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Abstract: India is one of the world’s top remittance recipient countries. However, there
is an ongoing debate on whether workers’ remittances serve as a ‘political curse or
cure.” Additionally, remittances influence the domestic labour supply left behind by
migrant workers. Our study aims to utilise the ARDL bounds test and Granger causality
to examine the long-run and short-run relationship between remittances, institutional
quality, and labour supply from 1990 to 2018 in India. The results from the ARDL
bounds test indicate a cointegrating relationship when institutional quality is treated
as the dependent variable. The Granger causality test further supports unidirectional
causality from remittances and labour supply to institutional quality in India. In the
short run, findings indicate bidirectional causality between remittances and labour
supply. The study contributes to the literature by constructing a composite index for a
more accurate measure of institutional quality. Furthermore, the study includes relevant
break dates as dummy variables, as it allows for country-specific structural breaks to be
considered. Contrary to prior studies, we find no evidence of a public moral hazard
problem created by India’s remittances. We argue that inbound remittances improve
the well-being of recipients and pressure policymakers for more political accountability
and better governance.
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1. Introduction

Prior studies have acknowledged that good institutions are fundamental in attracting
foreign direct investment (Masron et al., 2018) and fostering economic growth (Jude
& Levieuge, 2017). Studies have emphasised the mediating role of institutional quality,
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whereby well-governed institutions boost remittances and help promote economic
growth?! (Chitambara, 2019; Nepal, et al., 2020).

The early literature initiated by Hirschman’s (1970) theory of accountability implies
that migrants and remittance recipients could utilise foreign resources to increase
government accountability and improve the quality of democratic institutions in
their home country (Williams, 2017). Accordingly, workers’ remittances enhance the
well-being of migrant families, which in turn pressure policymakers for more political
accountability and better governance. Migrants can exploit their remittance incomes
to manipulate their home country’s political reforms (Orozco & Lapointe, 2004).
Remittance recipients utilise foreign incomes to purchase public goods and services in
private markets, which may mitigate the government’s inefficiency in allocating these
goods and services. The remittance recipients can influence the government for more
political accountability and better governance (Deonanan & Williams, 2017).

There has been evidence that workers’ remittances play an important role in
determining the quality of institutions (Ahmed, 2013; Tyburski, 2012; Williams, 2017).
The literature on the direction of causality between remittances and institutional quality
provided mixed evidence (Ahmed, 2012; Tyburski, 2012; Williams, 2017), leading to an
ongoing debate on whether workers’ remittances serve as a ‘political curse or cure.

Inbound remittances may serve as a ‘political cure’ since it enhances the capability
of the migrants’ immediate kin to hold the government accountable for transparency
and exert more political pressure to gain reforms. Remittances lessen the economic
impediments to political participation and increase government accountability (Burgess,
2005). By reducing political patronage, remittances motivate households to support
opposition parties, which might better reflect their interests (Kurtz, 2004). This
increased accountability incentivises the government to initiate reforms as democratic
institutions expect governments to draw comparatively more political support,
rendering them more likely to respond to political pressure.

Inbound remittances may also act as a ‘political curse’ as it induces public moral
hazard. The increase in remittances reduces the responsibility of governments to
provide public goods (Abdih et al., 2012; Grabel, 2009). The rationale is that left-behind
households spend their remittance income on public-good substitutes, which reduces
government responsibility for public provisions such as health care and education
(Ebeke, 2012). As such, more government revenues could be channelled to political
patronage (Abdih et al., 2012).

The remittances—institutional quality relationship and its interdependence to labour
supply indicate an area that needs to be further scrutinised in the context of India, a
large and rapidly developing country. India tops the number of migrants living abroad in
the World Migration Report 2020 (International Organization for Migration, 2019), with
international remittances valued at US$78.6 billion. Over the past few years, labour-
abundant India has dominated the supply of skilled, semi-skilled, and unskilled migrant
workers to high-income countries (Abbas, 2019). As a result, India has been facing

1 Many economic problems are often caused by dysfunctional institutions (Rothstein & Teorell, 2008).
For instance, even though productivity levels and the existing physical capital play an essential role in a
country’s growth, labour policies are also important considerations.
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declining domestic labour force participation rates (World Bank, 2020). Nonetheless,
India is making considerable progress in terms of political and legal institutional quality.
Figure 1 presents the level of institutional quality measures for India from 1990-2018.?
The graphs indicate variations in institutional quality measurements during the
sample period. Generally, Figure 1 shows improvements in all six indicators of India’s
institutional quality since the 1990s.

Our study’s contributions are as follows. First, we expand the discussion on the
relationship between remittance—institutional quality—labour supply. Much of the
extant literature on remittances focuses on the mediation effect of institutional quality
in enhancing and strengthening the impact of remittance on economic growth (Borja,
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Figure 1. Institutional quality measurements from 1990-2018

2 The minimum score for all the measures is zero, while the maximum score differs across the measures;

for government stability and internal conflict, it is 12 points, while for corruption, law and order, and
democratic accountability, it is 6 points and bureaucracy quality is 4 points. A higher measurement score
implies better governance.
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2020; Kadozi, 2019; Nepal et al., 2020). Past studies tend to investigate the relationship
between the variables separately or rely on cross-country analysis. Analysing time
series data adds value to policy development, as it provides a better understanding and
more specific insights than cross-sectional data analysis (Chandran & Tang, 2013; Koh
et al., 2020).

Secondly, measuring the quality of institutions specific to India is not a simple task
since there is heterogeneity in the measurement of institutional quality (as seen in
Figure 1). The study constructs a composite index by following the standard measure-
ment employed in the literature (Chong & Gradstein, 2007). First, six indicators, namely
government stability, law and order, corruption, democratic accountability, bureaucracy
quality and internal and external conflict, are identified. Next, a confirmatory factor
analysis (CFA) is used to establish country-specific institutional quality indicators to
account for intercorrelations between the six institutional quality indicators (Brown,
2015) and avoid multicollinearity. The purpose of using the CFA is to test the ability
of a single factor to account for intercorrelations between the six institutional quality
indicators and verify how strongly the six indicators are related to the factor (Brown,
2015). If not strongly related to the factor identified, the series would not be considered
when computing the single institutional quality measurement.

Finally, with regard to the choice of the econometric strategy used, the auto-
regressive distributed lag (ARDL) bounds test approach has several advantages. This
approach is a dynamic and autoregressive process (Ang & McKibbin, 2007) that
considers past behaviours (Koh et al., 2020; Siddique et al., 2012). It also has better
small sample properties (Narayan & Smyth, 2006) and is suited for studies with small
sample sizes as per this study (29 observations). Potential endogeneity between the
variables is also accounted for within the framework through the inclusion of the
lags of dependent and independent variables. Moreover, irrespective of the order
of integration of each variable, i.e., regardless of the variables being I(0) or I(1), this
approach can be used (Pesaran & Shin, 1999). In the presence of structural breaks,
the robustness of the standard unit root test may be questioned (Siah & Lee, 2015).
Therefore, this study utilises a breakpoint unit root test that identifies and accounts
for a structural break while determining the order of integration of each series. The
structural break is also included in this chosen estimation technique.

The following section reviews prior research studies investigating all three variables.
Section 3 details the methodological steps employed, followed by a discussion of the
findings and conclusion.

2. Empirical Literature

2.1 Remittances and Institutional Quality

Remittances allow governments to free-ride and reallocate resources for their best
personal interests. This is because remittances can act as a buffer between the govern-
ment and its citizens; as remittance recipients can afford goods that are substitutable
for public services, the government is held less accountable. Ahmed (2012) examined
the relationship between remittances and institutional quality, employing a 30-year
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time series (1975-2004), and found evidence of a negative impact of remittances on
institutional quality. In a later study, Ahmed (2013) found that the increase in remit-
tances increases corruption and reduces institutional quality. According to Berdiev et
al. (2013), increases in remittances will promote corruption since remittance recipients
can tolerate rent-seeking behaviours, and unfavourable government practices become
affordable to remittance recipients, which leads to the deterioration of institutional
governance.

Williams (2017) explored the impact of remittances on democratic institutions in
Sub-Saharan African countries by employing time-series data. Findings suggest that
higher remittances improve democratic institutional quality via investments in education
and poverty reduction. In line with Williams (2017), Tyburski (2012) argued that
remittances can change structural conditions by increasing government accountability
through freedom of expression. This paves the way to initiate corruption reforms.

2.2 Remittances and Labour Supply

Azizi (2018) investigated the effect of remittances on human capital and labour supply
by employing time series data from 122 developing countries (1990-2015). Findings
reveal that remittances help increase investments in health and education. The author
explains that the investments consequently create a healthier and more educated
individual who is better able to work, leading to increased labour force participation.
Additionally, remittances as a source of non-labour income can promote voluntary
unemployment, decreasing labour participation.

Country-level studies yield mixed results. In line with Azizi (2018), Vadean et al.
(2019) found similar results for Tajikistan. However, Jadotte and Ramos (2016) posited
that remittances decrease the labour supply in Haiti. The authors highlight that workers’
remittances led to a decrease in male labour supply compared to female labour supply.
They contend that women in developing countries mostly have low-income work
opportunities and, despite receiving remittances, they continue to work. Similarly,
according to Kim (2007), in Jamaica remittances have a significant negative impact on
labour force participation. Acosta (2007) discovered evidence in line with Kim (2007)
when investigating the relationship between remittances and labour force participation
in El Salvador.

While some researchers note a negative relationship between remittances and
labour, Cox-Edwards and Rodriguez-Oreggia (2009) found evidence of remittances
having a neutral effect on labour participation in Mexico. The authors suggested that
remittances sent by the migrants are substitutes for their lost household contribution
share. Urama et al. (2017) obtained similar results for Nigeria.

Amuedo-Dorantes and Pozo (2006) identified that the effect of remittances on
labour supply in Mexico is dependent on the remittance recipient’s gender, household
location and type of employment. Specifically, the researchers found that for self-
employed males in urban areas and who worked in the formal sector, remittances
had a significant adverse effect on labour supply. In contrast, they argued that female
remittance recipients who work in the informal sector or non-paid jobs in rural areas
reduced their labour supply.
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Prior studies on the relationship between remittances and labour force participa-
tion mainly highlight the negative impact of remittances on labour supply. A few studies
find evidence of a neutral effect of remittances on labour supply.

2.3 Institutional Quality and Labour Supply

Agovino et al. (2019) employed time-series data (2004-2012) from lItalian provinces to
analyse the institutional quality—labour force relationship at a local level. The authors
found that better institutional quality positively impacts labour supply. Agovino et al.
(2019) posited that well-governed institutions have a higher likelihood of attracting
firms, increasing jobs and encouraging individuals to enter the workforce.

Similarly, Lasagni et al. (2015) contended that better institutional quality will
increase productivity, boosting production and growth, particularly in the industrial
sector, and increasing job opportunities due to a positive spillover effect. Cooray and
Dzhumashev (2018) also found evidence in line with Agovino et al. (2019) and Lasagni
et al. (2015). The authors show a significant positive relationship between regulatory
quality and labour force participation rate, suggesting that well-governed institutional
quality increases labour supply. Additionally, Cooray and Dzhumashev (2018) posited
that good institutional quality lessens the adverse impact of corruption on labour
force participation. The authors noted that the unfavourable effect of corruption
predominantly outweighs the positive impact of institutional quality on labour force
participation.

3. Data and Methodology

3.1 Data Description and Preliminary Tests

The study utilises annual time-series data from the World Development Indicators
(WDI) and International Country Risk Guide® (ICRG) database from 1990 to 2018 for the
empirical analysis. The labour force participation rate is used as a proxy for ‘labour’ and
remittances to the gross domestic product (GDP) ratio as a proxy for ‘remittance’

The construction of the institutional quality index requires the calculation of
factor loadings. If the institutional quality series indicators are strongly related to one
factor, then the relevant indicators will be considered when computing the institutional
quality measure.* Table 1 presents the results (factor loadings) of the CFA (component
matrix). To be chosen as a relevant country-specific indicator, the factor loading value
given in Table 1 should be ideally 0.7 or higher (Hair et al., 2014). Appropriately, only
government stability, internal conflict, law and order, and democratic accountability are
used to compute institutional quality measures.

3 Several recent papers, such as Law et al. (2020), Law et al. (2021) and Koh et al. (2022) have used this
dataset in their work.

When conducting the confirmatory factor analysis or CFA, since bureaucracy quality takes a constant value
in India from 1990 to 2018, including it in the CFA leads to a computational error.
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Table 1. Confirmatory factor analysis (CFA) results — factor loading values

India Component 1 Indicators chosen
Government stability 0.842 v
Internal conflict 0.790 4
Corruption 0.447 -
Law and order 0.942 4
Democratic accountability 0.791 v

Additionally, education measured by the total primary school enrolment rate (%
gross) taken from the WDI database is used as a control variable since it is likely to
affect the study’s dependent variable.

Before starting the empirical analysis, the breakpoint unit root test is employed
to identify a structural break and integration order for each variable. Additionally, it
helps establish whether the ARDL bounds test requirement that none of the variables
are integrated to order two is met (Pesaran & Shin, 1999). This study performs the
breakpoint unit root test,® incorporating Zivot and Andrews (1992) structural break unit
root test.

Based on Table 2, for the Labour series, at level there is strong evidence against
the null hypothesis at the 1% significance level. At first difference, for the INST and REM
variables, the unit root null hypothesis is rejected at 1% significance levels. The results
suggest that the Labour series follow an 1(0) process, while the INST and REM series
follows an I(1) process. The breakpoint unit root test identifies the structural break for
INST as 1994, REM as 2010 and Labour as 2000. The structural breaks are included in
the estimation models as control variables.

Table 2. Breakpoint unit root test results

Series Level 1st difference
T-statistic Time break T-statistic Time break
INST -2.934 1993 -7.908*** 1994
REM -3.843 2012 -6.190*** 2010
LABOUR -7.012%** 2000 -8.228%** 2001

Notes: *** indicates that the null hypothesis of a unit root is rejected at the 1%
level, with trend and intercept included. If the null hypothesis is rejected —
the corresponding structural break is chosen.

The structural break for the INST can be linked to the bubonic and pneumonic
plague faced by India (Mehta, 2020) in the mid-1990s that caused political instability,
jeopardised destabilisation of the country, and disrupted the domestic and national
economy (Mehta, 2020; Price-Smith, 2001). The structural break for REM corresponds

5 Perron (1989) highlighted that structural breaks are interrelated to the data, therefore, detecting
a structural break endogenously is advantageous. The inclusion of structural breaks is crucial as it
contributes to developing country-specific policies.
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to the post-financial crisis (2008) recovery of remittances (Afram, 2012; Mohapatra et
al., 2010). Finally, the structural break for Labour coincides with the commencement of
a plan to change the Indian labour market in the early 2000s, which created additional
employment opportunities, mainly in the self-employment category (Thomas, 2012).

3.3 Cointegration Tests

In the next step, the study investigates the presence of a long-run relationship between
the variables by utilising a bounds test procedure within an ARDL (autoregressive
distributed lag) approach. The unrestricted error correction model (UECM) within a
bounds test framework is estimated to establish the existence of a long-run relationship
as follows:

AREM, , +

AlNSTt = aOINST + Z biINSTA/NSthi + ZC/’INSTALabourtfi + zdiINST
i=1 i=1 i=1
GyustINST,_, + Oy s REM,_, + 6,0 ,Labour,_, +c,control +

o,Dinst +at +¢,, (1)

AREM, =0, + 3By AREM, | + 3. Coer, ALabour, , +3d... AINST., +
i=1 i=1 i=1

G1remINST,_; + CpesREM,_, + Gy, Labour, , +c,control +
c.DRem +at +z¢,, (2)

n

n
ALabourt = aOLubaur + _ZbiLabourALabourt—i + 'ZI:C
i=

AINST,_, +

iLabour iLabour

AREM, , +Yd
i=1

C1abour/NST,, +O REM, , +o

o,control +at +&,, (3)

Labour, , + c,DLabour +

2Labour 3Labour

where €,,, €5, and &;, are serially uncorrelated error terms, A is the first difference, INST,
is the institutional quality index, REM, is the ratio of remittances to GDP, Labour, is the
labour supply, control is the education control variable, t is the time trend, and i is the
number of lags used. The relevant structural breaks are included as dummy variables.
Following the estimations of Equations® (1) — (3), an F-test for joint significance of the
lagged levels of coefficients or bounds test is conducted, followed by a diagnostic and
stability analysis.

Table 3 presents the bounds test results corresponding to Equations (1) — (3).
The lag order for the bounds test was determined using the Schwarz Bayesian Criteria
(SBC). A Lagrange multiplier (LM) test is applied to assure the long-run cointegration
relationship is free from autocorrelation as per the ARDL bounds test requirement

¢ In Equation 1, when INST is the dependent variable, the null hypothesis of no cointegration is Hy: Oynsr =
Ounst = Ozns, and the alternative hypothesis of cointegration is Ho: ojnsr # O for at least one value of j. A
similar exercise is conducted for Equations 2 and 3.
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Table 3. Bounds test and Lagrange multiplier (LM) test (Trend and intercept included)

F-stat Cointegration LM test (4)
(INST |Labour, REM) 8.401%** Cointegrated 2.369 [0.212]
(REM |Labour, INST) 2.276 Not cointegrated -
(Labour |REM, INST) 0.801 Not cointegrated -
Narayan & Smyth (2005)
F-test critical values (Case IV) 1(0) 1(1)
1% 6.428 7.505
5% 4,535 5.415
10% 3.770 4.535

Notes: *** Significant at 1%. If the estimated F-stat is higher than the upper bound, /(1) — the
null hypothesis of no cointegration can be rejected. If the estimated F-stat is below the
lower bound /(0) — the null hypothesis of no cointegration cannot be rejected. If it falls in
between the lower bound and upper bound — the result is inconclusive.

(Pesaran et al., 2001). With reference to the LM test results in Table 3, the null hypo-
thesis of no autocorrelation (up to 4 lags) can be rejected at the 1% significance level.
Therefore, the long-run cointegration relationship found satisfies the condition of no
autocorrelation.

To check for the model’s parameter stability the CUSUM and CUSUMSQ tests are
also performed. Accordingly, the stability analysis (Figure 2) indicates that the model
has been correctly specified, estimates are stable, and the structural breaks have been
correctly accounted (Shabaz et al., 2012) since the CUSUM and CUSUMSQ plots fall with
the 5% significance level critical value bound.

e CUSUM of Squiares §% Significance
— CUSUM 804 Sugnitc amce

Figure 2. Plot of CUSUM and CUSUM of squares

If a cointegration relationship is present, it suggests that among the cointegrated
variables, one long-run Granger causality relationship exists (Siah & Lee, 2015). Next,
this study employs Granger causality tests to investigate the long-run and short-run
relationships between the variables.
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3.4 Granger Causality and ARDL Models

If there is no evidence of a long-run relationship when the bounds test is applied, the
short-run relationships between the variables (INST,, REM,, Labour,) are modelled using
a vector autoregressive (VAR) framework as follows:

m n P
AINST, =v + > w,AINST,_, + > 9 Alabour, ; + > ¢, AREM,_, + &, (4)
i=1 i=1 i=1
m n p
AREM, =0+ @,AREM, , + Y 9 ALabour, , + > w,AINST, , +¢,, (5)
i=1 i=1 i=1
m n P
Alabour, =v +> 3, ALabour,_; + > @,AREM,_, + > w,AINST,_; +&,, (6)
i=1 i=1 i=1

To model the short-run structure of the variables, the dependent variable is regressed
against its lagged values and lagged values of the independent variables in Equations
(4) - (6).

If a long-run relationship exists, then a vector error correction model (VECM) is
applied. A VECM model includes a VAR model and a lagged error correction term (ECT,_,).
A lagged ECT term captures short-run deviations from the long-run equilibrium. Since a
long-run cointegrating relationship was found when INST is treated as the dependent
variable, the following VECM model is applied:

AINST, =0+ X w INST_, + > 9 ALabour,_, + > 7 @,AREM, , + =ECT,_, +¢,, (7)

where g, is the serially uncorrelated error term, and the other variables are as defined
for Equations (1) — (6). After Equation 7 is estimated, the Wald Chi-square tests are
conducted to identify the long-run and short-run causal relationships. The VECM
approach is advantageous as it helps differentiate between long-run and short-run
Granger causality. However, Granger causality tests cannot provide an effect (positive
or negative) for each causal relationship. Table 4 reports the short-run and long-run
Granger causality results.

Table 4. Short-run and long-run Granger causal relationships

Dependent variable AINST AREM Alabour ECT,, [t-statistic]
AINST - 31.680*** 23.449%** -0.889%***
[0.000] [0.000] [-6.439]
AREM 3.631 - 16.427*** -
[0.3042] [0.001]
Alabour 0.646 7.282* - -
[0.886] [0.063]

Notes: *** Significant at 1%, ** significant at 5%, * significant at 10%. Figures in parentheses are p-values
unless specified. When INST is the dependent variable, the t-statistic on the coefficient of the lagged
error-correction term (ECT,_;) indicates the statistical significance of the long-run causal effect.

In the short-run, a bi-directional causal relationship between remittances and
India’s labour supply exists. In the long-run, the coefficient of the lagged ECT,, (lagged
error-correction term) should be negative and significant for the long-run cointegrating
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relationship to be valid. With reference to Table 4, the result shows that causality
runs through lagged ECT,, from remittances and labour supply to institutional quality
at 1% level. Since the ECM result indicate the speed of adjustment back to the long-
run equilibrium after a short-run shock, the coefficient value of -0.889 suggests that
if institutional quality deviates from its equilibrium, in the long-run, 88.9% of the
deviations will be corrected in the subsequent period.

Finally, the long-run elasticities of institutional quality, remittances, and labour
supply are estimated using the ARDL approach, and the results are presented in Table
5. To explore the long-run elasticities between institutional quality, remittances, and
labour supply, we apply the following equation:

p m q
INST, =k, +>.a,INST,_, + > b Labour, ; +> c,REM, , +&,, (8)
i=1 i=1 i=1

where g, is the serially uncorrelated error term, and the other variables are as defined
earlier.

Table 5: ARDL long-run elasticities treating institutional quality as the dependent variable

Independent variable Coefficient t-stat [p-value]
REM 5.681*** 3.578 [0.007]
Labour -0.745%** -2.931 [0.019]

Note: *** Significant at 1%. The ARDL (4,3,4) is selected using SBC to estimate the long-run coefficients.

The long-run statistics show that both remittances and labour supply determine
India’s institutional quality. The coefficient of remittances impacting institutional quality
at 5.681 is positive and statistically significant at the 1% level. Similarly, the coefficient
of the labour force participation at -0.745 is negative and statistically significant at the
1% level. Our estimates reveal that in the long-run, an increase in remittances would
improve institutional quality while a higher labour supply would dampen institutional
quality.

4. Discussion on the Causal Relationship between India’s Remittance, Labour
and Institutional Quality

The empirical results in Table 4 indicate bidirectional Granger causality between
India’s remittances—labour supply in the short run. There are two possibilities whereby
remittances can affect India’s labour supply. First, the country’s massive remittances
inflow may help Indian households to increase investments in human capital such as
health and education (Mahapatro et al., 2017; Parida et al., 2015), increasing their
job opportunities that stimulate labour force participation rate (Azizi, 2018). Another
possibility is that remittances raise a significant income source for recipient families and
thus may create a moral hazard problem by weakening their incentive to work (Chami
et al., 2005). Empirical evidence by Dey (2022) indicates that India’s international
remittances have culminated in a reduction in labour supply and the intensity of work
done. At the same time, the increase in India’s domestic labour force participation can
also affect the amount of remittances received in the short run.
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Since Granger causality tests cannot provide an effect (positive or negative) for
each causal relationship, we analyse the results in Table 5 further. The long run ARDL
results indicate that remittance has a positive effect on institutional quality, while
labour has a negative effect on institutional quality. To put this result into perspective,
a survey-based measure of accountability perceptions undertaken by Brulé (2015)
reported that India’s short-term migrant workers were found to have greater perceived
leverage than non-migrants in holding local officials accountable. The author argues
that this type of transitory migration enhances individuals’ income, and the exposure to
foreign power structures enables them to have better strategies for negotiating them.
As such, remittances enhance the prospect of democratic transition by weakening
electoral support for incumbent autocrats (Escriba-Folch et al., 2015) and improve the
country’s institutional quality.

These findings are also in line with Williams (2017), who highlighted that when
the government uses remittances to finance economic goals — they become more
accountable to their citizens. Remittance recipients can help in the increase in
government accountability by voicing changes and transferring support against the
government. These would, in turn, help formulate policy reforms which would improve
institutional quality (Tyburski, 2012). According to Bearce and Park (2019), remittances
have created a positive multiplier effect which helped alleviate many Indians out of
poverty within the last decade. As a result, there is a growing number of middle-class
citizens who support change and democratic values in institutions.

The negative effect of labour supply on institutional quality could be possibly
attributed to the restrictive and inflexible labour regulations in India’s formal sector
where these regulations are often considered comparable to those rich countries — at
least on paper that act as a deterrent to employment generation (Amirapu & Gechter,
2020). India’s labour laws are among the most restrictive in the world (Sapkal, 2016).
Due to the rigid labour regulation, approximately 90.7% of the workers were in informal
sectors as recorded in 2017-2018 (Murthy, 2019). Countries with high informality tend
to face unprecedented development challenges and are less likely to progress. Hence,
lower domestic labour force participation rate in India’s formal sector may indicate the
prevalence of ‘red tape’ as the rules and regulations are often considered excessive
and rigid leading to employers and small business owners preferring to employ from
the informal sector. Unlike Dey (2022), our empirical results reveal no evidence of
remittances affecting labour supply in the long-run for India.

5. Conclusion

This paper examines the short-run and long-run equilibrium relationships and causality
between institutional quality, remittances and labour supply in India. The ARDL bounds
test result shows the existence of a long-run relationship when institutional quality is
treated as the dependent variable. We summarise our main results as follows.

The long-term effects of remittances and labour supply are statistically significant,
and the coefficient value of the lagged ECT term indicates that if institutional quality
deviates from its equilibrium in the long-run, 88.9% of the deviations will be corrected
in the subsequent period. Granger causality results indicate bidirectional causality
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between remittances and labour supply in the short-run. In the long run, our findings
demonstrate that remittances precipitate better institutional quality while labour supply
deteriorates institutional quality.

Based on our results, it is suggested that policymakers look towards developing
less restrictive labour regulations to increase labour force participation in the formal
sectors. As India is the world’s largest democratic country, policymakers should focus
on ensuring better regulations and stability, higher accountability, and lower internal
conflicts so that remittances can be properly channelled to have a positive multiplier
effect on the overall economy.
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