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Aid is and will continue to be a key component of strategies

for growth and sustainable poverty reduction in low-income

countries.  However, concerns have been raised about the

potentially adverse effects of aid on recipients’

competitiveness and growth prospects and on their ability to

deliver a stable macroeconomic environment for private

sector development. These are serious concerns, but must be

set against the benefits from aid. If managed well, and

whether permanent or temporary, aid can significantly boost

long-run economic growth and poverty reduction.

Five major conclusions emerge from this paper:

• the amount of aid given to a country should be

determined in a medium-term perspective and

based on the country’s level and distribution of

income, human and physical capital, economic

structure and governance. This assessment should

not be distorted by excessive concern about short-

run management issues.

• sustained aid inflows raise incomes and welfare in

the recipient country, but in doing so they

generally cause some appreciation of the nominal

and real exchange rates. This is a necessary aspect

of the adjustment process.  If aid is used

effectively, this appreciation will not undermine

growth, either in aggregate or in the export sector.

Trying to prevent this aspect of an economy’s

adjustment to higher aid is misguided and

ultimately costly to the recipient.

• temporary increases in aid require greater

flexibility on the part of the recipient government,

particularly if their duration is uncertain.  An

essential element of a flexible response is the

capacity to temporarily save aid flows as foreign

exchange reserves and draw these down in line

with the sustainable rhythm of public

expenditure.

• aid flows are not necessarily inflationary but they

must be accompanied by an appropriate monetary

and exchange rate policy to mitigate the

damaging effects of exchange rate and interest

rate volatility on the private sector.  Choosing the

correct policy stance in response to temporary aid

inflows is always difficult and particularly so when

the banking sector is weak. In all circumstances

however, effective monetary management

requires the central bank to have sufficient

capacity to conduct monetary and fiscal

sterilisation operations.

• the most valuable contributions donors and IFIs

can make are to ensure that aid flows and their

disbursement are sustained and predictable, and

to provide frameworks for disbursement that are

flexible enough to allow recipient governments to

adopt an appropriate fiscal and monetary policy

stance.

EXECUTIVE SUMMARY
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Aid flows to a small number of well-managed low-income

countries have increased sharply in recent years. It is

reasonable to expect this pattern to be repeated elsewhere as

the HIPC initiative runs its course, and to be reinforced by

targeted global funds which could provide significant

additional, but temporary, aid flows to low-income countries.

This emerging pattern of aid allocation has, however,

rekindled concerns amongst both donors and recipients

about the potentially adverse effects that high levels of aid

may have on the prospects for growth and development in

low-income countries.

Three specific macroeconomic concerns are frequently

expressed. The first is that aid inflows undercut the

competitiveness of the export sector of the economy and

hence growth.  The second is that high and volatile aid

inflows compromise effective monetary and exchange rate

management, and the third is that aid flows put excessive

pressure on recipient governments’ capacity to deliver their

public expenditure programmes.

These are genuine concerns and must be taken seriously.

However, DFID’s view, set out in this paper and explained in

more detail in a companion technical note

(http://www.dfid.gov.uk/pubs/files/macroeconomics_tech.pdf),

is that they must be set against the gains from aid in terms of

its contribution to poverty reduction and growth. Although

increased aid flows can be mismanaged, this outcome is not

inevitable; if well coordinated and supported by appropriate

economic policies in recipient countries, the net gains to

increased aid flows remain strongly positive, and donors

should continue to make these resources available. 

There is a range of other concerns about the effects of aid,

including the consequences of aid dependency for

institutional development, the political costs of excessive

reliance on non-tax revenue, and the potentially adverse

effects of aid on domestic politics.  These issues are all highly

germane to donors’ engagement with low-income countries.

This paper, however, discusses only the macroeconomics of

aid.

1. INTRODUCTION
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A sustained increase in aid means that the recipient

economy can increase its imports without having to pay for

them by increasing exports.  At the same time, because of

the aid-induced rise in income, total demand increases, for

imports and for domestic non-tradable goods and services,

including public services. The economy as a whole is

therefore unambiguously better off. Unless there is

substantial excess capacity, this shift in demand will cause

the prices of domestic goods and services to rise relative to

the prices of exports (which are determined in world

markets). This appreciation of the real exchange rate makes

the export sector less profitable, thereby reducing its output

and employment. The opposite occurs in the non-tradable

sector. This shift in production is known as the Dutch

Disease.

This Dutch Disease effect will occur whether aid is delivered

as projects or as budget support, and regardless of whether

the aid is transferred through government budgets or

through grants to the private sector, or is used to finance tax

cuts. The magnitude of this effect will, however, be stronger

the greater the share of non-tradable goods in consumption.

It will be weaker the greater the willingness of consumers to

switch from domestic to imported goods, and the more spare

capacity there is in the economy. Only if aid is entirely spent

on imports is the effect altogether absent.  

Since most aid is provided to governments whose

expenditure is mainly on non-tradables (e.g. public services),

there is thus clearly a likelihood of short-run Dutch Disease

effects.  The essential point is that an aid inflow has two

effects: a direct income effect which raises welfare; and a

distortionary effect on price incentives.  How these two

effects play out depends on the medium-term response of the

economy to the distortion.

2. IN THE SHORT RUN RECIPIENT COUNTRIES GAIN OVERALL, BUT THE EXPORT SECTOR
MAY SUFFER…

BOX 1. TRADABLES, NON-TRADABLES, AND THE DUTCH DISEASE

• Tradable goods and services are those whose prices are determined in world markets.  They include exportables

(i.e. products which are or could be exported) and importables (imports and domestically produced import

substitutes).  Examples include cash crops and manufactured goods.

• Non-tradable goods and services are produced and consumed only in the domestic economy.  Their price is

determined by domestic supply and demand.  Examples include food crops, construction and public services.

• The real exchange rate is the price of non-tradables relative to tradables.  For producers, an appreciation of the

real exchange rate means that the production of tradable goods becomes less profitable relative to non-

tradables; for consumers, imports become cheaper relative to their domestically produced substitutes.

• The term Dutch Disease was coined to describe the macroeconomic consequences of natural resource

discoveries, such as the discovery of natural gas off the Dutch coast.  In the context of aid, it is used to describe

how, following an aid inflow, there is a tendency for the real exchange rate to appreciate, which squeezes the

profitability of the export sector and causes resources to shift into the production of non-tradable goods and

services.  The "disease" is the potential contraction of the tradable sector, especially the export sector, which can

persist after the aid inflows have stopped and which may be detrimental to growth.
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In the medium term, aid-financed investment can improve

productivity in the economy and hence support higher

growth in both the tradable and non-tradable sectors,

thereby offsetting the short-run Dutch Disease effects.  Aid-

financed productivity gains can emerge through a number of

channels: through improving public infrastructure such as

roads and communications which increase market access;

through investment in education, health, and the judicial

system; through restructuring of the financial sector so that

it can better finance trade and investment; or even by

financing the reduction of growth-retarding taxes elsewhere

in the economy.

In general, these productivity effects will not be limited to

any one sector (although they may be in certain

circumstances), so that over the medium term the initial

demand stimulus in the non-tradable sector will be

reinforced, and the initial contraction in the tradable sector

offset and even reversed. The net effect is higher long-run

growth, higher sustainable consumption, and more rapid

poverty reduction.

Figure 1 represents two alternative paths for the level and

growth of national income.  In the top case, productivity

gains are quickly realised so that the initial Dutch Disease

effect is moderate and short-lived, and the long-run growth

of income (measured by the slope of the line) is permanently

faster than in the ‘no aid’ situation.  The lower line portrays

a more pessimistic outturn. Here, aid does not augment

productivity growth and hence the initial Dutch Disease

effect is never fully reversed.  Even in this case, however,

total expenditure is still higher than in the absence of aid, at

least for the duration of the aid flow.

Which of these outturns will prevail depends on a number of

factors including, of course, political considerations. A

pessimistic view, drawing on the past history of aid, would be

that the returns to aid are likely to be low or negative and

that even the lower line in Figure 1 is overly optimistic. That

may have been so in the past, but the last decade has seen

substantial reforms in the conduct of macroeconomic policy,

aid management and coordination, and fiduciary and

political accountability.  These are far from complete and

certainly do not totally eliminate the risk that aid flows may

be inimical to growth and poverty reduction in some

countries. However, these reforms have increased the

likelihood that aid will support productivity gains and hence

contribute to sustainable poverty reduction.

Some preliminary evidence from Uganda gives a sense of the

possible scale of these effects. Research suggests that a 10%

increase in aid from levels prevalent in 2000 and sustained

over the medium term would indeed appreciate the real

exchange rate in the short run (1 to 2 years) resulting in a

reduction in exports in the region of 5%; but over the

medium term (from 3 to 5 years onwards), export growth

would exceed pre-aid levels by between 3% in a low-

productivity scenario and around 10% in a high-productivity

scenario. 

BOX 2. AID AND TRADE 

It is widely agreed that open, trading economies grow faster in the long run than closed economies. Trade increases

competition and skills and technology transfers, which increase productivity. Hence if aid induces a shift towards non-

tradable production it may have a negative impact on long-term growth prospects. This is clearly serious if aid only

sustains higher consumption for the duration of the inflow but delivers no sustainable productivity gains. However, if

aid is used to finance productive investment, and especially if it enhances the productivity of tradable production

(either directly or indirectly), exports may be expected to increase over time, certainly in absolute terms and possibly

also as a share of GDP.  Moreover, since the technology transfer through which openness is argued to promote growth

is often channelled through imports, in the form of capital goods and technical services embodying new technologies,

then higher levels of aid-supported imports can also generate increased productivity and higher growth.
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FIGURE 1: PRODUCTIVE AND NON-PRODUCTIVE AID

Figure 1 shows alternative income trajectories in response to a permanent increase in

aid. The top line represents a case where aid enhances productivity growth, so that

the long-run growth rate increases (i.e. the slope of the income/expenditure line

increases). The lower line illustrates a case where short-run Dutch Disease effects are

strong and aid does not deliver higher growth in the long run.



DFID 6 December 2002

Aid flows which are temporary present the recipient

economy with additional challenges, particularly if the

duration of the flow is uncertain. Firms may bear high

adjustment costs if they mistake temporary for permanent

changes in the real exchange rate and first move into (what

they think is) the booming non-tradable sector and then out

again when the temporary effects pass. 

Even if aid flows and the associated real exchange rate

movements are fully anticipated and known to be temporary,

their effect can still be damaging if firms in tradable goods

sectors are unable to access sufficient credit to finance the

short-run losses brought about by a temporary real exchange

rate appreciation. In these circumstances, firms will curtail

investment, lay off skilled workers, withdraw from (or not

enter) strategic but temporarily unprofitable markets or, at

worst, close down completely, even though the long-run

prospects for the tradable sector may be strongly favourable.

Small firms with limited capital and collateral are

disproportionately vulnerable to this kind of market

imperfection, while adjustment costs are likely to be

especially high in economies where the financial sector is

weak.

These considerations underscore the need for flexibility in

response to temporary aid inflows, including those expected

from the global funds for health and education.

Governments must be able to smooth expenditure over time

so as to take maximum advantage of a one-off aid pulse with

the lowest possible adverse effects on the private sector.

Smoothing involves initial ‘stockpiling’ of the aid in the form

of foreign exchange reserves followed by a gradual draw-

down to finance expenditure at a rate that is consistent with

macroeconomic sustainability and managerial and

absorptive capacity in the domestic economy, particularly

the public sector.

The optimal degree of smoothing will be governed by the

factors mentioned above: the higher the import content and

the greater the excess capacity in the economy, the lower will

be the adjustment costs from a temporary aid inflow and

hence the more rapidly it can be absorbed.  Equally

important is the speed with which expected productivity

gains are likely to occur. For example, a global fund used to

finance a curative health intervention which has a rapid

productivity payoff might be drawn down rapidly since the

scale and immediacy of the productivity gain will quickly

offset any latent Dutch Disease effects.

4. MANAGING TEMPORARY AID FLOWS REQUIRE GREATER FLEXIBILITY FROM
RECIPIENTS, DONORS AND THE IFIS
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The principal objective of monetary policy is to deliver low

and stable inflation.  This requires the central bank to limit

the growth of the money supply to a rate consistent with the

underlying growth of the demand for money (itself reflecting

the underlying growth of the economy), and also to minimise

the volatility of the exchange rate and of domestic interest

rates.

Like private capital inflows, aid is not intrinsically

inflationary, although it may be so if accompanied by

inappropriate monetary policies.  Public expenditure in

excess of tax receipts raises the government’s overdraft with

the central bank, and increases the money supply. To keep

the money supply on track, the central bank can sell foreign

exchange (i.e. the aid inflow itself) or issue domestic debt, or

some combination of the two. In the former case this

appreciates the nominal exchange rate and in the latter it

raises the level of domestic debt and drives up interest rates.

As previously indicated, some appreciation of the real

exchange rate is likely to accompany a sustained aid inflow.

The transition to this new real exchange rate can occur only

through some combination of an appreciation of the nominal

exchange rate and an increase in the aggregate price level.

The monetary authorities should not attempt to prevent the

appreciation of the real exchange rate.

If the nominal exchange rate is fixed, then the real exchange

rate appreciation must necessarily take place through an

increase in the price level.  If, as is more common nowadays,

the exchange rate is floating, most of the adjustment will

come about through an appreciation of the nominal

exchange rate (as a result of the central bank’s sale of the aid

proceeds to finance the increased government expenditure).

This sterilises the domestic money creation arising from the

higher government expenditure on domestic goods and

services, leaving the overall growth in the money supply

consistent with the inflation target.

Over the medium term, therefore, and with a given inflation

target, the optimal monetary policy is to allow this price and

exchange rate response to occur without interference.  An

excessive ‘fear of floating’ (i.e. a reluctance to sell foreign

exchange received as aid for fear that the nominal exchange

rate will appreciate) may be costly, saddling the economy

with either higher inflation (if the liquidity injection is not

sterilised) or higher debt and higher domestic interest rates

(if it is).

5. MONETARY POLICY SHOULD ACCOMMODATE THE REAL EXCHANGE RATE
APPRECIATION IN THE MEDIUM TERM…

BOX 3. MONETARY MECHANICS AND STERILISATION

When a government receives aid it sells it to the central bank.  The bank’s net foreign assets (NFA) increase by the

amount of the aid and its net domestic assets (NDA, consisting principally of its claims against the government and

domestic banks) fall by the same amount. The net effect on the money supply (i.e. the combined effect of changes

in NDA and NFA) is zero.

As the government increases its expenditure in response to the aid inflow, it draws down its balance at the central

bank, thereby increasing NDA, so that the money supply increases.  The central bank can offset, or sterilise, this

expansion by:

• Foreign Exchange Sterilisation: Selling off its NFA to the private sector in exchange for domestic currency. This

shrinks the money supply and, by changing the balance between domestic and foreign currency, appreciates the

exchange rate; or

• Bond Sterilisation (also known as Open Market Operations): Selling domestic debt to the private sector, typically

the banks, in exchange for domestic currency. This transaction reduces the NDA of the central bank, swaps

debt for money, shrinking the money supply and, by changing the balance between money and debt, increases

domestic interest rates.



Donors and IFIs have an important role to play in assisting

recipient governments to manage aid inflows effectively.

First, donors’ analysis of the macroeconomic impact of

additional aid flows should be appropriately placed in a

medium-term context and should not be driven by too

narrow a focus on short-run effects. Second, they should

seek to provide as much predictability as possible about the

timing and size of aid flows.  Predictability helps the recipient

to develop appropriate public expenditure programmes, to

signal the stance of public policy to the private sector, and to

develop an appropriate monetary stance. Third, donors must

ensure that their conditionality – much of which reflects

genuine fiduciary responsibilities – does not excessively limit

the recipient government’s capacity to conduct its fiscal and

monetary policy.  This means, among other things,

supporting greater discretionary use of foreign exchange

reserves for monetary policy purposes. Short-term reserve

accumulation does not necessarily mean a "failure to use

aid": it can, rather, be a mechanism for increasing the

efficiency with which aid is used.

7. DONORS AND IFIS CAN SUPPORT EFFECTIVE MANAGEMENT OF AID
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Short-run monetary management, especially in the presence

of temporary or volatile (and lumpy) aid flows is necessarily

more challenging. Letting volatile aid inflows translate

immediately into changes in the nominal exchange rate or

domestic interest rates may lead to instability which could

have significant economic costs for the private sector,

particularly in an economy with thin financial markets.

Central banks therefore need to modulate their sterilisation

strategy to protect the domestic economy from excessive

short-run deviations of interest rates and the exchange rate

around their medium-term path.  This will typically require

a blend of foreign exchange intervention to smooth the path

of the exchange rate, and domestic debt sales or purchases to

smooth the short-run path of domestic interest rates.  It may

also involve a willingness to allow inflation to deviate from

its target in the short run. 

The government must also be aware that there is a limit to

the capacity of the monetary authorities to intervene, again

especially if financial markets are thin and underdeveloped.

If the required short-run monetary adjustment to an aid

inflow is ‘too large’ – in the sense that it can be achieved only

by confronting the private sector with excessive short-run

movements of the interest rates or exchange rate – then

some degree of ‘fiscal sterilisation’ is warranted. This could

involve adjustments to the speed with which aid

commitments are drawn down, or to the scale and

composition of public expenditure.

Establishing the appropriate monetary and exchange rate

response to aid flows (or indeed to private capital flows or

large changes in the terms of trade) is always difficult,

particularly for low-income economies with a recent history

of high inflation and weak fiscal control.  Three factors

exacerbate this technical challenge.  The first is uncertainty

about whether increases or decreases in aid inflows are

temporary or sustained – since this will determine the extent

to which the domestic economy must adjust.  The second is

that it is hard to estimate how much the real exchange rate

should appreciate in response to an aid inflow and hence

what the transition path for the nominal exchange rate

should be.  The third is uncertainty about the evolution of

the demand for money, especially in economies with recent

high inflation, where there is often a sharp recovery in the

demand for domestic money, which reduces the optimal

level of sterilization. These uncertainties require the

monetary policy response to be kept under continual review.

6. …ALTHOUGH SHORT-RUN INTERVENTION MAY BE REQUIRED TO SMOOTH THE
ADJUSTMENT TO THE NEW REAL EXCHANGE RATE
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