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ABSTRACT

This thesis examines three issues relating to the role of remittances in the process of
economic development: the impact on economic growth, the implications of
remittances on the real exchange compared to other forms of financial inflows, and
the impact of remittances on expenditure patterns of households in a major remittance-
dependent country, Nepal. The issues are addressed in three self-contained essays,
with a stage-setting introductory chapter and a concluding chapter which summarises
the key findings. The essays are mainly empirical, but well informed by the relevant
analytical literature. The empirical analysis makes use of the latest econometric
techniques.

Chapter 2 examines the debate on the impact of remittances on economic growth
using a new panel dataset covering 74 developing countries over the period 1976—
2010.The novelty of the analysis is that it probes possible nonlinearity and lagged
effect of the hypothesized impact of remittances on economic growth using alternative
specifications. The results suggest that remittances have a positive impact on growth,
with the magnitude of the impact declining beyond a remittance-GDP ratio of 7 to 9
percent. But the marginal impact is not statistically significant. There is also no
evidence to suggest that the impact of remittances on growth depends on financial

deepening as some previous studies have suggested.

Chapter 3 examines the impact of remittances on real exchange rate (RER) using
the standard dependent economy model to derive the estimation equation. The analysis
is based on a new panel dataset covering 105developing countries during 1980-2011.
A key novelty of the paper is the use of a theoretically consistent new real effective
rate (REER) index as the dependent variable. The index uses the wholesale price
index (WPI) to measure foreign prices and the GDP deflator as the measure of
domestic prices whereas the REER index of the IMF, which has been commonly used

in in the previous studies, uses CPI to measure both prices.

The results reveal that remittances lead to significant appreciation of RER, and
the magnitude of appreciation depends on the nature of the exchange rate policy
regime. One percentage point increase in the remittance to GDP ratio leads to an
appreciation of RER by 0.5 percent and 1.08 percent in the countries with the fixed

Vi



and flexibles exchange rates, respectively. However, the impact is not statistically
significant under both exchange rate regimes when the IMF index is used as the
alternative measure of RER. There is also evidence that the degree of appreciation
associated with remittance inflow is significantly higher compared to the inflows of

official development assistance and foreign direct investment.

The fourth chapter examines the impact of remittances on the expenditure
patterns of households in Nepal using a panel dataset constructed from three rounds
of the Nepal Living Standard Survey (1995, 2003 and 2010). The findings reveals that,
contrary to popular perception about unproductive use of remittances, remittance-
receiving households spend a higher proportion of total consumption expenditure on

education and health.
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Chapter 1

Introduction

1.1 Context

Remittances are generally defined as the sum of three components in the current
account of the balance of payments statistics: workers’ remittances, compensation of
employees, and migrants’ transfers (International Monetary Fund 1993).'During the
past three decades or so, inward remittances have emerged as a significant source of
financial inflows to many developing countries. Officially recorded remittance inflows
to developing countries reached US $404 billion in 2013, up from about US $200
billion in 2003, and are predicted to reach US$ 516 billion in 2016(The World Bank
2012, 2014). Since 2005 remittance inflows have exceeded private capital inflows and
official development assistance (ODA) to these countries (Figure 1.1). For many
developing countries remittances have emerged as a significant source of funds to
finance the current account deficit. Total remittances cover more than 20 percent of
imports, and this is equivalent to more than 30 percent of exports for the top twenty
remittance-receiving countries in terms of the remittance to GDP ratio (The World
Bank 2014).

The standard source of remittances data is the Balance of Payments Yearbook published by the
International Monitory Fund (IMF). ‘Compensation of employees’ comprises wages, salaries, and other
benefits earned by individuals—in economies other than those in which they are residents—for work
performed for and paid for by residents of those economies. “Workers’ remittances’ cover current
transfers by migrants who are employed in new economies and considered residents there. Migrants’
transfers refers to the flows of goods and changes in financial items that arise from the migration on
individuals from one economy to another (International Monetary Fund 1993).



Figure 1.1 Remittances and other resource flows to developing countries (in US
$ billion)
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Source: The World Bank (2014)

Among the developing countries, remittance receipts are spread out across different
regions: East Asia and the Pacific and South Asia account for around 50 percent of
total remittance inflows. (Figure 1.2).

Figure 1.2 Remittance inflows in developing countries in 2012 (US $ billion)

M East Asia and Pacific

M Europe and Central Asia

H Latin America and Caribbean
1 Middle East and North Africa
H South Asia

M Sub-Saharan Africa




Table 1.1 shows remittance inflows to the top 30 remittance recipient countries, as a
percentage to their respective GDP. Most of the high remittances recipient countries
fall under low and lower middle-income country groups according to the World Bank
classification. Figure 1.3 reveals that average growth rates of the top 30 remittance
recipient economies (in percent of GDP) are lower than the total developing countries
in most of the regions except in the Middle East and North Africa, and slight deviation

in Sub-Saharan Africa.

Similarly, figure 1.4 depicts the per capita real GDP growth rates of the top 30
remittance-recipient countries and the growth rates of developing countries excluding
the remittance-dependent economies over the period from 1980 to 2011.2 The figure
reveals that during most of this period, the average per capita GDP growth rates of
high remittance receiving countries are lower than rest of the developing countries,
except for the brief period in the late 1990s. The average per capita growth rate is
negative for high remittance receiving countries for most of the period from 1980 to

early 1990s, and also it is more volatile than rest of the developing countries.

2 The developing countries here refer to the low, lower-middle and upper-middle-income countries
definition by the World Bank.



Table 1.1 Classification of the top 30 remittance recipient (as share of GDP) countries by income groups (2012)

Low-Income Lower-middle-Income Upper-middle-income High-income
(1) Tajikistan (47%) (5) Moldova (23%) (9) Lebanon (18%) (14) Jamaica (14 %)
(2) Liberia (31%) (7) Samoa (21%) (12) Jordan (16 %)
(3) Kyrgyz Republic (29% ) (10) Kosovo (18%) (15) Bosnia and Herzegovina (13 %)
(4) Lesotho (27%) (11) El Salvador (16%) (19) Albania (11 %)
(6) Nepal (22%) (18) Philippines (12 %) (16) Serbia (13 %)
(8) Haiti (21%) (21) Nicaragua (10 %) (27) Grenada (9 %)
(17) Bangladesh (12 %) (22) Guatemala (10 %) (30) Dominican Republic (7 %)
(20) Togo (10%) (25) Senegal (9 %)
(24) Guinea-Bissau (9 %) (26) Armenia (9 %)
(29) Gambia, The (8 %) (28) Sri Lanka (8 %)

Source: World Development Indicators 2013.

Notes. The World Bank classification of the countries is based on the Gross National Income (GNI) per capita, current US dollars (Atlas method). There are four groups:low
income (less than $1025), lower-middle-income (between $1026 and $4035), upper-middle (between $4036 and $12475) and high-income (above $12475)—based on 2011
GNI per capita (http://data.worldbank.org/about/country-classifications). The first figure in the parentheses indicates the ranking according to remittance to GDP ratio and the
second figure indicates the ratio of remittance inflows to GDP.



http://data.worldbank.org/about/country-classifications

Figure 1.3 Average growth rates of all developing countries and major
remittance receiving countries by region (1980-2011)
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Figure 1.4 Growth of high remittance-receiving countries vs other developing
countries
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3 The data from 1980 are not available for some countries.



Table 1.2 shows the dates of ‘graduation’ of the major remittance recipient countries
from low to lower-middle income group and from lower-middle to upper- middle
income. Most of these countries have graduated only during the last decade or so from
the low income to the lower middle income group. Similarly, among the few upper-
middle income countries group, most of these countries have graduated from lower

middle income in last 5 years or so (Table 1.2).



Table 1.2 Major remittance receiving countries: Year of graduation according to
income categories

Year
From low-income to  From lower-middle-income

Country low-middle-income to upper-middle-income
Indonesia 2004

Philippines 1995

Moldova NA

El Salvador 1992

Vietnam 2009

Samoa 1995

Tonga 1988

Armenia 2004

Ukraine 2004

Guatemala 1992

Guyana 2005

Honduras 2001

Nicaragua 2004

Egypt, Arab Rep. 1996

Morocco 1991

India 2008

Pakistan 2010

Lesotho 2009

Nigeria 2009

Senegal 2009

China 2002 2010
Albania 2000

Mexico 1974 1993
Sri Lanka 2004

Bosnia and Herzegovina 1997 2008
Russian Federation 2005
Serbia 2007
Romania 2006
Brazil 1975 1996
Colombia 1979 2007
Dominican Republic 1979 2007
Grenada NA 2001
Jordan NA 2010
Lebanon NA 1998

Source: Author’s compilation based on World Bank classification of countries.

Notes. The World Bank classification of the countries is based on the Gross National Income (GNI) per
capita, current US dollars (Atlas method). There are four groups: low- income (less than $1025),
lower-middle income (between $1026 and $4035), upper-middle (between $4036 and $12475) and
high-income (above $12475) based on 2011 GNI per capita (http://data.worldbank.org/about/country-
classifications).
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1.2 Preview

What is the impact of remittances on economic growth of the receiving countries?
Multilateral development agencies, in general, regard remittances as an important and
stable source of external financing to developing countries which helps to reduce
poverty and promote growth (Fajnzylber & Lopez 2008; Maimbo & Ratha 2005; The
Organization for Economic Co-operation and Development (OECD) 2005; The World
Bank 2006; Vargas-Silva et al. 2009). Moreover, many countries regard migration and
the consequent remittance inflows as a source for development. Since the mid-1990s,
the number of developing countries adopting policies to encourage emigration has
increased steadily (United Nations 2013).

However, the role of remittances in reducing structural poverty and their impact
on long-term economic development remains debatable. Many studies argue that
remittances act as an important source of external finance to developing countries,
helping to alleviate poverty and inequality, promote human and physical capital
accumulation, and create favourable multiplier effects in the economy. On the other
hand, some studies contend that remittance is detrimental to economic growth citing
several reasons such as moral hazard problems at both the household and government
levels; conspicuous consumptions and higher imports; inflationary pressure in the

economy; currency appreciation; and perpetuation of migration.*

Though the above analyses points to a negative or lack of, correlation between
remittances and economic growth, they do not necessarily imply that remittances
causes lower economic growth. High remittances may simply reflect the consequence
of low economic growth and high migration in the source countries. Another

possibility is that in the absence of remittance, growth might have been lower.

In this context, Chapter 2 presents the new empirical evidence on remittances-
growth relationship debate using a new panel dataset focussing on 74developing
countries over the period 1976-2010. This chapter draws on the literature of both
economic growth and remittance-growth nexus. The empirical model is based on the

reduced form of the Solow-Swan growth model. This model examines several

4 See Russell (1986), McKenzie (2005), Chami et al. (2008), Rappoport & Docquier (2006), Yasser
et al. (2008), Barajas et al. (2009) and Barajas et al. (2011) for surveys of the relevant literature.



alternative specifications with regard to the possible nonlinear and lagged effect of
remittances, the role of investment, financial deepening and level of education. The

empirical estimation also addresses the potential endogeneity of remittances.

The empirical results of Chapter 2 suggests that there is no evidence to support
the view that remittances exert a significant impact on economic growth. However,
there is some weak evidence that the impact of remittance on growth declines after
remittance-to-GDP passes a threshold of about 7-9 per cent of GDP. There is also no
evidence to suggest that the impact of remittances on growth depends on financial
deepening, as some previous studies have suggested. The estimations are robust to
different estimation time periods, selection of countries and omitting influential

observations in the data.

Chapter 3 explores one of the possible channels through which remittances
impact on economic growth: appreciation of the real exchange rate (RER). Under
several plausible assumptions, the ‘Australian model’ (or the dependent economy
model), postulates that a resource inflow (remittance inflows, in this case) would cause
appreciation of the RER with adverse implications for tradable goods production and
growth in the economy (Salter 1959; Swan 1960). Despite this theoretical postulate,
the available empirical evidence on the impact of remittances on the RER is mixed.
The literature reports the conflicting findings ranging from real exchange rate
appreciation, ranging from no effects to real exchange rate depreciation (Amuedo-
Dorantes & Pozo 2004; Barajas et al. 2011; Lopez et al. 2007; Rajan & Subramanian
2005).

The analysis in Chapter 3 is based on a new panel dataset covering
105developing countries during 1980-2011. The chapter, first formulates an analytical
framework for examining the impact of remittances on real exchange rate drawing on
the standard Dutch disease literature. It then construct real exchange rate index which
differs from the standard International Monetary Fund’s REER index used in the
earlier studies The IMF index uses the consumer price index to measure both the price
level of a given country and that of its trading partners. For constructing REER index
used in this chapter, | use the wholesale price index (WPI) as a proxy for foreign price
and a GDP deflator for the domestic price. The WPI is a better proxy for the price of
tradable goods and the GDP deflator better captures the domestic prices of nontradable



goods. Thus, the REER index used here is more consistent with the theoretical concept
of the real exchange rate (relative price of tradable prices to non-tradable prices)
compared to the IMF index to (Athukorala & Rajapatirana 2003; Lane & Milesi-
Ferretti 2004).

The findings from Chapter 3 suggest that remittances induce a significant
appreciation of REER compared to the official development assistance. The
alternative specifications suggest that a one percentage point increase in remittances
leads to about 0.5 and 1.08 unit increase in the real exchange index in countries with
fixed exchange rate and flexible exchange rate, respectively. The analysis also
suggests that that the impact depends on the exchange rate regime. For countries
adopting a fixed exchange rate regime, the impact mostly falls on the domestic price,
whereas for countries adopting the flexible exchange rate regimes, the impact is
mainly on the nominal exchange rate appreciation. Interestingly, the choice of a
particular REER index affects the significance of the results. | failed to find a statically
significant effect of remittances (or other capital inflows) on the real exchange rate
when the IMF index is used as an alternative measure of the real exchange rate.

The third paper (Chapter 4) examines the impact of remittances on household
consumption patterns in Nepal. The impact of remittances on the recipient country
depends crucially on how these transfers are utilized by the households. Nepal is one
of the top five remittance-receiving countries in the world, with a remittance to GDP
ratio of around 23 per cent. For Nepal, the inflow of remittances has been a major
source of foreign exchange, accounting for around 60 percent of total current account
receipts and is equivalent to three times the country’s exports. Remittances are a major
source of income for many households in Nepal. The Central Bureau of Statistics
(2011) estimates that around 56 percent households receive either internal or external
remittances. About 12 percent of the poorest quintile households receive remittances,

while around 31 percent of the richest quintile household receive remittances.

In this context, Chapter 4 presents the first empirical evidence on whether the
expenditure patterns are differently shaped for households receiving remittances in
Nepal. | first compute major household consumption items disaggregated into eight
major categories from three rounds of the Nepal Living Standard Surveys (Central
Bureau of Statistics 1996, 2004, 2011). An empirical analysis is then undertaken to
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quantify the differences in the expenditure patterns of remittance-receiving
households and other households. The analysis addresses the possible endogeneity of
remittances using an instrumental variable approach. The findings suggest that
remittances-receiving households spend a smaller share of total consumption on staple
food items, but a higher proportion of total consumption on education, durable goods
and health. The preferred estimations show that controlling for total consumption,
households with remittances spend around a four per cent less share on food items and
spend about 0.9 percent, 0.6 percent and 0.7 percent shares more on education, durable
goods and health. The magnitudes, though modest, suggest that remittances can induce

behavioural changes in households that are independent of total consumption.
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Chapter 2
Remittances and economic growth: A multi-country

panel data analysis

Summary

During the past three decades, inward remittances—generally defined as the
transfers in cash, or in kind, from a migrant to household residents in the country
of origin—have emerged as a significant source of financial inflow for many
developing countries. However, the impact of remittances on long-term economic
growth of recipient countries remains debatable. This chapter revisits this debate
using a panel dataset covering 74 developing countries over the period
of 1976-2010 by examining the possible nonlinear and lagged effect of the
hypothesized impact of remittances on economic growth. The results suggest that
remittances have a positive impact on growth, with the magnitude of the impact
declining beyond a threshold of 7 to 9 percent. But the marginal impact is not
statistically significant. There is also no evidence to suggest that the impact
depends on the level of financial deepening or the education level in the recipient

countries.

2.1 Introduction

Remittances, generally defined as the transfers in cash or in kind from a migrant to
household residents in the country of origin, have emerged as a significant source of
financial inflows to many developing countries. Remittance inflows have exceeded
private capital flows and official development assistance for most of these countries,
and have helped to finance the current account deficits and provide a steady source of
foreign exchange (The World Bank 2012, 2014).

One of the major features of migration after the Second World War is a large
flow of people from developing countries to advanced economies (Szirmai 2015).
Since the mid-1990s, the proportion of governments encouraging emigration has
increased steadily (United Nations 2013). Given this increasing international trend,
remittances are likely to continue to increase in future. Despite this, the role of
remittances in reducing structural poverty and their effects on long-term economic
development are debatable. Of primary interest in this chapter is the impact of

remittances on the economic growth of the receiving countries. Multilateral
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developmental agencies, in general, regard remittances as an important and stable
source of external financing to developing countries which helps to reduce poverty
and promotes growth (see for example: The World Bank (2006), OECD
(2005),Fajnzylber and Lopez (2008), Vargas-Silva (2009)). For example, to quote The
World Bank (2006):

“Remittances have a large positive effect on national income in many developing
countries...in economies where the financial system is underdeveloped, remittances
appear to alleviate credit constraints and may stimulate growth” (The World Bank
2006, p. 86).

However, in the literature there are contradictory results ranging from positive
to negative or no impacts on economic growth. For example, one of the recent papers
argues that:

“Remittances do not seem to make a positive contribution to economic
growth...Perhaps the most persuasive evidence in support of this finding is the lack of
a single example of a remittances success story: a country in which remittance-led

growth contributed significantly to its development” (Barajas et al. 2009, p. 16).

Remittances affect the consumption, saving and investment behaviour of the
households which in turn has an impact on economic growth (Ashraf et al. 2011; Chin
et al. 2010; Rapoport & Docquier 2005; Yang 2008). Remittances are private transfers
and the recipient households make the decision on how to spend them. However,
despite the private nature of remittance inflows, policymakers and economists
increasingly regard these as a potential source of development finance (Barajas et al.
2009), so much so that developing countries encourage emigration as a source of
remittances to repay foreign debts, finance trade deficits, and improve the balance of
payments (Hugo & Stahl 2004).

The empirical evidence on the role of remittances on economic growth can guide
the policymakers to formulate policies regarding migration and the use of remittances.
Specifically, an understanding as to whether remittances can contribute to the long run
growth or are detrimental to growth can inform policymakers whether the beneficial
effects of remittances in the long-run are truly warranted or not, and when to take

necessary steps to mitigate the negative effects.
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This paper is motivated by the concern that the findings of the existing studies
remain inconclusive, possibly because of limitations relating to model specification
and the econometric methodology. In particular, it aims to contribute to the debate on
the impact of remittances on growth in the following ways. First, | estimate a non-
linear relationship and lagged effect between remittance and growth to take account
of the possible non-monotonic and delayed impact of remittances on growth. | use
several alternative specifications, along with different sample sizes and periods to
allow for any possible country heterogeneity and the consequent impact of remittances
on economic growth. Second, | utilize the most recent data available for remittances,
covering the longest period available and a broad set of developing countries. Third,
the possible endogeneity of the relationship between remittances and growth is
addressed by using an estimation method which specifies instrumental variables
within the model, rather than using theoretically questionable external instruments
(Clemens et al. 2012). Several robustness checks are performed to test the validity of

the results.

The results suggest that the null of no impact of remittances on economic growth
cannot be rejected. In other words, there is no sufficient evidence to suggest that in
general remittances have a significant impact on growth. The results, however, provide
some weak evidence of a negative impact of remittances on growth as the remittances-

GDP ratio increases beyond a threshold of about 7 to 9 percent

The remainder of the paper is organized as follows. Section 2.2 provides a
literature review focussing on the theoretical underpinning and empirical evidence of
remittance-growth nexus. Section 2.3 discusses the theoretical framework and the
model specification, followed by a description of data sources in Section 2.4. Section
2.5 discusses the estimation method, followed by the results in Section 2.6. Section

2.7 presents several robustness checks and Section 2.8 concludes.

2.2 Remittances Inflow and Economic Growth: Theory and

Evidence

Remittances exert various macroeconomic impacts on the economy through various
channels including labour supply, consumption, investment, exchange rates, trade,

fiscal revenue, financial development, poverty, inequality, institutions and governance
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(Barajas et al. 2009; McKenzie & Sasin 2007; Rapoport & Docquier 2005; Russell
1986). Since remittances can have both positive and negative effects on these
variables, the overall impact on the economy, or on economic growth, is ambiguous.
The complex and the multiplier effects generated by the inflow of remittances,

therefore, is not easily amenable to theoretical analysis.

2.2.1 Remittance and Growth: Theory

This section explores the possible theoretical links or the channels through which
remittances impact economic growth. Kireyev (2006) discusses the four theoretical
approaches on the impact of remittances. The first is the familiar Keynesian approach,
which regards remittances as an injection to the economy similar to exports or
investment. Remittance increases both injection, and the withdrawal through an
increase in savings and imports. The final level of equilibrium depends on the
magnitude of marginal propensities to save and import. The second possible approach
uses the Mundell-Fleming model. In this framework, the impact of a nominal shock
on the economy depends on the degree of capital mobility and exchange rate regimes.
Remittances can be treated as an increase in money supply: the remittance inflows
cause a domestic currency to appreciate, thus causing the trade balance and balance of
payments to deteriorate, resulting in a decline in output. If the exchange rate is fully
flexible, then the output is unaffected by international transfers as the level of GDP is

determined fully on the money market (Rapoport & Docquier 2005, pp. 49-50).

The third approach is based on modified Hecksher-Ohlin theorem and the
Rybczynski effect. A remittance increase caused by increased labour emigration, has
an ambiguous effect on capital-on the one hand, less capital is needed to produce
labour intensive good, and on the other hand, the associated new inflow of capital can
substitute for the declining factor. Thus, the impact of remittances on growth is
ambiguous depending on the behaviour of other factors and the degree of
substitutability among them. The fourth approach, suggested by Kireyev (2006), is
based on the national income accounting. As remittances are private transfers, they
increase private consumption and investment directly. The higher consumption will
either be supported by an increase in domestic output and/or higher imports. Thus,
remittances increase the private component of the aggregate demand. The inflow of

remittances will either be consumed, saved, invested or some combinations of those.
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Chami et al. (2008) provide a framework for the short-run and long-run
implications of remittances on the recipient economies. The short-run macroeconomic
impact of remittances depends on the assumption as to whether remittance is
considered exogenous or endogenous to the macroeconomic variables of the recipient
economy (Chami et al. 2008).1f the labour supply is exogenous, and assuming the
uncovered interest parity condition holds, an exogenous increase in remittances causes
the real appreciation of the domestic currency, due to the reallocation of resources
(induced by the higher demand) away from the tradable sector to non-tradable sector.
Thus, the trade balance deteriorates by amount equal to remittance inflows, and thus
the country’s current account balance remains unchanged after the increase in
remittances. In this simple case, the distribution of welfare gains among the recipient
households depends on the allocation of remittances, and the consumption pattern

favours the households whose consumption is oriented towards traded goods.

In the second case, the paper assumes that the utility of a household depends on
the consumption of traded and non-traded goods and leisure (Chami et al. 2008). Thus,
an increase in remittances leads to an increase in the consumption of both goods and
leisure. The increase in consumption however, is less than the increase in the
remittance inflow due to intertemporal budget constraints imposed on the households.
Also, due to the reduction in labour supply and real appreciation, the current account
balance remains unchanged and the trade deficit increases by the same amount (since
the change in remittances is same compared to the first case). Thus, in the second case,
remittances are countercyclical, with the direction of causation running from higher

remittances to lower output due to a reduced labour supply (Chami et al. 2008).

In the third case, Chami et al. (2008) drop the assumption of uncovered interest
parity and instead assume that the country risk premium is inversely related to the
inflow of remittances in the recipient economy. Thus, an exogenous increase in
remittances decreases the domestic interest rate and as a result households shift away
from future consumption to present consumption in contrast to previous cases. This
has two implications: first, consumption increases by more than the inflow of
remittances, thus widening the current account deficit since the households need to
borrow internationally to support the consumption in the short run; second, the
demand for nontraded goods rise is higher than in the previous cases, therefore,
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causing a greater appreciation of the exchange rates. Thus, if the risk premium is
endogenous, then the contraction of real domestic output is higher than when this is

not the case. However, household welfare increases despite the reduction in output.

In a recent study, using the “growth accounting” framework, Barajas et al.
(2009)consider the three main channels through which remittances potentially affect
economic growth: capital accumulation, labour force growth and total factor
productivity (TFP). First, remittances can provide an additional resource for
investment for households, especially in the face of credit constraints. Remittances
also tend to reduce output volatility and improve the creditworthiness of domestic
investors, and this fosters higher investment. Second, remittances can have a negative
effect on labour force participation if the households decide to substitute unearned
remittance income for labour income. Remittances can also induce moral hazard
problems among the recipient households. Third, remittances may affect the TFP
through efficiency of investment by changing the quality of domestic financial
intermediation and affecting the formal financial system to allocate capital. In
addition, remittances can generate dynamic production externalities in the economy
by appreciating the equilibrium exchange rate, or through broader political economy

effects.

2.2.2 Empirical evidence on remittances and economic growth

The empirical literature on the macroeconomic impact of remittances on economic
growth in recipient countries can be broadly classified into two groups. One group of
literature analyses the impact of remittances on economic growth using reduced form
equation, following the tradition of the economic growth literature. The second group
examines the impact of remittances on a particular determinant of growth such as
exchange rate, investment, financial development, savings, and institutions. This paper
focuses to the first strand of literature. The cross-country literature on the impact of
remittances on economic growth is relatively sparse compared to the literature on the
effects of remittances on a particular growth channel, such as financial development,

exchange rates or institutions.®

5There are several studies which examine the impact of remittances on the economic growth of a
particular country or group of countries e.g.Mundaca (2008)in case of Latin America and Caribbean
countries, Gupta (2005) in case of India, and Glytos (2001) in case of Egypt.
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The cross-country empirical evidence on the impact of remittances on economic
growth is mixed. First, several studies find that remittances act as an important source
of external finance to developing countries, helping to alleviate poverty and inequality,
promote human and physical capital accumulation, and create favourable multiplier
effects in the economy. Second, some studies have found that the remittances’ impact
on growth depends on certain conditions prevailing in the receiving country, such as
policy environment or the extent of institutional or financial development. Third, there
are studies which find that remittances are harmful for growth. These studies argue
that remittances create moral hazard problems, both at the household and government
levels; they encourage conspicuous consumption and higher imports, and induce
currency appreciation, inflationary pressure in the economy, and dependence on

emigration.

Table 2.1 briefly summarizes the major literature on the remittances and

economic growth focussing on the coverage, methodology and findings of the study.
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Table 2.1 Summary of literature on remittance and growth

Study

Sample coverage,
dates

Methods/Instruments

Findings

Chami et al. (2003)

International
Monetary Fund
(2005)

The World Bank
(2006)

Giuliano and Ruiz-
Arranz (2009)

111 countries for
cross-section and
48 countries for
annual panel,
1970-1998

101 countries for
annual panel,
1970-2003

67 countries

(21 Latin American
and Caribbean) for
annual panel,
1991-2005

73 developing
countries for annual
panel, 1975-2002

Fixed and random effects and using instrumental variables.
Instruments: 1) ratio of country’s income to US income, 2) country’s real
interest rate to the US real interest rate

Fixed effects, instrumental variables: Instruments: 1) the geographic distance
between the remittance receiving country and major migrants’ destination
country, 2) the presence of a common language in home and host countries

Fixed effects and instrumental variables. Instruments:1) average output per
capita of the top country destination for migrants across the world weighted
by the inverse of the distance between the remittance-sender and the
remittance-recipient country, 2) average output per capita of the top five
country destinations for migrants in the OECD weighted by the share of
migrants of the recipient country in each of these five destinations

Generalized methods of moments

Remittances have a negative
effect on economic growth

No statistically significant
direct link between real per
capita output
growth/investment and
remittance

Remittances have a positive
and significant impact on
growth

Remittance promote growth in
less financially developed
countries
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Table 2.1 Summary of literature review on remittance and growth (continued)

Study Sample Methods/Instruments Findings
coverage/dates
Ramirez and 23 Latin American  Panel cointegration and fully-modified OLS Remittances have a positive
Sharma (2009) and Caribbean and significant effect on

Singh et al. (2009)

Catrinescu et al.
(2009)

Barajas et al.( 2009)

countries, 1990—
2005

36 Sub-Saharan

African countries,
1990-2005

89 countries,
annual panel,
1970-2003

59 countries, 5-year
panel, 1970-2005

Panel fixed effects and fixed effect two-stage least squares

Fixed effects and GMM.

Fixed effects and instrumental variables. Instrument: ratio of remittances to
GDP of all other recipient countries

economic growth

Remittances have a negative
impact on growth, while the
effect tends to positive in
countries with better
institutions

Remittances exert a weakly
positive impact on long-term
growth and the impact is
increased in the presence of
sound economic policies and
institutions

Remittances have no impact
on economic growth
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Table 2.1 Summary of literature review on remittance and growth(continued)

Study

Sample
coverage/dates

Methods/Instruments

Findings

Rao and Hassan
(2011)

Ziesemer (2010)

Ahmada and
Coulibaly (2013)

Feeny et al. (2014)

20 Sub-Saharan
African countries,
annual panel,
1980-2007

52 developing
countries, annual
panel, 1971-2005

20 Sub-Saharan
African countries,
annual panel data,
1980-2007

25 Small Island
Developing States
(SIDS), annual
panel, 1971-2010

Panel data estimation using the modified specification and system GMM

Error correction model and dynamic panel method

Granger Causality test based on seemingly unrelated regression

System

OLS and GMM

Remittances do not exert
significant impact on
economic growth

Remittances have positive
direct and indirect effects on
GDP per capita

No causal relation between
remittance and growth

Remittances have positive
impact on growth in Small
Island Developing States but
no i