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Introduction
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▪ Despite decades of substantial foreign aid, Sri Lanka’s fiscal 
foundations deteriorated, culminating in the 2022 crisis

• Why didn’t foreign aid strengthen long-run fiscal capacity?

• Did aid support or undermine fiscal sustainability?

▪ This study explores the relationships between foreign aid and 
key aspects of Sri Lanka’s fiscal behavior, including tax effort, 
spending composition, and domestic borrowing

▪ Sri Lanka is a rare case of a country that moved from strong 
early tax performance to chronic revenue decline despite 
sustained aid inflows



Fiscal Effects of Foreign Aid  - Current Debate

Foreign Aid and Taxation

 Foreign Aid and Taxation – Does aid strengthen or weaken domestic revenue 
efforts?
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Foreign Aid and Government Spending

 Foreign Aid and Government Spending – Does aid expand spending or create 
fungibility?

Foreign Aid and Domestic Borrowing

 Foreign Aid and Domestic Borrowing – Does aid crowd out domestic financing?

Key debates focus on 
whether foreign aid 
strengthens fiscal 
capacity or creates 
dependency through its 
effects on taxation, 
spending patterns, and 
domestic borrowing
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Relationship Key Arguments

Aid → Tax Revenue

• Aid may reduce domestic revenue when governments substitute it for taxation to avoid high 
political costs of tax collection (Diaz-Sanchez et al., 2022; Remmer, 2004)

• Persistent aid inflows can create moral hazards that weaken incentives to improve tax capacity, 
reform institutions, and maintain accountability to citizens (Bräutigam & Knack, 2004; Knack, 2001; Moss 
et al., 2006)

• Foreign aid can strengthen tax revenue by expanding the tax base through growth and improving 
tax administration via technical assistance (Mascagni & Timmis, 2017; Morrissey, 2015)

Aid → Government 
Spending

• Aid generally increases total government spending, though often less than one-for-one (Morrissey 
2015)

Fungibility
• Aid may free government funds for other uses – fungibility (McGillivray & Morrissey 2001; Dollery & 

Worthington 1996)

• Fungibility can be positive when reallocations match domestic priorities (Rana & Koch 2020)

Aid → Domestic 
Borrowing

• Governments may substitute domestic borrowing with foreign aid, viewing it as an alternative 
financing source (Bwire et al., 2017)

• Aid conditionality stressing fiscal discipline can also discourage domestic borrowing (Osei et al., 2005)

• Aid illusion can increase borrowing (Feeny & McGillivray 2003; McGillivray & Morrissey 2001)

Fiscal Effects of Foreign Aid  - Current Debate



Motivation
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▪ Substantial empirical studies about fiscal effects of aid (cross-country panel data & country specific)

▪ Existing country-specific studies mostly focuses on low-income African countries

▪ Very limited evidence exists for middle-income, long-term aid-dependent economies transitioning out of 
concessional finance

• Sri Lanka is an ideal test case because it was long aid-dependent (Aid averaged 3.5% of GDP for 60 years), but later 
transitioned to commercial borrowing

• The study contributes to debates on aid effectiveness by focusing on a country transitioning from concessional to 
non-concessional financing



Scope and Focus of the Study
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What we examined:

1. Long-run fiscal effects of foreign aid on tax 

revenue, public spending, and domestic 

borrowing in Sri Lanka

2. How different aid types (grants, concessional & 

non-concessional loans, sector-specific flows) 

shape fiscal behavior

Core questions addressed

▪ Does aid strengthen or weaken domestic tax 
effort?

▪ Does aid influence spending composition
(capital vs. recurrent; economic/social sectors 
vs. administration)?

▪ Does aid substitute or co-exist with domestic 
borrowing in the long run?



Methodology - Empirical Framework 
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▪ The empirical analysis in this study relies on two components

• Budget Identity → how the government balances its fiscal accounts 

• CVAR → examine whether Sri Lanka’s budget identity holds in the long run and whether these fiscal variables exhibit 
endogenous long-run relationships with one another

• In essence, the model checks whether fiscal behavior adjusts coherently over time

▪ Budget identity states that the government's total receipts, encompassing revenue, grants, and borrowings, must equal 
its total expenditure (TE) 

▪ TR + NTR + FG + FL + DL = TE 

▪ Tax (TR), Non-Tax (NTR), Foreign Grants (FG), Foreign Loans (FL), Domestic Loans (DL), Expenditure (TE)

▪ Foreign Aid = Foreign Grants (FG) + Foreign Loans (FL)

▪ Foreign Loans (FL) = Concessional Loans + Non-concessional Loans 



Methodology - Empirical Framework 
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▪ Yt is a multi-dimensional vector of endogenous variables

▪ Government revenue, expenditure, borrowing and foreign aid, all expressed as ratios to GDP

▪ β – vector of coefficients that represent long-run equilibrium relationships among non-stationary variables

▪ α – vector of adjustment coefficients

▪ Dt - Vector of deterministic components (Trend, constant, two mean shift dummy variables: post1977 and post 1994)

▪ εt - vector of unobservable error terms



Methodology - Empirical Framework 
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Step Description

1. Select Optimal Lag Length

▪ lag length = 2 selected for CVAR based on the recommendation of Juselius
(2006)

▪ Lagrange Multiplier test to confirm the adequacy of the selected lag length 

(absence of autocorrelation in the residuals)

2. Johansen Cointegration Test We determined the cointegrating rank based on the Johansen Test

3. Estimate CVAR / VECM We estimated 7 VECM Specifications 

4. Check Stability Conditions
Verified that all eigenvalues lie inside the unit circle to ensure a stable long-run 
structure



Methodology - Data

12/04/2025 AAC2025 - Fiscal Impacts of Foreign Aid in Sri Lanka 10

Variable (As a ratio of GDP) Time Span Mean Max Min Std. Dev. Obs.

Tax 1959-2018 0.161 0.242 0.101 0.031 60

Recurrent expenditure 1959-2018 0.191 0.244 0.126 0.029 60

Capital expenditure 1959-2018 0.081 0.242 0.039 0.040 60

Economic and social services 

expenditure
1986-2018 0.134 0.218 0.090 0.032 33

Admin services and other 

expenditure
1986-2018 0.117 0.150 0.082 0.022 33

Foreign grants 1959-2018 0.011 0.039 0.001 0.010 60

Domestic loans 1959-2018 0.053 0.139 0.019 0.021 60

Foreign loans 1959-2018 0.024 0.077 0.002 0.017 60

Foreign loans (project) 1959-2018 0.017 0.058 -0.002 0.014 60

Foreign loans (non-project) 1959-2018 0.008 0.042 -0.013 0.013 60

Multilateral Aid 1980-2018 0.001 0.005 0 0.001 39

Bilateral Aid 1980-2018 0.011 0.037 0.000 0.010 39

▪ Data published by  Central Bank of Sri Lanka 
spanning 1959–2018 

▪ Variables (real terms) are  expressed as ratios 
to GDP

▪ Main variables → tax revenue, recurrent and 
capital expenditure, foreign grants and loans, 
and domestic borrowing

▪ Aid variables are disaggregated to capture 
differences between project and non-project 
loans, and between bilateral and multilateral 
financing

▪ Spending variables are also disaggregated to 
distinguish social and economic services from 
administrative expenditures



Empirical Results – Aid & Spending
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E&SSE → spending on areas such as education, health, welfare, community services, agriculture, energy, transport, etc.
AS&OE → spending on areas such as civil administration, defense, public order and safety, etc.

Relationship Direction Coefficient (After Normalization)

Aid → Total Spending ↑ +0.96 (32.94)

Grants → Total Spending ↑ +1.90 (3.22)

Loans → Total Spending ↓ –0.79 (-2.98)

Loans → Recurrent Spending ↓ –3.05 (-7.33)

Loans → Capital Spending ↑ +2.61 (6.40)

Aid → Economic & Social 
Services Expenditure (E& SSE)

↑ +4.91 (8.40)

Aid → Administrative Services 
& Other (AS & OE)

↓ –1.00 (5.60)

Foreign aid 
have been 
mostly used in 
productive 
sectors



Empirical Results – Aid & Spending

▪ Overall foreign aid and government expenditure relations do not indicate unfavorable trends in Sri 

Lanka context

• Foreign aid has had positive association with total government spending

• Foreign aid has been mostly utilized in productive sectors (capital spending, E&SSE) → No firm evidence for 

Aid Fungibility
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Empirical Results – Aid & Revenue
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Relationship Direction Coefficient (After Normalization)

Aid → Total Revenue (overall) ↓ –0.80 (-17.57)

Foreign Loans → Tax Revenue ↓ –1.13 (-3.86)

Project Loans → Tax Revenue ↓ –2.00 (-4.99)

Non-Project Loans → Tax 
Revenue

↓ –1.01 (-3.85)

Bilateral Aid → Tax Revenue ↓ (ns) –0.06 (-0.32) ns

Multilateral Aid → Tax 
Revenue

↓ (ns) –1.04 (-1.86) ns

Overall, Foreign 
aid and Tax 
income have 
negative 
association



Why Taxation Declined
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▪ Sri Lanka, once a strong tax collector with revenues around 20% of GDP 
in the early post-independence decades, has since seen its tax take fall 
to exceptionally low levels (Moore, 2017)

▪ The shift from trade taxes to VAT failed to raise revenue due to 
fragmented retail markets and weak compliance

• Many developing countries shifted from ‘easy to-collect’ taxes such as 
tariffs to ‘harder-to-collect’ taxes such as VAT (Aizenman & Jinjarak, 2009)

▪ Weak tax administration, limited coordination across agencies, and 
shortages of skilled personnel

▪ Expansion of informal economy 

▪ Successive governments relied heavily on exemptions and concessions 
that narrowed the base further



Lack of Commitment for Tax Reforms
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▪ The country sought IMF assistance 17 
times since independence

▪ Four times Extended Credit Facility

▪ However No empirical evidence the 
country managed to improve its tax 
collection after ECF



Empirical Results – Aid & Domestic Borrowing

▪ Foreign aid and domestic borrowing show a negative long-run association

• When aid increases, domestic borrowing tends to fall (-1.05)

▪ However, domestic borrowing remains an important and permanent part of Sri Lanka’s fiscal equilibrium

• Aid does not perfectly substitute domestic borrowing

• The government continues to borrow domestically even when aid flows are high

• Both financing sources operate side by side in the budget

▪ This suggests that aid reduces some short-term borrowing pressure, but cannot replace domestic financing 
needs in the long run

▪ Overall Aid may ease fiscal pressures, but it does not eliminate the government’s reliance on domestic credit
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Key Takeaways
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▪ Foreign aid is associated with higher capital and social-sector spending, reflecting productive allocation of 
external resources

▪ Aid is associated with lower domestic tax revenue, signaling long-run disincentives for tax mobilization

▪ Domestic borrowing remains an integral part of fiscal equilibrium, indicating that aid did not meaningfully 
reduce reliance on domestic credit

▪ A central policy message is that aid must complement long-run tax reform, not replace it



Policy Implications

12/04/2025 AAC2025 - Fiscal Impacts of Foreign Aid in Sri Lanka 18

▪ The Sri Lankan experience demonstrates that external financing can enable development spending while 
simultaneously weakening the foundations of long-run fiscal sustainability

▪ Aid can support capital formation, but if not tied to tax reform, it may encourage governments to postpone 
politically costly revenue measures

▪ Countries transitioning away from concessional finance face heightened risks when aid-induced fiscal 
structures are not supported by robust domestic revenue systems

▪ The findings therefore matter for many lower-middle-income countries undergoing similar transitions

▪ Sri Lanka’s case underscores the need for aid policies that strengthen—not substitute for—tax capacity



Questions & Discussion
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Thank You



Appendix – 7 VECM Specifications 
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Model Endogenous variables No. of var
Mean shift 

dummy
r

Sample

period

1

Government Expenditure (GE)

Government revenue (GR) 

Domestic Loans (DL) 

Foreign Aid (FA)

4 - 1
1959-

2018

2

Government Expenditure (GE)

Tax Revenue (TR)

Domestic Loans (DL)

Foreign Grants (FG)

Foreign Loans (FL)

5
p77, 

p94
2

1959-

2018

3

Recurrent expenditure (RE)

Capital Expenditure (CE)

Tax Revenue (TR)

Domestic Loans (DL)

Multilateral Aid (MA)

Bilateral Aid (BA)

6 p94 1
1980

2018

4

Economic and Social Services 

Expenditure (E&SSE)

Administrative Service and Other 

Expenditure (AS&OE)

Tax Revenue (TR)

Domestic Loans (DL)

Foreign Aid (FA)

5 p94 1
1986-

2018

Model Endogenous variables

No. 

of 

var

Mean 

shift 

dummy

r
Sample

period

R1

Recurrent expenditure (RE)

Capital Expenditure (CE)

Tax Revenue(T)

Domestic Loans (DL)

Foreign Grants (FG)

Foreign Loans (FL)

6 p77, p94 3
1959-

2018

R2

Recurrent expenditure (RE)

Capital Expenditure (CE)

Tax Revenue (T)

Domestic Loans (DL)

Foreign Grants (FG)

Project Foreign Loans (FPL)

Non-Project Foreign Loans (NPFL)

7 p77, p94 4
1959-

2018

R3

Economic and Social Services 

Expenditure (E&SSE) Administrative 

Service and Other Expenditure 

(AS&OE)

Tax Revenue (T)

Domestic Loans (DL)

Multilateral Aid (MA)

Bilateral Aid (BA)

6 p94 2
1986-

2018



Appendix- VECM Specification 1 

 Government expenditure is positively 
correlated with aid: -0.96

 Government revenue (Tax + Non-Tax) is 
negatively associated with aid: 0.80

 Domestic loans are negatively 
associated with aid:1.05

Normaliza

tion
GE GR DL FA Trend cons

1

Beta 1
-1.20

(-31.15)

-0.92

(-24.48)

-0.96

(-32.94)

-0.00

(-4.01)
0.04

Alpha
-1.10

(-1.07)

1.48

(2.49)

-2.05

(-2.86)

-0.08

(-0.17)

2

Beta
-0.83

(-27.45)
1

0.76

(17.86)

0.80

(17.57)

0.00

(4.16)
-0.03

Alpha
1.32

(1.07)

-1.77

(-2.49)

2.45

(2.86)

0.10

(0.17)

3

Beta 
-1.09

(-27.20)

1.31

(22.51)
1

1.05

(18.53)

0.00

(4.02)
-0.04

Alpha
1.00

(1.07)

-1.35

(-2.49)

1.87

(2.86)

0.08

(0.17)
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Appendix - Hypothesis Testing
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Hypothesis Description

1

One-to-one relationship 

between aid inflows and 

government spending

βGE = 1, βFA = 1

▪ If this condition holds, all aid directly translates into 
increased government spending

▪ However, spending may not fully reflect aid inflows due to 
factors like aid being used to reduce borrowing, declining tax 
revenues, or leakage from corruption.

2

Balanced budget 

βDB=0, βGE =-1, βFA=1, βGR=1

▪ This hypothesis says domestic borrowing is not a part of 
equilibrium

▪ Government manages its budget using domestic revenue 
and foreign aid

3

Aid displaces tax effort

βFA = 1, βGR = -1

▪ Aid may reduce tax effort if recipient governments use the 
extra fiscal space provided by aid to keep taxes low

4

Aid substitutes domestic 

borrowing 

βFA = 1, βDB = -1

▪ This hypothesis says aid perfectly substitutes domestic loans



Appendix - Hypothesis Testing
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Hypothesis
Beta (β)

DF
Test Statistic

Chi2(p-value)
Inference

DB GE FA GR

Aid Spending free -1 1 free 1 5.08 (0.02) Reject

Balanced Budget 0 -1 1 1 3 19.64 (0.00) Reject

Revenue Displacement free free 1 -1 1 5.7 (0.02) Reject

Borrowing Displacement -1 free 1 free 1 4.51 (0.03) Reject

 All Hypothesis were rejected. Our findings suggest:

▪ No one-to-one relationship between aid and spending 

▪ Domestic borrowing is a part of equilibrium

▪ Aid may reduce the tax revenue but not fully displace tax

▪ Aid does not perfectly substitute domestic borrowing


