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EXECUTIVE SUMMARY

1 . Since the September 11, 2001, terrorist attacks on the United States of America, there

has been renewed public interest in informal funds transfer (IFT) systems. Press coverage,

which often focused on the putative connection between the informal funds transfer systems

and terrorist financing activities, increased the level of official concern about its potential

susceptibility to financial abuse. Some national financial regulators began the process of

examining existing regulations, and in some cases, designing, developing, and implementing

new financial sector policies, including those that address IFT systems. These actions led to

a need to better understand the historical context within which IFT systems have evolved; the

operational features that make the systems attractive; the fiscal and monetary implications for

remitting and recipient countries; and the regulatory and supervisory responses to its current

usage.

2. This paper presents the findings, analyses, and conclusions of a study on the

operational characteristics of an informal funds transfer (IFT) system found predominantly in

the Middle East and South Asia, generally referred to as hawala. Recognizing that in some of

these countries, the term "hawala" is also used to refer to money transfers in the formal

financial sector, the study uses the term "informal hawala system" to refer broadly to money

transfers which occur in the absence of, or parallel to, formal banking sector channels.

Specifically, the study examined the: (i) historical and socioeconomic context within which

hawala has evolved; (ii) operational features that make the system attractive for both

legitimate and illegitimate purposes; (iii) fiscal and monetary implications for informal

hawala-remitting and hawala-recipient countries; and (iv) current regulatory and supervisory

responses.

3. Recognizing that the reasons for the development of informal financial systems are

many and varied, the study has adopted both qualitative and quantitative analyses to describe

the system and to form conclusions about the practice. The key themes running through the

paper are:

Historical perspective. Despite the different terminology ascribed to IFT systems-

fei-ch'ien (China), hui kuan (Hong Kong), hundi (India), hawala (Middle East),

padala2 (Philippines), and phei kwan (Thailand)-their initial growth is primarily

rooted in the facilitation of trade between distant regions at a time when conventional

banking instruments were either absent or weak.

Ini October 2001, the Financial Action Task Force (FATF) agreed to Special Recommendations on Terronst
Financing, which included extending anti-money laundenng requirements to alternative remittance systems

2 Although often applied to informal fund transfers, the term "padala" can be used to refer to forrnal transfers,

too. It is a genenc word meaning "to send" anything. Denvations of the word can be applied to transfers

through a courier, a bank, a relative, or door-to-door transactions
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Operational characteristics. Presently, the operational characteristics ascribed to
IFT mechanisms, namely speed, lower transactions costs, cultural convenience,
versatility, and potential anonymity, contribute to their widespread use for both legal
and illegal purposes.

* Linkages with formal sector. Generally, the growth of IFT systems seems to have
been negatively correlated to the level of development of the formal financial sector
Hawala-type operations appear to have prospered in connection with countries where
financial institutions are inefficient and financial policies are restrictive. In cases
where the intent of the user is of an illegal or criminal nature, the use of informal
financial systems will occur irrespective of the level of financial sector development.

4. IFTs have important implications for the design and implementation of monetary,
fiscal, and financial sector regulatory and supervisory policies. Drawing on the experience of
selected countries in Asia, Europe and the Middle East, the study found the following:

* IFTs reduce the reliability of statistical information available to policy-makers.
Effectively, this limits the meaning of economic data by underestimating the factors
that affect certain economic aggregates, including national accounts.

* IFT transactions can affect the composition of broad money and thus have indirect
effects on monetary policy.

* IFT transactions may influence exchange rate operations since they can affect the
supply and demand for foreign currency. While informal hawala and other IFT
transactions are conceptually parts of national balance of payments (BOP) accounts,
accurate compilation is highly unlikely. Published BOP accounts contain little
numerical-and certainly no identifiable-traces of this system and, thus, their
consequences are difficult to explore.

* The IFT systems have negative fiscal implications for both remitting and receiving
countries. As they are conducted outside the formal banking system activity, IFT
activities are not subject to taxes on income and services. Like any underground
economic activity, IFT systems also entail a loss of business for the formal financial
sector and thereby of potential government income.

5. Estimating the size of hawala and other transactions cannot be undertaken with any
reliability. Despite the difficulty of this task, certain judgments can be made about the
possible dimensions of hawala, and there are some approaches to quantification that can give
indicative results. Using a select sample of 15 countries, a simulation model in the paper
suggests that informal transfers in these countries have declined over time as countries
liberalized their financial systems. The use of IFTs for criminal purposes is not taken into
consideration in the simulation.

6. Individual country regulatory and supervisory responses to this phenomenon have
been varied. Overall, the study found distinct differences in the regulatory and supervisory
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response toward the IFT systems between "recipient" and "remitting" countries. In recipient
countries, concerns over foreign exchange regimes, the quality of the formal financial sector
and the level of political stability have been important influences on the regulatory attitude
toward the systems. However, remitting countries generally have fairly liberal foreign
exchange policies and mature financial sectors. The key issue in these countries is the
potential abuse of IFT systems by criminal activities. In the recipient countries, the
regulatory response varied from outright prohibition to benign neglect. In the remitting
countries, recent measures include registration or licensing, customer reporting and record
keeping requirements.

7. In the wake of the recently heightened concerns that money launderers and terrornst
groups use informal transfer systems, the number of national and international regulatory
initiatives to license or regulate IFT activities has increased. A number of countries consider
that benign neglect of the IFT industry is no longer an acceptable policy option. The potential
anonymity that characterizes these systems is believed to present risks of money laundering
and terrorist financing and therefore need to be addressed. As national authorities develop
and implement enhanced regulatory and supervisory frameworks, the paper:

Encourages a two-pronged approach toward regulation in the context of long-term
financial sector development, namely:

- In countries where an informal hawala system exists alongside a well-functioning
conventional banking sector, it is recommended that hawala dealers be registered
and keep adequate records in line with the Financial Action Task Force (FATF)
recommendations. Efforts should be made to improve the level of transparency in
these systems by bringing them closer to the formal financial sector without
altering their specific nature. In conflict-afflicted countries without a functioniing
banking system, requirements beyond basic registration may not be feasible
because of inadequate supervisory capacity.

- Simultaneously, the regulatory response should address weaknesses that may exist
in the formal sector. The formal and informal financial systems tend to benefit
from each other's deficiencies. Policy-makers should address economic and
structural weaknesses that encourage transactions outside the formal financial
systems, as well as the weaknesses in the formal financial sector itself.

* Emphasizes that prescribing regulations alone will not ensure compliance.
Regulators need to possess the appropriate supervisory capacity to enforce the
regulations, and there need to be incentives to comply with the regulations.
Compliance is likely to be weaker where there are major restrictions on transactions
through the formal financial system;

* Cautions that the application of international standards needs to pay due regard to
specific domestic circumstances and legal systems; and



- 6 -

* Concludes that policy-makers should acknowledge the existence of practical reasons,

from the customer's point of view, to resort to these methods rather than formal banks

for international payment purposes. As long as such reasons exist, the hawala and

other IFT systems will continue to exist, and thus addressing IFT will require a

broader response, including well-conceived economic policies and financial reforms,

a well-developed and efficient payments system, and effective regulatory and

supervisory frameworks.

Implications for Work of the Bank and the Fund

8. As regards the possible IFT implications for the Bank and the Fund work, missions

may need to survey or compile information on the importance of these systems and on

regulations governing them in various countries. This objective could be achieved as part of

Fund surveillance work to the extent that relevant macroeconomic issues arise3 or conducted

in the context of the Bank-Fund Financial Sector Assessment Program (FSAP) or fact-

finding/TA missions. The Bank and the Fund missions could also advise authorities on how

to upgrade and enhance regulatory frameworks, in the area of IFT systems, allowing

countries to benefit from experiences developed elsewhere. The Bank and the Fund advice in

this respect would need to take into consideration the reasons underlying the development of

IFTs and specific circumstances of member countries.

9. The Bank and the Fund would also review compliance of IFT systems with

anti-money laundering and combating the financing of terrorism (AML/CFT) standards in

the context of AMLJCFT assessments, where IFT systems are considered macro relevant or

pose a serious AMLVCFT risk.

10. At the same time, the Bank and the Fund technical advice should focus on the

developmental benefits of financial reforms and liberalization. In this respect, technical

assistance would aim at strengthening payment systems, enhancing competitiveness of

formal sectors in the area of funds transfer and help disseminate lessons from country

experiences that succeeded in increasing the share of the formal sector in remittance

business. It could emphasize the need to target reducing the cost, improving speed, and

simplifying procedures in the formal funds transfer system. In countries where impediments

hinder the establishment of formal money changers or opening bank branches for fund

remittances, technical assistance could be aimed at how best to phase out these hurdles and

provide advice on how to design an adequate legal and regulatory framework.

11. Importantly, there is increasing recognition that remittances from migrant workers are

very important both to the national economy of developing countries, and to individual

households as a means to escape poverty. Therefore, while remittance systems have come

3 As indicated by the Board on Apnl 10 and July 15, 2002, in the context of the Biennial Review of

Surveillance (SUR/02/42 and SUR/02/81), for surveillance to be effective, individual Article IV consultations
need to retain a clear focus on the key issues in each country.
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under close scrutiny recently as part of international efforts to counteract terrorism, there is

need to ensure that, tighter controls do not impact negatively on the availability and cost of

these services for the poor. Better regulation and transparency, improved technology, and

greater outreach to rural areas offer big developmental gains. There is increasing demand

from donors to draw together emerging knowledge and best practices on remittances, define

strategic priorities, and strengthen collaboration between governments, banks, non-bank

financial institutions, and NGOs to realize these benefits.

4In this context, an international conference on remittances, organized by the World Bank and the UK

Department for International Development is planned for September 2003
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1. INTRODUCTION

12. Since the September 11, 2001, terrorist attacks on the United States of America, there
has been renewed public interest in informal funds transfer (IFT) systems in general, and the
informal hawala system in particular Press coverage, which often focused on the putative
connection between this system and terrorist financing activities, increased the level of
official concern about its potential susceptibility to financial abuse. Some national financial
regulators began the process of examining existing regulations, and in some cases, designing,
developing, and implementing new financial sector policies, including those that address lFT
systems.5 These actions led to a need to better understand the historical context within which
IFT systems have evolved; the operational features that make the systems attractive for both
legitimate and illegitimate purposes; the fiscal and monetary implications for hawala-
remitting and hawala-recipient countries; and the regulatory and supervisory responses to its
current usage.

A. Research Objectives

13. This paper presents the findings, analyses, and conclusions of a study on the
operational characteristics of an informal funds transfer (IFT) system found predominantly in
the Middle East and South Asia, known as hawala. The study responds to the growing
interest in the operational characteristics and economic and regulatory implications of IFT
systems. It constitutes a contribution to the limited analytical literature on financial
remittance mechanisms operating outside the conventional banking sector. It draws on the
experience of a select sample of countries known to rely on the informal hawala system. This
paper reports on the: (i) historical context within which hawalas have evolved;
(ii) operational features that make the system's use attractive for both legitimate and
illegitimate purposes; (iii) fiscal and monetary implications for hawala-remitting and hawala-
recipient countries; and (iv) regulatory and supervisory responses. Although quantification of
hawala remittances is subject to great uncertainty, this study also makes an effort, through a
simulation, to show how this system can be quantified in 15 countries that are likely
recipients of informal remittances.

B. Research Approach

14. The paper is primarily based on the results of fact-finding visits to six countries.
These visits included discussions with government authorities, academics, and with private
sector representatives (such as bankers and money changers) with operational knowledge of
hawala and similar systems. The research team members visited Germany (Bonn), Pakistan
(Karachi), the Philippines (Manila), Saudi Arabia (Riyadh), the United Arab Emirates (both
Abu Dhabi and Dubai), and the United Kingdom (London). Team members continued their
contacts and discussion with the relevant parties and, in this context, visited Afghanistan

5 In October 2001, the Financial Action Task Force (FATF) agreed to Special Recommendations on Terronst
Financing, which included extending anti-money laundering requirements to altemative remittance systems.
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(Kabul, Heart, and Jalalabad) and participated in an International Conference on Hawala
(Abu Dhabi, May 2002) and other seminars.6

C. Research Scope

15. This study does not provide a comprehensive study of the different types of informal
fund transfer systems operating in the world today. Rather, by focusing on one--the informal
hawala transactions, henceforth referred to as "the informal hawala system"-it provides an
analytical framework for understanding the incentives for using non-banking channels to
transfer funds and the possible economic, legal, and regulatory challenges these channels
present. The paper describes the system's modem uses, settlement procedures, and legal and
regulatory aspects. The description is based on its underlying features, which are similar to
other informal remittance systems-speed, lower transactions cost, cultural convenience,
versatility, and the potential for anonymity.

16. The paper recognizes that informal hawala transactions can not be reliably quantified,
nor their global volume accurately estimated. The required documentation and statistics for
this kind of analysis are not readily available nor accessible. The model in the paper is
therefore a simulation model, not an "estimation" model. It merely identifies the black
market premium on exchange rates as a key factor in the economic incentives for remitters to
use the hawala channel rather than some sanctioned, official channel, for purposes of sending
funds to the home country. Other factors, such as cultural norms and costs of the official
channel, play a key role, but they cannot be easily quantified for the simulation's purpose.

17. The results of the model presented in the paper should be analyzed carefully since
they are just an illustration of a simulation model based on selected parameters and
assumptions. Therefore, there remains tremendous scope for further research in the area of
(i) the developmental importance of migrant worker remittances for developing countries,
(ii) the merits of the different models of regulation, (iii) the appropriate model and variables
for quantifying the volume of informal hawala transactions, etc.

D. Outline of Paper

18. This paper is divided into six sections. Section II defines key terms and outlines the
key operational characteristics of informal hawala transactions for analytical purposes.
Section III discusses the historical context within which IFT systems have evolved, and
describes their modem day legitimate and illegitimate uses. The economic analysis in Section
IV commences with a review of the settlement process used by hawala operators. This
often-neglected aspect of recent studies of informal financial systems has significant
implications for making economic policy and establishing effective regulatory and

6 Semmars organized by the U.S. Treasury or the Financial Cnmes Enforcement Network, Washington, D.C.,
May 2002, and Oaxaca, Mexico, September 2002.
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supervisory practices which are discussed in Section V. The conclusions are presented in
Section VI.

II. FEATURES OF THE INFORMAL HAWALA SYSTEM

19. Different terms are used to describe informal funds transfer systems, including
"alternative remittance systems," "underground banking," "ethnic banking," and "informal
value transfer system." This study purposely uses the term "informal funds transfer systems"
for four basic reasons. First, in some jurisdictions, these systems are the dominant means by
which financial transfers are conducted and therefore cannot be referred to as "alternative"
remittance systems. Second, in some communities, informal funds transfer service providers
operate openly-with or without government recognition; thus this cannot be referred to as
"underground." Third, the use of these mechanisms is often cross-cultural and multi-ethnic,
thus the term ethnic banking is overly restrictive. Finally, IFT better captures the sense and
nature of financial transfers akin to conventional banking that are of primary interest.

A. Definitions and Conceptual Framework

20. Hawala. In Arabic, "hawala" simply means "transfer." For analytical purposes, the
research team designated the term infonnal hawala system to refer broadly to money transfer
mechanisms which exist in the absence of, or parallel to, conventional banking channels. In
some countries, commercial banks use the term hawala to refer to formal sector money
transfers. The definition of hawala in this paper excludes the use of the term hawala in the
formal banking sector.

21. Hawala transaction. A hawala transaction, as defined in this paper, encompasses
financial transfers that are made by principals, or customers, CA and CB respectively,
located in countries A and B, through hawala service providers in their respective countries.
These providers, designated hawaladars HA and HB, operate outside the formal financial
sector, regardless of the use or purpose of the transaction and the country of remittance or
destination. Typically, HA receives funds from CA and asks HB to advance the amount to
CB in the local currency equivalent.

22. In a prototype hawala transaction, Figure 1, an expatriate worker (CA) uses a
hawaladar (HA) to arrange a remittance to his home country. He makes payment in dollars or
another convertible currency to this intermediary. This individual contacts a hawaladar
counterpart (HB) in the receiving country, who arranges payment in local currency to the
remitter's family or other beneficiary (CB). The bottom example in Figure 1 shows how a
hawaladar can use a reverse transaction to facilitate transfer of funds from a family member
in country B to a family member in country A. Obviously, some network of family or
connections among hawaladars is required to make such a system work on an on-going
large-scale basis.

23 Table I shows the simple balance sheet changes resulting from a hawala remittance,
for both remitter and recipient, and also the intermediaries. The remitter in country A makes



a payment, assumed here to be in U.S. dollars, to a hawaladar in the same country, requesting
the equivalent value in his home local currency (LC) be delivered to someone, say his family,
in country B At this level of transaction, the remitter pays out dollars and his net worth
declines. At the other end, the recipients receive a local currency delivery and their net worth
increases accordingly.7 The requested transaction is set in motion by a communication from
the intermediary in country A to the one in B detailing to whom the payment is to be made,
and with some agreed-upon means by which the recipient can be identified. Clearly, the
intermediary in country B needs to have funds available, ahead of time, out of which such
payments can be made.

7 For present purposes, costs and commissions will be omitted.
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Figure 1. Prototype Hawala Transaction

d3. Regiunantec

HA Family Code

Worker in \ / Family in F
Country A \Country B

I Cash 5.Cashsl

Rcmittance code gi Remnttance code
university A

I Remittance code
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Table 1. Prototype Hawala Remittance Transactions

1. Hawala Customer Transactions: remittances to home country
Remittance Senders, Country A Remittance Recipients, Country B
Assets Liabilities Assets Liabilities

- $ + LC

$(net worth) LC (net worth)

Notes: Net worth of remitter declines Net worth of receiver increases

2. Hawaladar Intermediaries
Hawaladar A (HA) Hawaladar B (HB)
Assets Liabilities Assets Liabilities

+ $ (cash) + $ (HB) - LC (cash)
+ $ (HA)

Notes: HB pays out cash and acquires claim on HA.
Net worth of hawaladars unchanged; change in balance sheet composition.
Implied foreign exchange transaction.
$ = U.S. dollars; LC = local currency

24. At this point, both remitter and recipient have completed their roles in the transactions
sequence. As to the intermediaries, however, the hawaladar in country A (HA) has received
funds in trust without making a payment, and the one in country B has made a payment
without receiving its counter value. Both these hawaladars have taken a financial position in
the deal, and this is represented in the lower part of Table 1. In effect, HB has made a loan to
HA, and the transaction needs to be cleared and settled between the intermediaries.

25. Settlement. After the hawala remittance is completed, HA has a liability to HB, and
HB a claim on HA. The principals to the initial transaction do not play any role in subsequent
clearing and balancing of this position. HA and HB can settle their positions in various ways,
including simple or complex reverse informal hawala transactions. These settlement ways are
described in greater detail later in this paper. Their positions can also be transferred to other
intermediaries. These other entities can assume and consolidate the initial positions and settle
at wholesale or multilateral levels, also by various means.

B. Operational Characteristics

26. The informal hawala system possesses several characteristics that account for its
widespread use. These characteristics include speed, convenience, versatility, and potential
for anonymity. The system operates in the informal sector but hawaladars often hold
accounts with the banking sector or sometimes use its channels for settlement operations. The
system can be used for both legitimate and illegitimate purposes.
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27. Speed. Effecting hawala transfers between major international cities takes, on
average, 6 to 12 hours. Commonly, 24 hours is required for transfers between countries
where the recipient is in a location with a different time zone or where communications are
less reliable. Slightly more time may be required for payments in more rural regions or
villages where the hawaladar does not have a local office or representative. Generally,
telecommunication and information technological advancements have greatly benefited the
development of this informal system. Payment orders can be sent by facsimile, telephone, or
e-mail. It must be noted, however, that because the system is based on trust, modern
telecommunication is not a prerequisite. In the past, innumerable transactions were carried
out by word of mouth, and credit was based on personal note of hand, rather than on
documents representing specific goods.

28. Cost.8 The direct cost of making funds transfers between major international centers
is said to average 2 to 5 percent. The final quotation depends on the volume of the
transaction, the financial relationship between the remitter and the hawaladars, the currency
of exchange, the destination of funds, and the negotiating skills of both parties and their
understanding of how the market operates. HA can be remunerated by charging a fee or
through an exchange rate spread, but often a hawala transaction remains less expensive than
payments made through the formal banking sector. The reason is related to the system's
limited overheads and the virtual lack of regulation and taxation. The infrastructure needed
by a hawaladar to conduct business is simple in comparison with that of banks involved in
international payment transactions or even of money changers. Since hawaladars can operate
from home, little shops, or be accommodated unobtrusively within already existing
businesses (exchange bureaus, brokers, money transmitters, and changers to multi-business
shops like carpet stores, small supermarkets, travel agencies, and telephone or call shops)
few, if any, additional operating costs are incurred by the hawala business. They often need
little more than a table, phone, facsimile machine, or-for the most sophisticated-an
internet connection. Unlike banks, little, if any, consideration is given to the commercial and
tax aspects of accounting obligations or for the principles of formal accounting procedures.

29. Cultural convenience. 9 Language barriers, trust among community members,
solidarity amongst migrants facing the same situation, and cultural considerations enhance
the development of informal networks. Limited education levels or illiteracy also pose
obstacles for expatriate workers, who would not feel comfortable dealing with banks and
filling out forms to send money or even opening an account. Cultural considerations also
apply to family members in the hawala recipient country and shape social rules and

8 This exploratory research has considered only the direct transaction cost paid by the customer for the use of
the informal hawala system to transfer funds and not the true cost in economic terms. Computing the true
economic cost requires more in-depth analysis encompassing several country specific factors such as the
regulatory and tax regime, the level of financial sector development, or other factors (e.g., a war, insolvency,
state ownership).

9 This is not to imply that the system is restncted to particular ethnic groups, circles of customers, or retail
business. This system is not only used by individuals, but often by companies and other institutions.
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behaviors, including respect of confidentiality and privacy. In many expatriate communities
only the men tend to emigrate, leaving wives and other family members in the home country.
In these communities, conservative and restrictive family traditions sometimes prevail.
Women maintain minimal contacts with the "outside world," and do not establish
relationships with institutions like banks or the post office. A trusted hawaladar, known in the
village and aware of social codes, would be an acceptable intermediary in such
circumstances.

30. Versatility. Hawala transactions are highly adaptable to conditions of wars, civil
unrest, conflicts, economic crisis, weak or nonexistent banking systems, as well as economic
sanctions and blockades. The informal hawala system has long existed and emerged recently
in conflict-afflicted countries such as Afghanistan, Iraq, Kosovo, and Somalia. For instance,
the formal banking system in Afghanistan is not operational. The six licensed banks in
Afghanistan do not provide any commercial banking services. After years of conflict,
confidence in the banking system is absent and the remaining banks neither accept deposits
nor extend loans. Significantly, banks do not have the capacity to provide international or
domestic remittance services. Unless they physically move money around the country, most
organizations operating in Afghanistan use the informal financial sector to conduct banking
business. Given the security concerns, in the short term, the system has appeared to be the
only reliable, convenient, and cost-effective mechanism for fund transfers. Hawala
transactions are also adaptable to different forms of the foreign exchange, tax, and other
economic regulatory regimes. Their flexibility also enables them to respond to the needs of
persons intent on avoiding or evading taxation. In Guinea, for example, the scarcity of
foreign currency on the official market, associated with exchange controls and the expansion
of the parallel market for the Guinean franc, boosted a hawala-type system in a parallel
market in the 1990s, which has enabled people to transfer funds to Europe or the United
States within hours. The Nigerian diaspora are reportedly using this informal system to remit
funds to their country. Generally, the weakness of local currencies and the related rise in the
spread between the official and parallel markets seem to encourage expatriate communities to
resort to IFT systems for funds remittance.

31. Anonymity. Generally, the documentation, if any, used by hawala dealers is
inaccessible to third parties. The study found that there are neither any standard documentary
requirements nor accounting methods for conducting business in the various countries the
research team visited. Except for the slip with the code to be transmitted to the beneficiary,
hawaladars do not necessarily need a customer identification document to execute
transactions. The recipient needs only to present the code as evidence of being the intended
beneficiary of the funds. When some form of customer identification is requested, this
practice is commonly voluntary. Furthermore, once the transaction is completed, all customer
identification documents, codes, or references can be destroyed, except, perhaps, those
required for settlement purposes. Consequently, many informal fund transactions leave no
audit trail for law enforcement agencies should investigative needs arise.
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III. ORIGIN AND MODERN USES OF INFORMAL HAWALA SYSTEMS

A. Historical Perspective

32. IFT systems are ancient and well rooted in the cultures of various countries. Despite
the different terminology ascribed to them-fei-ch'ien (China), hui kuan (Hong Kong), hundi
(India), hawala (Middle East), padalal° (Philippines), and phei kwan (Thailand)-the growth
of informal funds transfer systems is primarily entrenched in the monetary facilitation of
trade between distant regions. Before the advent of paper money, traders historically used
gold and other precious metals for payments. However, insecurity along many trade routes
led to the development of alternatives that did not require the physical movement of gold and
precious metals. This process occurred at different times in the various regions of the world
and gave birth to instruments that are similar to, or work on the same basis as, IFT systems.

33. China. The history of funds transfer system sometimes is dated back to the Tang
Dynasty (618-907).' With the prospering economic activity in the Tang Dynasty, the need
for a system to transfer funds, including tax revenues, became acute, which prompted the
emergence of China's ancient remittance system. The creation of the fei-ch'ien (flying
money) system seemingly goes back to this time, when business people and government
attempted to reduce the inconvenience of carrying currency and facilitate the transfer of
funds. Later, by the middle of the Ming Dynasty (1368-1644), with the dwindling circulation
of paper money, the government resorted to the remittance system for fund transfers. This
practice continued until the Ch'ing Dynasty (1644-1911). In the early part of the
18th century, cotton trade played a key role in the development of fund transfers. One of the
several networks of cotton dyestuff stores decided to add money transfers to its goods
transfer functions. Subsequently, other dyestuff stores entered the business and created a
China-wide network by the end of the century. 12 The fei-ch'ien system, widely used in the
tea trade throughout Southeast Asia during the same period, was reinvigorated by money
changers, gold dealers, and trading companies, who not only wanted to facilitate their trade,
but also resented using financial intermediaries controlled by non-Chinese. The system was
"exported" to other countries by Chinese living abroad, and a broad remittance network was
established which covered most of China and even extended to some major cities in Japan,
Russia, and Southeast Asia.

'° Although often applied to informal fund transfers, the term "padala" can be used to refer to formal transfers,
too. It is a genenc word meaning "to send" anything. Denvations of the word can be applied to transfers
through a courier, a bank, a relative, or door-to-door transactions.

11 The authors would like to thank the Chinese authoilties for their valuable comments on the history of funds
transfers in China.

12 Kaplan (1997).
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34. South Asia. In the 1950s and 1960s, the main method of payment in the Indian
subcontinent was through the hundi (see box 1), chiti,13 or hawala' 4 which was a draft drawn
on a trading associate. Import credit from the "money bazaars" generally took the form of
loans against hawalas or hundis. These were simple drafts drawn on correspondent traders in
India, Iran, and Pakistan by traders and foreign exchange dealers from the neighboring
countries, including Afghanistan. In addition, as currency export from India and Pakistan was
illegal, there was a considerable differential between official and hundi exchange rates which
increased its popularity. Hawala was also used extensively in trade with Iran as well as in
domestic trade.' 5 Furthermore, after the partition of India and Pakistan in 1947, virtually no
payment connected with trade with India and Pakistan was transacted through banks.

Box 1. Hundi in India

The hundi is an old system that was in use in India before the advent of modem-day banking. The existing
literature on this topic contends that the hundi had been in vogue in India from time immemonal. In India, no
traces could be found of the existence of paper money in early times, nor is there any reference to negotiable
instruments as such in Hindu and Moslem texts. However, bills of exchange have been popular from very
remote times The hundi developed in India with a strong body of rules, usage, and customs, which the
legislature or courts of the country could not but recognize and give effect to. In the beginning, the hundis were
likely issued by "brokers" for the purpose of debt collection. They took diverse forms, sometimes bills of
exchange and other promissory notes, while being subject to local usage. These indigenous bills of exchange
acquired such a high level of credibility that to dishonor a hundi was a rare event. They were freely circulated
among Indian bankers for financing internal trade and were gradually integrated into the activities of the
emerging modern banking system. The redrafted bill tried to reconcile and assimilate the Native and European
Law. The legislature did not abolish the numerous local customs and usages relating to hundis. Because the
Indian commercial community was accustomed to the use of hundis, a hundi was treated as if it were a bill of
exchange in some Indian courts. More recently, at times of political or corruption scandals, it acquired a
different perception, leading to its prohibition. Hundi is now illegal in India

35. Middle East. In the Arab world, hawala as an IFT system helped to facilitate trade
not only within the same realms but also between regions and fiefdoms. Historical accounts
refer to instances where hawala-type instruments16 were widespread in the Middle East

13 A piece of paper (for example, a half banknote), which would serve as evidence presented by a beneficiary to
receive the funds Although "chiti" came from the Indian language Hindi, it was introduced into China by the
English, and denotes (with "chop shop") the Chinese system of alternative remittance.

14 The term hawala has acquired a wide, negative connotation in India It is associated with illegal payments to
politicians and is used by companies for a vanety of advances, payments, and transfers. The famous "Jam
Hawala" scandal occurred in the early 1 990s, involving bribes to politicians, which had repercussions
throughout the decade. This case is recounted in Kapoor (1996).

i Fry (1974), p. 240.

16 In Arabic, hawala instruments were was also referred to as At-talaa ( a bill on which a debtor wntes
his name and seals it, offenng the holder safe movement between regions. Al Allaili (1978), p. 101.
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centuries ago. Some observers note that hawala developed more than a century ago when
immigrant South Asian communities in East Africa and Southeast Asia used it as a means of
settling accounts. Others observe that the system dates to Arabic traders who established
hawala as a means of avoiding the endemic robbery of caravans. But the precise antecedents
of hawala in the Middle East have not been well documented.

36. Europe. Operating on similar principles as the modem-day informal hawala, a bill of
exchange is an obligation in the form of a payment order addressed to the person responsible
for honoring the payment. The bill of exchange requires that a person make payment to
another individual on an agreed-upon future date. The bill in its present form became widely
used in 1 4 th century Italy. This remittance trade was pioneered by the money exchange
dealers who used to display their different moneys on the banco (bench) in Italian cities. The
practice of making bills payable to order and transferring them by endorsement in western
Europe arose at the close of the 1 6 th or the start of the l7th century. The use of bills of
exchange later extended into France and then into England, where they contnbuted to the
development of British commerce.' 7 Though initially confined to international trade, their
use subsequently extended to domestic bills between traders, and finally to personal
transactions. 18 The development of bills of exchange is considered to be one of the
cornerstones of the remarkable expansion of banking activity in Europe.

37. North and South America. In North and South America, the Black Market Peso
Exchange (BMPE) is often mentioned in the same context as hawala, with the implication
that it is comparable in operation and purposes, often as an important route to launder drug
money. The loose association of the BMPE with the hawala remittance system needs careful
review, not only because the primary use of the BMPE is money laundering but also because
the accounting sequence of the BMPE, as usually portrayed, can differ substantially from
those in the informal hawala system as discussed in this paper. Compared with the prototype
informal hawala system transaction and settlement process, there are notable differences with
some of the transactions attributed to the BMPE. Sometimes what is described as BMPE is a
sequence of asset (financial) transactions, starting with a trafficker's hoard of cash that has to
be sold leading to those funds being laundered through formal financial institutions, such as
commercial banks. In the process, the BMPE may be used to finance the imports of goods for
South American traders with limited access to foreign currency. The complete combination
of transactions need not necessarily include or exclude the basic fundamental characteristics
of the system as detailed in this paper. In cases where the BMPE broker uses both formal and
informal funds transfer mechanisms, the similarity and relationship with the informal hawala
system may be more tenuous.

" Aggarwal (1966).

18 Goodwin v. Roberts, 1875, cited in Aggarwal, p. xvi.
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B. Legitimate1 9 Uses of the Informal Hawala System

38. Migrant worker remittances. Large migrant-labor communities often find this
system particularly suited to their needs. Compared with formal banking channels, the
informal hawala system is not only often less expensive but can also be a more accessible
and convenient option for the remittance of funds. The service is also available 24 hours a
day, every day of the year. The network has a wide coverage, which serves far-flung
locations, including remote villages in Pakistan or Bangladesh, whereas banks might not
handle such a small transaction or reach those remote areas within a reasonable time. Seldom
do dealers fail to effect payment.2 0 Sometimes, from the remitter's perspective, default risk
can be eliminated through the "confirmation-before-payment" process-where the remitter
pays the hawala dealer the value of the funds remitted after the recipient has confirmed
receipt of the money.

39. Humanitarian, emergency, and relief aid in conflict-torn countries. Informal
systems are particularly well suited and often the only option in countries at war or emerging
from war. In cases such as Afghanistan and Somalia, where the formal financial system is not
operating, the majority of aid organizations have used the informal financial sector for
international or domestic remittance services relating to humanitarian, emergency, and relief
operations. Except for larger organizations, the cost and logistical capacity required to
arrange for the physical transfer of cash is too high. Oftentimes, staff members carry cash
when flying into the county for operational duties, but the amounts involved are usually
small and meant for overhead expenses and not program needs. For program requirements,
the informal hawala system may often be the only option.

40. Personal investments and expenditures. Hawala systems can be used to transfer
funds, often for legitimate personal investments and expenditures like travel, medical care, or
payment of college tuition fees. Sometimes, it is simply a matter of convenience, as
discussed in the previous section, that funds are transferred though the informal channel
rather than the banking sector; but hawala transfers are also to avoid or evade exchange and
capital controls and other economic restrictions.

C. Illegitimate Uses of the Informal Funds Transfer Systems

41. Circumventing capital and exchange controls. Countries facing shortages of
foreign exchange reserves have often imposed capital controls and created tax barriers for
imports. Individuals and businesses seek alternative means to make international funds
transfers through the reverse hawala route, from countries under exchange controls to other
usually more developed economies, without any documentary requirements. The incentive to

19 The legitimacy of infonnal hawala transactions is subject to national legal frameworks.

20 In societies where personal honor and family pride play a key role in social relations and status, dishononng a
commitment has dire consequences for the reputation of the person, his business, and family.
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use informal mechanisms to externalize funds is even higher if the capital controls exist in a
country where there is an exchange rate risk owing to political and economic uncertainties. 2 1

42. Customs, excise, and income tax evasion. Importers sometimes resort to making
part of payments to an overseas exporter through IFTs, particularly when customs, excise,
and income taxes are high. To avoid paying customs duties, importers request the overseas
exporter to "under-invoice" the goods. The difference between the actual price and the
invoiced amount is then remitted to the overseas exporter through the medium of hawala.
Similarly, when a government grants subsidies based on export receipts to encourage exports,
exporters could resort to "over-invoicing" to maximize their gains.

43. Smuggling. Recent literature partly attributes the growth of the present hawala
network to gold trading and smuggling operations in South Asia in the 1960s and 1970s. To
avoid gold import restrictions, traders and smugglers used boats to ship gold from places like
the Gulf regions to South Asia. To remit funds back to their countries of origin or in order to
purchase more gold, traders and smugglers (importers) found a solution in the growing
population of South Asian nationals working in the Gulf States. To settle their liabilities,
hawaladars, in Dubai, for instance, would finance gold exports to their counterparts and
clients in South Asia. The remitting workers received better rates because hawaladars charge
higher fees to smugglers who made substantial profits from the gold trade. Thus the
smuggling activities benefited from, and enhanced, the existing systems of funds transfers
used by expatriates in the Middle East, Southeast Asia, the United Kingdom, and even in
North America. This network, it is argued, formed the base for the large-scale hawala
operations that exist to this day.

44. Money-laundering activities. Both the formnal banking sector and the IFT systems
are vulnerable to abuse. The number and variety of methods used to launder the proceeds of
criminal and illegal activities and finance terrorist acts continue to become more complex
with time. The methods are diverse and can employ both banking and non-banking channels
including exchange bureaus, check cashing services, insurers, brokers, and non-financial
traders. The methods through which IFTs and the formal banking sector can contribute to the
placing and layering of funds in the money-laundering process are similar, although, as
discussed below, the informal transfer systems have peculiarities, which make them
particularly vulnerable.

* First, neither system necessarily involves the physical transfer of funds from one
jurisdiction to another. Instead, they depend on a series of accounting debits and
credits between the accounts of a network of individuals, companies, accountants,
lawyers, and intermediaries. The major potential relevance of an IFT system to

21 Hawaladars may be able to avoid capital controls in the short-term without any difficulties in settling their
external accounts. However, if these controls persist, hawaladars may expenence difficulties in settling their
accounts, especially if the volume of fund transfers requires the use of the formal banking sector. Different
settlement mechanisrs (discussed later) may hai e to be devised, including the smuggling of physical cash
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money laundering lies in its use for moving the proceeds away from the place where
the crime was committed to destinations where the transaction can either appear
legitimate or from where it can later be brought back to the country through a variety
of legitimate routes for the integration process.

* Second, in the same way that banking secrecy laws may facilitate money laundering,
the potential anonymity of an IFT system can render it susceptible to the processing
of criminal proceeds to disguise their association with criminal activities such as drug
trafficking, prostitution, corruption, and tax evasion.

45. Laundering money through the formal financial systems in the early stages of the
laundering process has the disadvantage to criminals of leaving a paper trail that can be
traced during an investigation by law enforcement agencies. IFT systems, on the other hand,
can minimize detection risk because they require little or no documentation. Where
hawaladars maintain records, the records are generally not accessible by law enforcement
officers.

46. Terrorist financing. The anonymous transfer of funds through the IFT systems has
also attracted concerns about their potential use as a conduit for terrorist funds. Because there
is no requirement for identification documents or source of funds, an IFT dealer can initiate
or facilitate a multiplicity of transfers, which conceal the ultimate origin of the funds through
their network in different jurisdictions. The recipient of funds can use the funds to conduct a
terrorist act. Once the transaction is completed, all customer identification documents, codes,
or references are most likely destroyed, except, perhaps, those required for settlement
purposes. Box 2 illustrates how an IFT system, for instance, can be used for terrorist
financing.

Box 2. Informal Hawala-Financed Terrorism: A Hypothetical Example

Setting. Robert lives in Country A; Michelle lives in Country B. They decide to carry out an action in
Country A.

The operation: Michelle pays a hawaladar in Country B (HB) $1,000 to have the equivalent delivered to Robert
in Country A. HB contacts a hawaladar in Country A (HA) via phone or fax to arrange the payment. Robert
receives the $1,000 equivalent in short order. Neither HA nor HB is privy to the reasons behind the transaction.

Technical traces: One phone call or fax between HB and HA.

Institutional involvement None except, perhaps, HA withdraws $1,000 equivalent from his local account

Institutional records: None.

International transaction None.

Effect of money-transfer reporting requirements: Probably none.
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IV. ECONOMIC ANALYSIS OF INFORMAL HAWALA TRANSACTIONS

47. Assertions that hawala "sends money without sending money" are misleading. Many
discussions of remittances through the informal funds transfer systems give the impression
that this kind of transaction is something very different than making international payments
through established institutions, such as banks or money exchanges. 22 It is as if in informal
hawala transactions "money" simply submerged on one side of a border and popped up in a
village on the other side, with no further complications, and in a fashion that is unlike other
kind of financial transaction. Table 2 gives a summary overview of how value is transferred
in various kinds of channels.

48. In fact, as illustrated in the Table, the modalities of hawala transmission are similar to
other kinds of international payments, including those that go through formal banking
systems. The accounting details are also similar, and these will be considered presently. The
principal difference is that hawala and other informal transactions pass through unregulated
channels. The funds involved may not find their way through a banking institution until later
in the process, and sometimes they never get into a banking channel at all. Except in cases
where hard cash is actually sent or carried across a border, remittance and payment systems
generally rely on transmission of a payment order that is based on some receipt of funds at
the remitting end of the transaction. Actual payment is made to the beneficiary out of
balances at the receiving end; settlement follows or, in cases where there are no exchange
control issues, institutional accounts can be debited/credited congruently. The point of this
example is to demonstrate that payment modalities around the world are similar in terms of
mechanics; the main difference among them is selection of formal or informal channels.
Consequently, the monetary, fiscal, and legal implications of informal funds transfer systems
rest primarily in the unrecorded nature of settlement procedures between hawala dealers.

22 For example, "Hawala works by transfemng money without actually moving it In fact 'money transfer
without money movement' is a definition of hawala that was used, successfully, in a hawala money- laundering
case." Jost and Sandhu (2000).
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Table 2. Types of International Funds Transfer Systems

Type of Transfer Notes Transfer Mechanism Money Sent?
Formal Channels
Cash 1/, 2/ Cash carred across the border Yes
Exchange Houses 3/ Payment instnuction transmitted No
Money Remitters 3/ Payment instruction transmitted No
Commercial Banks 3/ Payment instniction transmitted No
Informal Channels 2/
Hawala "Transfer" payment instruction transmitted No
Hundi 4/ "Collect" payment instruction transmitted No
Fei Chien "Flying money" payment instruction transmitted No
Chits and Chops 5/ "Notes, seals" payment instruction transmitted No
1/ Legitimate in some cases; not usually accounted for as remittances in BOP accounts.
2/ Unlikely to be captured in BOP accounts; unlikely to have noticeable effect on monetary accounts.
3/ Licenses of registered institutions usually require them to deal only with licensed institutions (e.g,

banks) in counterpart countries. Ensuing balances are usually settled through correspondent banking
connections

4/ South Asian name for hawala; similar transfer mechanism.
5/ "A client who wants to send funds overseas contacts someone at a store who vwill take the cash, make

an entry in a ledger book, and then telephone another business in the city of the recipient. The client
will at the same time contact the recipients to let them know where to go and collect the money in local
currency. The recipients may have to show a chit or token . ." (Passas, 2000, p. 17).

Source: Data prepared by the staff.

A. Settlement of Informal Hawala Transactions

49. Returning to the prototype hawala remittance considered earlier, there are numerous
means by which outstanding positions can be settled. The following paragraphs briefly
outline some commonly used methods, such as simple reverse informal hawala transactions,
bilateral and multilateral financial settlement, bilateral and multilateral trade, smuggling,
purchase of international services, and other tntemational asset transactions, including capital
flight. We also consider the possibility of more complex settlement procedures involving
higher level intermediaries in the financing chain. Although the settlement aspect of informal
hawala transactions is elusive, there are various possible designs, and some observations can
be made on the mechanisms. Detailed accounting steps involved in the principal settlement
mechanisms can be found in Appendix ].

50. Simple reverse transactions. The most obvious form of settlement for hawala
accounts would seem to be simple "reverse hawala" that is, a remittance or payment going in
the opposite direction. While possible, the likelihood of account balancing through a "reverse
hawala" must be fairly small, not only owing to low probabilities that hawala remittances
from Country B to Country A would pass through the same hawaladars but, more
importantly, because aggregate remittance flows are highly asymmetrical among countries.
Some countries, such as those with large numbers of migrant workers, are natural net sources
of remittances; countries that are sources of emigration are natural net recipients of such
remittances. Thus, the Gulf countries, Europe, and even the United States will have large
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outflows of private transfers, while South Asian and some Latin American countries will
probably have substantial net inflows. It would, therefore, seem mathematically difficult for a
significant fraction of hawala activity to be "settled" through simple, bilateral reverse
transactions.

51. Complex reverse transaction. Hawaladars could use more complicated reverse
informal hawala transactions for settlement purposes. In a country subject to exchange or
capital controls, HB could receive local currency from an individual interested in having
funds abroad (country C). If the initial transaction is not settled, HB might ask HA for
assistance. HA would recommend another hawaladar in country C (HC), either because they
are correspondents or because there is an open position between them. Alternatively, HA can
himself instruct HC to make funds available to any beneficiary in country C. In other cases,
HB would deal directly with HC and instruct HA to settle the transaction, which would also
clear the initial position. Complex or multilateral reverse transactions suppose the existence
of a large network of hawaladars across countries.

52. Bilateral financial settlement. Conceptually, the simplest manner of settling a
hawala transaction is for HA to make payment directly to HB, or into HB's bank account. In
this fashion, their balance sheets are restored to the status quo ante and accounts are squared.
This kind of settlement may well take place on occasion, but probably not in HB's home
country account. Bilateral financial settlement through HB's home country account implies
an explicit foreign exchange transaction like the purchase by HA of HB's local currency
counterpart to the hawala amount, or an absence of restrictions in country B on residents'
holding of foreign currency accounts. In such a case, HA could simply deposit to HB's credit
the foreign currency amount received from the initial customer.

53. Multilateral financial settlement. The absence of constraints permitting simple
financial settlement is, however, an unlikely configuration for countries that are hawala
recipients, so settlement in this form probably will not transpire, at least in the variant just
described. A more likely scenario might be bilateral financial settlement using third country
accounts. That is, HA can settle his obligation to HB with a deposit to some account
maintained by HB in country C, which is presumed to be a country, like A, that accepts
convertible currency transactions. Obviously, this kind of settlement entails a form of capital
exportlcapital flight on the part of HB, who now acquires a foreign currency-denominated
balance outside country B, as recompense for a payment made in his own local currency on
instructions received from HA. Since no actual foreign exchange transaction (purchase/sale)
has taken place in this sequence of events, the underlying exchange rate remains implicit in
the relationship between the hawala remittance and the settlement amounts. "Financial
settlement" in a third country illustrates both how connected international transactions can
take place in circuitous fashion, and the possible connection of the hawala channel to "capital
flight" in recipient countries with exchange controls.

54. Bilateral trade. An obvious possible use of HB's balances in a foreign bank, if
settled with HA, might be to finance imports to country B. Another possibility would be for
HA to pay the costs of these goods. Again there are various possibilities. In essence, HA
clears his obligation to HB by exporting goods to HB, and the latter satisfies his claim by
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accepting goods rather than cash. The simplest variant of settlement via trade would be the
export of goods from country A to country B. This can be envisioned as a trade flow directly
between HA and HB (who may also be in the import-export business) or, more generally, it
can be envisioned as trade between third parties in countries A and B, i.e., individuals/groups
who are not the original hawaladars, to whom the original hawaladars have transferred their
bilateral claims and obligations.

55. Multilateral trade. With this consideration, the potential complexity and variety of
"hawala settlement" comes into even sharper perspective. It is also possible to write plausible
scenarios in which exports originate from some third country. Thus, the settlement
counter-party to a hawala remittance (or various transactions) from the Middle East to a
South Asian country could well be exports to that country from Europe that are paid for by
the hawaladar in the Middle East. A second scenario might involve exports from some third
country to a location that is not country B, that is, HB has transferred his claim to some
associate in another country. This seems likely when HB has a liability to a hawaladar who is
located in that other country. Cases like these, obviously, will entail a chain of transactions in
which the original informal remittance, itself, is likely to be totally invisible.

56. Misstatement of trade values. A related type of trade settlement would be, not
outright smuggling, but over-/under-invoicing of exports and imports. This would have a
similar, if slower, effect in "reimbursing" hawaladar claimants for sums advanced to
recipients of remittances. Here the potential complication is not concealing imports entirely,
but rather letting them be recorded at an understated value. In the case of under-valuation, of
course, the importer in country B may also benefit from reduced tariff payments, a factor that
in concept can also be taken into account between HB and HA as they work out such
transactions.

57. Smuggling. In considering "trade settlement" of hawala, the possibility of smuggling
into country B looms as another variant. After a typical hawala remittance, HB would be
"entitled" to a quantity of merchandise equivalent to the value of the hawala payment made,
at the implicit exchange rate. A traditional answer to this problem has been the smuggling of
merchandise into country B, which "clears the books" without the complication of declaring
the trade flow or associated payments. The classic, often-cited instance of smuggling as the
"settlement counterpart" to hawala is the gold trade, say, between the Gulf countries and
South Asia. Given the labor/migrant relations between South Asia and the Gulf, the
predominant remittance flows, currency rules, the popular desire for physical gold, combined
with India's (since discarded) long-time ban on private gold imports, it is hardly surprising
that gold smuggling across the Indian Ocean was a busy activity that fit into the hawala
context as a natural clearing and settlement mechanism.

58. International services. Another acknowledged form of clearing/settlement for
informal hawala transactions is the provision of travel or other international services to HB or
other residents of country B, financed by HA or associated consolidators. In effect, residents
of country B who want to travel or purchase services abroad, for medical or educational
purposes for example, but who might be constrained by foreign exchange rationing imposed
by the authorities, may have an option to "purchase" these services with local currency from
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HB or local consolidators. As explained above, reverse hawala is a well-suited channel to
conduct these transactions. HB himself is the potential consumer of international services,
and this transaction is paid for by HA, which liquidates both accounts.23

59. International investment transactions and capital flight. This is similar to HB
acquiring a foreign bank deposit, but with a wider menu. In such a case, HB or his financial
correspondent could acquire other foreign assets (financial paper such as bonds or stocks,
real estate, and the like) in exchange for a claim on HA. HA, for his part, would likely
purchase the desired assets in the name of HB or HB's associate, so as to liquidate the
liability. In this scenario, HA's liability is discharged, and HB remains with external financial
or real assets over a broad range. In technical terms, HB's external claim on HA is exchanged
for a foreign asset of some other kind. The procedure described here might well be used in
countries where the acquisition of foreign assets is forbidden or restricted to specific types or
amounts in an effort to "conserve" foreign exchange or to reserve the stock of foreign
exchange for sanctioned, official uses. The settlement will indeed offer an interesting channel
for entities looking to "flee" the domestic currency and acquire external foreign-currency
assets. Once again, in the transactions chain discussed here, none of the transactors have
carried out any open purchase or sale of foreign exchange, but have operated in separate
currencies using an implicit exchange rate between them. From the moment of the initial
remittance, at least two of the participants (HA and HB) have assumed international financial
positions without going through the official sector. This is unlikely to be problematic for HA,
but HB or his client has from the start acquired a cross border asset, his claim on HA, merely
by paying out local currency funds to some beneficiary of the remitter.

60. Higher level intermediaries. As implied by the potential complexities of the
arrangements, settlement of informal remittances is likely to go beyond direct bilateral deals
and may well involve several hawaladars located in different countries. It is also plausible
there are higher levels of financial consolidation in the hawala chain, that is, a smaller
number of players who each take larger positions than the original intermediaries, HA and
HB. Hawaladars who have large networks and conduct substantial transactions can play this
role, as could individuals/entities not themselves engaged in hawala at all. Neither on-site
discussions, however, nor the literature uncovered specific instances of individuals or groups
who admitted to being consolidators.

B. Balance of Payments

61. As illustrated earlier, the accounting and mechanics of the informal hawala system
and transfers through other IFT channels are substantially the same as transfers made through
banks, exchange-houses, and other entities in the formal sector of the economy. All such
transfers are, in theory, part of the balance of payments (BOP) accounts, whether or not

23 An interesting (and plausible) account of bilateral hawala settlements via provision of-or payment for-
international services is given by Barik, in the U.S. Senate hearings in late 2001 (See U.S. Senate, November
14, 2001). In this case all the participants in the ha%vala circuit are descnbed as family members.
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money is actually moved" or a foreign exchange purchase/sale takes place, because the

remittance itself is intrinsically paired with an international capital flow that provides the

financing. That is, considering the prototype hawala remittance as a whole, the action of the

remitter to "send funds" across borders to a beneficiary is enabled by the willingness and

ability of at least two hawaladars to finance this transaction by changing their cross-border

asset and liability positions. The hawaladar on the remitter's side receives payment and

assumes a cross-border liability, with the agent on the receiving side making payment in

exchange for a cross-border asset.

62. In simple balance of payments terms, the action of making a hawala remittance gives

rise, at least in concept, to the following BOP entries for the two countries involved, of which

there are a number of components.

Figure 2. BOP Entries in Remitting and Recipient Countries

Country A (Remitter) Country B (Recipient)
Current Account

Unrequited transfers: (-) Unrequited transfers: (+)
Financial Account

Increase in liabilities: (+) Increase in assets: (-)

63. The transfer is a debit for the remitting country, offset-indeed, financed-by an

increase in liabilities (credit) of the remitter, and the converse obtains for the receiving

country. "Net" effects for both countries are zero. Three aspects of this example are useful to

keep in mind for understanding the BOP context of such transactions.

64. First, a hawala remittance is indeed a BOP transaction, not because "money is sent"

across borders or there is any recorded purchase or sale of foreign exchange, but because the

transaction is intrinsically linked to changes in international assets and liabilities that are the

financing counterpart. Thus, a seemingly domestic payment, such as paying cash from one

U.K. resident to another, may generate other, cross-border, transactions that are all part of a

set of BOP flows. If these could be measured and compiled into each country's BOP

accounts, this would be visible.

65. Second, however, it is intuitively clear that none of the four components of this

prototype infornal sector transaction is likely to be measured or captured in the BOP

accounts of either country involved. The individuals/entities involved are not part of any

"reporting universe" that files information with the relevant authorities. This means not only

that IFT transactions are not reflected in national BOP accounts, but also that they probably

will not contribute to errors and omissions, so there is not even an indication that something

is missing or badly measured. As suggested by the above discussion, nonzero errors and

omission values depend crucially on partial measurement of connected international
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transactions. In a compact example such as this one, if all components of the sequence are
beyond measurement, there is no trace of errors or omissions at all.24

66. Third, it should be noted that cash movements across borders play no role in hawala
remittances nor, indeed, in most intemational remittances.2 5 Nothing in the sequence of the
hawala transfer, or most of the settlement variants, causes physical cash to move across
borders. What "moves" are asset and liability positions, that is, bookkeeping entries of the
hawaladar participants and related parties. Indeed, the nature of the hawala payments flow-
from a remitter to HA (in, say, dollars) and from HB to a recipient (in local currency) is
typically domestic, not cross-border. Of course, if HA clears the liability by paying the cash
collected in this transaction into HB's account in some banking system, the currency may
find its way back to some other venue, or to the United States, but it is not destined for South
Asia. This point is worth bearing in mind because in some countries, notably Pakistan,
purchases of cash dollars in the black or parallel market by the authorities are counted as part
of hawala remittances in compiling net inward transfers in the balance of payment statistics.
In fact, such currency is not part of hawala remittances, and only a fraction of the total is
likely to be part of "current transfers" in a technical sense, at all.26

67. Therefore, the main point to be made with regard to the balance of payments context
is that while hawala and other IFT transactions are conceptually parts of national BOP
accounts, accurate compilation is highly unlikely. Published BOP accounts probably contain
little numerical-and certainly no identifiable-traces of hawala and, thus, no empirical
handle that can be grasped to quantify or explore the dimensions and fonns of these kinds of
transactions.27 Any attempt at quantification (such as the one we make below) must be based

24 This is not to say that hawala and other informal financial transactions never give rise to errors and omissions
or other effects in BOP accounts. It is certainly possible that some transactions downstream from (and in larger
scale than) the initial set described here may be picked up by the BOP compilation systems of one or more of
the countnes affected. For instance, errors and omissions will be affected when only one side of an operation
(like imports) is recorded by official statistics whereas the financing side is not captured in the data. This
depends crucially on both the particular form of the (usually capital) flows and details of BOP compilation
sources used by national authorities, topics that are beyond the present discussion.

25 Physical currency movements are discussed, inter alia, in Wilson (1992).

26 There are many ways that "cash dollars" can wind up in curb markets in various countnes, most of which
should be technically classified as capital flows. If an expatriate worker brings cash home, gives it to his family,
this could be considered a bona fide remittance. There is, unfortunately, no feasible way to measure boundaries
between the kinds of transactions that can put foreign cash in local markets

27 As an example, some countnes to measure capital flows of non-bank sectors now use the BIS international
banking statistics. Hawala transactions "financed" by capital (out) flows directed to foreign bank accounts
might affect these numbers, but there is no way to associate vanations in such balances with background
transactions, of which there are many besides those that are hawala-related.
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on indirect measurement and heavy use of prior information or parameters in whatever model
may be used.

C. Macroeconomic Implications

68. Monetary and exchange policy formulation. Because IFT transactions are not
reflected in official statistics, the remittance of funds from one country to another is not
recorded as an increase in the recipient country's foreign assets or in the remitting country's
liabilities. While the direct impact on the policy options of IFT systems is not obvious,
however, its indirect impact on monetary and exchange rate policy choices can be significant.
The size of the informal financial sector can grow considerably if the distortions between the
official and parallel exchange rate are significant. On the other hand, large-scale hawala or
other IFT transactions could exacerbate these distortions by diverting foreign currency away
from the banking system and further widening the exchange spread. Such developments
could influence the formulation and effectiveness of exchange rate policy. The flight of
foreign currency outside the formal banking sector could also lead monetary authorities to
change the course of monetary policy. They could, for instance, encourage banks to offer
attractive interest rates on both domestic and foreign currency deposits with a view to
reducing the amounts of domestic and foreign currency kept outside the banking sector.

69. Composition of broad money. Because there is no physical movement of cash, only
value changes hands, broad money remains unaltered by informal hawala transactions. The
beneficiary receives funds in local currency from the hawaladar contact in the recipient
country. If the funds come from the hawaladar's cash balances the direct effect of the transfer
of the funds between the concerned parties on broad money is therefore nil. The structure of
a monetary survey suggests that almost nothing in hawala remittances or other IFT systems
has significant effect on the components of overall national banking assets and liabilities.
However, the composition of broad money in a recipient country may be affected by
informal hawala transactions. This outcome is related to the cash nature of these transactions.
The pool of cash available to hawala in recipient countries (HB) is supplied by individuals or
groups in these countries which provide local currency in order to receive funds from abroad.
The monetary effect of these informal transactions, in comparison with official transfers,
would be reflected in a decline in deposit accounts (possibly savings and time deposits) in
favor of an increase of cash in circulation.2 8 Since beneficiaries of remittances are usually in
low-income categories and rarely have bank accounts, and considering that those interested
in using hawala channel transactions for accumulating assets abroad are usually higher-
income groups, these transactions would have an impact on the composition of broad money.
The adverse impact of the informal hawala system on the banking sector and the related
development of a cash economy could increase the instability of demand for money, limit

28 The mechanism is somewhat similar for money changers and other remitters in the sense that cash is mostly
used in official transfers. The difference, however, is that in official transfer transactions, cash usually
remntegrates rapidly in the banking system while in the hawala system cash reintegrates in the banking system
only at later stage in the process, if at all
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financial intermediation and affect monetary transmission mechanisms, restraining thereby
the efficiency of monetary policy. The flourishing of a cash economy and the related leakage

of money away from the banking system could also constrain the availability of bank
resources and push up interest rates in the economy, as banks attempt to attract deposits by

offering higher interest rates. The impact on interest rates is likely to be aggravated if the loss

of government revenue from hawala-related activities significantly exacerbates the fiscal
situation and requires the government to resort to monetary and bank financing.

70. Private consumption patterns. Remittances in general either through the formal or

the informal system are reflected in private consumption. Even though some expatriate
workers send funds home for investment purposes such as in real estate, it is generally agreed

that remittances are overwhelmingly aimed at covering the basic needs of families in home
countries. Hawala transactions initiated from countries with exchange and capital controls
tend to reinforce this consumption pattern, since the indirect transfer of funds in the recipient
country from wealthy groups toward relatives of expatriate blue collar workers through
hawaladars tends to favor consumption spending over savings. The wealthy groups may use

their savings accounts to provide funds in local currency and in cash to local hawaladars,
who would subsequently funnel them to beneficiaries with high propensity to consume.

71. Foreign exchange operations. In economies structurally in need of foreign currency,
the loss of foreign exchange in the formal banking system related to the use of IFT systems,
has contributed to a "virtual" parallel exchange market where foreign exchange can easily be

accessed. Even though the supply of foreign exchange through the IFTs disappears from the
official market, it still finances imports of goods and services and thereby responds at least

partially to a potential demand for foreign currency that would otherwise have been
expressed in the official market. In some countries (such as Pakistan), the shortage of foreign
exchange in the official market has required central banks to purchase foreign exchange from

the black markets. Such a move indirectly influences the level and composition of broad
money. Purchases from the parallel market entail a "recycling" of foreign currency into the

formal sector through increases in central bank foreign assets, but foreign currency would be

supplied by foreign correspondents of money changers or other intermediaries.

72. Fiscal policy. Because they generally operate outside the formal banking system
activity and do not pay any taxes, the IFT systems have fiscal implications for both remitting
and receiving countries. Moreover, like any underground economic activity, IFT systems also

entail a loss of business for the financial sector and thereby reduce government income.

73. The loss of government revenue occurs in two ways: first, through loss of direct taxes

in the form of income taxes and other business taxes. The income and profits of hawaladars
are by nature unrecorded and likely to escape taxation. Second, they do not pay indirect taxes

such as taxes on VAT and other service taxes. The hawala business of fund transfers is not
subject to other kinds of taxes, like the formal sector, such as registration fees, etc. Under the

assumption that the informal hawala system tends to favor basic consumption, government
revenue may incur further loss because taxes on these goods are usually lower. However, this

possible loss is not inherent to IFT systems since transfer through the formal sector would
have the same effect. In some cases, government efforts to encourage remittances through
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formal channels are usually accompanied by tax exemption or subsidies, which would also

affect fiscal balances.

74. As mentioned earlier, reverse transactions may be intertwined with undeclared

domestic and international activities. Related transactions used for settlement such as

smuggling, under- and over-invoicing, in domestic as well as in international transactions,

evade tax systems or increase spending (subsidies). By facilitating bogus/irregular import and

export transactions, the IFT system can indirectly have a deleterious impact on the

government in the form of lower tax receipts from imports and expropriation of export

subsidies. The loss of government income is not directly related to IFTs, but it is inherent to

smuggling or tax evasion activities. In domestic markets, under-invoicing the value of real

estate transactions or any other transaction conducted in the real or financial markets with a

view to exporting funds abroad facilitates tax fraud and evasion. The informal nature of the

informal hawala system, through reverse transactions, offers a discreet medium to those

eager to send their wealth overseas without leaving detectable tracks. It offers a reliable

medium that allows capital flight to safe havens and investment abroad without declaring the

generated income to tax administration. By providing financing to unrecorded imports, the

system indirectly favors the circulation of goods and facilitates import of smuggled goods-

like electronics, gold, and diamonds- contributing therefore to the expansion of informal

economic activities that avoid tax payments.

75. Information and economic data. As an underground activity, IFT systems reduce

the information available to policy-makers, particularly central banks, and limit significantly

the meaning of economic data by underestimating the factors that affect economic

aggregates, including national accounts. In this regard, they constrain the capacity of

economic authorities to have a truthful picture of the status of and changes in economic

activity, project its trends, and devise appropriate economic policy responses. This handicap

may adversely affect policy-making in all economic areas, especially monetary and fiscal

policies.

D. Quantitative Dimensions of Informal Hawala Transactions

76. Estimation constraints. It is intuitively clear that IFT transactions cannot be reliably

quantified. It would be extremely difficult, if not impossible, to make accurate estimates of
either balance sheet or turnover figures in the "money bazaars" or informal activities in
general. These difficulties are compounded by the questionable legal status of foreign
exchange dealings; the high proportion of smuggling in total foreign trade;2 9 and the general
lack of available records, especially for statistical or balance of payments purposes. This
holds true for both the "remitting" and, especially, the "receiving" sides of the transactions.
As discussed, on the receiving side these transactions are sometimes associated with capital
flight motivations and can involve contravention of exchange control regulations and the
like, so there is little incentive to keep or make records available.

29 Fry (1974), p. 241.
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77 Approaches to quantification The limited literature30 on international transfers and
workers remittances, which recognizes that economic factors (such as black market exchange
rates) influence transfer mechanism choices, uses standard data sources and does not actually
attempt to quantify amounts sent througlh informal channels.3 ' A few studies have tried to
measure informnal hawala transactions empirically, mainly through interviews with market
participants.3 2 Against this background, certain discussions can illustrate the possible
dimensions of hawala, and refer to some approaches to quantification which can give
indicative results. Though conjectural, a few bases on which an effort can be made include:

* The ethnic connection and "common knowledge" about the culture or characteristics
of populations or countries with a hawala tradition;

* The number, or share, of a country's nationals who are residents or working as
expatriates elsewhere, since this will be an important factor in the scale of private
remittances;

* The relative inability of banks and other institutions to quickly deliver funds, and the
high cost of remittances through sanctioned channels; and

* The existence of an active parallel exchange market. The larger the divergence from
the "official" exchange rate, the higher the incentive for all participants to divert their
transactions into the informal market. Where parallel markets exist, there has
generally been some available measure 6f the exchange rate divergences, or "black
market premium."

78. Most of these factors are not easily quantifiable, except in a very rough way. Even
good data on the "number of emigrants" from potential recipient countries are generally
lacking. What is usually available is a version of international transfers through sanctioned
channels and some measure of exchange market conditions, such as official versus private

30 A good example is Elbadawi and Rocha (1992), who note "there is ample anecdotal evidence that the volume
of unofficial remittances is substantial in many countnes . . There are a variety of informal channels through
which the migrant can remit, including triangular operations with family, friends, and middlemen to actually
operate outside the home country. Although recourse to informal channels usually involves a cost, the migrant
will be willing to incur such costs when there is a large premium between the exchange rates in the black and
official markets.... The black market premium becomes a central vanable in models that focus on the choice of
channels of remittances."

3t An econometnc approach to quantification might be considered, but it would also entail heavy assumptions
imposed on the estimating functions and results.

32 The best study presently known to us is Pohit and Taneja (2000). The authors found "hawala" payments
account for up to 15 percent of small-scale trade between India and Bangladesh.
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rates.3 Details of the model specification, steps in the simulation procedure and the results of
the model are given in Appendix 11.

V. LEGAL AND REGULATORY ASPECTS OF THE INFORMAL HAWALA SYSTEM

79. Because of their significance, IFT systems have been the subject of regulatory
concern for a very long time. Their recent notoriety has merely rekindled and indeed
galvanized this interest. Overall, the study found distinct differences in govemment policy
toward the informal hawala system between remitting and recipient countries. On the one
hand, important influences on the regulatory attitude toward the system in recipient countries
have been state policies prohibiting informal financial transfers, the quality of the formal
financial sector, and the level of political stability. On the other hand, hawala-remitting
countries generally have fairly liberal foreign exchange policies and developed financial
sectors. In these countries, the interest in IFT systems primarily stems from concerns about
their potential criminal abuse. This section briefly reviews the evolving oversight framework
for hawala dealers in some countries in line with changes in government policy. The
examples in this section are illustrative of current practice in a number of countries. The
description of one country's approach does not imply that it is the only country pursuing this
approach.

A. Hawala-Recipient Countries

Prohibition of informal hawala transactions

80. India. Under both the Foreign Exchange Regulation Act (FERA, 1973) and its
successor, the Foreign Exchange Management Act (FEMA, 2000), hawala-type transactions
have been explicitly prohibited. The number of institutions (notably "authorized persons"
such as banks) permitted to deal in foreign exchange has been closely defined, and the kinds
of transactions (travel, medical treatment, acquisition of foreign assets, etc.) permitted for
customers have been set forth in regulations that have been frequently revised. The recent
FEMA wording specifically addresses hawala-type transactions by prohibiting Indian
residents from entering "into any financial transaction in India as consideration for or in
association with acquisition or creation or transfer of a right to acquire, any asset outside
India by any person." Similarly, one of the mandates of the Directorate of Enforcement has
been to prevent "remittances of Indians abroad otherwise than through normal banking
channels (i.e., through compensatory payments)."

81. Pakistan. Pakistan has a large number of nonresident Pakistanis and also a long
history with various forms of capital controls. "Legitimate" remittance channels-on the
Pakistani side-have been restricted to licensed banks. Exchange houses are only authorized

33 Franz Pick began this work long ago. See Currency Data and Intelligence, Ltd., World Currency Yearbook,
(formnerly Pick's Currency Yearbook) vanous editions.
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to carry out currency exchange alone, not to serve as a channel for net inward remittances.
Yet, the official rate for the Pakistani rupee has often been subject to large discounts in the
parallel market, which is favorable to various kinds of informal transactions, including
hawala. Confidence in Pakistan's economic policies and prospects has fluctuated widely over
time, and the stop-go nature of policy changes has sometimes exacerbated the problem.
However, in July 2002, a newly promulgated legal and regulatory framework for the
transformation of money changers into foreign exchange companies allows money changers
a two-year period to register and comply with the relevant prudential rules/capital
requirements. After the two-year period, money changers, however, will not be allowed
unless they register as foreign exchange companies.

Enhancing the quality of formal financial sector services

82. The Philippines. Except for the usual business registration requirements with the
local authorities, there are no regulatory or supervisory requirements for hawala operators.
Although originally regulated and supervised by the central bank, money changers have not
been regulated for a number of years since the economy was liberalized. Instead of targeting
IFT activity directly, the Central Bank, through the Bankers Association of the Philippines,
has encouraged banks to innovate and replicate the advantages offered by the informal sector.
Consequently, banks have started providing, and continue to provide, for example, door-to-
door delivery of cash remitted from abroad. More recently, innovations have included
remittance raffles, which allow each remittance to be entered into a raffle offering different
prizes ranging from cellular phones to free medical services. Moreover, many banks from the
Philippines second their own staff to banks operating in regions where there is a high
concentration of Filipino overseas workers. Interaction with their nationals when visiting
foreign banks encourages them to remit their savings to the Philippines through the formal
sector. However, in light of the new international efforts against money laundering and
terrorist financing, money exchange dealers were included in the list of covered institutions
mandated to submit certain information about suspicious activities of their customers. They
are also required to adhere to the basic principles of the Anti-Money Laundering Act 2001. In
addition, an implementing circular for the licensing and regulation of foreign exchange
dealers or money changers is under consideration.

83. India. The authorities have continued efforts to increase the efficiency and cost
effectiveness of banking services thereby making IFT systems less attractive. Massive bank
branch expansions in the 1970s and 1980s have also reduced the per branch population.
Branches of commercial banks in rural areas have increased access to the formal financial
sector. The Reserve Bank of India has also allowed non-bank financial companies to
undertake Money Transfer Service Schemes to facilitate swift and easy transfer of personal
remittances from abroad to beneficiaries in India. These approved agents can, and do, in turn
appoint sub-agents to ensure wide urban and rural coverage.
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Self-regulation

84. Afghanistan. The more than 300 registered34 money exchange dealers in the market
have organized themselves into an operational self-regulating market. Estimates of the
number of unregistered money exchange dealers in Kabul and around Afghanistan vary
widely from 500 to 2,00o.35 The market's equivalent to a conventional Securities and
Exchange Commission is an eight-member Executive Committee that meets regularly to
discuss its member's affairs. The Committee's Executive Director and his three assistants
direct the activities of the Money Exchange Dealers Association and ensure that each
member adheres to the Association's unwritten rules of conduct and practices. Membership
in the association is voluntary and there are no subscription fees. Each member is entitled to
attend the Executive Committee meetings. The open meetings facilitate a learning process for
new members.

B. Hawala-Remitting Countries

85. In hawala-remitting countries, the regulatory approach varies between registration
and licensing, with varying degrees of additional prudential, law enforcement, and anti-
money laundering requirements.

86. Germany. Persons operating remittance services without a license from the German
Financial Services Authority (BAFin) are liable to prosecution under Section 54 of the
German Banking Act. Fines are imposed for contravention of this rule. Licensed remittance
service providers are subject to regular supervision in the same way other financial service
providers are. They must comply with the same requirements--fitness and propriety tests,
obligation to draw up annual accounts and have them properly audited, regular special audits,
and so forth.

87. United Kingdom. Hawala-type transfers are not in themselves illegal, however, the
authorities' main concern is the need for improvements in registration and record keeping.
The recent legislative amendments of late 200136 are aimed primarily at strengthening
registration and record keeping among participants in these activities. As in other hawala-
remittance countries, the primary focus is on the potential criminal dimensions of informal
payment channels, especially money laundering and terrorist financing. In line with this
approach, the administration of laws relating to the informal hawala system is entrusted with

34 Money exchange dealers are required to register their businesses with the Central Bank's Intemational Affairs
Department. The registration process includes making a deposit with the Central Bank of 20 million Afghanis
(US$526). Thereafter, annual license fees are 1 million Afghanis (US$26).

35 In the absence of regional records and the open nature of the Kabul money exchange market, these estimates
must be viewed as speculative in nature as there is no basis upon which to accept these estimates with any
measure of confidence.

36 Statutory Instruments, 2001. No. 3641 ofthe Anti-MoneyLaundenng Regulations became law on
November 9, 2001.
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H.M. Customs and Excise Department rather than the Financial Services Authority. The U K.
hawala regulatory regime is interesting in two respects.

88. First, it only requires the registration and not the licensing of hawala operators. H.M.
Customs can only refuse to register a hawala business if the applicants provide false
information, fail to provide sufficient documentation as required by law, or fail to pay the
registration fee. It will not conduct fitness and probity tests of applicants, determine the
reasonableness of the applicant's business plan, or assess the adequacy of the capital
proposed for the business. Registration is one of the FATF-recommended options and the
U.K authorities currently do not see the need for prudential regulation of hawala operators.

89. Second, it does not prescribe the minimum amount above which a Suspicious
Activity Report must be prepared. Instead, the U.K. operates a suspicion-based system across
the regulated financial sector. In its education campaign, H.M. Customs will emphasize that
operators bear the responsibility of determining what is suspicious, regardless of the amount,
and also be duty-bound to keep "sufficient" documentation for adequate customer
identification purposes. The only guidance provided is that the operator must be able to
"identify customers and record or copy evidence of identity and address."

90. United States of America. The government has strengthened the regulatory
oversight standards for those remitting informal funds transfers. In the United States, the
money remittance trade is well established, but not all participants are required to register
with an appropriate authority. In 1993, federal legislation was passed to strengthen record-
keeping requirements and integrate the requirements with anti-money laundering
requirements. In 2000 the Uniform Money Services Act, promulgated by the National
Conference of Commissioners on Uniform State Laws, created licensing provisions for
various types of money services businesses. Licensing is set up as a three-tiered structure--if
a person is licensed to engage in money transfer services, he or she can also engage in check
cashing and currency exchange without having to obtain a separate license for that purpose;
if a person is licensed to engage in check cashing, he or she can also engage in currency
exchange (but not money transfers); if a person is licensed to engage in currency exchange,
he or she may only engage in currency exchange services. In the case of money transmission
services, the act specifies the disclosures that must be made in an application for licensure,
including information about the licensee (criminal convictions, prior related business history
and operations in other states, and material litigation), information about proposed authorized
delegates, sample payment instruments, banking information, and any other information
reasonably required by the state regulator. After September 11, 2001, the United States
passed the USA Patriot Act, which reinforces the responsibility of hawala dealers to register
their activities, report suspicious transactions, and be subject to on-site inspections.

91. Saudi Arabia. Hawala transactions are illegal in Saudi Arabia. The Banking Control
Law expressly prohibits unlicensed persons from engaging in any banking business.3 7 Any

37 Saudi Arabian Monetary Agency (1994), p. 24. Banking business is defined to include, "payment orders,
promissory notes and similar other paper of value, foreign exchange transactions and other banking business."
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person who disregards this prohibition is liable to be imprisoned for a term not exceeding
two years and to a fine not exceeding SRIs 5,000 for every day the offense continues
unabated. Also, the regulations for Money Changing Business3 8 restrict money changers to
the exchange of currency and purchase and sale of foreign currency, in addition to the
purchase and sale of travelers checks and the purchase of bank drafts. However, the Saudi
Arabian Monetary Agency may license any money changer to make cash remittances inside
and outside the country. 39 When so licensed, money changers are required to maintain, with
their correspondents in Saudi Arabia and abroad, or their offices, full coverage against all
outstanding remittances on those correspondents to enable them to settle the value of
remittances promptly upon receipt of all orders.40

92. In addition, Saudi Arabia has taken deliberate steps to improve the quality of the
services offered by the formal financial sector. To reach out to expatriate communities, banks
have launched new activities and services (such as Speed Cash and Tele Dial), which offer
competitive services to their customers. Banks have also established branches in areas
populated by expatriate communities and reduced charges on remittance-related services.
Bank branches have changed their working hours to accommodate their targeted clientele and
have started offering more rapid delivery of funds to home countries. Through
correspondents in the recipient countries, some banks reportedly undertake door-to-door
delivery of funds, using the post office and courier services. Banks have also introduced new
financial technology, which has simplified account management and helped maintain loyal
customers. On the receiving end, the authorities of some countries have launched campaigns
to encourage the use of the formal banking sector by offering incentives to remitters and
liberalizing trade and banking transactions. In Pakistan, for instance, the authorities have
offered to reimburse the remittance fee to banks and money changers in remitting countries
to encourage the channeling of funds through the formal sector.

93. United Arab Emirates. The U.A.E. has had formal banking-type regulations and
supervision practices for non-bank money remitter's operators since the 1980s, but has also
moved to strengthen its regulatory requirements. Federal Law No. 10 (1980) and subsequent
Resolutions No. 31/2/1986 and 123/7/92 regarding the regulation of the money changing
business in the U.A.E. permit money changers to be licensed as money remitters. The law
provides, for example, specific guidance on the documentation required from clients engaged
in the funds transfer business. Hawala operators must record details of persons or institutions
that transfer an amount, for example, Dh 2000 or the equivalent in other currencies. The law
requires that only the following original documents can be used for customer identification
purposes: (1) passport, or (2) U.A.E. ID card for U.A.E. nationals, or (3) labor card for

38 "Rules Regulating the Money Changing Business," no. 3/920 Dated 16-2-1402 (December 1981) Riyadh:

Saudi Arabian Monetary Agency.

39 Ibid., article 3.

40 Ibid., article 7.
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non-U.A.E. nationals, or (4) driver's license. The operator only needs to record the client's

telephone number without the address. In the case of transfers in amounts of less than

Dh 2000, the transferor should be given a receipt without the said details (Appendix IV).

94. The Central Bank of the U.A.E. has issued in the local newspapers an announcement

to hawaladars on November 4, 2002. To regulate the informal hawala system, the central

bank will start registering and issuing a "Simple Certificate" to all hawala brokers in the

U.A.E., free of charge. In the announcement, the Central Bank of the U.A.E. assures hawala

brokers that their names and details will be kept safe at the Central Bank. Hawala brokers, on

the other hand, should provide the Central Bank with details of the remitters and

beneficiaries who receive transfers from abroad on "simple forms" (available at the Central

Bank). They are also required to report suspicious transfers.

95. The U.A.E. has also been working with the financial sector to improve its service

quality. Formal institutions have in some cases attained a high degree of sophistication by

adapting financial technology to their customers' needs. Some of them currently offer

accounts and electronic cards to their clients, which indicate the remitter ID and a list of

beneficiaries with their addresses. These cards are aimed at reducing wait time,

accommodating the remitters, monitoring clients, and encouraging loyalty to the bureaus.

VI. CONCLUSIONS

96. Historically, IFT systems are relatively commonplace. Despite the different
terminology ascribed to IFT systems-fei-ch'ien (China), hui kuan (Hong Kong), hundi

(India), hawala (Middle East), padala (Philippines), and phei kwan (Thailand)-their growth

is primarily found in the monetary facilitation of trade between distant regions at a time when

conventional banking instruments were either absent or weak. Over time, the operational

features of speed, low cost, and cultural convenience, versatility, and potential anonymity led

to their use for various legal and illegitimate remittance purposes.

97. Informal hawala systems have typically thrived in jurisdictions where the
formal banking sector is either absent or weak, or where significant distortions exist in
payment systems as well as foreign exchange and other financial markets. Generally,
except for cases where the purpose for using the informal sector is of an illegal or criminal
nature, the growth of informal funds transfer systems seems to be negatively correlated to the
level of development and liberalization of the formal financial sector. The study found that
these systems are more likely to be prevalent in jurisdictions where the formal banking sector
is either virtually absent or not functioning, as is sometimes the case in conflict afflicted

countries, or does not provide a reliable, cost effective and convenient mechanism for the

transfer of funds. Where these conditions exist in recipient countries, the system can be

particularly used for migrant labor remittances, humanitarian, emergency, and relief aid in

countries experiencing conflict. The attraction of informal operators is also likely to be

heightened in countries where inefficient banking institutions operate in an environment of

financial policies that include foreign exchange controls.
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98. Illegitimate use of the informal hawala system could occur regardless of the level

of development of the financial sector. In cases where the intent of the user is of an illegal

or criminal nature, the use of informal financial systems will occur irrespective of the level of

financial sector development in the country. While both the formal and informal financial

sectors are vulnerable to abuse, the potential anonymity that the system offers the users

renders it susceptible to smuggling activities, capital control circumvention, customs, excise

and income tax evasion, money laundering, and terrorist financing operations. These crimes

are not new and law enforcement agencies have long been concerned about informal

financial mechanisms. For financial sector regulators, however, legislation against financial

crimes is a relatively recent phenomenon. In drafting new international standards against

financial crimes-registration, licensing, reporting and record keeping requirements-

financial authorities also need to consider the settlement process between hawala operators

and the economic and regulatory implications of hawala-type systems.

99. The nature of the settlement process of hawala transfers has implications for

economic and regulatory policies. Developing appropriate responses to IFT systems

requires a clear understanding of both the remittance and settlement analytics. Essentially,

the accounting details of these informal transactions are similar to other kinds of international

payments, including those that go through the banking system. Like the informal hawala

system, banks do not necessarily move physical cash between branches or correspondent

banks when effecting transfers. The main difference between hawala and formal institutions

is that the subsequent settlement of hawala accounts usually remains outside formal operating

channels that are regulated by national authorities.

100. Because informal hawala transactions are unrecorded in national accounts and

other statistics, the data available to policy-makers would not offer an accurate

description of the economic and monetary situation of a country and would tend to limit

the effectiveness of their policies. A hawala transaction is a balance of payrnent transaction,

not because "money is sent" across borders or there is any recorded purchase or sale of

foreign exchange, but because the transaction is intrinsically linked to changes in

international assets and liabilities. However, while hawala and other IFT transactions are

conceptually part of national BOP accounts, accurate compilation is almost impossible.

Nevertheless, even though national authorities are unable to directly maintain records of

informal financial transfers, the indirect effects of these transactions on monetary aggregates

and operations, as well as on the balance of payments, should be taken into consideration.

The system reduces the amount of statistical information available to policy-makers on the

level of economic activity in the country.

101. IFT systems have fiscal implications for both remitting and recipient countries.

First, hawala operators are typically not taxed. The revenue collection structures required for

informal financial business do not exist. Second, the business activities of IFT users are also

likely to evade direct and indirect taxation. Third, since the settlement of accounts between

hawala operators may include under-invoicing and smuggling of goods and services, the

government may also incur losses in its customs and excise duty income.
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102. IFT transactions cannot be reliably quantified since accessible records are scarcely
available for statistical or BOP purposes. Despite this limitation, certain considerations can be
made of the dimensions of IFT transactions, and there are some approaches to quantification
that can give indicative results. While these results are rough simulations, they indicate that the
monetary and fiscal implications of IFT systems remain significant.

103. Current regulatory and supervisory practices vary between hawala-recipient
and hawala-rernitting countries. Overall, the study found distinct differences in the
regulatory and supervisory responses toward the informal hawala system between recipient
and remitting countries. In recipient countries, concerns over foreign exchange management,
capital movements, the quality of the formal financial sector, and the level of political
stability have been important influences on the regulatory attitude towards the system.
However, hawala-remitting countries generally have fairly liberal foreign exchange policies
and developed financial sectors. In these countries, the regulatory and supervisory interest
primarily stems from concerns about their potential criminal abuse and terrorist financing.

104. Emerging approaches to international standards need to sufficiently take into
account specific domestic circumstances. In the wake of the recently heightened concerns
that money launderers and terrorist groups use IFT systems, the number of national and
international regulatory initiatives to license or regulate their activities has increased. A

number of countries have decided that the potential anonymity characterizing these systems
presents risks of money laundering, terrorist financing, and other law enforcement concerns,
which preclude a policy of benign neglect. This said, the paper cautions against the
application of emerging international standards without due regard to specific domestic
circumstances. Developing international regulatory and supervisory standards for informal
funds transfer systems is a complex process. Differences in the stages of economic
development in general, and the financial sector in particular, imply that national regulators
need to give careful consideration to country-specific circumstances and national legal

systems.

105. Regulators must bear in mind that prescribing regulations alone will not ensure
compliance. Regulations are not a panacea for possible abuse of the IFT systems.
Specifically, regulators need to possess the appropriate supervisory capacity to enforce the
regulations. Also, they must bear in mind that experience shows that restrictive methods will
not drive out all businesses involved in unlicensed financial transfer activity from the market.

The informal banking system can not be completely eliminated by means of criminal
proceedings and prohibition orders. Policy-makers should acknowledge the existence of
practical reasons, from the customer's point of view, to resort to these methods rather than
formal banks for international payment purposes. As long as such reasons exist, the hawala

and other IFT systems will continue to exist.

106. For purposes of long-term financial sector development, addressing the potential
risks of financial abuse and criminal activity requires a two-pronged approach. In the
majority of countries, where IFT systems exist alongside a functioning conventional banking
sector, it is recommended that hawala dealers be registered. In these systems, additional
efforts should be made to improve the level of transparency by bringing them closer to the
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formal financial sector without altering their specific nature. Simultaneously, the regulatory
response must address the weaknesses that may exist in the formal sector. The formal and
informal financial systems benefit from their mutual deficiencies and each tends to expand
when the condition of the other is impaired. High transaction costs, long delays in effecting
money remittances, exchange controls and overly bureaucratic policies and procedures for
simple money transfers in the formal system are major incentives for the existence of the
informal financial system. To face the challenge, the formal sector should tackle its
deficiencies and enhance its competitiveness. In conflict-afflicted countries with no
functioning banking system, imposing requirements beyond basic registration may not be
feasible because of the lack of supervisory capacity.

107. Clearly, the development of various informal funds transfer systems over many years
and across many countries points to the important role that these systems can play in the
absence of a robust and efficient formal financial sector. However, risks of misuse exist
considering the informal nature of these systems, particularly anonymity and lack of records.
The development of the ability of the formal financial sector to respond to the legitimate
market demand for hawala-type transactions, coupled with prudent regulatory policies for
hawala operators, requires sound and sustainable macroeconomic policies, a well-developed
payments system, and a healthy financial sector. Notwithstanding the progress apparently
made by the formal sector in expanding its activity at the expense of informal activity, these
gains are not definitive and can easily be reversed. Poorly functioning financial systems or
just the deterioration in financial or macroeconomic conditions could pave the way for
greater recourse to informal payment systems. A setback in financial and exchange
liberalization or the rise in the exchange spread between official and parallel market
exchanges can always induce a greater use of the IFT activity.
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Types of Settlement for Rlawala Intermediaries' Remittances

Table Al. 1. Accounts Cleared via Reverse Hawala Transactions

1. Initial Transaction.
Remittance Senders, Country B Remittance Recipients, Country A
Assets Liabilities Assets Liabilities

- LC (cash) |+ S (cash)

h LC (net worth) (s (net worth)

Net worth of remitter declines Net worth of receiver increases

Hawaladar B (HB) Hawaladar A (HA)
Assets Liabilities Assets Liabilities

+ S (cash) + $ (HA) - LC (cash)
+ S (HB)

Note Simple exact reverse of initial transactions,
highly improbable because A to B remittances > B to A remittances.

2 Hawaladar Accounts, including reverse transactions.
A to B remittance

Hawaladar A (HA) Hawaladar B (HB)
Assets Liabilities Assets Liabilities

+ $ (cash) + $ (HB) - LC (cash)
+ $ (HA)

Ia. B to A remittance
Hawaladar A (HA) Hawaladar B (HB)
Assets Liabilities Assets Liabilities

- S (cash) + S (cash) + $ (HA)
+ $ (HB)

Net changes for HA and HB - 0: settled.
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Table Al.2. Bilateral Financial Settlement through Bank in Country A

After customer remittance transaction.

Hawaladar A (HA) Hawaladar B (HB)
Assets Liabilities Assets Liabilities

-$ (cash) $ (HB) - $ (HA)
+ S (BA)

Bank A (BA)
Assets Liabilities
+ $ (investments) |+ $ (HB)

Notes: HA deposits $ in HB's bank account; bank intermediation assumed
Bank A is in country A; exchange controls may impede settlement in country B.

Table A1.3. Bilateral Settlement via Exports to Country B

After customer remittance transaction, as above.

Hawaladar A (HA) Hawaladar B (HB)
Assets Liabilities Assets Liabilities

-$(cash) [ $ (HB) -$ (BA)
+ $ (goods)

Note: HA pays for exports shipped to HB.
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Table A1.4. Clearing by Means of International Services for HB Paid for by HA

After customer remittance transaction, as above.
Hawaladar A (HA) Hawaladar B (HB)
Assets Liabilities Assets Liabilities

-$ (cash) - $ (HB) -S (HA) -S (net worth)

Notes: HB purchases services from country A
These services paid for by HA, e.g., Pakistan Hajj Sponsorship scheme.
HB net worth declines due to services expenditures

Table 5. Clearing by Means of Nonbank Capital Flows

Hawaladar A (HA) Hawaladar B (HB)
Assets Liabilities Assets Liabilities

- $ (cash) - $ (HB) + $(e.g., equities)
Entity (in A or elsewhere) - S (HA)

Assets Liabilities Assets Liabilities
+ S (cash.>invest) + $ (HB)

Notes HA purchase securities, real estate, etc., in name of HB.
HB trades external claim on HA for these other external assets

Source: prepared by staff.
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Figure A1. 1. Informal Hawala-Levels of Financial Consolidation

Initial Transaction Remitter and Beneficiary finished.
Hawaladars A and B have unsettled balance sheets

Notes
Likelihood of "offsetting" reverse transactions is small.
Country A likely has open capital markets and no currency controls
Country B may have restricted capital markets and foreign exchange controls.

Consolidation/Aggregation 1. Hawaladar A pays amount due to intermediary.
Hawaladar B received amount due from intermediary.

Notes:
Higher level "financial" intenmediary assumes balances, and amounts increase.
Some empirical evidence of such consolidation.
Intermedianes likely residents/entities in countries A and B.

Consolidation/Aggregation II. Further level(s) of same"

Note: No empirical evidence on number of "consolidation" levels.

Final Settlement. Vanous permutations.
Goods market: e.g., exports/imports, smuggling.
Financial market: Accounts with financial institutions.
Misc. international transactions: e.g., capital flight; foreign property purchase.

Notes:
At this point, all parties are cleared and settled
Likelihood of interaction with formal financial system increases, but motivating background obscure
Chance of exchange control violations in recipient countries.
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Formulation and Simulation of Quantification Model

The present study used a simple model of hawala remittances constructed for 15 recipient
countries that met certain conditions for informal activity, principally (i) appreciable numbers
of nonresident nationals; (ii) a history of parallel exchange markets with statistically
available data on parallel rates; and (iii) available statistics on recorded private transfers. For
present purposes, the countries selected were: Algeria, Bangladesh, Ecuador, El Salvador,
Guatemala, India, Indonesia, Iran, Pakistan, the Philippines, Sri Lanka, Sudan, Tanzania,
Turkey, and Zimbabwe. In each case the model was applied to cover experience from 1981
to 2000, using officially compiled (balance of payments) data on inward private transfers,
information on parallel market exchange rates, if any, and applying the information
mentioned above.

The model has the following form for each country examined. The estimated share of hawala
remittances in total private transfers is specified as:

RI/R = a +bB + cB2 -dB3

where

RI = Informal Remittances/Transfers;
R = Total Remittances/Transfers;
RP = Recorded private transfers in the BOP accounts of each country.
R = RI + RP. Thus, R = RP/(l-RI/R).
B = "Black market premium" (in percent of the official rate) on the currency.
MIN = Intercept (=a), that is, minimumn share of "hawala" in total remittances (when

B = 0).
MAX= Maximum share of informal transfers in total (when B is high).

The model is specified as a cubic function on the assumption that the "hawala share" of total
remittances starts at some generally nonzero level if/when B = 0, and rises through a certain
range of values for B, reaching a peak at some value beyond which RI/R stabilizes at MAX
(RI/R)* < 1. Obviously, this is just a wa. of saying that hawala transfers cannot exceed total
remittances, measured and unmeasured. 2 Assumptions play a large role in this model,
because RI cannot be measured directly, and there is no obvious way to assess an error
structure in estimation.

41 Mexico and others might be included, but in such cases there is no "documented" history of black market
exchange rates.

42 The cubic form suggests a response that first accelerates, and then decelerates as B nses from zero toward
some level at which hawala remittances reach a peak relative to the total.
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To further parameterize the structure, we assume that the inflection point in the curve traced
by this model occurs at a value of B* = X, and the maximum value of the hawala share, say
(RVR)* = MAX is reached at Y = 2X.43 For values of B > Y, it is assumed that RI/R
stabilizes at MAX. That is, at least some small portion of total transfers will continue to go
through recorded channels, no matter how strong the exchange-rate incentive to use
unofficial ones.

The contour of this reaction function (RI/R which responds to exchange market incentives)
seems to be plausible, but the model has to be imposed on available data. Results are
obtained by selecting values of the intercept MIN and MAX and X, according to country
characteristics and exchange rate experience. For instance, many observers have noted that
hawala is deeply entrenched in Pakistan, which suggests the choice value of MIN for
Pakistan is well above zero and that of MAX would be high, say around 0.9. That is, the
assumptions on Pakistan suggest that hawala remittances may be substantial, even if B is not
exceptionally high, and high levels of B may not be needed for hawala remittances to account
for a large share of the total.

Another factor to be considered-in choosing "X," in particular-is the exchange-rate
history of each country in the sample. In some there may be parallel markets, but without
large or sustained divergences over time between official and black market rates. In others,
for example, Algeria or Iran, there is a long history of parallel exchange rates that are far
above official rates. This difference in experience raises the analytic problem of how such
countries respond compared to those in which divergences have not been so extreme or
protracted. If there is, say, a 100 percent divergence in exchange rates, would a country for
which 100 percent might be "below average" have the same degree of hawala remittance
activity as a country where this same divergence might be above average? For purposes of
this exercise, at least, we assume that "peak levels" of hawala activity occur at higher levels
of exchange-rate divergence (B) in countries with a history of large divergences than for
those with a history of small divergences. Thus, peak activity (RI/R) for Algeria might be
reached at a level of B, which is well above the maximum for the Philippines, for example.

Parameter choices for the 15 countries included in our sample are shown in Table 5.

43 For Y = 2X, the solution value for b = 0. Other solution values result when Y= 3X or other possible
formulations.
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Figure A2. 1. Estimating Function for Hawala Share in Total Private Remittances
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In this illustr-ation, MIN = 0. 1; MAX = .9; X =50; and Y =100. Table A2.1I displays the
choice parameter values used in making 0awala estimates for the 15 countries included in our
calculations.

Table A2. 1. Parameter Values Used in Inforrnal Hawala Estimates

Intercepts (RI4R) Black Market Excha4ge Premium (B)
Country Min I/ Max I/ Inflection (X) 21 Peak (Y) 2/ 3/

Algepna 0.2 0.8 100 200
Bangladesh 0 2 0.8 50 100
Ecuador 0.1 0.7 20 40
El Salvador 0.2 0.8 50 100

Guatemala 0.1 0.7 20 40
Indua 0.1 0.7 15 30
Indonesia 0.2 0.9 20 40
Iran 0.1 0.7 50 100
Pakistan 0 4 0.9 20 40

Philippines 0.05 0.6 10 20
Sri Lanka 0.2 0.9 20 40
Sudan 0.1 0.7 20 40
Tanzania 0.1 0.7 20 40

Turkey 0.1 0.6 10 20
Zimbabwe 0.1 0 7 40 80

I/ Expressed as RV/R
2/ Black Market Exchange Premium over official rate (%)
3/ As implemented, Y = 2X
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It is noted again that selected values are judgmental, based on our current understanding of
the factors that bear on hawala remittances in each of these countries. While these enable us
to obtain estimates, readers are at liberty to experiment with alternative specifications and
parameter values based on different assumptions.

The tables found below provide an overview of the results of this experiment. These
numerical results are only specimens for the 15 included countries, but it is hoped they are
illustrative of the potential real-world scale of informal payments activities.

To begin, Table A2.2 displays private current transfers as recorded in national balance of
payments statistics and reported to the Fund, usually for publication in International
Financial Statistics.4 These series are the data captured by national compilation systems (i.e.
those transfers that pass through "sanctioned" channels) but, even there, the measurements
are not infallible.45 Recorded series are merely a rough benchmark to help scale hawala as
described above.

Table A2.3 provides approximate time series on black market exchange rate premiums (B),
from the sources discussed above and as compiled by the World Bank. This is the second
crucial ingredient in making hawala estimates with this particular model. It should be noted,
in particular, that the history of black market premiums is quite divergent across countries,
and also that in most cases the black market premium tends to decline noticeably from the
early 1980s to the late 1990s.46

Time series simulation results for RI/R (the hawala share) for each of the 15 countries are
given in Table A2.4, which can be examined in conjunction with parameter values displayed
in Table A2. 1. Obviously, these results are bounded by MIN and MAX for each country, so
somewhat different values could be obtained if analyst varies these parameters. The lowest
intercept for RI/R, is .05 for the Philippines, for reasons discussed in the text, and the highest
value for MAX is 0.9, which applies to Indonesia, Pakistan, and Sri Lanka. However, with
the values chosen for X and Y, there are few instances where these levels are reached.4" At
the same time, given the parameter choices, details in the Table suggest that the "hawala
share" of remittances can be large for many of these countries.

Results. Results of this exercise suggest that the amount of informal remittances around the
world can be considerable, especially in view of the fact that only a subset of participant

44 Not all the countries in this sample compile and report more complete BOP data for use in the IMF's Balance
of Payments Statistics Yearbook.

4S Note, for instance, anomalies in the Pakistan and Philippines transfers/remittances statistics.

4S One is tempted to surmise that Fund advice intluenced this result, but it is impossible to know for certain.

47 As X and Y are lowered, of course, it becomes easier to "bump these ceilings" and therefore raise the amount
of estimated hawala.
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countries is included here. If these results are in any way indicative of actual trends, the
global total for informal remittances could amount to billions of dollars. Table A 2.2
summarizes total recorded (RP) and constructed unrecorded (RI) private transfers for each of
these countries across the 20-year sample, and the "average" share of unrecorded transfers
over this period for each of them. For some of the countries (e.g., Algeria, Bangladesh, Iran,
and Pakistan) the results are notably high, and for a few, especially the Philippines they are
modestly low. India, along with Ecuador and Guatemala, also fall into a "low" category, or
less than 20 percent. This is, of course, reflective of the parameters chosen and could be
somewhat raised or lowered with different choices.

Table A2.2. Summary of Estimated Private Remittances, 1981-2000

Total Recorded Unrecorded Share of unrecorded
In billions of dollars Percent

Algeria 53 14 38 73
Bangladesh 84 35 50 59
Ecuador 9 7 2 18
El Salvador 23 15 9 38
Guatemala 8 7 1 16
India 143 120 23 16
Indonesia 16 12 4 23
Iran 98 31 70 68
Pakistan 136 62 75 55
Philippines 55 50 5 9
Sn Lanka 23 14 9 38
Sudan 15 7 9 55
Tanzania 19 8 11 58
Turkey 87 72 14 17
Zimbabwe 6 3 3 44
Total 775 457 323 n.a.
Source: Staff estimates.

Time-series perspectives on these results can be seen in figures A2.2 and A2.3. The first of
these plots the time series of BOP-recorded private transfers over the period in question.
Recorded data start in the vicinity of $15 billion some 20 years ago and rise close to
$40 billion by the year 2000. As suggested by earlier comments, if the share of estimated
informal hawala transactions has declined somewhat over this period, the share of recorded
transfers in the total likely has increased, so that the 20-year rise in recorded transfers may be
somewhat stronger than the background increase in total remittances.48

48 Of course, a decline in the relative share of informal remittances/transfers (RI) does not necessarily mean a
fall in the absolute values
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Figure A2.2. Recorded Private Transfers, 1981-2000
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Figure A2.3 provides, in bar graph form, a summary of estimated hawala remittances as a

share of the transfers total over the sample period. Given the parameters used in the exercise,
hawala remittances appear to have receded from some 50-70 percent of totals during the
1980s, to somewhere around 20 percent at the end of the 1990s. This reflects changes in the
main determinant of informal hawala transactions, the black market exchange rate premium

that, for many countries retreated to near zero during the concluding years of the decade.

Figure A2.3. Estimated Hawala Remittances as Share of Total, 1981-2000
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Finally, Figure A2.4 expresses the 15 country total of hawala transfers in dollar terms. The
results suggest that informal transfers started high, about $35 billion per annum, early in the
1980s, then oscillated in the $15-$20 billion range through the early l990s, and finally could
have declined to around the $10 billion per annum range late in the sample period. According
to our assumptions, this evolution was driven mainly by the "disappearance" of many black
market exchange-rate premia for countries included in the investigation A decline of
estimated informal hawala transactions to even lower annual rates is not likely to occur so
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long as there are ethnic, geographic, cost, or other factors that influence people to stay away
from official channels in favor of unofficial ones.

Figure A2.4. Estimated Hawala Transfers, 1981-2000
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An important consideration is that these empirical results are merely rough simulations that
should not be given undue significance in discussions about IFTs. So far as quantification is
concerned, there simply is no known means to get authoritative results, and educated guesses
are about the best that can be obtained. If these results have any significance at all, they just
suggest that the "amount of hawala" can be fairly significant for certain countries that meet
the economic and cultural conditions that nourish this business, and certainly larger on a
world scale than the figures generated by these selected sample cases. Importantly, these
results may also suggest that the growth or decline in the use of IFT systems may be
negatively correlated to the level of development of the formal financial sector. Hawala-type
operations appear to have been more dominant in countries where financial institutions are
inefficient or financial policies restrictive. The seemingly downward trend of hawala system
usage in the sample countries may be in response to the international move towards more
liberal exchange rate policies and more free floating currencies. Between 1989 and 1995, for
example, at least 53 countries moved towards more flexible (adjusted according to set of
indicators, or managed or independent float) exchange rate regimes.49

The model in the paper is a simulation model, not an "estimation" model. It merely identifies
the black market premium on exchange rates as a key factor in the economic incentives for
remitters to use the hawala channel rather than some sanctioned, official channel, for
purposes of sending funds to the home country. There are other factors too, such as cultural
norms and costs of the official channel, but they cannot be easily quantified in a time series

49 Latter, T. Choice of Exchange Rate Regime, Center for Central Banking Studies, Bank of England: London.
p. 13.
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sense for purposes of an exercise such as this. Thus, black market premiums show up in the
model as the principal variable factor that influences informal remittances, but the intercept
and peak used for each country endeavor to capture some other influences.

As to black market premiums, these have been (more or less) measured over the years, and
they are given in Table 10 for all 15 countries. (Incidentally, roughly the same data have been
used recently by Reinhart and Rogoff 50 in their paper on the history of exchange-rate
regimes). The empirical experience shows that, for a number of these countries, this black
market premium has tended to decline during the 1990s, but this conclusion does not hold for
all of them. It would generally be argued that convergence of formal and informal rates in
any country's exchange market ("convergence or unification") of rates represents some
improvement in the management of these markets. Usually this would be the result of policy
changes that remove incentives for parallel markets, or outright liberalization of official rates
and motion toward a floating regime. Thus, it is the empirical evidence on exchange rates (in
the sample countries) that suggests there has been some "improvement" in the regimes, but
this was not a premise of the paper.

Given the form of the simulation model, the reduction in overall black market exchange
premia during the 1990s naturally leads to a decline in the relative amount of hawala
(compared to total remittances) that the model generates. It was built that way. If other priors
are applied to the modeling effort, different results can be generated. Our results are plausible
in the coarse sense of showing that the informal channel is potentially "large" when driven
by large exchange market incentives, and it tends to recede when costs and incentives in
official channels become more favorable. The model results illustrate this.

5 0 Reinhart and Rogoff. 2002. "The Modem History of Exchange Rate Arrangements A Reinterpretation"
NBER Working Paper 8963 National Bureau of Economic Research, Cambridge, Mass.



Table A2.2. Recorded Private Current Transfers, 1981-2000
(in millioons of U.S. dollars)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Algena 513 529 414 350 529 917 628 477 603 400 269 500 1100 1400 1100 900 1060 1060 790 790

Bangladesh 933 1,295 1,429 1,266 1,182 1,218 1,503 1,633 1,397 1,614 1,812 1,809 1,952 2,091 2,267 1,913 2,137 2,173 2,501 2,426

Ecuador 35 30 38 25 85 51 135 104 106 119 123 134 318 391 506 616 738 933 1,188 1,437

El Salvador 75 210 154 176 187 252 337 348 438 525 627 853 1,005 1,291 1.393 1,259 1.364 1,534 1,566 1,830
Guate-
mala 97 66 34 32 21 76 196 228 255 218 277 406 371 456 508 537 629 743 754 911

India 3,026 2,939 3,075 2,789 2,799 2,638 3,034 2,739 3,093 2,853 3,736 4,157 5,375 8,208 8,410 11,350 13,975 10,402 11,958 13,504

Indonesia 250 134 114 167 88 259 257 254 339 418 262 571 537 619 981 937 1,034 1,338 1,914 1,816

Iran 2,000 2,000 2 000 2,000 2,000 2,000 2,)00 2 000 2,500 2,500 2,000 1,996 1,500 1,200 800 471 400 500 508 539

Pakistan 1/ 2,564 3.175 3.397 3.349 3,095 3,185 2,899 2,760 2,770 2,834 2,890 3,502 2,337 2,919 2,611 2,739 3,981 2,801 3,582 4,188

Philippines 2/ 546 810 944 659 694 696 809 874 1,002 1,203 1,521 2,222 2,276 3,009 4,928 4,306 5,742 4,926 6,794 6,050 .

Sn Lanka 389 451 465 504 469 503 530 564 547 579 645 730 795 882 847 881 967 1,054 1,078 1,166

Sudan 404 132 274 307 369 358 332 334 577 143 128 233 85 120 346 236 439 732 702 651

Tanzania 152 136 128 180 394 501 610 643 682 593 504 650 390 312 370 371 314 427 413 406

Turkey 2,575 2,295 1,806 2,131 2,022 2,030 2,456 2,220 3,574 4,525 5,131 4,075 3,800 3,113 4,512 4,466 4,909 5,860 5,294 5,317

Zimbabwe 142 87 95 193 172 170 221 211 211 204 192 347 271 69 149 126 128 115 122 75

Source: IMF, International Financial Statistics and Balance of Payments Statistics Yearbook
Note. Some values from IMF staffreports or estimated, where missing (Iran, pre-1989, Algeria, post-1992 from published country reports, Zimbabwe, 1995ff)
1/ Includes State Bank of Pakistan purchases from the curb market. Fiscal year basis
2/ Measured as income of Filipino workers overseas, rather than as actual remittances.



Table A2.3. Black Market Exchange Rate Premiums, 1981-2000
(in percent of previous penod official rate)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Algena 247 266 330 369 389 246 419 416 358 264 83 300 358 250 175 133 125 150 50 50
Bangladesh 41 41 42 45 130 218 211 272 210 199 136 67 40 30 19 19 11 0 0 0
Ecuador 29 96 64 91 85 0 31 38 16 23 19 10 6 5 4 2 5 11 0 0

ElSalvador 84 34 98 100 204 82 100 195 85 36 12 12 18 15 15 10 10 11 0 0

Guatemala 22 25 70 24 45 15 33 28 9 22 14 4 5 4 4 2 2 0 0 0
India 9 13 28 16 17 8 13 14 12 15 18 4 5 5 6 6 3 2 2 2

Indonesia 4 1 0 2 0 11 16 16 3 1 4 26 9 7 5 0 6 11 5 5
lIal 403 379 320 562 557 977 1.576 1.030 1,965 1,965 3.252 3,360 88 100 150 193 186 150 400 200
Pakistan 41 25 30 11 0 1 19 10 0 6 9 8 8 8 6 6 11 25 20 20
Philippines 6 7 50 1 1 2 8 3 4 6 6 1 2 4 7 9 0 0 0 0
SnLanka 6 10 38 32 15 3 2 36 25 16 9 10 6 4 1 1 0 0 0 0
Sudan 3 57 54 102 43 122 85 270 344 915 52 95 78 50 25 10 0 11 5 5
Tanzania 193 205 301 287 281 248 139 100 35 50 59 36 9 8 6 4 7 11 5 5
Turkey 20 15 11 1 0 7 8 9 2 1 6 6 4 4 4 0 4 0 4 4
Zimbabwe 53 51 192 80 53 70 50 47 76 37 50 33 19 15 10 7 16 900 400 400

Sources Levine and Renelt, World's Currency Yearbook (for 1985, 1990-93), Adrian Wood, Global Trends in Real Exchange Rates 1960-84,

World Bank Discussion paper 35, 1988, GlobalDevelopment Finance and World Development Indicators (for 1996-1997) Certain nmssing values interpolated by the authors



Table A2.4. Simulated Shares of Informal Hawala In Total Private Transfers, 1981-2000
(in percent of total; R = RI + RP)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Algena 0 80 0 80 0 80 0 80 0 80 0 80 0 80 0 80 0 80 0 80 0 28 0 80 0 80 0 80 0 64 0 43 0 40 0 50 0 23 0.23
Bangladesh 028 028 028 030 080 080 080 080 080 080 080 044 027 024 021 021 020 020 020 020
Ecuador 038 070 070 070 070 010 043 062 017 027 020 012 011 011 010 010 011 013 010 010
ElSalvador 060 025 077 080 080 057 080 080 061 026 021 021 021 021 021 020 020 020 020 020
Guatemala 025 030 070 028 070 017 047 035 0.12 025 015 010 011 010 010 010 010 010 010 010
India 014 019 060 024 025 013 019 020 017 022 029 011 011 011 012 012 010 010 010 010
Indonesia 020 020 020 020 020 024 028 028 0.20 020 020 045 022 021 021 020 021 024 021 021
lman 0 70 0 70 0 70 0.70 0 70 0 70 0.70 0 70 0 70 0 70 0 70 0 70 0 54 0 70 0 70 0 70 0 70 0 70 0 70 0 70
Pakistalii 0.90 056 0.65 043 0 40 0.4 049 042 040 041 0.42 041 041 041 041 041 043 057 050 0.50
Philippines 009 011 060 005 005 005 012 006 006 008 009 005 005 006 010 014 005 005 005 005 OE
Sn Lanka 0 21 0 23 0 83 0 62 0 27 0 20 0 20 0 75 0 43 0 29 0 23 0 23 0 21 0.20 0.20 0 20 0.20 0 20 0 20 0 20
Sudan 010 070 070 070 070 070 070 070 070 070 070 070 070 070 030 013 010 013 011 011
Tanzania 070 070 070 070 070 070 070 070 054 0.70 070 058 012 012 0.11 010 011 013 011 011
Turkey 059 036 023 010 010 015 016 018 010 010 013 014 012 011 011 010 012 010 011 011
Zimbabwe 033 031 070 070 033 054 030 027 063 020 030 01 012 011 011 010 012 070 070 070

Source Estimates are for Rl/R, using methodology described in text
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Regulatory Framework for Money Exchange and Money Remittance Business in
Pakistan

Money Exchange Business Money Remittance Business
Regulatory The State Bank is responsible for day-to-day The State Bank is responsible for day-to-day
Authority administration of foreign exchange policy, administration of foreign exchange policy, which is

which is exercised through its Exchange exercised through its Exchange Policy Department.
Policy Department.

Legal Status Legal: Illegal:
Foreign Exchange Regulations Act, 1947 and Foreign Exchange Regulations Act, 1947 and
Notifications issued hereunder: Notifications issued hereunder

No person in, or resident in, Pakistan shall make
any payment to or for the credit of any person
resident outside Pakistan [clause 5 (a)], draw, issue,
or negotiate any bill of exchange or promissory note
or acknowledge any debt, so that a right (whether
actual or contingent) to receive a payment is created
or transferred in favor of any person resident
outside Pakistan
[5 (b)]; make any payment to or for the credit of any
person by order or on behalf of any person resident
outside Pakistan [5 (c)]; place any sum to the credit
of any person resident outside Pakistan [5 (d)];
make any payment to or for the credit of any person
as consideration for or in association with (i) the
receipt by any person of a payment or the
acquisition by any person of property outside
Pakistan and (ii) the creation or transfer in favor of
any person of a right whether actual or contingent to
receive a payment or acquwre property outside
Pakistan [5 (e)]; draw, issue or negotiate any bill of
exchange or promissory note, transfer any secunty
or acknowledge any debt, so that a nght (whether
actual or contingent) to receive a payment is created
or transferred in favor of any person as
consideration for or in association with any matter
referred to in clause 5 (e) [5 (f)].

Licensing/ 1. Business Plan: stating the nature of
Registrationi transactions that are desired to be dealt with.
Documentation 2. Management: Confirmation that trained

staff and the required systems and equipment
to handle foreign currency transactions are
available.

Permitted 1. PermittedActivities No person other than
Activities an authorized dealer shall in Pakistan, and no

person resident in Pakistan other than an
authonzed dealer shall outside Pakistan, buy
or borrowfrom, or sell or lend to, or
exchange with, any person not being an
authonzed dealer, any foreign exchange.
2. An authonzed dealer may have dealings in
all foreign currencies or may be restncted to
authorizing dealings in specified foreign
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currencies only; may be authorized to engage
in transactions of all descriptions in foreign
currencies or may be restncted to authonzing
specified transactions only; may be granted
authority for a specified period, or within
specified amounts.
3. No person whether an authorized dealer or
otherwise, shall enter into any transaction
which provides for the conversion of Pakistan
currency into foreign currency or foreign
currency into Pakistan currency at rates of
exchange other than the rates for thle time
being authorized by the State Bank [clause
4(2)].

Prudential 1. Customer Identification Records.
Regulation Authorized Operators should, before

approving any transactions, satisfy themselves
about the bonafides of the applicant and the
genuineness of the transaction by venfying the
necessary documents They should ensure that
the applications are on the prescribed forms,
wherever such forms are prescribed and are
supported by appropnate documentary
evidence. In all these cases it will be deemed
that they have satisfied themselves about the
bonafides of the applicants and the correctness
of the statements made by them on the
application and the accompanying documents,
if any.
2. Disclosure: Authonzed Operators are
required to bring the Foreign Exchange
regulations to the notice of their customers
and to ensure compliance in their day-to-day
operations.
3. Suspicious Transactions Reports.
Authonzed Operators should also report to the
State Bank every case of evasion or attempt,
direct or indirect, at evasion of the provisions
of the Act and Notifications or any rules,
orders or directions issued thereunder,
immediately as it comes to their notice
[3 (4)].

4. Prudential Reports: Authorized Operators
must submit to the State Bank r eturns of their
dealings in foreign exchange on due dates in
the forms prescribed in the Manual,

Supervision 1. Where any person is tned for contravening any
provision of this Act or of any rule, direction or
order made hereunder whlich prohibits him from
doing an act without permission, the burden of
proving that he had the requisite penmission shall be
on him [24 (1)]
2. If in a case in which the proof of complicity of a
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person resident in Pakistan with a person outside
Pakistan is essential to prove an offense under this
Act, then after proof of the circumstances otherwise
sufficient to establish the commission of the
offense, it shall be presumed that there was such
complicity, and the burden of proving that there was
no such complicity shall be on the person accused
of the offense [24(2)]
3. Where the person accused of having made any

payment in contravention of clause (c) of sub-
section (1) of Section 5 is proved to have received
from any person outside Pakistan a message which
raises a reasonable suspicion that it relates to certain
payment to be made, the Tnbunal may in the
absence of proof to the contrary by the accused
person presume that he had made such payment in
pursuance of such message [24(3)].
4. If, after the issue of a notification under clause
(a) of section 9, any person is found to be in
possession of, or to have under his control, any
foreign exchange specified in the notification, in
circumstances which tend to raise a reasonable
suspicion that he has contravened the notification,
he shall be presumed to have contravened the
notification unless he can, by proving the time when
and the manner in which the foreign exchange came
into his possession or under his control, show that
he had not in fact contravened the notification
[24(4)]

Revocation, I. An authonzed money changer shall comply
Restnction, or with such general or special directions or
Vanation of instructions as the State Bank may. from time
License to time, think fit to give including those for

supply of data, the rate and code of conduct in
doing business. Failure to comply with the
instructions may lead to suspension of the
license or other actions as necessary [3A(4),
3B]

Source. State Bank of Pakistan, Foreign Exchange Regulations Act, 1947 and Notificahons issued hereunder.
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Regulatory Framework for Money Exchange and Money Remittance Business in the
United Arab Emirates

Money Exchange Business Money Remittance Business
Regulatory The Central Bank of the U.A.E The Central Bank of the U.A E
Authonty
Legislation 1. Federal Law No. 10 (1980) Concerming the I Federal Law No 10 (1980) Concerning the

Central Bank, monetary system, and organization Central Bank, monetary system, and organization
of banking. of banking.
2. Resolution No. 31/2/1986 regarding the 2. Resolution No. 31/2/1986 regarding the
regulation of money changing business in the regulation of money changing business in the
U.A.E. U.A.E.
3. Resolution No. 123/7/92 regarding the 3. Resolution No. 123/7/92 regarding the
regulation of the money changing business in the regulation of the money changing business in the
U.A.E. U.A.E.

Licensing/ I Business Plan: nature and scale of money 1. Business Plan: nature and scale of money
Registration: changing business, future development plans, changing business, future development plans,
Documentation including management plans [clause 3(a)]. including management plans [clause 3(a)]

2. Applicant: name, address, brief statement 2. Applicant name, address, brief statement
about the applicant, copy of passport or of about the applicant, copy of passport or of
U.A E. identity card [3(b)]. U.A.E. identity card [3(b)].
3 Guarantee. An undertaking to provide a bank 3. Guarantee' An undertaking to provide a bank
guarantee drawn in favor of the Central Bank guarantee drawn in favor of the Central Bank
equal to 50 percent of the capital of the applicant equal to 50 percent of the capital of the applicant
?[3(c)]- ?[3(c)].
4 Supervision: An undertaking to comply with 4 Supervision: An undertaking to comply with
all Central Bank resolutions, instructions, all Central Bank resolutions, instructions,
directives, and subject the business records to the directives, and subject the business records to the
examination, audit, and supervision of the examination, audit, and supervision of the
Central Bank [3 (d)]. Central Bank [3 (d)].
5. Other Documents: Any other information 5 Other Documents. Any other information
required by the Central Bank for purposes of required by the Central Bank for purposes of
processing the application [3(e)]. processing the application [3(e)].

Licensing/ I Paid up Capital: Dh. 2 million [Article 4 (a)] 1. Paid up Capital: Dh 2 million [Article 4 (a)]
Registration: Individuals: The applicant is a U.A.E. national Individuals The applicant is a U A.E national
Ownership above the age of 21 years [4.2(b)]. above the age of 21 years [4.2(b)].

2. Ownership Structure: The share of U.A.E. 2 Ownership Structure The share of U.A.E
nationals in the company is not less than 60 nationals in the company is not less than 60
percent of the total paid up capital [4.2(b)]. No percent of the total paid up capital [4.2(b)]. No
commercial bank is allowed to manage the commercial bank is allowed to manage the
licensed person whether local or foreign [4.4 licensed person whether local or foreign
(c)]. [4 4 (c)].

Licensing/ 1. Personal reliabilhty: be of good conduct and I. Personal reliability: be of good conduct and
Registration: behavior; not convicted of any offense involving behavior; not convicted of any offense involving
Fitness and dishonor or dishonesty or violence, or have failed dishonor or dishonesty or violence, or have failed
Probity Test to honor his liabilities toward banks or other to honor his liabilities toward banks or other

creditors; shall not have been declaied bankrupt creditors; shall not have been declared bankrupt
or reached a settlement; have had their assets put or reached a settlement; have had their assets put
under judicial receivership [4.3 (a)]. under judicial receivership [4.3 (a)].
2. Professional qualifications: Must have the 2 Professional qualifications- Must have the
appropriate theoretical knowledge of money appropriate theoretical knowledge of money
changing business and the necessary changing business and the necessary
management expenence [4.3 (b)]. management expenence [4.3 (b)]
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Permitted "Money Changing business" means the purchase "Money Changing business" means the purchase
Activities and sale offoreign currencies in theform of and sale of foreign currencies in the form of bank

bank notes and coins, the purchase and sale of notes and coins, the purchase and sale of
travelers checks, the handling of remittance travelers checks, the handling of remittance
business in both the local and foreign currencies business in both the local andforeign currencies
and other matters approved by the Central Bank. and other matters approved by the Central Bank

Prudential I. Capital: Total assets must not exceed ten 1. Capital: Total assets must not exceed ten
Regulation times the paid up capital and must not fall below times the paid up capital and must not fall below

the approved limit [8 1 (a)]. Any partner in the the approved limit [8. 1(a)]. Any partner in the
business may not withdraw any amount from the business may not withdraw any amount from the
business in excess of his share of net annual business in excess of his share of net annual
profits [8.2(1)]. profits [8 2(l)]
2. Management: Managers must always receive 2. Management: Managers must always receive
prior approval from the Central Bank [8 2(b)]. prior approval from the Central Bank [8.2(b)].
3. Ownership. The bank's ownership and capital 3. Ownership: The bank's ownership and capital
structure should not be altered without Central structure should not be altered without Central
Bank permission [8.2(c)] Bank permission [8.2(c)].
4. Organizational Restructuring. No mergers, 4 Organizational Restructuring. No mergers,
amalgamations, or joint ventures without Central amnalgamations, or Joint ventures without Central
Bank permission [8.2(d)]. Bank permission [8.2(d)].
5 Location and Branches The premises and 5 Location and Branches The premises and
change of premises for conducting the business change of premises for conducting the business
requires central bank approval. NQ other activity requires central bank approval No other activity
of whatsoever nature can be undertaken in the of whatsoever nature can be undertaken in the
same premises [8.2(e)]. No branches can be same premises [8.2(e)] No branches can be
opened without Central Bank permission opened without Central Bank permission
[8.2 (g)]. [8.2 (g)].
6. Business Name: The business name shall not 6. Business Name The business name shall not
include the words "bank," "financial institutnon," include the words "bank," "financial institution,"
"investment/commercial/real estate company," or "investment/commercial/real estate company," or
any other than money changing business any other than money changing business
[8 2 (f)]. [8.2. (f)].
7. Auditors: The business must appoint a Central 7. Auditors: The business must appoint a Central
Bank approved auditor [8 2 (h)].8. Accounting Bank approved auditor [8.2 (h)]
Records: The business must maintain proper 8 Accounting Records. The business must
accounting records and submit these forns as maintain proper accounting records and submit
required by the Central Bank [8.2 (h)]. The these fonms as required by the Central Bank
business is authorized to issue drafts in its own [8.2 (h)] The business is authonzed to issue
name and drafts must be signed by the duly drafts in its own name and drafts must be signed
authorized signatories [8 20)]. The business shall by the duly authorized signatories [8.2(j)]. The
provide, upon request from the Central Bank, all business shall provide, upon request from the
data, information, or statistics, at any time, and Central Bank, all data, information, or statistics,
for any specified penod, and such information at any time, and for any specified penod, and
shall be identical to the records of the business such information shall be identical to the records
and it shall be regarded and treated as of the business and it shall be regarded and
confidential treated as confidential.

9. Customer Identification Records*. Money
changers that are involved in money funds
transfers must record details of persons or
institutions that transfer an amount of Dh. 2000
(two thousand) or equivalent in other currencies.
To ensure the correct identity of the client, any of
the following onginal documents are required.
(l) passport, or (2) U A.E. ID card for U.A.E.
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nationals, or (3) labor card for non-U A.E
nationals, or (4) dnver's license. With the
necessity to carefully check the person's photo in
all cases (1) recording the phone number only
(without the address) In the case of transfers in
amounts less than Dh 2000, the transferor

10. Transaction receipts: Dealings between the should be given a receipt without the said details.
business and customers must be supported by 10. Transaction receipts Dealings between the
official receipts ?[8.2(i)] business and customers must be supported by
1 1. Disclosure Customers must be informed by official receipts [8 2(i)].
a public nonce their nght to a receipt and the 11 Disclosure: Customers must be inforned by
rates at which the transactions are conducted a public notice their right to a receipt and the
[8.2(i)]. rates at which the transactions are conducted
12. Asset Qualhty The business shall not 9[8.2(i)]
encumber any assets without the prior permission 12. Asset Quality: The business shall not
of the Central Bank [8.2(j)]. encumber any assets without the pnor permission
13. Insider Borrowings: Shareholders, partners, of the Central Bank [8.2(j)].
directors, managers, or controllers of the 13. Insider Borrowings: Shareholders, partners,
business may not borrow from or lend to the directors, managers, or controllers of the
licensed business and they may not have current business may not borrow from or lend to the
accounts or any other accounts with the business licensed business and they may not have current
[8.2(m)]. accounts or any other accounts with the business
14. Prudential Reports: The business is required [8.2(m)].
to submit on a quarterly basis to the Central 14. Prudential Reports: The business is required
Bank a signed copy of the year end accounts and to submit on a quarterly basis to the Central
the auditors report [8.2(n)] Bank a signed copy ofthe year end accounts and

the auditors report [8.2(n)].
Supervision The Central Bank reserves the right to inspect the The Central Bank reserves the nght to inspect the

activities of the licensed person at any time it activities of the licensed person at any time it
finds it appropriate to ensure adherence to the finds it appropnate to ensure adherence to the
provisions of its resolutions [9]. provisions of its resolutions [9].

Revocation, The Central Bank may revoke a license if: (1) it The Central Bank may revoke a license if: (I) it
Restriction or appears there is a breach of the conditions of the appears there is a breach of the conditions of the
Vanation of license; (2) the business is in breach of any license; (2) the business is in breach of any
License instructions or circulars issued by the Central instructions or circulars issued by the Central

Bank; (3) the Central Bank is issued with false, Bank; (3) the Central Bank is issued with false,
misleading, or inaccurate infonnation from the misleading, or inaccurate information from the
business; (4) the interests of customers or business; (4) the interests of customers or
potential customers of the business are in any potential customers of the business are in any
other way threatened; (5) a competent judicial other way threatened; (5) a competent judicial
authority orders its liquidation; (6) ajudicial authonty orders its liquidation; (6) ajudicial
receiver or manager has been appointed; (7) a receiver or manager has been appointed; (7) a
bankruptcy order has been made against the bankruptcy order has been made against the
business; (8) the business is unable to pay its business, (8) the business is unable to pay its
debts as they fall due; (9) the value of the assets debts as they fall due; (9) the value of the assets
are less than the amount of its liabilities, taking are less than the amount of its liabilities, taking
into account its contingent or prospective into account its contingent or prospective
liabilities liabilities

Source Central Bank of the United Arab Emirates, Resolution No. 123/7/92 regarding the regulation of Money
Changing Business in the U A.E. and Notice 1815/2001 to All Money Changers operating in the U.A.E on
Outgoing Transfers, date 01/10/2001.
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U.A.E. Money Transfer Form for Money Changers

Transferred Amount:
(For out-going transfers of Dh. 2000 or the equivalent in other currencies or more.)

Method of Payment for Transferl
Cash
ChequeTravelers' Checks

Full Name of Transferor:

ID No.:
Type of ID:
Passport/Nationality
U.A.E. ID Card/Labor Card
Driving License (U A E)
Telephone Number:
Name of Beneficiary:

Address of Beneficiary

Signature of Transferor

For Use of the Money Changer:
rAuthonzed Signature:

Source. Notice 1815/2001 to All Money Changers Operating in the U.A E on Outgoing Transfers,
date 01/10/2001.
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Registration Requirements for Money Service Operators in the United Kingdom

(I) A person who, on or after June 1, 2002, acts as a money service operator must be registered by the
Commissioners.
(2) Paragraph (1) does not apply to a person who, immediately before June 1, 2002, is acting as a money service
operator, provided he has before that date made an application to be registered which has not been determined
(3) A person to whom this regulation applies must:

(a) make an application to be registered in such manner as the Commissioners may direct, and
(b) fufmish the following information to the Commissioners, that is to say

(i) the applicant's name and (if different) the name of the business;
(ii) the applicant's VAT registration number oi, if he is not registered for VAT, any other reference

number issued to him by the Commissioners,
(iii) the nature of the business;
(iv) the address of each of the premises at which the applicant carres on (or

proposes to carry on) business;
(v) any agency or franchise agreement relating to the business, and the names and

addresses of all relevant pnncipals, agents. franchisers, or franchisees,
(vi) the name of the relevant money laundering reporting officer (if any), and
(vii) whether any person concemed (or proposed to be concemed) in the

management, control, or operation of the business has been convicted of a money-laundenng
offense or of money laundenng within the meaning of regulation 2(3) of the 1993 Regulations

(4) At any time after receiving an application to be registered and before determining it, the Commissioners
may require the applicant to furmish them, within 2 I days beginning with the date of being requested to do so,
with such further information as they reasonably consider necessary to enable them to determine the
application.
(5) Any information to be fumished to the Commissioners under this regulation must be in such form or venfied
in such manner as they may specify.
(6) In this regulation, "the business" means money service business which the applicant cames on or proposes
to carry on.

Source: The Money Laundenng Regulations 2001
[http:l/www hmce gov.uk/business/othertaxes/stat-instrumsb pdfl
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