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ABSTRACT
Road To Economic Growth:
Assessing the Links Between Foreign Aid,
Remittances, And Poverty in Guatemala

Development Cooperation Policy Program
Graduate School of International Studies
Seoul National University
In Guatemala as a consequence of a inadequate education and specially lack of demand
in the labor market or an increasingly unemployment, the percentage of population
living below the poverty line has reached more than 51% of the total population,
therefore youth are increasingly vulnerable to be involved into organized crime and
violent groups. All these problems grow along with the fact that Guatemala owns one
of the lowest levels of tax revenues (nearly 11 percent of GDP), along with this the
high levels of corruption accelerates the generation of a negative spillover effect that
affects economic growth. From the side of the public sector, Government is not strong
enough (in terms of the size of the budget and the efficiency of the allocation of the
budget) to implement a efficient security program, a good health net that improve
nutrition of children (Guatemala has one of the highest levels of malnutrition in the
hemisphere) to summarize, the role of the public sector is constrained with the limited
resources that impede to address the challenges associated with the increasing violence
iii

and crime, and other health issues, or to generate the economic development necessary
to decrease Guatemala‘s high levels of poverty.
Justice and security entities are structural weak and laws are not strong in practice or
are not enforced. Therefore in order to alleviate the propagation of poverty and the
decadent levels of development, Guatemala may need urgently to use other sources of
economic resources to try to reduce poverty and increase a sustainable economic
growth, such sources could in certain extent be remittances sent by relatives working
primarily in the United States but also foreign aid sent by donors in other countries, if
these flows of money are used with intelligence and efficiently then the externalities in
society and the effect in poverty and economic growth can be completely positive.
This thesis attempts to determine singular uniqueness in the effect that remittances and
foreign aid can have in the levels of economic growth but also in the decrease in
poverty, the novelty of this paper relies in the use of a simple regression and in the
employment of data available in the Central Bank of Guatemala and also the World
Bank also this paper will try to capture the relationship that the theory predicts or on
the other hand a result that may contradict the theoretical analysis in regard of
remittances and foreign aid.

Keywords:
Remittances, real exchange rate, Dutch Disease Effect, Poverty Headcount, Official
Development Assistance, emigrants, Phillips Curve, Solow Model, Life Expectancy,
Unemployment, Banguat and Mortality Rate.
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1. INTRODUCTION
Growth rates in developing countries depends theoretically and in general terms on
events related with policy and institutional factors and distortions, aid, income,
remittances and aid interacted with distortions1. It is of a very important interest from
the point of view of social problems and economic spectrum to note that in recent times
specially in the past decade there has been a considerable augment in aid flows and
remittances sent to emerging economies although other forms of flows such as the case
of foreign direct investment and also private flows that seem to be declining but
remittances are increasing in most countries especially in Latin America, in that regard
Guatemala is part of this special trend (see figure 1).
Figure 1: Flows of money to Guatemala. Source: Central Bank of Guatemala
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Remittances theoretically speaking refer to goods and money that are sent back home
by relatives working outside their home communities or countries2. Currently, these
resource transfers are among the main topics of discussion in the Literature on
Economic Development precisely because of their effect in the real sector and for
instance in the entire economy, but also Official Development Assistance due to its
constant flow to emerging economies like Guatemala.
Therefore this paper has a principal purpose which is to analyze foreign aid and
remittances as a economic flow of money into the Guatemalan society and their impact
in the economy as well as the magnitude of the impact, when we refer to the word
magnitude we focus on analyzing if there will be an consequence and if this is on
poverty reduction or if the effect is in economic growth or both either in a negative or
positive way. The hypothesis is that migrant workers mostly in the United States of
America and donor countries may contribute to the development of communities in
Guatemala among other gains, since the more money coming to the country may
incentive the consumption, investment and for instance modify the labor supply,
expenditures, taxes over consumption and may also raise innovation and in resume all
this may have an effect in growth or perhaps poverty reduction.
Some researches like Boone (1994, 1996) have found that aid had not any consequence
on investment and for instance in growth in a sample of developing countries. For
instance this paper present two objectives: the first one is to find out if there is a
positive link between aid, remittances and economic growth, and the second one is to
try to discover if there exist a relationship between the variables: remittances, aid and
poverty reduction or more ambitious one which is a combination of aid, remittances
and a decrease in poverty and an increase in economic growth.

2

Migration and Remittances Team, Development Prospects Group, Migration and
development Brief (World Bank) number 23.

2

It is highly important to recognize how remittances have transformed the economy of
the countries that receive them becoming a significant element of the balance of
payments for the majority of emerging economies that are remittances receivers, in that
regard remittances growth has outpaced private capital flows and official development
assistance over the past decade reflecting its importance as a source of foreign
exchange is. Officially recorded remittance flows to Latin American Countries (LAC)
are expected to increase by 4.3 percent to US$67 billion in 2015 (World Bank)3.
So from the point of view of economic development, there are two questions very
important unanswered: Are these inflow of money spent on consumption goods back in
the origin country (from the point of view of remittances) and receipt country (from the
point of view of AID)? Or, are they distributed into human and physical investments in
home and receipt countries?. Whatever is the case there is a strong argument that
brings into consideration how remittances can affect negatively the exports and
improving imports of any developing country receiving remittances by deteriorating
the current account when the currency appreciates and the country looses
competitiveness in the international market (the Dutch disease effect, which will be
analyzed in the literature review in this paper analyze with facility this issue).
Many papers have found the strong positive relationship between poverty reduction
and remittances through the increase in consumption of the families that receive the
remittances mostly and some others have also found that foreign aid has a positive
effect on growth if the policy environment is appropriate. Therefore the objective of
this paper by using a simple regression analysis, will be to analyze in a separate way if
remittances have been enhancing economic growth or reducing poverty and at the same
time the effect of Aid on both variables.

3
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2. GUATEMALA AT A GLANCE
2.1. BACKGROUND
With a population that goes beyond 16 million people which makes of it the largest
country in the Central American region, Guatemala is still considered to be an small
country. With 25 languages spoken, Guatemala is one of the most heterogeneous
countries in the hemisphere. The population in Guatemala is expected to be the double
of the current population in 25 years, and actually is twice what it was in 1995,
although it has all what it takes to be more developed (even its geographic location
makes Guatemala a country that can benefit in a unique way from the commerce with
the North and South America), Guatemala still has weak pillars to correct in order to
bring a sustainable development to the country some of these weak pillars are reflected
in the sense that when it comes to human development, Guatemala owns some of the
lowest human development indicators in the hemisphere and maybe the highest
percentage in the world of chronic malnutrition (49.8%) for children less than 5 years
of age4.
Guatemala has 30 years of being a democracy; the Constitution was signed in 1985,
allowing the country to become a new democracy from a nation lead by dictators. The
powers among the legislative, executive and judicial is separated and was consolidated
by The Constitution. Re election is not possible for president and vice president who
use the universal suffrage to be elected, and like some other countries in the Latin
American region the president and vice president can only be in power one period and
the term of office consist of four years this law also applies for majors, congressional
deputies and city councils. Guatemala has its highest court which is The Constitutional
Court and is ruled by a Court president, elected every year; the court president has five
4
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magistrates who are each elected for a period of five year terms. The Congress of the
Republic of Guatemala composed of 158 members all of them are elected partially by
departmental constituencies and partially by nationwide representation. When it comes
to the judicial system, Guatemala has The Supreme Court of Justice with 13 members
who serve concurrent five-year terms and who elect a president from among the Court
members to serve a one-year term. The weakness of the political parties is evident
even though these parties are numerous, this weakness is reflected in the fact that there
is not any party that has been reelected to the Presidency since the new Constitution
was approved in 1985. The Appeals Court is mostly organized as follows: three-judge
panels and all of them are part of the Judicial Branch.
The poverty in the rural areas is still a constant, public sectors are weak in providing
wealth, fighting against corruption and tackling impunity, Guatemala is a country
located in a very strategic point for drug trafficking, which increases the crime rates
and the raise of gangs, organized crime and migration in search for better opportunities,
increasing emigrants who are traveling from the rural area to the urban spaces and from
Guatemala mostly to the United States, every year natural disasters destroy
considerable amounts of infrastructure and sometimes causes death.
Guatemala is listed as a lower middle-income country according to the World Bank,
with a gross domestic product (GDP) of $58 billion (2014). The GDP per capita of
$3,667 (Central Bank of Guatemala)5 contrast with the fact that half the population
lives in poverty, and this can be seen by analyzing the Gini coefficient of 52.1 (for
2012)6 that reflects how unequal the income distribution is in the country. Of the total
population 15.5 percent are living in extreme poverty and 74.8 percent of the poor are
indigenous people, all these problems make the country dependent of aid from donors
countries and also the help of remittances that emigrants (the majority undocumented
5
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people), send back to Guatemala mostly from the United Sates to alleviate problems of
consumption of very basic goods and to have access to health care especially in the
very vulnerable areas.

2.2. ODA IN GUATEMALA
External donors gave Guatemala in ODA more than $3.3 billion during the 1996-2006
periods. When structuring by groups of donors, member countries of the CAD/OECD
contributed to 76 percent of the total. Also 47 percent was added up by the European
Union, which includes 15 Member States and the European Commission. Bilateral
donors are the most important in terms of the amount of aid they granted specially with
the United States of America leading this group with 16 percent of the net total,
followed by a 14.5% from Japan , in the third place Spain with a 13 percent and finally
Cuba (10percent). In Europe following Spain, the European Commission is the most
important source of aid within the EU with 9.5 percent, after the European Commission
Germany represents a 7.3 percent and then the Netherlands with a six percent. As a
region the European Union represents the largest contributor with $1.537 million,
according to the OECD, so the main purpose of this paper is determining by using a
simple regression if these large amount of money given by donors is really affecting
the economy of Guatemala either by touching poverty reduction or by increasing the
economic growth. Even though ODA is not big in terms of GDP, it is still a flow that
has been constant since 1961 and deserves attention and consideration to be studied as
a possible driver of economic growth or poverty alleviation.

6

Figure 2: Net ODA of GDP Guatemala. Source: Own made by World Bank
Data.
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2.3. REMITTANCES AND GUATEMALA
The relationship and mostly the dependency of Guatemala with remittances is highly
important in the economy of this country, we can define the nature of remittances as an
important flow of money that systemically is sent by relatives working mostly as illegal
emigrants (remittances represent near 10 percent of GDP)7, generally these emigrants
are formed by largely undocumented young males who work in the unskilled sector as
unskilled labor and mostly in the United States of America, therefore the chances that
these emigrants could have access to financial services is quite limited, they use the
cannel of Money Service Business to send the remittances, the receipts of these moneys
are normally rurally-based lower income people, so normally, remittances account for
more than 50 percent of their own principal income. It has been observed that they use
remittances for consumption, but in some cases remittances are also used for social
services, in some other cases housing, and most important investments and

7

The U.S.-Guatemala Remittance Corridor Understanding Better the Drivers of RemittancesIntermediation

7

microenterprise equity8. According to the World Bank, Guatemala constitutes one of
the top 5 most important remittance receiver countries from Latin America. Official
Data from the Central Bank of Guatemala (Banguat) shows that remittances flows to
Guatemala have been increasing in a very significant way in the last eight years.
According to data from the Banguat (refer to figure 2), at the end of 2014 remittances
were estimated as 9.44% of Guatemala’s GDP. This has a significant meaning which is
that remittances represent the largest single source of foreign currency inflows,
equivalent to 51 percent of Guatemala’s total exports9.
Figure 3: Remittances sent to Guatemala as a share of GDP. Source: World
Bank
14
12
10
8
Remittances (% of
GDP)

6
4
2
2013

2009

2005

2001

1997

1993

1989

1985

1981

1977

1973

1969

1965

1961

0

The history of the increased flow for remittances began after the earthquake in 1976,
many people started migrating to the United States looking for better economic
opportunities in search of mitigate the social and economic horror that this natural
disaster brought to the entire country, then a variety of factors and events, like the long
8
9
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internal civil conflict during the decade of the 70s as well as the failure of the price of
coffee internationally at the beginning of 1990 increased the exodus of people specially
and mostly to the United States searching for better life opportunities10. The principal
cause of the flow of migrants to the USA and therefore flow of remittances back to
Guatemala is principally the poverty, that is why people and especially young men
decide to migrate in a illegal way to the North, this undocumented men send
remittances generally once every month to sustain their relatives back in Guatemala.
Rural areas are the final destination of more than 50 percent of these flows because it is
there where their families reside and it is there precisely where more poverty is found,
their families back in Guatemala in these rural areas decide how to spend this extra
money and they normally use it for consumption and in some cases they use it to have
access to other activities and services such as health care, home improvement and
education.
From the entire population of Guatemala nearly 10 percent live abroad (more than 1.4
million people residing abroad in 2013) primarily in the United States (98.2% of
migrants who send remittances are currently living in that country), 94% of the
Guatemalan emigrants send remittances to their relatives left behind11 , the level of
remittances have augmented largely in the past decade and if the emigration process
continue to become a constant it will be logically correct to think that the remittances
flow will also keep on raising, it is then easy to emphasize that remittances are the most
relevant single source of foreign exchange, just next to coffee, sugar, banana and
cardamom exports (figure 3).

10
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Figure 4: Principal Exports Products in Guatemala: Source Central Bank of
Guatemala
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If Remittances were measured as a share of total foreign exchange then it will be easy
to find out that they represent the second largest foreign exchange source, just after
total exports, and even more relevant than Foreign Direct Investment. It is important to
understand that Guatemalan remittance senders are principally concentrated in Los
Angeles, California (40 %).
By using a simple regression this paper will try to determine if remittances are useful to
boost growth or instead the effect is in causing a negative effect in the levels of poverty
by reducing it or instead we can find an optimistic result meaning that perhaps
remittances affect positively growth but also poverty alleviation, the results will come
by knowing if the families who receive remittances are using this extra money to raise
the consumption or if on the other hand they are using the money for investing
decisions, if the first assumption is correct then the effect may be in the poverty levels,
but if the families invest the extra money received then we may observe a positive
effect in growth.
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3. LITERATURE REVIEW
3.1. Aid, Economic Growth And Poverty Reduction:
The literature regarding the effectiveness of AID in boosting economic growth or
reducing poverty is considerable big and extense, but the majority of these papers focus
almost exclusively in the macroeconomic effects of aid in terms of economic growth,
investment and also savings. Chenery and Strout (1966) developed a very paradigmatic
and influential paper underpinning of the aid effectiveness literature, they mention in
their findings that developing countries are facing constraints on savings and export
earnings that may impede investment and for instance in the long run economic growth,
therefore aid flows can as a matter of fact, cover up the gap between investment and
domestic savings.
Strategically visions and objectives of donors have a tremendous impact on the results
expected in receipt countries, since if different donors often pursue a completely
different objective and for instance are willing to allocate aid according to every donors
agenda, then it is not likely to expect a totally positive impact in terms of poverty
reduction or increasing growth in developing countries12.

Nadia Masud and Boriana Yontcheva, focus their studies in trying to measure the
impact of aid on some social indicators instead of doing so on macroeconomic
variables since they consider there are three main arguments that have had a
considerable progress in order to explain the disappointing results of most aid
effectiveness studies focused in the link between aid and its relationship with growth.

12
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When the own strategic interest of donors country are not correlated with boosting the
economic growth or reducing poverty in recipient countries then the problem of aid
being misallocated will arise (donors give aid for strategic reasons to recipients that
because of that become wrong recipients).
When a mismatch between the recipient government objective and the donors officially
altruistic objective arise, in this case a conflict of interest and above all of objectives
may be reproduced, since even groups of very wealthy households in the donor’s
country could generate pressure and therefore influence the aid distribution in the
recipient country, then the problem of misallocation of aid could be created..
Normally studies use the economic growth as a barometer to measure the effectiveness
of Aid, but it doesn’t have to be the norm, since Aid could be increasing consumption
rather than investing, therefore the impact could be in reducing poverty rather than
increasing economic growth.
Nadia Masud and Boriana Yontcheva made a contribution with their paper merely by
matching and complementing the knowledge on the effectiveness of foreign aid by
focusing and assessing the correlation between foreign aid flows and social indicators
rather than on economic growth or GDP growth. They decided to work with the
relationship between aid an poverty by addressing the link between aid and social
indicators such as health and education and infant mortality, as indicators of
improvement in the conditions of the poor people. So in order to do that they estimated
an equation that tries to answer the commonly question that has always been mad: does
aid diminish infant mortality and for instance illiteracy?
Nadia Masud and Boriana Yontcheva had some results that show a strong relationship
between the use of aid to decrease poverty and their main findings are that NGO aid
per capita have a direct effect in infant mortality by reducing it as does an increased
health expenditure per capita. Although they did not find any significant impact of total
12

bilateral aid on infant mortality. Nevertheless this last finding is not related with Boone
(1996) who discovered “no direct impact of aid on improvement in infant mortality,
life expectancy nor primary schooling ratios.” As most of the economic theory would
predict, lower levels of infant mortality depend of elevated levels of development
(captured by GDP per capita) and most probably bigger rural development (captured by
agricultural value added per worker). They point out that infant mortality decreases by
0.3 percent when GDP per capita augment by 1 percent,
Another important finding is that reducing female illiteracy can bring the strongest
positive impact directly on infant mortality as a reduce in female illiteracy by 1 percent
diminish infant mortality by around 0.52 percent (in one of their regressions). Boone
(1996) suggested that since aid is used more likely for consumption purposes rather
than investment, poor people may use it for increasing their consumption or the
government may reallocate services to the poor using this aid, in that regard
effectiveness should be measured in poverty alleviation rather than by its impact on
GDP growth.
Using a sample consisting of 50 countries, taking into consideration 305 observations,
over the period 1990-2001 and applying regressions on government effort in the area of
health is an unbalanced panel, Nadia Masud and Boriana Yontcheva also tested the
impact of the share of health in total expenditure on the percentage of expenditure
devoted to health. But they did not find clear evidence that either NGO aid or bilateral
aid has a shock on the share of total expenditure in spending on health care.
Fungibility could be directly attributable for the fact that bilateral aid does not modify
government spending on the health sector, this can be translated as follows: since aid
increases non-aid-financed expenditures diminishes. Therefore it could be said that the
non correlation between bilateral aid on infant mortality can be perfectly explained by
the possible fungibility.

13

3.2. Poverty, policies and aid allocation
P. Coller and D. Dollar hypothesis relies on the efficacy of aid in the growth process,
and they made a remarkable accomplishment when they considered that aid is strongly
related with the policy environment (The better is the policy environment then aid is
more effective in raising growth) another finding that enriches the knowledge about
how aid works switch the attention to how Aid will be ineffective as time goes by in
the sense that aid is subject to diminishing marginal returns13, they also added other
variables that are normally taking into account in the empirical growth literature:
government consumption relative to GDP, the inflation rate and the measure of
openness used by Frankel and Romer (1999): exports plus imports relative to GDP.
According to Dollar and Kraay (2001) growth of per capita GDP can be translated on
average into proportional growth of income of the poor to take full advantage of the
reduction in poverty, aid should be allocated to developing countries that have huge
amounts of poverty and that combine good policy (P. Collier, D. Dollar).
P. Collier, D. Dollar establish that donors have no influence on the within-country
distribution of income. Therefore, donors can only manipulate poverty through
increasing the aggregate income, the reason is based on the premise that they can not
target their money to particular households. The general assumption is that the optimal
allocation and distribution of aid for any economy depends on its level of poverty, but
also the elasticity of poverty with respect to income, and most importantly the quality
and excellence of the policies that the country onws.
Marginal productivity of aid is a concept that P. Collier, D. Dollar use in their findings
and it refers to the people lifted out of poverty per million dollars. In that regard for
some countries receiving extremely large amounts of aid, the estimated marginal
productivity is negative. In India, Ethiopia, and Uganda, on the other hand, the
13
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estimated marginal impact of aid is high, reflecting the fact that these countries are
characterized by large poverty, reasonably good policies, and modest amounts of aid
(in 1996). They observe that in Ethiopia, for example, the estimated marginal
productivity is 1655 people per million dollars; that means, the opportunity cost of
lifting a person out of poverty is about $600.
P. Collier, D. Dollar found an appropriate relationship between aid and poverty the
sample was estimated in 1996 for 106 countries. However, there was not possible to
find any significant linear relationship to policy. The explanation might be that donors
might focus the stream of per capita aid to countries that have smaller populations and
this may be disguising the true aid–policy relationship. Poor policy environments have
been the scenario for not change with a certain amount of aid, donors have improved
the reduction of poverty in the newly reformed environments.
Democratization is a topic that international donors like to emphasize since they argue
that foreign aid, in addition to the hypothetical benefit in terms of economic
development, has a positive impact on the process of democratization of developing
countries, in that regard and bringing some contradictory findings, some studies
(Simeon Djankov, Jose G. Montalvo, and Marta Reynal-Quero) show that foreign aid
has a negative impact on economic growth of developing countries and for instance on
the democratic stance of emerging economies by reducing investment and increasing
government consumption. Therefore, their

empirical findings do not support the

democratization effect of foreign aid nor the development effect14.
Developing countries also face the corruption problems, for example: whenever there is
a discovery of natural resources then large revenue flow will be produced, that “extra
windfall or bonus” may create corruption, but also rent seeking activities, monopolies
14
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and perhaps civil wars. A considerable flow of foreign aid may for instance cause the
same or more consequences.
Even though Boone (1994,1996) found that there isn’t any link between aid and growth
or investment, this paper revisit the question of the impact of foreign aid on growth for
the Guatemalan case, but it may be taken into consideration the introduction of
economic policies in the conceptual framework.
The latter point is confirmed by Burnside and Dollar (2000) (henceforth BD), who
showed that aid can be effective when policies are good.

3.3. Remittances
All the literature related with remittances has mostly been focused on the fundamental
motivation for remitters and has also been concentrated on the microeconomic aspects.
However many points of view have surged regarding the motivation to remit; on the
one hand there is the point of view which argues that altruistic motivations cause
remittances while another argues they are the source of sel¿sh motivations that
includes utilization of investment opportunities (Lucas and Stark, 1985). In El Salvador
a recent study with remittances and its effects on education, Edwards and Ureta (2003)
found some interesting result, for example that international remittances (generally
from the US) have a positive and significant impact on student retention rates in
school15.
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Federico S. Mandelma

16

In a similar study of remittances and education in the Philippines, Yang (2005) reports
that positive exchange rate shocks lead to a significant increase in remittance
expenditures on education16.
In a very innovative study of remittances literature review by Chami, Fullenkamp and
Jahjah (2003:10-11) it can be find three “stylized facts”:The first one is that a very
important fraction of remittances are spent on consumption “status-oriented”; The
second one, a not much significant part of remittance flows is directed to saving or
investment; And the third one the way in which remittances are commonly invested –
in housing,

perhaps land and the acquisition of jewelry –activities that are “not

essentially productive” to the economy as a whole.
But there is a fourth one which is more recent, which as a matter of fact is decidedly
more positive, arguing that remittances actually have a positive effect on investments
in human and physical capital at the margin, relative to other forms of household
income.
Richard H. Adams, Jr. Alfredo Cuecuecha John Page, concluded in their study in
Ghana that in contrast with earlier studies, remittances do not have a statistically
significant impact at the margin on the consumption and investment behavior of
households in Ghana. Household expenditures in Ghana change proportionately with
income, and since remittances are fungible, they observe no changes in marginal
budget shares for households receiving income from internal or international
remittances.
Using Bayesian methods and Salvadorian data, Pablo A. Acosta, Emmanuel K.K.
Lartey, and Federico S. Mandelma developed and estimated a general equilibrium
16
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model of a small open economy to examine whether an increase in remittances causes
Dutch disease effects which will be the topic of analysis in the next part of this paper.

3.4. The Dutch Disease Effect
The title and name ‘Dutch disease’ was used at the very beginning to describe how the
manufacturing sector in Netherlands would be affected by the development of natural
gas on a considerable scale, which triggered a mayor appreciation of the variable real
exchange rate. So it has employed since that moment to refer to any situation in which
international aid, a natural resource boom, or capital inflows cause real appreciation
that jeopardizes the prospects specially in the sectors that has tradable goods.
Pablo A. Acosta, Emmanuel K.K. Lartey, and Federico S. Mandelma using data on El
Salvador tried to determine how well the estimated model that they were using, was
matching the theory of the Dutch Disease effect with the large amounts of money
inflows in terms of remittances that an economy like El Salvador has been receiving.
They used a theoretical model, and considered three scenarios: one where remittances
are determined in a exogenously way, another where remittances are countercyclical,
and lastly the case where remittances have the role of capital inÀows. The results
suggested that under any case considered the inability of any country like El Salvador
to receive large amounts of money inflow or remittances like in this case, will lead to
the realization of the predicted Dutch Disease phenomenon. The focus in their study
was on the non tradable goods, since an increase of remittances would lead to a raise in
the income of every household and for instances in an increase in the consumption that
is consequently biased in the direction of non tradables.
In addition, since remittances bring a new source of income there will be a susbtitioun
ffect in the sense that remittances receivers will rather prefer not to work because they
are receiving constantly money from their relatives who are working abroad so a
decline in the labor supply will occur, from this scenario less labor supply is strongly
18

related with an increase in the production costs (wages will raise) of the non tradable
sector that is relatively labor intensive. Eventually this process will lead to an increase
in non tradable prices phenomenon that is consistent with real exchange rate
appreciation, and logically an expansion of the non tradable sector at the expense of the
tradable sector.
Castañeda Fuentes and Catalán Herrera also remarked that when the remittances that
workers abroad send are considerably big as a share of the the size of the economy that
receives them, they could also cause a number of undesired problems because:
Constant and large remittance inflows could generate an increase in the quality of the
real exchange rate, by appreciating it and make the production of tradable goods less
competitive and for instances not profitable. Castañeda Fuentes and Catalán Herrera
concluded that it is ironical that emigrant remittances, originally intended to increase
economic growth and for instances relief poverty and bring positive benefits to the
relatives

left

behind

may,

in

turn,

compromise

Guatemala’s

international

competitiveness through the possibility of emigrant remittance flows by appreciating
the real exchange rate17.
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4. ANALITICAL FRAMEWORK
In this segment we summarize the methodological approach that will be used in this
thesis as an attempt to discern if remittances and foreign aid are determinants of
economic growth or on the other hand contribute to poverty reduction, therefore this
empirical work attempts to answer two questions:
1. Is the flow of money to Guatemala most specifically aid and remittances
affecting investment, allowing for a sustainable economic growth?
2. Are aid and remittances increasing unproductive public consumption, and
therefore fail to promote and encourage investment, but still reducing poverty
through either “higher consumption of the poor” or greater provision of
services to the poor?
The previous questions will be answered and at the same time investigated by
estimating and formulating the following equations:

4.1. The Model for Economic Growth:
ࡳ࢚ ൌ ࢼ  ࢊ࢚ࢼ  ࡾ࢚ࢼ  ࢄࢉ࢚ࢼ  ࢿ࢚
Borrowed and inspired primarily by Burnside and Dollar18 but modified according to
more equations from other authors (found in the literature review), the previous
economic specification will be used to analyze the effect of remittances and aid in
economic growth in Guatemala. Where t index time, G stands for per capita real GDP
growth as the dependent variable and as the measure of economic growth, Aid is Net
Official Development Assistance (ODA) received relative to GDP, R index remittances
received from relatives abroad as a share of GDP, Xct is a set of additional control
18
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variables,ɂt is error term. The control variables include: Gross savings as a share of
GDP, it has been considered in this work that for the case of Guatemala it is imperative
to know how macroeconomic policies could affect growth, therefore as a indicator of
macroeconomic policy the inflation rate is included and finally Population growth
(annual %) as a index necessary to measure the growth of population and the effect in
the economy of developing country like Guatemala.
Burnside and Dollar emphasizes in the fact that aid is not given only for developmental
purposes; and generally it serve the commercial or strategic interests of donors. That
means that in the case that Guatemala for example may be experimenting a commercial
or economic boom or any positive shock to growth in the real sector, then donors may
increase their aid because their core objective by doing so, would be strongly related
with commercial interests of donors in Guatemala (At this point it is important to
mention that Guatemala has been an strong ally of the United States, in the sense that
USA has given aid to Guatemala to strengthen the democracy in this country for
decades), in this regard Frey and Schneider (1986) found strong evidence that
commitment of World Bank assistance is associated with good policies such as low
inflation.

4.2. The Model for Poverty Reduction and definition of poverty:
ࡼ࢚ ൌ ࢼ  ࢊ࢚ࢼ  ࡾ࢚ࢼ  ࢄࢉ࢚ࢼ  ࢿ࢚
As it has been previously noted there is a large and very robust literature on the relation
between economic growth and poverty reduction and also with variables of inflow of
money coming to a country and their effect in the economy of each country that receive
the money, therefore in this section we will start by defining clearer what poverty is,
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according to the definition from the World Bank poverty is defined as “encompassing
not only material deprivation (measured by an appropriate concept of income or
consumption) but also low achievements in education and health.”19. Several studies
(P. Collier, D. Dollar) have pointed out the importance of defining what is the index to
utilize in order to analyze poverty, since there is a huge difference between choosing to
use the headcount index or a different poverty measure such as the poverty gap.
Another widely accepted definition of poverty is found in the United Nations:
“Fundamentally, poverty is a denial of choices and opportunities, a violation of
human dignity. It means lack of basic capacity to participate effectively in
society. It means not having enough to feed and clothe a family, not having a
school or clinic to go to, not having the land on which to grow one’s food or a
job to earn one’s living, not having access to credit. It means insecurity,
powerlessness and exclusion of individuals, households and communities. It
means susceptibility to violence, and it often implies living on marginal or
fragile environments, without access to clean water or sanitation”20
The previous definition of poverty covers with accuracy and precision all areas of
concern of poverty. In order to achieve the goal which is to examine the effect of
official development aid and remittances on poverty reduction, it has been chosen the
next dependent variables: 1) headcount poverty index(the proportion of people living
on less than $ 2 per day), 2)life expectancy and 3)infant mortality. The reason is that
these indicators fit efficiently to some extent to the World Bank’s dentition regarding
poverty.
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World Bank[47] points out the important three terms, “promoting opportunity,”
“facilitating the empowerment,” and “enhancing security” are a key to reducing
poverty de¿ned above.
(UN Statement, June 1998 – signed by the heads of all UN agencies)
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Therefore in this thesis to analyze the impact of remittances and aid in poverty the
only variable that will change with respect to the previous equation would be the Pt
variable, the rest of the variables are organized as follows: t index time, P stands for the
next three variables 1) headcount poverty index(the proportion of people living on less
than $ 2 per day), 2) life expectancy and 3) infant mortality as dependent variables, R
index remittances received from relatives abroad as a share of GDP, Xct is a set of
additional control variables, ɂ t is error term. The control variables include: Gross
savings as a share of GDP, it has been considered in this work that for the case of
Guatemala it is imperative to know how macroeconomic policies affect growth,
therefore as an indicator of macroeconomic policy the inflation rate and the money
supply or level of broad money M2 over GDP have been considered as a measure of
monetary policies in period t and finally Population growth (annual %).

4.3. Describing Variables and Data
In this thesis the data of average wage was taken from the World Bank, and Bank of
Guatemala (Banguat), covering the years from 1961 to 2014. The dataset provides high
resolution of what the theory in the literature review states in previous working papers
about the variables that should be used in other countries in the world when analyzing
growth, poverty and foreign aid specifically, data like: per capita real GDP growth
refers to the annual percentage growth rate of GDP per capita based on constant
Quetzales (Guatemala’s currency), was taken from the Bank of Guatemala (Banguat),
Gross Savings was taken from the World Bank data set and is a variable calculated as
gross national income less total consumption, plus net transfers, the inflation (defined
as inflation, consumer prices annual %) was also taken from the World Bank (which in
fact recuperates the same information that the Banguat has in its data set) and it is
measured by the consumer price index reflects the annual percentage change in the cost
to the average consumer of acquiring a basket of goods and services that may be fixed
or changed at specified intervals, such as yearly, M2 over GDP, refers to money and
quasi money and comprise the sum of currency outside banks, demand deposits other
than those of the central government, and the time, savings, and foreign currency
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deposits of resident sectors other than the central government. This definition of money
supply is frequently called M2; it corresponds to lines 34 and 35 in the International
Monetary Fund's (IMF) International Financial Statistics (IFS) the variable was also
provided by the World Bank data set, the population growth (annual %) is defined as
the exponential rate of growth of midyear population from year t-1 to t, expressed as a
percentage . Population is based on the de facto definition of population, which counts
all residents regardless of legal status or citizenship--except for refugees not
permanently settled in the country of asylum, who are generally considered part of the
population of the country of origin this indicator was taken from the World Bank data
set but it can be also found in the National Institute of Statistics of Guatemala (INE).
Remittances received as a % of GDP can be found in the Banguat data and also in the
World Bank, and they comprise personal transfers and compensation of employees.
Personal transfers consist of all current transfers in cash or in kind made or received by
resident households to or from nonresident households. Personal transfers thus include
all current transfers between resident and nonresident individuals. Compensation of
employees refers to the income of border, seasonal, and other short-term workers who
are employed in an economy where they are not resident and of residents employed by
nonresident entities. Data are the sum of two items defined in the sixth edition of the
IMF's Balance of Payments Manual: personal transfers and compensation of employees.
Net official development assistance (ODA) received relative to GDP consists of
disbursements of loans made on concessional terms (net of repayments of principal)
and grants by official agencies of the members of the Development Assistance
Committee (DAC), by multilateral institutions, and by non-DAC countries to promote
economic development and welfare in countries and territories in the DAC list of ODA
recipients. It includes loans with a grant element of at least 25 percent (calculated at a
rate of discount of 10 percent), the data is also taken from the World Bank data.
The next three variables have been taken from the World Bank data for Guatemala: 1)
Life expectancy at birth: indicates the number of years a newborn infant would live if
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prevailing patterns of mortality at the time of its birth were to stay the same throughout
its life, 2) Infant mortality rate: it is the number of infants dying before reaching one
year of age, per 1,000 live births in a given year and 3) Poverty headcount ratio at
$1.90 a day is the percentage of the population living on less than $1.90 a day at 2011
international prices. As a result of revisions in PPP exchange rates, poverty rates for
individual countries cannot be compared with poverty rates reported in earlier editions.
Note: five countries -- Bangladesh, Cabo Verde, Cambodia, Jordan, and Lao PDR -use the 2005 PPP conversion factors and corresponding $1.25 a day and $2 a day
poverty lines. This is due to the large deviations in the rate of change in PPP factors
relative to the rate of change in domestic consumer price indexes. See Box 1.1 in the
Global Monitoring Report 2015/2016
(http://www.worldbank.org/en/publication/global-monitoring-report) for a detailed
explanation.
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5. EMPIRICAL RESULTS: EFFECTS ON GROWHT
Table 1: Regression for ODA and Real Per Capita GDP Growth
DEPENDENT VARI ABLE: REAL PER CAPI TA GDP GROWTH

Regressions

1

Years
Constant

1961-2014
20.03**
(2.74)
1.33*
(3.31)
-0.04
(-1.60)
0.74*
(7.09)
-0.37*
(-3.13)
-11.67*
(-3.93)

Aid/GDP
Inflation
Gross savings
Remittances
Population

Other statistics
R2
0.69
Prob F
0.000
Notes: Note: t-statistics (in parentheses).
* Significant at the 5% level
** Significant at the 10% level

5.1. Aid and Growth
Since the ultimate goal of this paper is to measure the impact of aid on the economy of
Guatemala through its effect in the growth of the GDP and also the reduction of
poverty using a simple regression analysis, this section allow the readers to analyze the
effect of the Official Development Assistance in the economic growth of Guatemala.
There has been developed one regression which is going to be interpreted in Table 1. It
is being covered the years from 1961 to 2014, the dependent variable is real per capita
GDP growth, in this regard there are also numerous critiques at aid with the argument
that money coming from aid to developing countries with low levels of transparency in
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the public sector has sustained corrupt governments and enriched the government
oƥcials21 and the elite related with the government or even monopolies companies that
bribe the government in order to obtain millionaires contracts to develop the projects
that the aid is generating and financing, on the other hand and contrasting with those
arguments, some researchers have argued that aid could in some sense contribute to
levels of economic growth, poverty reduction and prevention to deterioration in some
countries, those arguments form the framework to analyze the findings in our
regression in which the most significant variables tested are the Official Development
Assistance as a share of GDP which results seem to be according to the standard theory
with an economically positive and significant coefficient of 1.33 and a “t statistic” of
3.31, interpreted as follows: more aid will bring more economic growth or in other
words 1% of ODA in terms of US$ received in Guatemala will generate a GDP growth
per capita of 1.33%, this result tell us that there is significant evidence connecting
foreign aid and economic growth for the case of Guatemala, and it is enough and clear
evidence that the Official Development Assistance is used in Guatemala not only for
consumption but for investment or even increasing education, so we can summarize for
the case of this study that aid has a positive relationship with growth in Guatemala
even though the results are not consistent with other evidence(Craig Burnside and
David Dollar) that mentions that aid is fungible and tends to increase government
spending proportionately, not just in the sector that donors think they are financing, aid
is an special variable that is not constant at all in the sense that its efficiency depends
on other exogenous variables proper and very common to the country that receives the
aid, in this regard if the country faces natural disasters then aid can be directed to help
the country to fight against those disasters, if that happen then it could also be difficult
to see the real effects in economic growth, Guatemala for instance is a country that
every year faces natural disasters that can contribute to a misallocation of aid.
21
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The argument in those findings centralize in the fact that aid tends to increase
government consumption, which eventually will not affect positively economic growth,
these findings provide some insight into why aid is not promoting growth in the
average recipient developing countries, but as noted by the results in the regression
those predictions does not adjust with the practice in Guatemala, so with this analysis
and a simple regression we can conclude with significant evidence that aid
optimistically enable Guatemala to generate more economic growth, without causing
any harm to the price of domestic products.

5.2. Inflation and Growth
This part is dedicated to analyze the effect that an increase in prices will cause in
growth, since it is highly important to discover how macroeconomic policies affect
growth, inflation has been included as an indicator and as a measure of a good
monetary policy, so in the results it is interesting to discover how inflation with a
negative and not significant coefficient of 0.04 and a t statistic of -1.60, match with the
theory that indicates that higher inflation affects negatively growth, and in this case
greater and constant inflation will reduce real per capita GDP growth (measured in this
case by its coefficient) therefore inflation has the intuitive negative sign that theory
predicts, the only problem is that this result even though predicted by theory is not
significant, the negative sign proves that more inflation will generate less
competitiveness of goods abroad and as well as in the local market, therefore it is also
strongly related with less economic growth.

5.3. Remittances and Growth
Remittances stand as one of the most relevant and distinctive source of foreign
exchange in Guatemala, as previously mentioned remittances are more important than
tourism, exports of coffee and sugar as conventional sources of foreign exchange in
Guatemala, they are just behind total exports. Therefore another singular and important
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finding is that an increasingly increase in remittances has no positive impact on growth
as it is clearly showed by the negative but statistically significant coefficient (-.37)
indicating that if remittances are to increase in a 1% then there will be an adverse effect
in economic growth of about minus .37%.
The results obtained in the regression suggest that when Guatemala receives large
amounts of money inflow or remittances like in this case, the process and mostly the
incapacity of the economy to support the increased remittances will promote the
realization of the predicted Dutch Disease, as a social and economic incident. In that
regard it is easy to manifest that an increase of remittances (either if its self driven or
motivated by altruistic ideals) would lead to an equivalent raise in household income
causing accordingly an increase in the consumption that is biased toward non tradable
goods consequently an adverse effect in the economic growth as the theory predicts.
Due to the extra income that remittances brings to every household that receive them
there will be a result reflected in a decrease in the labor supply from the group of
people who receive remittances (which is a considerable big group) affecting mostly
the non tradable sector that normally is labor intensive. A shrinking labor supply in the
non tradable sector is generally associated with higher wages (in terms of the price of
tradable output), that in turn leads to higher production costs and a further contraction
of the tradable sector, the final result will be an expansion of the sector that produce
non tradable goods, so a trade off will be generated in the economy because the non
tradable sector will rise but the trade off will be reflected in the fact that the tradable
sector will shrink.
The result in this regression strongly supports Castañeda Fuentes’s and Catalán
Herrera’s findings, they demonstrate that when economic agents perceive remittances
as a permanent flow of money, then remittances tend to increase household income and
thus may result in a decrease in the labor supply consequently we can assume that this
is essentially the exact phenomenon happening in Guatemala. They strongly suggest
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with evidences in their findings, that emigrant remittances flows in the short run may
be appreciating the real exchange rate, and for instance, this effect will reduce the
competitiveness of Guatemala’s economy in the world market22.

5.4. Population and Growth
Continuing with the analysis it is possible to observe that population has a
economically negative coefficient which in fact appears to be significant and also close
to the theory that indicates that an increasing population is a force acting to modify the
amount of capital disposable per worker, that means that the growth in the number of
workers causes diminishing returns in the capital per worker and the latter tends to
decrease, the Solow Model which is the model commonly used for explaining
economic growth, can easily give details of how this social and economic phenomenon
is created:

ο ൌ  െ ሺɁ  ሻ
In the previous equation ο stands for change in capital, i represents investment, Ɂ
stands for depreciation and n is equal to population growth, so it clearly shows how
new investment will cincrease capital, but on the other hand depreciation and
population growth will diminish it. Guatemala is a country with more than 16 million
inhabitants, and the total population is increasing (see figure number 4), with an
unemployment rate that has been above 2.5% of the total labor force for the last 9 years
(as can be seen in figure number 5), it is easy to establish that when these two factors
are combined, then a negative effect in the labor force will be created which for
instance will decrease real GDP, Craig Burnside and David Dollar, have indicated that
Donors direct their aid to low-income countries, but are also influenced by population

22
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(small countries like Guatemala get more) and by variables that reflect their own
strategic interests23.
Figure 5: Current population in Guatemala. Source World Bank.
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Figure 6: Unemployment and Population Growth (Guatemala). Source: World
Bank.
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Figure 7: Population Growth (Guatemala). Source: World Bank.
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6. EMPIRICAL RESULTS: EFFECTS ON POVERTY
6.1. Measuring Poverty with Life Expectancy
Life expectancy is a elementary indicator of both poverty and well-being. In general
terms Guatemala have had an advance in life expectancy increasing from 46 years in
1961 to 72 years in 2014 (see figure 7). According to the latest World Health
Organization data published in 2013 life expectancy in Guatemala is: Male 68.5,
female 75.4 and total life expectancy is 72.0 which gives Guatemala a World Life
Expectancy ranking of 10324 as it can be appreciated in figure number 8, therefore life
expectancy become a good proxy variable to measure poverty, since years of life are
among the most basic indicators of poverty improvement. Normally large, and growing,
gaps indicators like the life expectancy within and among regions indicate that large
segments and groups of the population are not experiencing equality in the benefits of
economic growth, but above all it shows that more attention must be placed into the
individuals that are most marginalized whenever health and well-being is evaluated,
and that the social determinants of health outcomes should have a more important role
in the economy spectrum and should be considered as highly important
formulation of efficient policies.
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in the

Figure 8: Life expectancy and gender. Source: Own made with World Bank
Data.
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6.1.1. Aid/GDP and Inflation:
When interpreting the table 2 that contains the regression in regard of poverty
reduction using Life Expectancy as the dependent variable and as proxy and indicator
of poverty, it is evident that if it was not because of the significance was not different
from cero, then we could conclude that Aid has a negative effect in life expectancy (as
an indicator of poverty reduction), meaning that more Aid decrease the life expectancy
and we could with certainty reaffirm that Aid is directed to investment. On the other
hand inflation even though presents the expected negative sign, is not significant.
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Table 2: Regressions: Life expectancy, Mortality Rate and Poverty Headcount
DEPENDENT VARIABLE: Life Expectancy, Mortality Rate and Poverty Headcount $2

Regressions
Years
Constant
Aid/GDP
Inflation
Gross savings
Remittances
Population
M2/GDP

1

2

Life
Expectancy
120.62*
(12.06)
-0.74
(-1.36)
-0.40
(-1.02)
-0.31**
(-2.22)
1.45*
(6.55)
-17.34*
(-4.41)
-0.39*
(-5.17)

Mortality
Rate
-143.70*
(-3.60)
1.77
(0.81)
0.09
(0.59)
1.79*
(3.21)
-6.13*
(-6.91)
61.08*
(3.90)
1.66*
(5.47)

Other statistics
R2
0.92
Prob F
0.0000
Notes: Note: t-statistics (in parentheses).
* Significant at the 1% level
* *Significant at the 5% level
***Significant at the 10% level

0.91
0.0000

3
Poverty
Headcount $2
6.91
(0.05)
14.32
(1.81)
-0.06
(-0.18)
0.28
(0.04)
-1.49
(-0.20)
-7.91
(-0.09)
0.87
0.58

0.84
0.0841

6.1.2. Gross Savings:
The other variables are all significantly different than cero and present the expected
signs, to prove that argument, we can start analyzing the variable gross savings, which
according to the theory, when a country shows an increment in the savings rate, it is
because the richer are saving more or spending less, since poor people cannot save, so
Guatemala, a country with a Gini coefficient of 52.1 (2012: World Bank) and with 51%
of the population living under the poverty line, it is easy to summarize that the poor
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depend in fact t on the consumption of the rich or their productivity to boost the
economy and for instance to create the incentives necessary to increase employment,
therefore gross savings will have a negative effect in reference to life expectancy
(poverty), meaning that more saving from the rich will make the life expectancy to
decrease, since poor people will have less chances to boost their income.

Figure 9: Life expectancy in Guatemala. Own made by World Bank Data.
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6.1.3. Remittances:
Remittances which is along with Aid the most important variable to investigate in this
paper, shows a positive sign meaning that the flow of money that emigrants send to
Guatemala help to create an economic door to consume what in other scenario would
have been completely impossible to buy, in that regard consumption works as a pill to
cure and alleviate the living standards of the people who receive these flow of money
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from their relatives abroad, in fact the main reason why emigrants send money to their
relatives back in Guatemala is mostly related with altruistic purposes, because what a
emigrant look by going to work in the United States is to increase the living standards
of his family back in Guatemala by sending that essential source of external funds.
So at the end it is possible to summarize that even though the Official Development
Assistance that the donors are sending may not have a positive effect in poverty, we
can say that the remittances which is the other important flow of money that come to
Guatemala mostly in altruistic ways is diminishing poverty in the country by
generating consumption not only in basic goods but also in health products and
services that are not being provided effectively by the government, for example using
the remittances sent by their relatives working in the United States, mothers with their
kids can go to the doctor more frequently than before and most important kids and
entire families will have access to medical care, on the other hand jobs can be created
in local and small communities through the rise of entrepreneurs who will use the
remittances as a substitution to the lack and difficult access to the financial sector in
Guatemala, since the money sent from the USA works as a leverage or sort of a credit
for entrepreneurs to create and open small business like local shops which will use
local labor force in the community, all these are example that indeed remittances can
create better conditions of living and for instance increase the life expectancy as an
indicator of poverty.
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6.1.4. Population
In a country with an unemployment rate that has not returned to its lowest and most
stable point in 2011 (see figure 5) the raising in the population will create new
challenges to be faced and corrected, specially because more people will be looking for
a job, when the vacancies are not really there, so that is essentially why the negative
and significantly different than cero coefficient makes sense for a population that is
growing year by year, meaning that if employment is not adjusted to increase, and the
population continues to increase, then household will have less opportunities to have
access to medicine or health services and to consume the calories necessary to end up
with malnutrition problems, people will not be able to live in a proper house and will
be affected more likely by natural disasters, all of these indeed have a negative effect in
life expectancy, on the other hand the lack of employment added up with a vicious
circle where teenagers are pregnant (because of a poor sexual education), create the
perfect environment to generate a violence climate, since young people will have to rob
or steal, or even get involved in drug trafficking activities in order to bring money to
their families, and more violence is strongly related with low levels of life expectancy.
Figure 10: Population distribution Guatemala. Source INE Guatemala.
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With a negative and significant coefficient, population demonstrate to fit with the
theory in the sense that as long as the population increase then poverty will be affected
negatively in Guatemala (if population continue to grow all else equal). In Central
America, Guatemala is currently constituted as the largest country, with a population of
more than 15 million people and with a current population that has doubled in the last
25 years and that is expected to be twice again in the next 25 years, Guatemala’s
economy and society has some of the lowest human development indicators8 in the
entire planet and the highest level of chronic malnutrition (49.8%) in the hemisphere
for children less than five years of age, another important aspect is that 51% of the total
population lives below the poverty line, and 15 isin extreme poverty25. To all these
factors it is necessary to add the social phenomenon that unemployment bring into
young not educated men who will be more likely motivated to join criminal gangs and
commit crime, in that regard it is useful to mention that countries like Guatemala and
Honduras are related with high index of homicides because of the organized crime.

6.1.5. M2/GDP:
The M2 as a share of GDP shows a negative and significant coefficient meaning that
the money that the central bank is putting into circulation will be somehow directed to
investment rather than consumption, so life expectancy is not affected positively by the
change in this variable, since more money not be used to consumption but for investing
purposes and also to save, so once again inequality will increase because the rich

25
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people will save more and that will affect consumption in general generating an
spillover effect so instead of creating employment in the short run it will create an
adverse effect in the living standard of the poor because poor people will have less jobs
opportunities as a consequence of the less consumption of the rich, another problem
caused by more money in the economy is inflation, that makes that the problem of
poverty becomes more intensive even more whenever the prices of commodities,
services and goods in general, for example food and health in particular, increase,
therefore inflations acts like a very cruel tax for the poorest people, since the very basic
goods are more expensive, the arguments that have been made in support of the point
of view that more inflation increases poverty are widely diverse (see Cardoso, 1992;
Powers, 1995; Ravallion, 1998; Braumann, 2004; Chaudhry and Chaudhry, 2008),
since in the short run nominal wages are constant and show rigidity it is possible to
argue that inflation affects the poor groups directly through a decline in their wages and
specially real wages, so this phenomenon can indeed affect negatively the life
expectancy26. The way in which inflation damage the poor is by reducing the real value
of wages and transfers, the problem with inflation is that it reduces the value of the
cash-holdings, therefore the damage is stronger in the poor by making them poorer,
because they will have less opportunities to have access to the very basic goods and
also health care.

26
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6.2. Measuring Poverty with Mortality Rate
Guatemala has shown a tremendous advance in the decrease in the mortality rate in
the last 50 years, for example between 1961 and 2014, the child mortality rate plunge
from 143 per thousand live births to 25 in 2014 (see figure 11), mortality rate is a very
good proxy variable to measure poverty. Poor women share the same characteristic in
both developing and developed countries and they own a bigger probability to die in
childbirth than rich women (Graham and others, 2004; Mayor, 2001). Clearly, to affect
the levels of life of the poor, reducing infant and child mortality rates and improving
access to reproductive health care, requires focusing on the health issues of those poor
people, according to the “Report on the World Social Situation 2010, Rethinking
Poverty from the United Nations”, public expenditure on hospital based care is not as
important as on primary health care and public health when it comes to pro-poor
improvements.
Figure 11: Health Expenditure, public (% of GDP). Source: World Bank.
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To add up, in Guatemala, a country where half of the population are living in
poverty, the public expenditure in the health sector has never been above 3% of GDP
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(as it is shown in the figure 10, above) therefore public expenditure in health as an
initiative to fight against poverty, has never been enough or even efficient to tackle the
problem of the mortality rate, so people may need other substitutes like remittances or
Aid allocation to improve poverty reduction through decreasing the mortality rate, so
other types of money can be useful to fill the gap that the government can not fill and
for instances explain why the mortality rate has been diminishing over the years, these
other types of money can be the remittances that emigrants in the United States send to
their relatives back in Guatemala and also the Foreign Aid that donors allocate in
Guatemala. In this part of the paper the mortality rate will be analyzed as a proxy to
measure poverty and by doing so trying to find the effect of remittances and Aid in
poverty reduction.

Figure 12: Mortality rate, infant (per 1,000 live births). Own made by World
Bank Data.
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6.2.1. Aid/GDP and Inflation:
In the case of mortality rate as a dependent variable and as a proxy to measure
poverty reduction, we can resume that aid and inflation are the only not significant
variables, even though aid present a positive coefficient meaning that the money that
donors send to Guatemala is as a matter of fact affecting positively the mortality rate,
or in other words increasing the mortality rate, also it is easy to conclude that inflation
has a positive effect in mortality rate, meaning that more inflation increase the cost of
living and for instances affects positively the dependent variable by increasing it, but
then again, the analysis for these two variables lack of significance.

6.3. Gross Savings:
When comparing the results of the gross savings and it is relationship with mortality
rate and the one obtained for life expectancy we can argue that they differ almost in
everything except in the case of the significance, since both results show that they are
significantly different from cero, but the difference reside specially by taking into
consideration that in the case of the mortality rate, savings are somehow affecting
positively the mortality rate in other words more savings means more mortality rate,
this is strongly related with the fact that increasing savings from the rich will make the
mortality rate to grow, since poor people are not able to save since they hardly have
money to survive and they depend mostly from the consumption of the rich so if the
rich people are not consuming but instead saving more poor people will have less
chances to boost their income and therefore to give better conditions of life to their kids.
One important reason that can explain why poor inhabitants suffer when rich people
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save more is related to the fact that poor people cannot save, due to the fact that they do
not have a surplus between their income and spending, in fact they don’t have an
income, they own always a deficit, so they depend upon the consumption, investment
and generation of employment of the rich people, but if the rich group is saving instead
of spending then poor people will suffer more.

6.3.1. Remittances:
Remittances have the expected significant negative sign as an independent variable
over the mortality rate as dependent variable, in other words more remittances sent
from abroad to their relatives back in Guatemala will mean that more people will have
extra money to spend in consumption of non tradable goods (or basic goods) therefore
more people will have more opportunities to modify in a good way their quality of life
and for instance decrease the mortality rate, so we can conclude that poverty (since
mortality rate is our indicator for poverty) is reduced by increasing remittances, mostly
because people sees remittances as a permanent flow of money that they receive. These
conclusions suggest that remittances does not only act like a lifeline sustaining
consumption in some of the poorest parts of the country, but they also are helpful to
serve as insurance against key risks confronting the poor and help mitigate
vulnerability and by doing so they reduce the mortality rate, remittances also serve as a
generator of business, since receivers normally open small shops in their communities
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and they have to hire people to work in27 but also increases indirectly other business
since these small shops have to buy inputs to big companies that supply them, so
poverty reduction will be linked strangely with more productivity, but there we will let
these assumptions for later studies.
When in principle, analyzing the effect of remittances on economic growth, the results
suggested that remittances could contribute to lower investment rates and for instance
generating the predicted improvement in the levels of poverty by decreasing poverty
but also an adverse effect in economic growth which is completely analogous to the
concern raised in the famous Dutch disease effect, where resource discoveries bring a
real exchange appreciation and for instance a subsequent movement of resources from
one sector of the economy to the other in this case from the tradable sector to the non
tradable sector so even though we could not find data for the real exchange rate, we can
point out that this effect will reduce Guatemala’s competitiveness in world market, but
by observing the effects of remittances over mortality rate and also life expectancy we
can summarize that remittances are not essentially harmful for the economic
development of recipient countries like Guatemala, mostly because they tend to be
associated with improvements in health, progress in literacy and for instance they can
lower absolute poverty levels but also they could decrease the gap of income inequality
in the communities that benefit from the remittances
.
27
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6.3.2. Population:
Population present a positively significant expected result over mortality rate, meaning
that more population will increase the mortality rate, it makes sense that more people
will modify exponentially the poverty specially in a country where almost 51% of the
total population lives below the poverty line, and 15% in extreme poverty so we can
associate this findings with what Thomas Malthus and his followers advocated by
saying that high fertility and poverty went hand in hand. There are some scholars in
Guatemala who follow Malthus advices, focusing on the impoverishing effects of
scarce land and rising food prices, they have urged couples not to marry and have
children unless they could afford to support them. In developing countries and
especially in countries like Guatemala with high rates of poverty an increase in the
number of inhabitants can raise the unemployment rate particularly if the output does
not grow at the same level and velocity, therefore it is easy to find how mortality rate
can also be high even though unemployment can be hardly affected by high rates of
inflation as we can observe in the figure 8 that relates inflation and unemployment as
an attempt to try to capture a kind of Phillip curve relationship for Guatemala, in the
figure it is easy to observe that when inflation was high, unemployment was low, and
vice versa, but still even if unemployment does not grow with inflation, the increase in
the population makes it difficult to vanish the diminishing return with a given capital
stock and given employment rate.
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Figure 13: Phillip Curve’s relationship for Guatemala. Source: World Bank.
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6.3.3. M2/GDP:
In this case the coefficient is positive and significant; this means that more money
printed by the central bank will increase the mortality rate. The result of more money
increased by the central bank means that more people will use this money to
investment rather than to consumption, in this regard we can conclude that since poor
people will feel the result of the inflation caused by an increase in the M2, then they
will have less possibilities to increase their quality of life, and for instance the mortality
rate will augment, high inflation and the government's social policies like a very weak
budget allocation directed to the health sector can provoke an increase in poverty and
negative effect in many social indicators like the mortality rate, in countries like
Guatemala with more than half of the entire population living under the poverty line,
mortality rate can be highly affected by factors such as income, external debt,
educational attainment, and quality of governance, but most important inflation, more
money in the economy can increase inflation and the later is strongly and positively
correlated with poverty, inflation in Guatemala have been stable or at least under 6% in
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the last 5 years, but before that, inflation has even reached 11% and almost during the
first half of the decade of 1990 inflation was above 8% (refer to figure 12), Cardoso
(1992), Powers (1995), Ravallion (1998), and Braumann (2004) find that there is a
positive correlation between inflation and poverty28, the problem with high prices is
that it hits with more power and strongly the price of food and other basic goods and
most important access to health services, so poor people are among the most affected
creating a negative effect in social indicators of poverty like mortality rate, of course
there are some findings that negate this view as well. In this regard, Blank and Blinder
(1985) found no such relationship between inflation and poverty.

6.4. Measuring Poverty With Poverty Headcount 2$ Per Day
The results for poverty headcount (Poverty headcount ratio at $2 a day is the
percentage of the population living on less than $2 a day at 2011 international prices29)
as our dependent variable are not significant for every single independent variable,
although some coefficients have the expected sign like inflation (more inflation will
increase poverty) due to the more expensive goods, another variable to consider is
Remittances which present the expected sign in its coefficient, in this case the sign is
negative, meaning that more remittances will diminish the % of people living under $2
par day.
28 THE EFFECT OF INFLATION ON POVERTY IN DEVELOPING COUNTRIES: A PANEL DATA ANALYSIS
29
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7. CONCLUSION
This thesis began attempting to characterize some important aspects of the Guatemalan
economy

and society, then the study lead to very interesting discoveries of how

the distribution and entrances of wealth from abroad with remittances and aid can
change patterns in the economy and also in some social indicators, therefore the main
objective with this descriptive thesis, is to attempt to find by using a simple regression,
whether if international inflow of money likewise aid and remittances are really
enhancing economic growth in Guatemala or if the impact of these two variables is
reflected on poverty reduction, we ¿nd that aid has not had a robust and signi¿cant
impact on several poverty indexes regardless of the decomposition of poverty as
previously discussed in the literature review (we used life expectancy, poverty
headcount $2 per day and also mortality rate as social indicators), on the other hand
many researches around the world have highlighted the positive impact of aid and
remittances in reducing poverty and they have found a strong link between remittances
and how people can diminish the borders of poverty, in sum these results may suggest
that poverty can be somehow reduced by the extra income that these poor people
receive through the remittances that their relatives are sending mostly from the United
States of America, and also from the policies that the government is implementing to
bring the international aid and the remittances to the poor communities that have the
necessity.
There is also a very large literature that points out the importance and the benefits of
remittances on the balance of payments of the countries receiving this capital flows in
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countries like Guatemala. However on the other side of the coin nowadays
internationally there is a strong debate regarding the damage that remittances could
cause in the Current Account through appreciating the currency of the home country in
regard of the theory of the Dutch Disease Effect and for instance, trying to find if the
remittances can improve the economic growth in Guatemala, or may cause the opposite
effect and for instance demonstrate a rather unique challenge in this thesis proposal.
When it comes to analyzing the impact of aid in economic growth we find that the
relationship is substantial. From a different perspective, we found that 1% of ODA in
terms of US$ received in Guatemala will generate a GDP growth per capita of 1.33%.
When it comes to analyze remittances we found that these flow of wealth really have a
positive impact in social indicators like mortality rate by reducing the mortality rate,
and life expectancy by increasing the years of life, as a consequence of the extra money
that households have and that may generate more consumption of basic goods and
health services, but we did not find a significant relationship between poverty and
remittances per se, so that aspect may be analyzed in further studies.
It is highly relevant to study more deeply and understand in a better way the diverse
and different impacts that remittances and aid cause over Guatemala’s economy in
order to formulate efficient economic policies that can take full advantage of these
transfers of money and specially wealth and for instances enhance its development
impact either in economic growth or poverty reduction, in Guatemala remittances and
aid are flows of money that does not stop and are considered as constant, in that regard
it is tremendously and highly important that the initiatives taken principally by the
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public sector but also by the private sector can take full account of migrants and
remittances they send in an altruistic or selfish way and donors countries and the aid
they distribute to Guatemala, since the money they send may be an important player in
city development, growth, poverty reduction, sustainability and resilience, remittances
and aid and as a consequence donors countries and migrants can be found as architects
and constructors of growth, allow for improvements in services provided by the
government, more entrepreneurs, creators of jobs, among others.
In Guatemala more than half of the population live in extreme poverty however
Guatemala still keeps steadily as the most important economy in Central America,
therefore the challenges faced by the public and private sector are enormous and
important in order to take advantage of the aid sent by donors countries and also the
remittances sent by the migrants living abroad, these challenges can be amplified
mostly by taking into account that terrorism that the world today is facing and also
drug trafficking and violence related with migration can generate a rapidly change in
the security in the frontiers in order to diminish migration specially in the border
between the United States and Mexico, in that aspect Guatemala should enhance a
migration management at every level, in these matters, the challenges faced by the
government in Guatemala are particularly complex in order to take full advantage of
the remittances and Official Development Assistance to generate more employment,
better infrastructure and increase the health services, all these policies can create a
substitution effect just in case the remittances can decrease as a consequence of future
control policies against migrants implemented by the government of the USA.
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In such sense this thesis constitute with general research and an extensive study which
primary agenda is to generate a better panorama and more detailed understanding to
show the effects of demand shocks caused by remittances and aid over the economy in
Guatemala. We found strong and economically positive evidence of a fairly robust
association between another variable and economic growth in Guatemala which is the
case of gross savings. We can summarize that all else being equal, more savings, lower
inflation, and implementing a birth control can as a matter of fact generate faster
economic growth.
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