes for which
they have been designed. In this case the business owner
acquires a legal standing that facilitates his operations
while the customer is protected by law. As a result, there
may be a growth in these money transfers, benefiting indi-
viduals and families in distant countries.”? On the other
hand, non-compliant businesses or those engaged in illegal
activities would face sanctions for violating the new legal
requirements, potentially limiting their customer use.

There is a belief that the majority of informal oper-
ators will want to comply with new legal requirements.”
However, it will be some time before affected businesses
will come under the regulatory umbrella. Given the
importance of informality of alternative money transfer
methods there could be resistance to change. It has been
noted that in some countries the moment a law-enforce-
ment officer is seen walking in the door to check on pro-
cedures, people simply switch to an as yet undetected
dealer.” A concerted effort needs to be made at the grass
roots level to explain the changes and clarify the obliga-
tions of those affected by new legislation. There should
be a sincere dialogue with small businesses and commu-
nity leaders in the affected populations and regions.

There have been suggestions to pay more attention
to the role and functions of conventional financial insti-
tutions where informal operators’ accounts may be held.
These institutions need to investigate the legitimate busi-
ness capacity of money remitters who want to establish
bank accounts.” It could be important not only for alert-
ing the authorities to the possibilities of criminals using
the services of the specific money remitter. The investi-
gation will serve as a seal of approval for legitimate busi-
nesses encouraging them to use more widely convention-
al financial networks.

V. Concluding remarks

Informal money transfer systems (IMTS) were
developed centuries ago to facilitate the movement of
money over long distances. Today, they remain in use
and operate alongside the conventional financial sector.
They attract customers because of their simplicity, effi-
ciency, reliability and low cost relative to most other
available options.

The bulk of money going through IMTS represents
migrant worker remittances that increased manifold over
the past several decades and became a very important

source of development finance. The growth of interna-
tional remittances has been the major reason for the
spread of IMTS beyond initial boundaries to become a
global phenomenon. This is a market response by eco-
nomic agents to the failure of conventional financial
infrastructure in both developed and developing countries
to offer efficient services needed by migrant workers.

The major factors influencing the flow of formal
and informal remittances are macroeconomic climate in a
country and the innovativeness of the financial sector.
Stable growth and orderly liberalisation of the economy
encourage their flow and maximize their positive eco-
nomic impact, including on development-oriented invest-
ments, such as housing. Where financial institutions
remain underdeveloped and government policies are not
conducive to the use of conventional financial facilities,
the IMTS remain attractive vehicles for the transfer of
money for a significant portion of the population. Indeed,
the experience of many countries has shown that the
migrant-specific incentives schemes aimed to encourage
migrants to remit more would not be successful if macro-
economic fundamentals remain distorted and institution-
al deficiencies persist.

To promote the flow of remittances, governments
and international organisations should set the ground
rules for a competitive and secure marketplace for remit-
tances and encourage the development of a consumer-
oriented money transfer infrastructure. This can involve
informal as well as formal systems, depending on the
particular situations. Reduced transfer costs, innovative
remittance methods, greater security and efficiency may
attract people to remit more.

It is recognised that due to significant cultural,
social and economic factors the informal money transfer
systems will continue to be an important element of
international finance and that attempts to eliminate these
systems would be counterproductive, if not impossible.
Formal markets could hardly meet the needs of all peo-
ple, at least in the short run. Besides, cost effectiveness
and quickness of IMTS operations will always make
them attractive vehicles for people remitting money.
Also, in many developing countries, IMTS are likely the
most crisis-proof part of financial infrastructure.
However, the lack of transparency and accountability as
well as government supervision raises the possibility of
abuse of these systems, although there is no conclusive
evidence that IMTS are the preferred vehicle of criminals
and terrorists. Accordingly, there is a need for appropri-
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ate regulation of informal systems to make their opera-
tions more transparent.

One should be realistic about the limits of what can
or ought to be achieved in the short-term to bring infor-
mal money transfer businesses under regulatory control.
Differences in financial development, taxation levels,
laws pertaining to foreign exchange transactions, as well
as in financial regulation and supervision standards
across countries, will continue to create incentives for
informal practices to function in traditional ways.

Therefore, international cooperation in standards setting,
information sharing and monitoring of international
money transfers would be very important to keep IMTS
operations within the bounds of the law.

Effective regulation of IMTS will likely reduce the
gap between them and the formal sector. How to proceed
further in this direction and establish closer linkages with
formal systems, as well as with development process in
general, could be major areas of further research and pol-
icy considerations.
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Figure 1: Flow of activity in a typical hawala transaction
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recipient in country B of $10,000.00 in foreign currency equivalent. S = g
Client gives $10,000.00 and receives a collection code. Broker g g2
profits from small commission (a percentage of amount transferred) & g o
or favourable rate of exchange to foreign country. % g i
[72]
B8 o
= g <
Q= =
(2) &a g
Amount of remittance and destination is communicated and a ) % N
collection code is agreed. g e §-
£ a3
&g o
3) g8
. : 5B &
Collection code is relayed. 0 & 8
o B 8
=
igw
o Q=
w3
&g
Country B
, Hawaladar
Recipient
4

Recipient (or sender) gives collection code.
Local currency equivalent of $10,000.00 is
given to recipient from counterpart hawaladar’s
cash reserve.

Source: Lisa C, Carroll, “Alternative remittance systems: distinguishing sub-systems

of ethnic money laundering in Interpol member countries on the Asian
continent”, INTERPOL, 27 February 2002.
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Figure 2: Sample of Hawala bookkeeping

(1) Transaction (2) Nameof (3) Amount (4) Dollar/ (5) Valueof (6) Mode of

date Hawaladarto of rupee transaction  payment®
whom debtis  transaction® exchange (U $)
owed® rate
16/6/98 Vinod 100,000 37.6 2,659.57 F-1202
16/6/98 Ashish 250,000 39.25 6,369.42 F-1203
16/6/98 Nitin Bhai 350,000 423 8,274.23 B-8146
17/6/98 DK 50,000 38.75 1,290.32 F-1204
17/6/98 Suresh Kumar 300,000 39.25 7,643.31 B-8147
17/6/98 Anil 200,000 40.1 4,987.53 S-5428
17/6/98 Vinod 150,000 39.75 3,773.58 F-1205
18/6/98 Manoj 300,000 41.25 7,272.72 B-8148
18/6/98 Vinod Bhai 350,000 422 8,293.83

18/6/98 Ganesh 200,000 38 5,263.15

Source: Patrick M. Jost (United States Department of the Treasury, Financial Times Enforcement Network (Fincen)
and Haijit Singh Sandhu (Interpol, FOPAC), "The hawada alternative remittance system and its role in money laun-
dering", INTERPOL General Secretariat, Lyon, January 2000, p. 13. http://www.interpol.int/Public/
FinancialCrime/MoneyLaundering/hawala/default/asp)

a It is very common to use partial names (e.g. Vinod, Ashish, etc).

b The chart reflects a tendency to indicate amounts in multiples of 100,000.

¢ This column indicates the manner in which payment was made. The "F" reflects the name of a bank and the
"1202" is the check number. The notation & = =] for Ganesh Trading means 52 tolas of gold (fola = 10 gms), pos-
sibly paid to a local goldsmith or jeweller instead of remitting money through a bank.
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