[bookmark: OLE_LINK1][bookmark: OLE_LINK2]

The Nexus between Remittances, Economic Growth and Institutions: Evidence from South Asia




[bookmark: _GoBack]by Fatouma Aden

(6387714)



Major Paper presented to the
Department of Economics of the University of Ottawa
in partial fulfillment of the requirements of the M.A. Degree
Supervisor: Professor Yazid Dissou


ECO 6999













Ottawa, Ontario
July 2019
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Abstract: 
In recent years, remittances have become an important source of finance for developing countries. This paper examines the causal links between remittances, economic growth, and institutions in a panel of four South Asian countries, namely Bangladesh, India, Pakistan, and Sri Lanka. We apply both fixed effects and system of generalized method of moments (GMM) in our analysis and we find evidence that while remittances do have a positive relationship with economic growth, the growth effect of remittances decreases with the level of institutional quality. These results suggest that in South Asia, remittances and institutional quality are substitutes.  
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[bookmark: _Toc15420055]Introduction:

Remittances have grown to become an important source of foreign resources for several developing countries. In recent years, the developing world has seen a generally upward trend in remittance inflows. In 2013, remittances were significantly higher than foreign direct investment for developing countries (excluding China) and were three times as large as official development assistance. The World Bank estimates that officially recorded remittances to developing countries amounted to $529 billion USD in 2018, which is a 9.6 percent increase over the previous record high of $483 billion in 2017 (World Bank, 2019). In terms of remittance inflows on a regional level, South Asia leads in volume. In 2017, the region received $116 billion in remittances, which accounted for approximately 20% of all remittances payments that year (World Bank, 2018). On a country by country basis, we can see other interesting facts.  For instance, with an estimate of $80 billion in 2018, India has the highest amount of remittance inflows in the world (World Bank, 2018). When we look to remittances as a fraction of GDP, Nepal has one of the highest ratios at 30% (World Bank, 2018). 
While there has been a generally upwards trend in remittance inflows, the effect that remittances have on economic growth is unclear. The literature on the relationship between remittances and economic growth has produced conflicting results. For instance, Catrinescu et al. (2009) and Mundaca (2009) both found evidence that remittances positively effect economic growth, especially in countries with good financial intermediation and institutions. They argue that this positive impact comes from the fact that remittances help reduce poverty, smooth consumption and ease capital constraints. In contrast, some studies have found the relationship between remittances and GDP to be statistically insignificant (Rao & Hassan, 2011). Other studies even present evidence that remittances can have adverse effects on economic growth due to the Dutch Disease effect, moral hazard, and the increase in inequality (Rabbi et al., 2013; Alvarez-Tinajero, 2010; Chami et al., 2005).
While there have been a number of studies that looked at the relationship between remittances, growth, and institutions, few have focused on South Asia. This paper will contribute to the literature by providing a dynamic panel analysis of the nexus between remittances growth and institutions in South Asia.  Due to its large diaspora and the fact that it is a major supplier of migrant workers, this region has some interesting remittances characteristics that make it worth studying. For instance, in terms of volume, South Asia receives more remittance inflows than East Asia and the Pacific, the Middle East and North Africa, Sub-Saharan Africa, and Latin American and the Caribbean.  Also, to the best of our knowledge, no paper has utilized the system GMM method to study the relationship between economic growth, remittances, and institutions in South Asia. 
In this paper, we consider a sample of countries comprised of Bangladesh, India, Pakistan and Sri Lanka. While the aim of this study is to analyze the relationship between remittances, economic growth, and institutions in South Asia, the data for Afghanistan, Bhutan, the Maldives, and Nepal contain gaps that make analysis difficult. It should be noted though  that these countries make up a small fraction of the total remittances flowing into the region. For instance, remittances from the aforementioned countries only accounted for approximately 6% of the total remittances sent to South Asia in 2018 (World Bank, 2018). Using data spanning from 1975–2016, we evaluate the impact of remittances on economic growth, taking into account institutional quality using the Fraser Institute’s Economic Freedom Index as a proxy for institutional quality. Through fixed effects and the system GMM method, we show evidence that remittances have a positive and significant effect on economic growth in South Asia. Still, this impact is mitigated as institutional quality rises. This suggests that the growth effect of remittances decreases with the level of institutional development. 
The rest of the paper is structured as follows. In Section I, we summarize the trend and current state of remittance inflows in South Asia. In Section II, we provide a literature review on a number of studies that investigate the relationship between remittances and economic growth. Section III presents the empirical methodology and Section IV discusses the dataset. In Section V, we discuss the empirical results and summarize the key findings in the last section. 
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South Asia has long been a source of migrant workers. The region has a long tradition of migration, which can be seen from the South Asian diaspora communities populating North America, Europe, East Africa and the Caribbean. While it is difficult to estimate the sheer volume of South Asian workers, the Asian Development Bank estimates their number to 70 million in 2017 (ADB, 2018).
Remittances are a natural by-product of migration. In terms of remittance inflows going into South Asia, in Figure 1, we see that there has been a generally upward trend in remittance inflows to South Asia and in Figure 2 we can see that the volume of remittances coming into South Asia surpasses that of East Asia and the Pacific, the Middle East and North Africa, and Sub-Saharan Africa. The bulk of these remittance inflows come from migrant workers in four regions; Europe, East Asia, North America and the Persian Gulf. 










Figure 1:

Source: World Development Indicators, World Bank (2018)





Figure 2:

Source: World Development Indicators, World Bank (2018)


The first wave of South Asian migration started in the 70s. Remittance inflows to South Asia went through a boom period in the late 90s and 2000s. This is partially due to migration to OECD countries. During this period, thousands of highly skilled professionals in sectors such as health, engineering, and IT, moved to high income countries such as the United States and Canada.  As a result, remittances outflows from these OECD destination countries grew, in fact in recent years North America has become the second major source of remittances after East Asia (Ahmed and Mughal, 2018). While there has been an increase in the migration highly trained South Asian workers, the majority of remittance inflows comes from low-skilled workers (ADB, 2018). 
The increased remittance inflows in recent years is also due in part to the decreasing cost of sending remittances and improved recording of international transfers (Clemens and McKenzie, 2018). In an effort to reduce money laundering, countries have been increasingly getting better at tracking remittance inflows, but there are still large amounts of remittance inflows that are unaccounted for. The International Monetary Fund (2009) argued that, if informal remittances were also considered, worldwide remittances may increase by 50%.
With these increased inflows, remittances have become an important component in South Asian economies by being a significant source of capital. For instance, in the early 80s, Pakistan’s remittance inflows exceeded 10% of its national output (Mughal, 2013). In 2017, remittances accounted for over 3% of the whole region’s GDP. Table 1 illustrates remittance inflows as a percentage of GDP, and we can see that for Nepal, in 2016 remittances accounted for over 31% of GDP.


Table 1: Remittance inflows as a percentage of GDP
	Country

	1986
	1996
	2006
	2016

	Bangladesh
	2.65
	2.90
	7.56
	6.13

	India
	0.9
	2.23
	3.01
	2.73

	Nepal
	---
	0.98
	16.01
	31.21

	Pakistan
	7.67
	2.03
	3.73
	7.11

	Sri Lanka
	5.09
	6.07
	7.66
	8.23


Source: World Development Indicators, World Bank (2018)


While there has certainly been an upward trend in remittance inflows, the impact of these inflows is a question that has challenged researchers. Positive impacts resulting from remittances have been well documented. In Asia, remittances have acted as a catalyst to domestic consumption; they have been used to cushion household incomes during bad times and/or during natural disasters and have been a means to enhance the welfare of migrant households by addressing their credit constraints (ADB, 2018). Remittances have also supported entrepreneurial activities in the region, increased human capital accumulation, and been linked to declining rates of child labor (ADB, 2018). 
Even though the positive benefits of remittances are widely reported, there has been evidence that they can lead to adverse effects to recipient countries. There has been evidence showing that remittances may lead to Dutch Disease effect, may lower the average skill level of a country’s labour force through brain drain, and may lead to a reduction in the labor force participation of migrant households (ADB, 2018). Overall, there is no consensus in the literature on the net effect of remittances on economic growth in recipient countries.  In the next section, we will analyze a number of studies that look into the connection between remittances and economic growth. 
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The purpose of this section is to analyze several significant bodies of work that are relevant to our research. The connection between remittances and economic growth has been analyzed from different points in the literature. Studies on the topic have produced contradicting results. We will review the different methodologies and conclusions found in those studies.
Chami et al. (2005) examine whether remittances play the same role in economic development as direct investment and other capital flows. They construct a model that suggests that remittances fluctuate countercyclically. According to their model, remittances are compensatory in nature, i.e., they rise with the level of altruism and fall as wages increase in the recipient country. They show that there is a negative relationship between remittances and recipients’ income, which is the opposite of what would happen if remittances functioned as investment flows. Their findings also show that remittances have a negative externality on both the immigrant and the recipient country. This gives way to a moral hazard issue, where recipients are using remittances to purchase a reduction in labour. This in turn has a negative effect on aggregate output. The authors test their model using data from 113 countries during the 1970-1998 period. To control for endogeneity, they use as instruments the income gap and the interest rate gap between the U.S. and the remittances receiving country. Their econometric results suggest that remittances have a negative effect on growth, giving credence to their hypothesis. 
The latter study has been influential in the literature; its methodology and results have been scrutinized by subsequent papers on the topic. For instance, Catrinescu et al. (2009) argue that the Chami et al. (2005) fail to address some of the problems associated with running panel estimations. One of these problems is the possibility that estimated coefficients may be biased if the errors are autocorrelated because of misspecified dynamics. As mentioned above, Chami et al. (2005) use the income gap and interest rate gap between the United States and the remittances receiving country as instruments. The validity of their strategy has been challenged. Some authors argue that their instruments are not effective in eliminating estimation bias in the parameters. This is corroborated by the insignificance of the parameter of the interest rate gap differential in the first stage (Lucas, 2005). Moreover, their choice of instrument is not the most appropriate, for the US is not the main source of remittances of many developing countries (Aziz, 2018.)  
In contrast, Faini (2007) found evidence that remittances have a positive effect on economic growth. The author investigates the impact of remittances on growth using a dataset of 64 countries. He does not include investment in his regression model, but includes secondary school enrollment as a proxy for human capital, the number of telephone lines per 1000 inhabitants as a measure of physical capital, and the International Country Risk Guide index as a measure for institutional quality. The paper utilizes Ordinary Least Squares (OLS) and instrumental variables to assess the relationship between remittances and growth. The paper concludes that the net effect of remittances on economic growth is positive. 
Barajas et al. (2009) use panel data to examine the impact of remittances on growth in 84 remittances recipient countries during the period of 1970-2004.  The paper argues that remittances speed up capital accumulation in remittances receiving economies directly or indirectly by raising their credit worthiness or contributing to output stability. The authors also argue that remittances might have a negative impact on labour supply. Due to these opposing impacts, the net effect of remittances on growth is unclear. The paper argues that the inconclusiveness found in the literature on the relationship between remittances and economic growth is due in part to their use of inappropriate instruments. In order to mitigate the endogeneity problems that arise when studying remittances and economic growth, the authors use alternative instruments for worker’s remittances. They use the ratio of remittances to GDP of all other recipient countries (i.e. workers’ remittances to the rest of the world). They argue that their instrument captures the effects of global reductions in transactions cost and other systematic changes in the microeconomic determinants of remittances. They conclude that there does not seem to be a significant relationship between remittances and economic growth.
In terms of studies focusing on South Asia, one can first turn to work found in Rahman (2009). The paper analyzes the effects of exports, FDI, and remittances on the real GDP of Bangladesh, India, Pakistan, and Sri Lanka. The study uses a dataset spanning the period 1976-2006 and employs the Autoregressive Distributed Lag (ARDL) model to examine the relationship between GDP and the above-mentioned explanatory variables. The study did not find substantial evidence of a significant relationship between remittances and real GDP. Siddique et al. (2012) also study the relationship between remittances and economic growth in Bangladesh, India, and Sri Lanka. The paper uses annual time series data from 1976 to 2006 and utilizes the Granger causality test under a Vector Autoregression (VAR).  For Bangladesh, they found that remittances do lead to economic growth. In the case of India, they found that there was no causal relationship between growth in remittances and economic growth and for Sri Lanka, the authors find two-way directional causality, meaning that economic growth influences growth in remittances and vice-versa. 
Catrinescu et al. (2009) expand on of Chami et al. (2005) and study the relationship between remittances, institutions, and economic growth. In order to address some of the limitations of Chami et al., the authors use dynamic panel regressions, following the methodologies of Anderson and Hsiao (1981) and Arellano and Bond (1991). The study argues that there is endogeneity between remittances and growth because it is likely that countries experiencing lower economic performance will receive larger remittances from their migrant workers. As such, the authors employ the first and second lagged levels of remittances as instruments. The study presents evidence that remittances have a positive and significant impact on long-term economic growth and that the positive impact that remittances have on growth increases with institutional quality. A similar methodology is used in Fayissa and Nsiah (2010). The paper uses panel data from 1980 to 2004 for 36 African countries and utilizes the methodology introduced in Arellano and Bond (1991). The paper concludes that remittances have a positive impact on economic growth and development in Africa and theorizes that remittances induce growth by providing an alternative way to finance investment. 
Singh et al. (2010) analyze the determinants and the macroeconomic role of remittances in Sub-Saharan Africa. The paper utilizes a homogenous panel model on a dataset that covers the period of 1990 to 2008 and that includes 36 developing countries. The study concluded that remittances have a negative impact on economic growth, but this impact is mitigated in countries with developed financial systems and more stable political institutions. The authors state that remittances may reduce the volatility of consumption or help ease financial constraints. On average, however, the evidence indicates that the joint effect of the resulting real appreciation of the exchange rate caused by remittance inflows, the brain-drain from emigrants, and the adverse incentives remittances have on labour force participation offset the positive attributes of remittances.
For a more recent study one can turn to Zghidi et al. (2018). The paper studies the causal links between remittances, economic freedom, and economic growth in Tunisia, Morocco, Algeria, and Egypt. The study uses panel data from 1980 to 2012 and utilizes system GMM for the estimation strategy. It concludes that there is strong evidence of a positive relationship between remittances and economic growth. The study also presents evidence that economic freedom appears to work as a complement to remittances, meaning that the positive effect of remittances is greater if there is more economic freedom. 
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In order to study the nexus between economic growth, remittance, and institutions, we will follow a similar technique as in Zghidi et al. (2018). As a starting exercise, we will look at the growth effects of remittances using a fixed effects model (FE). For this initial exercise, we will estimate the following equation:  

yi,t = 0  + 1yi,t−1 + 2 REMi,t + 3Xi,t  + t+ i + i,t 					(1)
where i is the country index, yi,t−1 represents the logarithm GDP per capita of country i at the end of period t. REM represents the logarithm of remittances as a percentage of GDP, Xi,t is the matrix of the control variables described in the data section of the paper. t represents the time specific effects while i represents the unobserved country specific effects. Finally, i represents the error term. In this equation, the coefficient of interest is2, which can be interpreted as the marginal impact of remittances on growth. We test the significance of the parameter 2.  
In the second set of regressions we will look at the nexus between economic growth, remittances, and institutions. To do so, we will estimate following equation;
yi,t = 0 + 1yi,t−1 + 2 REMi,t + 3EFIi,t  + 4 (REMi,t x EFIi,t ) + 5Xi,t + t+ i + i,t	(2)

where EFI represents the economic freedom index of country i at period t. This regressor will be introduced in the estimation of equation (2). In this second set of regressions, we are testing whether the institutional quality of a country (as represented by EFI) affects the impact remittances have on economic growth. In order to test this hypothesis, we add the interaction term REMi,t x EFIi,t  as shown in equation (2). If the interaction term has a positive value, that would suggest that institutional quality and remittances are complementary, meaning that the growth effects of remittances are enhanced with institutional quality. Conversely, if the interaction term has a negative coefficient, that would suggest institutional quality and remittances are substitutes, meaning that remittances are more effective in enhancing growth when institutional quality is poor. 
With FE estimation, endogeneity issues may arise. It is likely that remittance inflows are endogenous and determined jointly with economic growth, meaning that a country that has poor economic growth would likely receive more remittances inflows from migrants. Basically, there is a high chance that there is a two-way relationship between remittances and economic growth.
Like in many works in the field, to address the endogeneity issues, we will use the Generalized Method of Moments (GMM) methodology. Unlike other estimators such as FE, the system GMM method permits the use of lags of the potential endogenous independent variables as instruments. We use these instruments due to the difficulty of finding appropriate instruments that mitigate the endogeneity issues with economic growth and remittances. 
The system of GMM estimators will enable one to control for the unobserved country-specific effects. With this method, the GMM estimators help combat the endogeneity issues by using instrumental variables based on lagged values of the dependent and the independent variables. For this paper, the instruments for the regression in differences are lagged levels and the instruments for the regression in levels are the lagged differences of the corresponding variables.

We will apply the two diagnostic tests suggested in Arellano and Bover (1995) and Blundell and Bond (1998), the Sargan test of over-identifying restrictions, and a test of second-order serial correlation in the error term. If we fail to reject the null hypotheses for both of these tests, that would imply that the model is sufficiently specified and that the instruments are valid. 
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For this paper we utilize remittances data collected from the World Bank’s World Development Indicators (WDI) database. The countries included in this study are Bangladesh, India, Pakistan, and Sri Lanka and the data covers the time period of 1976-2017.  In the WDI database, remittances are defined as the sum of two components; personal transfers (i.e. worker’s remittances) and wages/salaries earned by non-resident workers. This data is reported by countries in their balance of payments (BoP). 
It should be noted that there are some issues when it comes to measuring the volume of remittance inflows. There is a consensus in the literature that the remittances data presented in the WDI do not capture the true volume of remittances flowing into a country. This is because large quantities of remittances payments are sent through informal channels. As explained in Catrinescu et al.(2009), many workers send their remittances through “halwas” service providers, public transportation providers, or have friends/family physically transfer cash payments across borders. These informal channels pose a problem in analysis because they are not tracked in BoP. 
Even though the remittances data found in the WDI database may underestimate the true volume of remittances flows, it should be noted that the WDI database has the best and most consistent remittances data available to researchers. Also, in recent years due to better technology, lower transactions cost, and crackdowns on money laundering, there has been a decrease in unaccounted remittance inflows (Clemens and McKenzie, 2018). The WDI database will also be the source for the following explanatory variables.  
Logged GDP per capita: The reasoning behind the inclusion of this variable is that it controls for economic convergence. In the literature, it is argued that per capita income can serve as a proxy for general development and the maturity of institutions (La porta et al., 1998). A negative coefficient would indicate that there is conditional convergence between countries. 
School Enrollment: We control for human capital by utilizing school enrollment data. Economic literature states that greater enrollment ratio leads to greater human capital accumulation, which in turn positively impacts economic growth. For this paper we use primary school enrollment (PRIM). 
Investment ratio: This variable will be represented as the ratio of gross capital formation (GCF) as a percentage of GDP. It is expected that this variable will have a positive effect on economic growth, and thus a positive coefficient is expected (Mankiw et al., 1992).  
Trade openness: It is generally accepted that openness to international trade has a positive impact on a country’s economic growth. For this paper, we will use exports plus imports as a percentage of GDP to represent trade openness (TRADE). 
Population growth: All else equal, the general consensus in the literature is that greater population growth (POP) leads to lower GDP per capita growth, so a negative coefficient is expected for this variable (Solow 1956). 
To study whether or not institutional quality impacts remittances effectiveness, the paper will utilize the Economic Freedom Index (EFI) developed by the Fraser Institute as a proxy for institutional quality. This index measures institutional quality by analyzing the following five areas: the size of government, the legal system and security of property rights, inflation and access to finance, international trade, and regulation.  
The index takes these five sections and produces a composite score. A country’s score ranges from 1 to 10, where a score of 1 indicates the lowest level of economic freedom and where a score of 10 indicates the highest level of economic freedom.
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Our estimation results are showcased in Tables 2 and 3. Table 2 presents the results from the FE estimation of equations 1 and 2. In column (1) one can see that the coefficient on the variable of interest, REM, is positive and significant. This would suggest that remittances contribute to economic growth. Column (2) of Table 2 shows the FE estimation results when the interaction effect of remittances and institutions is introduced. The variable of interest is REMxEFI and its coefficient is negative and significant. A negative coefficient means that the positive impact remittances have on growth lessens as institutional quality rises.
Table 3 presents the results from the system GMM estimation. Colum (1) shows the standalone effect that remittances have on growth. The variable of interest is REM and one can see that its coefficient is positive and significant. This means that remittances have a positive effect on economic growth, which coincides with the results found in works such as Faini (2007). In column (2), we add an interaction term between remittances and institutions. We see that the coefficient for the interaction term for REMXEFI is negative and significant. This suggests that remittances are more effective in boosting economic growth when institutional quality is low, meaning that the marginal impact of remittances on growth is decreasing with the level of institutional quality.


Table 2: Remittance and economic growth: Fixed Effects Estimation
	
	(1)
	
	(2)

	Dependent Variable: GDP growth per captia
	
	
	

	Independent Variables
	
	
	

	
	
	
	

	Initial GDP per capita
	0.905***
	
	0.920***

	
	(0.0259)
	
	(0.0285)

	REM
	0.0468**
	
	0.191**

	
	(0.0195)
	
	(0.0816)

	GCF
	0.00713**
	
	0.00580**

	
	(0.00300)
	
	(0.00280)

	PRIM
	-0.00132
	
	-0.00120

	
	(0.00107)
	
	(0.00106)

	POP
	-0.119***
	
	-0.0743

	
	(0.0411)
	
	(0.0511)

	TRADE
	-0.00258**
	
	-0.00236**

	
	(0.00116)
	
	(0.00113)

	EFI
	-
	
	0.0766*

	
	
	
	(0.0402)

	REMxEFI
	-
	
	-0.0348*

	
	
	
	(0.0193)

	Constant
	0.870***
	
	0.361

	
	(0.264)
	
	(0.316)

	
	
	
	

	Observations
	129
	
	125

	R-squared 
	0.982
	
	0.984


Standard errors in parentheses. *, **, and *** indicate significance at 10, 5, and 1%	respectively


These results contradict those found in Catrinescu et al. (2009) and Zghidi et al. (2018).  One theory explaining these contradictory results is that in South Asia, remittances and institutional quality may be substitutes. When institutions are poorly developed, households have poor access to finance. In this case, remittances may be used as an alternative source of finance and then residents can use remittances to invest in physical and human capital. Our results suggest that remittances are most effective in low levels of institutional quality, which gives credence to the argument that remittances and institutional quality are substitutes. 


Table 3:  Remittances and economic growth: System GMM estimation  

	
	(1)
	
	(2)

	Dependent Variable: GDP growth per capita
	
	
	

	Independent Variables
	
	
	

	
	
	
	

	Initial GDP per capita
	0.949***
	
	0.956***

	
	(0.0298)
	
	(0.0348)

	REM
	0.0543***
	
	0.201***

	
	(0.0179)
	
	(0.0745)

	GCF
	0.00388**
	
	0.00210

	
	(0.00193)
	
	(0.00201)

	PRIM
	-0.00114
	
	-0.00131

	
	(0.00107)
	
	(0.00106)

	POP
	-0.0629
	
	-0.0671*

	
	(0.0388)
	
	(0.0353)

	TRADE
	-0.00134*
	
	-0.000976

	
	(0.00116)
	
	(0.000849)

	EFI
	-
	
	0.0572**

	
	
	
	(0.0230)

	REMxEFI
	-
	
	-0.0336**

	
	
	
	(0.0163)

	Constant
	0.487*
	
	0.246

	
	(0.293)
	
	(0.242)

	
	
	
	

	Observations
	129
	
	125

	AR(1) test
	0.002
	
	0.076

	AR(2) test
	0.976
	
	0.574

	P value Sargan test
	0.755
	
	0.075

	

	
	
	


Standard errors in parentheses. *, **, and *** indicate significance at 10, 5, and 1%	respectively

When we look at the coefficient for the control variables, one can see some surprising results. The coefficients for investment (GCF) and population (POP) are both significant and are positive and negative, respectively, in both models. This is consistent with economic theory.  Conversely, the coefficients for initial GDP per capita and trade openness (TRADE) are unexpected.  In both Tables 2 and 3, the coefficient for initial GDP is positive and significant, which contradicts the convergence theory. Duasa (2010) offers a possible explanation for this result. The study argues that endogenous growth theory predicts less convergence and, in some cases, economic divergence as diminishing returns to capital is offset by increasing returns to technological innovation in high income countries. This theory could be the reason why there is no evidence of convergence in our sample. 
Similarly, the coefficient for trade openness is negative and significant in Table 2 and in column (1) of Table 3. While economic theory does state that trade openness generally has a positive relationship with economic growth, numerous studies such as Kim et al, (2011) and Huang and Chang (2014) have shown evidence of the opposite. These studies argue that trade openness has a positive relationship with economic growth only in high income countries with fully developed financial sectors. Thus, developing countries with low financial intermediation may see a negative relationship between trade openness and growth (Kim et al, 2011 & Huang and Chang, 2014). This theory could be a possible explanation behind our negative coefficient for trade openness. Finally, in both models, the coefficient for school enrollment (PRIM) is insignificant. 
To test the validity of the system GMM estimation presented in Table 3, we utilize the hypothesis tests suggested in Arellano and Bover (1995) and Blundell and Bond (1998), a test of second-order serial correlation in the error term and the Sargan test of over-identifying restrictions. The autoregressive test (AR) tests the null hypothesis that the error term is not serially correlated. Here, we focus on second order serial correlation. Second-order serial correlation of the error term violates the assumption of GMM estimators. The AR (2) test statistics and its p-value are shown in the bottom of Table 3. The test statistics for both column (1) and (2) show that one is unable to reject the null hypothesis, which gives credence to the model specifications. The Sargan test examines the null hypothesis that the over-identifying restrictions are valid, and the instruments as a group are exogenous. Failure to reject the null hypothesis of the Sargan test supports the validity of the GMM estimates. The Sargan tests and their p-values are shown in the last row of Table 3.  The p-values for both specifications are greater than 0.05, meaning that one is unable to reject the null hypothesis at a 5% significance level. In summation, the failure to reject the two null hypothesis supports the validity of the GMM estimates. 
[bookmark: _Toc15420061]Section VI Conclusion:
 
Using both fixed effects and the system GMM method, we present evidence that suggests that remittances have a positive and significant impact on economic growth in South Asia. Our estimation results also suggest that remittances are more effective in boosting economic growth when institutional quality is low, meaning that the marginal impact of remittances on growth is decreasing with the level of institutional quality.
This paper provides new insight on the nexus between remittances, economic growth, and institutions. Previous studies on the topic presented evidence that sound institutions enhance the effectiveness of remittances, but this paper shows evidence of the opposite, at least in the case of South Asia. While Catrinescu et al. (2009) and Zghidi et al. (2018) argue that institutions enhance the growth effects of remittances, this paper contradicts those results, showing that in South Asia, the growth effect of remittances decreases with the level of institutional development. This result supports the argument that remittances and institutional quality are substitutes. This means that remittances may compensate for poor institutions, allowing recipients access to finance, which they can then use to invest in physical and human capital. Thus, this study helps showcase the different channels through which remittance can impact growth.
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