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Abstract

This paper addresses the complex and overlookatiaeship between the receipt of
workers’ remittances and institutional quality iretrecipient country. Using a simple model,
we show how an increase in remittance inflows eaul to deterioration of institutional
quality — specifically, to an increase in the shafriunds diverted by the government for its
own purposes. In a cross section of 111 countrezempirically verify this proposition and
find that a higher ratio of remittances to GDP ke#allower indices of control of corruption,
government effectiveness, and rule of law, eveer aintrolling for potential reverse

causality.
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I. INTRODUCTION

Inflows of workers’ remittances have been growiagidly in many developing countries at
least since the early 1990s. With recent estinmatéing remittances at $135 billion, they
now rival and even exceed other types of balangagfents inflows that have traditionally
received much more attention. Since 1998, thesaferincome transfers—at least those
flowing through official channels—have been seconly to FDI flows, but several times
larger than remaining private capital inflows arific@l aid (World Bank (2006), IMF 2005,

and Chami et al. 2008).

There is how a substantial literature that docushére welfare-enhancing benefits of
remittances for the recipients. For example, remiés are credited with reducing poverty,
and their compensatory nature is responsible faimizing consumption volatility of
transfer recipients (See, for example, Chami, Ribenp, and Jahjah (2003), World Bank
(2006), IMF (2005), among others). Researchersghiew have also recognized that these
flows entail several development challenges, sppadly in terms of their effect on growth
[see, for example, Chami et al. (2003), World B&0306), and IMF (2005)], and Dutch

disease effect [see for example, Acosta, LarteyMaddelman (2007), among others].

In contrast to the well documented impact of reamites on recipient households, the
macroeconomic impact of these flows has receivadtsattention. Recently, however,
Chami, Cosimano and Gapen (2006) show that rerogtaalso affect fiscal policy in the
recipient countries. For example, by increasingrévenue base, remittances reduce the
marginal cost to the household of government distoary policy. Conversely, for a given

level of distortion, remittances allow the govermi carry more debt or incur more



expenditures. These flows, therefore, have sinilalgetary implications and incentive

effects on government behavior as do natural regswsuch as oil.

This latter effect of such windfalls on governmbahavior was highlighted recently by
Sala-i-Martin and Subramanian (2003), who show ti@tnatural resource curse can lead to
lower long-term growth for countries with oil andrarals. According to them, these
windfalls may increase reduce the quality of imsiins and governance in these countries,
with adverse effects on growth. The revenue frolhamd minerals plays a buffer role
between government and citizens: because the goeatrcan substitute these windfalls for
taxes to finance a larger and less efficient pudictor, the incentive for citizens to monitor
and hold the government accountable are reduced.résult, rent-seeking and corruption
increase, reducing the quantity and quality of gtreent.  Sala-i-Martin and Subramanian
go on to argue that by disbursing the revenue tiwse resources among the people, the

adverse incentive effect on government behavior beaitigated.

In this paper, we test whether remittance flowsalsp acting as a buffer between
government and the people, impact the quality siitutions in countries that receive these
flows. To our knowledge, this is the first such k& measuring the impact of remittance
flows on government behavior. At first glance, onight ask why these private income
transfers should impact government policy, esploigven that these flows are not taxed
and, as a result, not mediated by the recipientirgigovernment. Instead, they are
household-to-household non-market private incomuestiers, widely dispersed, and usually
allocated in small amounts. So one might expecis[asgued in World Bank (2006)] that

remittances may escape or avoid the adverse efféoibwindfalls on institutional quality.



We show, however, that the presence of these flalsevertheless affect the incentives
faced by the government, and may therefore havetitapt impacts on the quality of
domestic governance. We focus specifically ongdsernment’s incentives to divert
resources for its own use, which we will label garadly as “corruption.” Remittances
inflows may affect these incentives through eithieboth of two channels. First, even when
remittances are not taxed directly, their presengands the base for other taxes (e.g., the
VAT), thereby making it less costly for the govermhto appropriate resources for its own
purposes. Second, the nontaxable exogenous resabhateemittances provide for
households makes it possible for them to finaneeptirchase of goods that may substitute
for public services. In that case, access to ramitt income makes government corruption
less costly for domestic households to bear, andexmuently such corruption is likely to

increase.

In Section 2, we construct a simple model illugtigithese points. These insights motivate
our empirical work. In Section 3, we use standao$s-country regressions to explore the
effects of remittance inflows on institutional gityain the recipient countries, and conduct
several robustness checks. We are well awareeghattances could be endogenous to the
presence of corruption, or more broadly to the itpiaf domestic economic institutions in
general, since it is quite plausible that poor dsticegovernance could lead to larger
emigration, which itself could lead to increaseahittances. We attempt to isolate the
causality from remittances to corruption throughrestrumental variable approach. Our
results point to a negative and robust impact wiittances on the quality of governance in

countries that receive these flows. In Section Lumclude, however, that the prescription



advocated for resolving the dilemma of the impdetwenue from oil and minerals on
government behavior—that is by disbursing the reeeginom such windfalls—does not
transfer to the case of remittances, which aredir@isbursed in this manner. Instead, we

offer alternative policy advice for countries thelly on these flows.

II. A SMPLE MODEL: PuBLIC GOOD PROVISION IN THE PRESENCE OF NON-T AXABLE

REMITTANCES

We begin by developing a simple model that outlimgsausible channel through which the
presence of non-taxable private income transfef®tseholds, such as remittances, can
affect the quality of domestic governance. We hsetérm “government effectiveness” in
this model to refer to the extent to which resosir@es devoted to increasing the welfare of a
representative agent, rather than diverted forrgihgposes such as furthering the wellbeing
of the public-sector decision-maker. Thus, thearbf effectiveness captured in our model

most naturally corresponds to government corruption

We assume that households choose consumption tionizaextheir utility, while an
intrinsically non-benevolent government is inteeelsin both its (financial) welfare as well as
that of the household For simplicity, the model has only 2 goods. Gna private good that
must be purchased by the household, and the otj@sdthat could be provided by the
government or purchased by the household. The sairtinding for the latter, which we

will refer to for simplicity as the “public servi¢edoes not affect the marginal utility derived

! Presumably the government would not be able to taiaipolitical power if it did not care to some deg
about the wellbeing of households.



from its consumption. That is, whether providedtwy government or by the household, the
good is of the same quality. The intention is tptaee the fact that many of the services that
are provided by the public sector in recipient ddes can also be acquired privately. For
example, households can decide to buy educatiomeaith care services or even security
services on their own if the public provision oé#le services is non-existent or is of poor
quality? In general, given the assumed uniformity of guahouseholds would prefer for
the government to provide the public service ag lamthe increase in taxes due to this
provision does not offset the benefit they deriarf these goods. For simplicity we assume
initially that the tax rate is independent of thieyision of the public service by the
government. Our objective is to show in this sinfpdgnework that an increase in these non-
taxable private income transfers from abroad teskbalds in the country of origin can

impact the provision of public services.

A. The Representative Agent Problem

Households care about their consumption of theaggigood as well as the public service.
They take the government provision of the lattdoeeexogenous, and choose their own

consumption of the two types of goodsindg, to maximize:

2 Households in many developing countries that keceémittances use these private income transfers t
purchase goods and services (from private supplieas are usually provided by the public sectee[dor
example, Roth (1987)]. An example of this subdtitubetween publicly and privately funded servicesa-be
seen with the recent rise in the hometown assoasi{HTA), which became very common in particutar i
Latin America. These philanthropic organizatioranprised of emigrants from a particular countryneyally
provide financial assistance to their communitiethiat country, by pooling the transfers among thamal
using them to finance projects back home. For eXx@antpTAs are often involved in providing supportablic
infrastructure activities such as constructionazfds, schools and health facilities. In many cdsasever,
their contributions dwarf that of the public woisdget in their countries of origin (see for exagppliexican
HTA, in Orozco and Lapointe 2003).



U(c g, 9)=alog(c)+ (1-a)log(g+ g) (1)

wherec is the agent’'s consumption of the private good,@isdthe agent’s consumption of a
good that is a perfect substitute for the publiodyawhile giis the level of government

provision of the public good. The agent’s budgetstmint is the following:

(1-t)y+R=c+ g (2)

Wherey is the agent’s incométhe tax rate, anR (which stands for remittances) represents
the foreign non-taxable private income transfecgineed from abroad. The assumption that
remittances are non-taxed accords with the gesétgltion in recipient countries [see, for

example, World Bank (2006), among others].

Maximizing (1) subject to (2) yields:

g*= (l—u')[(l— ) y+ R]—aé ( 3 )

Therefore, taking the level of government provisidithe public good as given, private
purchases of the public good are increasing in¢tonig disposable income (domestic and
foreign) and decreasing in the government’s prowisif the good. This result is intuitive:

when households prefer to keep relatively congtanshare of a good in their consumption



basket, a higher endowment of a certain gop¥i\ill decrease the demand for this good (g),

everything else equal, and increase consumptitimeobther good<cj.

B. The Government’s Problem

One central assumption in this model is that theegument does not behave like a central
planner. In particular, suppose that the governroardgs about maximizing a combination of
the representative agent’s utility and its ownitytilderived from resources that the
government reserves for itself. In that case theegument’s problem consists of

maximizing:

W(gU) = Blog(s) + @~ B)U(c g,0) (4)

wheres stands for whatever the government keeps for its aansumption. The

government chooses how much of the resourcesttbaliécts to divert for its own purposes.

It therefore chooseg to maximize (4) subject to the budget constréint:

ty=g+s (5)

% The assumption that government chooses spendiiig diding revenue constant is more realistic ttran
alternative, because taxes tend not to be as koiatgeneral as government spending (see Pogertba
Rotemberg 1990). However, this assumption is withass of generality. Since tax revenues anddipgn
enter equation (6) below only in the fotyn— g our conclusions would be unaffected if we madeatternative
assumption.
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As mentioned earlier, remittances are not taxed veaxdo assume that the government does
not change the tax rate. Later on we will consigleat happens when this assumption is

relaxed.

C. Stackelberg Game

Since the government knows the problem of the sgmi&tive agent and therefore the
reaction of private agents to its own spendingsiens, it will take this reaction into account
in its optimization problem. However, since it iglly unlikely that private agents could
cooperate so as to be able to play a Nash bargag@ime with the government, it is most
natural to assume that individual private agerks the government’s provision of the public
good as fixed and unaffected by their actibrigherefore we assume that our model
economy works as a Stackelberg game where the moeert moves first. Under this
assumption, and replacing (3) and (2) in the objedunction of the government yields the

following:

W(g) = Blog(ty— g)+ (1- B)alogla((l- 1) y+ R+ 9]+(@-a)log[(l-a)(@- ) v R Q},

which simplifies to:

W(g) = Blog(ty- )+ (1~ B) a log@ )+ (1-a) log(t-a )+ log((kt y+ R+ g (6)

“ For example, if all agents decreased their prizatssumption of the public good they might be abléorce
the government to increase its own spending; homnaweh an assumption would obviously be unrealistic
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When W(g) is maximized with respect tgit yields:

g*=(t-Ay-pR (7)

Equation (7) simply says that the public provisidrihe public good is increasing in the tax
basey, but decreasing in the amount of (non-taxed) tamies’. The substitutability

between private and public provision of the ggptioweveyimplies that an increase in the

tax base y does not fully translate into an in@eashe provision of the public goog_;i.
Instead, part of that increase in the revenue basieh includes remittanceg(y + R), is

diverted to the government’s own consumption. Gitreés optimal level of spending on the
public good, we can easily derive the optimal lexfelesources diverted to the government’s

own consumption:

s*=p(y+R) (8)

Note that the amount diverted does not depend@tethrate, but is increasing in the
revenue base, that is, income and remittances:fiical space” provided by the revenue

base, and in particular, the remittances, incretieelousehold’s private consumption of

® Since we know it is virtually always the case thavernment-spending increases with GDP we asshate t
t > [, in other words, that there is a threshold levedmfernment self-intereg@ such that governments with
levels of B beyond this thresholare easily ousted from power.
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both goods(c, g), which allows the government to free ride and oedits contribution to the

public good, thereby increasing its own consumption

It is also clear that the government’s proclivitydivert resources to its own consumption,
measured bys leaves the household worse off in equilibriumiaemg (3) and (7) into (1)
we have:

aU(C*v g*! gi*) —_ 1 <0 ( 9 )
0B d-5)

We can express the rate of resource diversiorratioeeither to total government spending

or to total income. These ratios are given re$pelgtby:

[ Field Code Changed

R
_ (A
s mem Y (10)
g* (t-pBy-mR (t—ﬁ)_ﬁB
ST 2 pa+ R (11)
y y

As one can easily see:

AS*IY) _ 5o ang XS/ 9 - A,
o(R/Y) ORIY)  [(t-B)= BRI Y)]
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That is, both measures of corruption are increaisittige level of remittances relative to

GDP.

Ill. E VIDENCE

The model in section 2 suggested a channel thradmth remittances can increase the level
of corruption in a country, even though they do praivide a direct source of revenue for the
government. We now turn to the data to see if théemce is consistent with such an effect.
We use a cross section of 111 countries, chosethebasis of the availability of data on
workers’ remittances. Our remittance variable isasweed as the average ratio of worker
remittance flows to GDP between 1990 and 2000s kriough for a country to have one
observation on remittances during this period tanbeur sample. A detailed description of

the data and a listing of data sources are inclidéghpendix B, Tables 9 and 10.

A. OLS Results

To ensure that our results can be compared witsethothe literature that studies the
determinants of government quality, we use the émork of the seminal work by La Porta,
Lopez-de-Silanes, Shleifer and Vishny (1999) —héortle PLSV— and add our own

regressors. Our main regression model is thereiferéollowing:

Corruption control,y,, = a + £, * economict 5, * religion + 5, * legal+ y; * remittance (12)
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Our endogenous variable is taken from the WorldkBgovernance indicators. It is a
measure of control of corruption (inversely relatedhe degree of corruption) in the year
2000. We regress this measure on average remittacemts between 1990 and 2000 while

controlling for economic, religion, and legal vddies, as in PLSV.

As a first step, we ignore all endogeneity issuesming from the inclusion of a measure of

remittances on the right hand side of the regressio

The OLS results are shown in Table 1, AppendixnACblumn (1) we simply regress the
index of corruption control (denoted Corrup) on ittamce flows. We find a negative and
significant coefficient, as suggested by our mobetolumn (2) we add a measure of energy
depletion in the country. Its coefficient turns tabe negative and statistically significant,
consistent with the findings of many recent studhies oil-rich countries tend to have worse
institutions on average (see Sala-i-Martin and Suiamnian (2003) and Leite and Weidmann,
(1999)). The coefficient of remittances remainsaieg and significant. Indeed, this
coefficient remains negative in all the specificat we use in this papén. columns (3) and
(4) we add the regressors that La Porta et al. 91@8e in their regressions (Table 9 in
Appendix B provides a description of all the reges used in this paper). We follow their
approach by alternating the religion and the |legaiables as regressors, since they are

correlated.In column (3) we add the legal variables. Amonesth only the dummy for

®If both sets of variables are combined, the sigaifce of the religious variables drops signifitgnthile the
coefficient on remittances does not change signifily and its t-statistic is -1.64 (significanttlaé 10 percent
level).
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Scandinavian laws is positive and significant, i similar to the result in La Porta et al.
(1999). The coefficients on remittances and eneggyain negative and significant in this
specification as well as in column (4), where waaee the legal variables by variables that
measure the prevalence of certain religions inelesintries. Similar to La Porta et al.
(1999), we find a negative and significant coeéfition both the variables “Muslim” and
“Catholic” while the coefficient on “Other Denomiens” is negative; however, unlike in
La Porta et. al., it is slightly insignificant. Nothat the R-squared improves dramatically in

columns (3) and (4) when we add the legal or re@figiariables.

As in PLSV, we add to both specifications real Gi#gP capita, whose coefficient we find to
be positive and strongly significant. This captutresidea that richer countries tend to
demand better institutions. We need to controttics measure of well-being so that the
coefficients on the other exogenous variablesamily reflect the direct impact of these
factors on corruption, rather than effects opegatinlirectly through per capita income.
However, given the fact that GDP per capita caerimogenous to institutions, its inclusion

as a regressor needs further discussion, whichosgpne to the next section.

The major concern with the results from OLS regoess however, and in particular with
respect to the effects of remittance flows, is tieatittances could be endogenous to the
presence of corruption, or more broadly to the itppaf domestic economic institutions in
general. It is very plausible that a higher leviet@rruption in a country could lead to higher
emigration, which itself could lead to higher reganitces. Therefore we need to isolate the
causality from remittances to corruption from thperating in the reverse direction. To do

S0, we require an instrument for remittances.
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B. The Coastal Area as an Instrument for Remittanes

To instrument properly for remittances we needréabée that is correlated with remittance
flows but not correlated with our endogenous vagigborruption), except through included
regressors. The coastal area of a country (defisee ratio of the area within 100 KM

from a sea or an ocean to the total area of thetoguappears to satisfy both criteria. As we
will discuss below, this variable is likely to affecorruption primarily through its effects on
included regressors such as per capita income. eMenyva higher coastal area is generally
associated with a higher ratio of emigrants tottht@l population, which for obvious reasons
leads to higher remittances on average. Accordjroglgistal area appeasriori to be an
appropriate instrument for remittances. In a lagation of the paper, we check for
robustness and analyze the exclusion restrictiondre detail; for now, we show and discuss

the instrumental variable regressions.

Table 2 shows the first stage regression for bpétiications (the legal variables and the
religion variables respectively). We find that thgpact of the coastal area on remittances is
large and highly significant. The F statistic or #xcluded instrument is equal to 7.59 in the
first specification and 9.95 in the second, sudgggshat our instruments do not suffer from
significant weaknes$sColumns (3) and (4) show the output from 2SL®rdcstage
regressions. In the first specification we findegative and significant coefficient at the 10%

level, while in the second specification the sigpaifice level improves to 5%. The coefficient

" Staiger and Stock (1997) set a benchmark of B8tat10. Our F statistic is close to 10; howewerdo not
rule out their weakness and we perform the Conuihikelihood Ratio test proposed by Moreira (2003
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is very similar across both specifications, howeifée Conditional Likelihood Ratio test
proposed by Moreira (2003), which is robust to wigskruments, shows that the coefficient

on instrumented remittances is significant at telévef.

One problem with our instrument is that it may berelated with institutional quality
through channels other than remittance flows. &t tase, coastal area would be a poor
instrument, because the instrumented remittandablarwould still be correlated with the
disturbance term (unless these channels are elphcicounted for in the regressions).
Coastal area indeed tends to be correlated withhlas that have been found to affect
institutional quality through their effects on lag standards, such as per capita real GDP
itself and a variety of demographic variables tirat highly correlated with per capita GDP.
This is shown in Table 5 in Appendix A. While wealdiontrol for real GDP per capita, we
did not control for the other demographic variabl|ss raises the question of whether
instrumenting for remittance flows with coastalaavehile omitting these demographic
variables from the regression may result in a bizsgimate of the effects of remittance

flows on institutional quality.

8 Both specifications are significant at the 1.5%ele

9t is worth noting, however, that if this is sogetboefficient on our instrumented remittance vdeab likely
to be biased in the directimppositeto that predicted by our model. This is becausdgeasom the remittance
channel, our instrument is genergllysitivelycorrelated with factors that are associated wattely
institutions”: for example, our instrument is positively cortethwith real GDP per capita, with the level of
urbanization, and with the degree of commerciahopss (as measured by the ratio of trade to GDIPyf A
these factors tend to be associated with bettétutisnal quality, so their exclusion from the regsion would
tend to bias the coefficient on remittances poaitivedirection. At the same time, our instrumenhégatively
correlated with age-dependency ratios and infantatity, factors that are themselves generally tieghy
correlated with institutional quality, again indogia positive bias.
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To address this potential bias we need to contralfe effects of living standards on
institutional quality. It is interesting to see thiae coefficient on the instrumented remittance
variable is negative and statistically significastlong as we control for either real GDP per
capita itself or other variables that are correlatéth it, such as dependency ratios, mortality
rates and/or any combinations of such variabledylito affect institutional quality and to be
affected by our instrumefitin columns (3) and (4) of Table 3, for example, show the
results from replacing per capita GDP by two derapbic variables, dependence and
urbanization. We can clearly see that these 2Sgfssions with the coastal area as

instrument yield results similar to the ones in[€gbcolumns (3) and (4).

But this procedure creates a second potential esmdty problem. Like remittances
themselves, measures of living standards suchrasapéa GDP are potentially endogenous
with respect to institutional quality. Although weed thenitial level of real GDP per capita
in our estimation to mitigate this problem, singstitutional quality is generally very
persistent the endogeneity of GDP might still bésane. Accordingly, we also instrument
for real per capita GDP by the distance to the &xues in Treisman (2000). Columns (1)
and (2) in Table 3 show the results of 2SLS estonavhere we instrument for both
remittances and real per capita GDP coastal ardiatance to the equator as instruments.

The coefficient on remittances remains negativesagwificant in these regressions.

Table 4 shows the result of the 2SLS regressiod@ble 2 when we vary the endogenous

regressors to look at other indicators of institnél quality. We only show the specification

% We do not show these variations here.
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with the religion variables since the results aldi using the other specifications are very
similar. It is interesting to see that remittana#fect the three variables that are most related
to corruption and government quality. We find aateg and significant coefficient on
remittances (instrumented by the coastal ared)emegressions where the control of
corruption, government effectiveness, and the ofilaw measures are the dependent
variables. As for regulatory quality and voice aedountability, they seem unaffected by
remittances. This in itself is interesting sinceuggests that only specific aspects of
domestic institutional quality — those associatétth the diversion of resources by the public

sector — tend to be affected by the receipt of ttamie flows.

C. Robustness

In this subsection we try to evaluate the robustmé®ur results by looking at some of the
potential problems with our instrumental variabdéiraation. For an instrumental variable to
be appropriate it must satisfy two conditions: vatece and exogeneity. The first can be
verified empirically by looking at the correlatitretween the instrument and the endogenous
regressor. In our case we showed that this coiwal& strong and that in that respect our
instrument is not particularly weak. As for the ggoeity condition, it deserves further
discussion. A clear advantage of our instrumettiasit is a geographical variable and
therefore cannot be endogenous to institutionss fibivever does not guarantee exogeneity.
Even if our instrument does not affect the depenhdariable directly, it may do so indirectly
through other channels that are not controlledrfaur regression. In the rest of this section
we first examine how our results are affected bytiadling for a variety of other possible
channels through which coastal area may affedturisins and then consider the use of an

alternative instrument.
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The alternative channels through which coastal am@gaffect institutions include the

following:

OpennessOur instrument is positively correlated (althowgbakly) with the ratio of trade to
GDP in our data. This is to be expected througteffext of access to the coast on
transportation costs. However, including the rafitrade to GDP on the right hand side does
not affect our results, as shown in the first calush Table 6. The coefficient on “trade to

GDP” is positive but not significant.

DemographicsAs shown in Table 5, our instrument is positivetyrelated with a measure
of urbanization. This is also mentioned in Gall8pchs and Mellinger (1999). It is also
negatively correlated with the dependency ratio\&itld infant mortality. As shown in
column 2 of Table 6, however, controlling for théaetors does not affect our results

materially, as the coefficient on instrumented témices remains negative and significant.

Continents:Another concern is that our instrument may beetated with continent
dummies. In fact, African countries on average Hase shoreline than countries in other
continents. Therefore one might suspect that oeffictent might be reflecting differences in
institutions across continents that are not explaiy our other regressors. However, as
shown in the third column of Table 6, controlliray tontinent dummies yields a coefficient

with similar magnitude and significance level to earlier results!

M Aside from these variables, since our endogenegiessor (the ratio of remittances to GDP) is jikelbe
correlated with a measure of the ratio of the stfakigrants to the total original population atie one
might be concerned that our coefficient might reifie negative impact of emigration on institutioraher than
of remittances themselves. However, it is not latlabr that the effect of emigration on domestistitutions

(continued...)
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To ensure that our results are robust we also densin alternative instrument for
remittances. Specifically, we use as our alteredtigtrument a measure of the distance
between each country in our sample and the neewastry that is a large source of
remittances. The implicit assumption is that, verage, the closer a country is to a major
source of remittances the more likely it is tharkewss from that country will emigrate and
send remittances back home. Note that this relshiprnis expected to hold mainly for

developing countries, rather than for developedsone

We know that the United States, followed by Westeunope and the Arab Gulf, are the
largest sources of remittances in the world. Theeeefor each country x this variable will

take the value of the log of the distance betwermtry x and the nearest of these remittance
sources. Therefore for Latin American countries thariable will be the log of the distance
between these countries and the US. The same &fdpothe Caribbean countries. As for
Africa, we take the simple average of the distarfic@a France and from Saudi Arabia. For
Asia we use the distance to Saudi Arabia. Takiegliktance of the European countries to
France will, for obvious reasons, lead to a weakrinment as the distance is relatively small

and received remittances to GDP in these courdreegjuite low. We can circumvent this

should be expected to be negative. Indeed, rditersture sees emigration as potentially bendftaahe
home country. Specifically, authors such as Moudt{d@997) and Beine et al. (2003), argue that thesibility
of emigration raises the expected return on edorcati home, and thus is likely to increase investrire
education, which has positive effects on produgtisnd growth. Beine et al. (2003) found a posii@nd
highly significant effect of migration prospects goss human capital formation. The increasecksdbc
human capital in the home country may on average hgositive effect on institutions. Even theeold
literature on migration such as Grubel and Sc&66) acknowledges that the short-term loss to tiygnal
country might be well offset in the long run duespillovers and network effects.
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problem in three different ways: we can take ttstagice of the European countries to the
United States instead, we can add a dummy for Euaspan additional instruméntor we
can exclude these countries from our sample. Tiee ttmethods yield similar results. In
Table 7, we show the results from the first andedcstage of the 2SLS regressions when
we use the distance measure as an instrument apglolgle the European countries from
our sample. Column (3) shows a negative and saificoefficient on remittances.
Furthermore the coefficient is comparable in magfetto the one obtained from using the
coastal area. Column (4) shows a negative yet igmifisant coefficient when we use the
religion variables as regressors. In Table 8, vemstinat when we use the United States as
the main remitter for the European countries waiotgimilar results. Note that our
instrument is correlated with the distance to tipgagor for obvious reasons. In fact the
correlation in our sample is around -0.56. Thigesreason why we control for the distance

to the equator in our regressions.

IV. CONCLUSIONS

We conclude that despite their nature as housebefusehold private income transfers,
remittance inflows may have adverse effects on dtimastitutional quality — specifically,

on the quality of domestic governance — that arélai to those of large resource flows. In
our analytical model, this effect arises becausentiouseholds receive remittances, the
government finds it less costly to free ride onlilbeseholds and their emigrant relatives and

divert resources for its own purposes. In otherdspbecause access to remittance income

2 This option might not be appropriate since thimcy might affect directly institutions even aftemgrolling
for GDP and other religious and legal variables.
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makes government corruption less costly for dornéwiuseholds to bear, the government
engages in more corruption. Remittances, by aeting buffer between the government and
its citizens, give rise to a moral hazard problémse flows allow households to purchase
the public good rather than rely solely on the goweent to provide that good, which
reduces the household’s incentive to hold the gowent accountable. The government can
then free ride and appropriate more resourcesf@wn purposes, rather than channel these

resources to the provision of public services.

Our empirical results are strongly supportive @ ffroposition. Using standard
specifications, and addressing issues of endogeaedt robustness, we consistently find a
negative and statistically significant partial etfef remittance inflows on institutional

quality.

One implication is that, while remittance inflonesmain welfare-enhancing for the
representative remittance-receiving householdirttrease in household welfare is reduced
by corruption, and the net increase in householéaweeis lower the larger the government’s
temptation to steal (i.e., the larger the valu@ of the government’s objective function).
This suggests that IFI support for measures tditi@e remittance flows should be
conditioned on government accountability. Otherwirgegains from such measures may

accrue to parties other than those for whom theyraended.

Another implication concerns the relationship betweemittances and economic growth.
There is a fairly recent and growing empiricalritieire that attempts to measure the impact

of remittances on economic growth. Overall, thisriiture fails to find a robust positive
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effect of worker remittances on growth. One possibason for such a finding, among
others, is the presence of several possible mesinarthrough which remittances may affect

growth, some of which identify a positive effectilelothers a negative one.

On the positive side, remittances may increasesinvent, facilitate human capital
formation, enhance total factor productivity (TF&)d may have a favorable effect on the
financial system, all of which potentially contrieupositively to economic growth (see IMF
2005), World Bank 2006). However, remittances nlag aamper economic growth through
a Dutch Disease effect see for example, Acosth 20a7), and Montiel 2006), and by

reducing labor supply and increasing investmeit(@hami et al. 2003).

This paper identifies a new channel through wheshittances can affect economic growth.
It is a fairly established empirical finding thagtter institutional quality enhances economic
growth?®® Therefore, by worsening the quality of institusan the recipient country,
remittances can adversely affect growth. This cebhas been missing from the empirical
literature. Our results suggest that future emaginieork on the relationship between

remittances and growth needs to account for it.

13 See, for example, Hall and Jones (1999), Knackiarefer (1999), Mauro (1995, 1998), Acemoglu et al.
(2001), Easterly and Levine (2003), Dollar and Kré2003), and Rodrick et al. (2004), among others.
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