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Motivation

Question of the Paper:
Are the fiscal policy variables driving aid?
If so, which are the ones?

Theory

Model by Kimborough

Production:

The production function in this model satisfies the
constancy of the marginal productivity of labour

Individual :

The representative individual of the economy tries to
maximise his lifetime utility




Theory (cont)

Government Sector:
The government sector should satisfy the budget
constraint.

Government does not need to smooth out income and
consumption and can run a budget deficit.

Theory (cont)

Optimal Fiscal Policy Response:

MBG = MCG

MBG = MCG

MBG =MCG

Predictions of the model:

Aid MCG Present value of G Welfare
Aid Tax Rate Welfare

Aid  Government Spending




Trends in Fiscal Policy Variables in Sri Lanka

Data Source: World Development Indicator CD, 1970-2001

Lrase Y
oy

Trends in Fiscal Policy Variables in Sri Lanka




Trends in Fiscal Policy Variables in Sri Lanka

Trends in Fiscal Policy Variables in Sri Lanka

—e—— CPexp/Texp
---M--- Crexpl/Texp




Trends in Fiscal Policy Variables in Sri Lanka

Trends in Fiscal Policy Variables in Sri Lanka

Decline in Tax Revenue from 1990 —2001
Exogenous Factors:
Slowdown in world output growth accompanied by the
recessions in US, EU.
Endogenous Factors




Trends in Fiscal Policy Variables in Sri Lanka

Is aid Is associated with an increase In total
government expenditure?

Does aid increase or decrease tax revenue?
Is there evidence of ‘aid illusion’?
Does aid increase capital expenditure ?




ECONOMETRIC BACKGROUND

VAR approach to evaluate the role played by

foreign aid in the fiscal policy variables of Sri
Lanka.

Johansen and Juselius (1992)

(Not enough time for explanation!!!)

Econometric Analysis of Sri Lanka

« UNIT ROOT TEST
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-2.97 1(1)

-1.95

RESULTS: Plot of Residuals

Inference

I(1)




Cointegration Analysis: 1970-2001

HO : rank Eigenvalue loglik for rank Trace test [Prob]
<=

0 -269.4043 90.482 [0.000]**

0.76426 -247.7291 47.132 [0.057]
0.61794 -233.2966 18.267 [0.557]
0.34827 -226.8747 5.4229 [0.763]

0.16314 -224.2033 0.079939  [0.777]

0.0026611 -224.1633

Long run relationship

0.25 Aid - 0.23CPexp - 0.51 TXR + 0.01 CGDbt =
CRexp




RESULTS: Coefficients & Elasticity

L.H.S R.H.S Variables
Variab
le

-2.256 0.062 1.107
(-2.228) (1.541) (0.480)

-0.228 -0.514 0.014 0.252
(-0.103) (-0.231)  (0.160) (0.049)

-0.443 -1.944 - 0.027 0.490
(-0.449)  (-4.322) (0.692) (0.215)

16.107 70.648 36.344 - -17.825
(0.649) (6.249) (1.446) (-0.312)

0.904 3.963 2.039 -0.056 -
(2.082)  (20.061)  (4.641)  (-3.210)

RESULTS: Error Correction Model

Dependent Variables
CRexp Aid CPexp

CRexp(t-1) -0.059 -0.092 -0.135 0.549 -0.461
(0.801) (0.626) (0.630) (0.005) (0.703)

CRexp(t-2) 0.103 -0.417 -0.161 0.323 -1.016
(0.594) (0.015) (0.487) (0.487) (0.311)
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Aid(t-1) -0.354 -0.208 0.579 0.197 -0.579
(0.135) (0.264) (0.046) (0.236) (0.620)

Aid(t-2) -0.399 0.262 0.075 -0.347 1.218
(0.193) (0.283) (0.832) (0.117) (0.429)

CPexp(t-1) 0.045 0.079 -0.284 -0.556 2.114
(0.854) (0.685) (0.335) (0.005) (0.107)

CPexp(t-2) -0.495 0.013 0.279 -0.216 0.250
(0.014) (0.929) (0.207) (0.109) (0.787)

TXR(t-1) 0.232 -0.126 0.172 -0.045 -1.165
(0.307) (0.485) (0.520) (0.776) (0.316)

TXR(t-2) 0.446 0.606 0.145 -0.685 3.070
(0.130) (0.016) (0.667) (0.003) (0.048)

CGDDbt(t-1) 0.071 0.022 -0.144 -0.032 0.066
(0.272) (0.665) (0.071) (0.480) (0.840)
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CGDbi(t-2) 0.138 0.131 -0.024 -0.075 0.443
(0.041) (0.018) (0.748) (0.106) (0.180)

ECM (t-1) -0.583 -0.038 0.000 -0.512 -0.510
(0.001) (0.747) (0.996) (0.000) (0.504)




RESULTS

Diagnostic Test

Vector Error Autocorrelation

AR 1-1 test F(25,23) = 1.16 [0.3595]

Vector Normalilty Test Chin2(10) = 12.637 [0.2447]

All values are significant at 95% level. Values in parenthesis are t-prob.

RESULTS

Parsimonious VAR
Dependent Variable

Explan CRexp TXR

atory - 0.528
variabl (0.000)
e 0.227 0.269
(0.134) (0.018)

- -0.490

(0.003)

-0.198 -0.400

(0.341) (0.007)

-0.602 -0.188

(0.002) (0.103)

- -0.464

(0.001)

-0.499 -0.535

(0.000) (0.000)

Diagnostic Test
Vector Error Autocorrelation
Lag 1-1 F(4,36) = 0.670 [0.616]
Normality Chin2 = 4.486 [ 0.344]
Heteroscedasticity F(42,12) = 0.068 [1.00]




RESULTS

Model 2 - I(1) Cointegration Analysis, 1970 to 2001
HO : rank <= Eigenvalue loglik for ~ rank Trace test
[Prob]

-238.4393 0 43.425
[0.122]

0.59292 -224.9581 1 16.462
[0.686]

0.29506 -219.7134 2 5.973
[0.702]

0.16758 -216.9622 3 0.4705
[0.493]

0.01556 -216.7269 4

CONCLUSION

Aid does increase total expenditure. Nevertheless, the
affect of aid can only be accurately documented when
the total government expenditure is disaggregated
between capital and current expenditure.

Tax revenue seems to rise as aid increases. This finding
is desirable for Sri Lanka,since expanding tax base is an
effective way of financing expenditure and reduce debt

‘Aid illusion’ has considerable influence on capital
expenditure which increased more than the proportion of
aid.

There is high positive correlation between aid and
current expenditure.




