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Abstract:  In this paper, we argue that it would be fruitful to revisit foreign aid’s 
potential as an insurance mechanism against macroeconomic shocks. In a simple 
model of aid flows between two endowment economies, we show that at least three 
fourths of the large welfare costs of macroeconomic fluctuations in poor countries 
could be alleviated by a simple reallocation of aid flows across time. 
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Figure 1.a, transitory shocks
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Figure 1.b, persistent shocks
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Figure 2.a, transitory shocks
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Figure 2.b, persistent shocks
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Figure 3.a, transitory shocks
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Figure 3.b, persistent shocks
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