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Introduction

Remittances are particularly significant for most economies
in Central America and the Dominican Republic (CADR),
where they are one of the main sources of revenue in the
current account balance. In several cases, they exceed
earnings from exports and foreign direct investment. Aside
from their macroeconomic weight, remittances play an
essential role in household spending by invigorating
sectors such as trade and construction? and by acting as
a subsistence mechanism.® In addition, their stability, even
in the setting of a global crisis (such as the COVID-19
pandemic), has helped to cushion external imbalances
and to support the exchange rate.

Most remittances sent to the CADR region are from the
United States,* which makes the recent change to US
legislation on remittances, due to come into effect on
1 January 2026,° especially important. According to this
change, a tax of 1% will be levied on certain types of
remittances sent abroad. This measure will only affect
cash remittances transferred via money orders or cashiers’
cheques and will not include transfers from bank accounts
or funded with a credit or debit card issued in the United
States. The tax will be paid by the sender when the money

have limited access to formal banking systems and
usually send cash.®

The effect of the tax on remittances

Different studies have identified factors influencing
remittance flows such as the size of the diaspora,” the
exchange rate® and the income level in the source country.®
However, the effect of remittance costs has received less
attention despite its potential importance. Orozco'®
indicates that lower costs may spur the sending of
remittances, although elasticity to remittance costs is low.

Although a downward trend has generally been observed in
the cost of sending remittances from the United States to
countries in the CADR region in the last decade,'' these
costs remain very high (above 4%) and there are significant
cross-country differences (Chart 1). For instance, the
average cost of sending remittances to EL Salvador and
Honduras is lower than the consistently higher costs of
sending them to the Dominican Republic. This is because
there are fewer formal operators, such as authorised banks
and firms, which drives down competition and raises costs.

To analyse the effect of changes in these costs on remittances,
Badilla and Izaguirre™ use a panel of quarterly data from
2011 Q1 to 2025 Q1 for five countries in the CADR region (El
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Dominican Republic). The results show that a one percentage
point (pp) increase in remittance costs (i.e. the same
magnitude as the tax on certain remittance transfers
approved in the United States) reduces the volume of
remittances by 0.37% in the short term. If this increase in cost
is persistent, the cumulative reduction may reach 1.21%.

Chart 1
Average cost of sending US$200 from the United States

% of amount sent

Considering these results, cash remittances sent from the
United States to the CADR region are not expected to be
significantly affected by the new tax which will come into
force on 1 January 2026. What is more, the effect will be
mixed across countries and will be higher, the higher the
share of cash remittances sent.
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SOURCE: Authors’ calculations drawing on World Bank data (Remittance Prices Worldwide).
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