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Remittances and Economic Growth Remittances and the Functional Income Distribution

The Question

How can we account for the diverse effects of remittances on

economic growth?
@ Do remittance inflows determine the functional income distribution in
recipient countries?
@ Is the Functional Income Distribution an important determinant of
economic growth?
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Remittances and Economic Growth Remittances and the Functional Income Distribution
The Argument

@ Remittances are important determinants of the functional income
distribution. The final result hinges on the labour supply decision.

@ The Functional Income Distribution is an important determinant of
economic growth. The final result hinges on whether the economy is

wage or profit led.
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Remittances and the Functional Income Distribution
Labour Supply Decision

Basic work-leisure setup.

e Consider an individual i with utility function U;(y;, I;), where y; and /;
are income and leisure hours respectively.

o Let [, =1t; — h;.

@ Budget constraint is y; = w + v;, where w and v; are hourly wage and
non-labour income respectively.

e Lagrangian L; = U;(yi, ;) + A(wt; + vi — yi — wl;) = 0.

@ 0h;/dv; < 0: leisure is a normal good. dh;/dv; > 0: leisure is an

inferior good.
o /= % if leisure is a normal good, where Z is the labour force and
V =3""_, vi. The reverse holds if leisure is an inferior good.

=
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Firm

@ Production technology of firm j: Q; = f(¢;, m;), where ¢; and m; are
total labour hours the firm hires and intermediate inputs respectively.

@ @ may be exported or consumed locally.

w . .
pj = (ﬁ)@(epmj), e is nominal exchange rate (1)
J
@ epmj = p,‘(j + pj™, costs of intermediate inputs.

@ Investment function g; = / /K is as follows, where 7, 11, ¢; are profit
share, capacity utilization and animal spirits respectively:

g = f(m, 1, »)), fres fujis foj > 0 (2)

O[Ty WIS =TT TSN o W D MRS AT [ [ A (S-S de i Remittances, Labour Supply and the Functior October 5th, 2017 5/18



Remittances and the Functional Income Distribution
Goods Market Equilibrium |

Assumptions:
1. No government
2. Only profit income is saved.

@ Saving function, where s is the saving rate:

o= (sm)u (3)

e Current account balance as a ratio to capital stock b = CB/K, where
byh, buf, bnyuT, € are domestic and foreign capacity utilization, net
unilateral transfers and real exchange rate respectively:

b = b(pn, pr, NUT ,€%), €* > 0,byp <0,bur >0,byyr >0 (4)

@ b=X+ NUT — e*IM.
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Remittances and the Functional Income Distribution
Goods Market Equilibrium 1l

@ Goods market equilibrium condition with no government is
o=b+ G, where G =", g;.

@ Goods market implicit solution:
(57"-):u = f(ﬂ-’ K, 90) + b(lu’hv pe, NUT, e*) (5)
@ The Keynesian stability condition is found by analyzing the conditions

for adjustments in the utilization rate to eliminate excess demand for
goods (EDG), where EDG = b+ G > .

@ Short run stability, aEDG =f,+b,—sm<0and g—z < 0.
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Remittances and the Functional Income Distribution
Goods Market Equilibrium Il

@ Given that (6) is a general function, there is no explicit solution but
we can derive its slope.

(57'('),[1 = f(7T> My 90) + b()uha pe, NUT, e*) (6)

e Totally differentiating (6) with respect to p and the wage share
o =1 — 7, we obtain:

op  su—fr

doa sm— fu — by
@ Denominator is positive given the stability condition.
@ Wage led demand regime: g—g > 0.

@ Profit led demand regime: g—g < 0.
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Remittances and the Functional Income Distribution
Goods Market Equilibrium Il cont'd

A relatively large utilization effect on investment and high saving engender

wage led growth

o Wage led growth regime: g—g > 0.

A relatively large profitability effect on investment and greater openness to
imports lead to profit led growth

: ; . 0G
@ Profit led growth regime: 3> < 0.

0G _ s(fup — frm) — fx(by)
da sm—f, — by,
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Functional Income Distribution |

Aggregate income Y that can be divided into total wages wH and profits
I as follows.

n
Y =wH -+, where H=> " h; (9)
i=1

Given that M = PY-(wH+eP,,), where eP, is aggregate cost of
intermediate inputs and aggregate price P:(T)%H(er); (9) becomes:

wH
©

Now dividing both sides of equation (10) by the wage bill wH and taking

the inverse lead us to the wage share W—f =q.

Y = wH + [(1) o (eP)]Y — (WH + ePpy) (10)
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Functional Income Distribution |l

wH®
a= 11
[(T)(ePm)]Y — ePm (11)
The wage share can be expressed in terms of aggregate time endowment
T and leisure hours L:

~ (wT —wl)©
= )Py — ePr (12)
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Remittances and the Functional Income Distribution
Functional Income Distribution Il|

Theorem 1

Non-labour income V' is an important determinant of labour supply and
consequently, the aggregate wage share a.

Theorem 2

In a flexible exchange rate system, remittance inflows engender a nominal
exchange rate appreciation and increases the wage share, but the net
effect is determined by individuals’ labour supply decision.

Theorem 3

In fixed exchange rate systems, remittances have ambiguous effects on the
functional income distribution but only through the labour supply decision
channel.
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Remittances and the Functional Income Distribution
Functional Income Distribution 1V

The wage share is given by seven factors, all interrelated:

@ Remittance inflow;

The intensity of the class struggle, through which capitalists and
unions clash;

The degree of monopoly, which the markup reflects;
The ratio of aggregate prices to intermediate input prices;
Foreign exchange rate;

The level of economic activity;

Labour productivity.
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Remittances and the Functional Income Distribution
Dynamics |

For simplicity we ignore intermediate inputs and assume a fixed
exchange rate.

The wage share becomes:

wHO©
= 1
o=y (13)
The rate of change of the wage share is:
a=w+H+6-7-Y (14)

Let H = ¢(V~y — Vib), where parameters « and 1) reflect leisure as inferior
and normal goods respectively. After substitution:

b=w+d(Vy—V)+6 -7 —-Y (15)
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Remittances and the Functional Income Distribution
Dynamics |l

We now specify the rate of change of non-labour income or remittances V/,
where a7 and 3 are target wage share and an altruism parameter.

A

V=nl"—a)+8 (16)
Let o =1 —7T. Given that

7TT =d4g — al(H) (17)

Equation (16) can be rewritten as:

V=n(1—[a0o—ai(H)] — )+ 8 (18)
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Remittances and the Functional Income Distribution
Dynamics Il

We now have two differential equations with two unknowns (&) and (V)
as shown below.

G=0=W+oVy—gVip+O6—7—-Y

V:O:>77—nao+nal(H)—a+ﬁ

The remittance curve (RC) is always downward sloping but the wage share
curve (WSC) can be either upward sloping when leisure is an inferior good
(v > v) or downward sloping (v < 1) when leisure is a normal good.
However, the wage share curve is always flatter than the remittance curve
when both are downward sloping and the steady state equilbrium is
observed when the curves intersect at & = V = 0.

O[Ty WIS =TT TSN o W D MRS AT [ [ A (S-S de i Remittances, Labour Supply and the Functior October 5th, 2017 16 / 18



Remittances and the Functional Income Distribution
Dynamics 1V

Figure 1. Remittances, Wage Share and Growth
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Remittances and Economic Growth Remittances and the Functional Income Distribution

Key policy problem: How to alter individuals’ work preference?

Higher minimum wages
Lower labour market discrimination

National internships

Production diversification
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