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Foreign aid is clearly not a necessary condition of economic development. This fact is obvious 
from the history of the developed countries, all of which began poor and have invariably 
progressed without government-to-government aid. It is clear also from the history of many 
underdeveloped countries — Hong Kong, Japan, Malaya — which have advanced in recent 
decades without foreign aid. 

Nor is foreign aid a sufficient condition of economic advance or even a generally effective 
force in its promotion. Indeed, its failure to advance living standards in poor countries after 
more than a decade of its operation is recognized in current discussions which emphasize the 
continued low living standards in the recipient countries and insist on the need for indefinite 
continuation of aid at present or higher levels. 

India is perhaps the most familiar example. Thirteen years after the beginning of Western aid 
and the inception of the five-year plans, the country experienced in 1964-65 the most acute of 
its recurrent, almost annual, food and foreign exchange crises. For a long time advocates of 
foreign aid to India, Professor Walt W. Rostow among many others, insisted that the turning 
point was just around the corner, and that after only an additional limited injection of aid the 
country would reach "self-sustaining growth"—to use the popular, though largely 
meaningless, catch phrase. For years now India has been dependent on large-scale foreign aid 
and gifts of food, without which there would have been mass starvation in 1964-65. External 
dependence has now come to be taken for granted. Algeria, Burma, Ceylon, Indonesia, and the 
United Arab Republic are among other countries with acute domestic economic difficulties 
after prolonged foreign aid. 

Analogy with Marshall Aid 

Marshall aid to Western Europe is often instanced in support of the potential value of foreign 
aid to poor countries. Its experience suggests the exact reverse. The economies of Western 
Europe had to be restored while those of present recipients have to be developed. Europe after 
1945 was demonstrably short of capital resources, especially stocks of food and raw 
materials, but not in the necessary human resources and market opportunities. Its peoples 
had the attitudes, motivations, and institutions favorable to development, as was clear from 
the performance of Western Europe for centuries before the Second World War. This 
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distinction explains the rapid return of prosperity to Western Europe (in spite of the inflow of 
millions of refugees into West Germany and the continued dismantling of plants for 
reparations superimposed on war-time destruction), and the termination of the Marshall aid 
program in four years. Almost all the aid represented the cost of food and raw materials and 
was essentially an emergency program. The contrast with the economic plight of India, and of 
many other recipients of aid after a much longer period, is clear. 

The difference in effectiveness between Marshall aid to Western Europe and foreign aid to 
poor countries is also recognized by the widely-held assumption that aid to poor countries 
must be continued for many years to come. 

The large-scale expenditure by the United States government on the surviving Navajo Indian 
population (a large group with a territory of its own) may appear more relevant to the 
assessment of foreign aid than is the Marshall plan. Very large sums, amounting to thousands 
of dollars a head, have been spent in an unsuccessful attempt, extending over decades, to 
improve the material position of these Indians. This experience reinforces the conclusion 
suggested by more than a decade of foreign aid to poor countries: foreign aid is not a sufficient 
condition of development, and is indeed unlikely to promote it substantially. If a poor country 
has failed to develop without aid, its provision alone is unlikely to lead to development. 

Poverty and Pauperization 

The flow of sustained indefinite aid implies an obvious and yet widely ignored danger—the 
pauperization of the recipients. A pauper is one who relies on unearned public assistance, and 
"pauperization" accordingly denotes the promotion and acceptance of the idea that unearned 
doles are a main ingredient in the livelihood of nations. This danger of foreign aid is 
reinforced by the practice of linking it to the balance-of-payments difficulties of the recipients. 
Foreign aid and its relation to these payments crises clearly undermine the status and 
prestige of the self-reliance required for material progress. 

This danger of pauperization which derives from the advocacy and flow of aid is enhanced by 
the prevalence in many underdeveloped countries of certain attitudes and customs, notably 
the recognized status of beggary and the absence of social stigma in the acceptance of 
indiscriminate charity which is conspicuous in South Asia. Indeed by now the pauperization of 
some major recipients of aid is a reality rather than a danger. The recent economic history of 
India can be summed up as progression from poverty to pauperism. 

The likelihood of the pauperization of the recipients is increased when the gifts are 
indiscriminate or unconditional on efforts by the recipients to improve their position. This 
applies to the operation of foreign aid. The advocates, administrators, and recipients of aid 
insist that it should be given without strings on the policies of the governments or the 
economic conduct of the population. The only significant exceptions are the preferential 
treatment of countries in balance of payments difficulties or governments engaged in compre-
hensive development planning. As I shall argue, these conditions will not improve the 
prospects of recipients becoming independent of external assistance. 

External Grants and the Growth of Resources 

The contrasting experience of the rapid success of Marshall aid and the ineffectiveness of pro-
longed aid to poor countries is ultimately related to differences between the impact of 
resources provided in the form of aid and that of resources produced locally or obtained in 
exchange for the current or expected proceeds of local production. When resources are both 
generated and used locally, the required conditions for further economic development are 
likely to be present in the form of suitable human qualities, social institutions, and economic 
opportunities. 
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Building up resources (in which formal education may or may not play a part) both requires 
and advances social and economic processes that serve to develop qualities, attitudes, 
arrangements, and institutions, the presence of which promotes the effective use of the 
resources generated. When, however, the increase in the resources takes the form of the 
inflow of free or subsidized aid from abroad, the essential process of generating them is lost. 

Here, as in many other spheres of human life, time, experience, and perhaps other 
qualifications and requirements of achievement, cannot be bought. A social process cannot be 
telescoped without affecting both its nature and the outcome of the process. And we are not 
discussing machines, pieces of equipment, but human society or, more often, collections of 
societies. Development is indisputably a social process requiring much more than the 
provision of money from abroad. 

The Impact of Aid 

When foreign aid is given by one country to another, it is received not by the people, but by 
the government: it does not go to individuals or firms in the private sector, but to the central 
government. This necessarily increases the weight of the government in the economy, which 
in turn must increase the concentration of power, even if the recipient government does not 
intend this result. And if, as often happens, the government does wish to extend its power, the 
increase in its resources helps it to do so, chiefly but not only by extending the public sector 
and by enabling the government to control the economy more closely. 

These effects are enhanced by the influential support or even pressure in the donor countries 
for comprehensive development planning and compulsory saving by the recipient countries, 
i.e., for government determination of the direction of economic activity outside subsistence 
agriculture and for special taxation to finance government expenditure. These policies have 
come to be regarded in the donor countries as a condition of economic development in poor 
countries, and their adoption by recipient countries is accordingly considered as an earnest of 
their intention to promote it. This belief is unfounded. The historical evidence both of 
developed countries and of underdeveloped countries suggests more nearly the reverse. 
Development planning was not used in the early history of the now developed countries of the 
West. Nor was it employed in the many underdeveloped countries which progressed rapidly 
in recent decades, such as Japan, Hong Kong, Malaya, Thailand, and a number of African and 
Latin American countries. Only in the Soviet economies is it an essential element of economic 
organization, and the texture of these societies reflects its pervasive effects. 

However, comprehensive development planning has been specified as a criterion or even as a 
condition for the receipt of aid by some of the most influential advocates and administrators 
of American aid, including Professors Max F. Millikan, Walt W. Rostow, and John P. Lewis. It 
was also specified as a condition of aid in President Kennedy’s special message on this subject 
in 1961. In various aid programs, including those of American aid to India and Turkey, the 
flow of aid is closely linked to comprehensive development planning. 

Moreover, the amount of aid is often geared to the shortfall of resources required for the plan, 
particularly as reflected in the balance-of-payments difficulties of the country. This criterion 
not only encourages, or even forces, the governments to engage in comprehensive 
development planning but also encourages them to make their plans as ambitious as possible. 
The governments are thus induced to pursue, or at least not discouraged from pursuing, an in-
flationary policy which eventually brings about balance-of-payments difficulties (under the 
prevailing system of fixed exchange rates). Balance-of-payments crises in turn serve as an 
effective basis for an appeal for aid. 
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Thus we have a situation in which aid depends on a means test, and the absence of means is 
regarded as a result of laudable endeavor. The link between foreign aid and payments 
difficulties is an important specific influence in the direction of the pauperization of the 
recipients of aid which I have already noted as a general danger of foreign aid. It is hard to 
think of a more effective way of discouraging self-reliance. 

These are among the reasons why foreign aid promotes and intensifies the control of recipient 
governments over the economic and social life of their countries. 

The Instruments of Control 

The principal elements of comprehensive economic control in underdeveloped countries are 
familiar. They include: a large public sector and heavy taxation; the establishing of trading 
monopolies, including state trading monopolies in agricultural exports; extensive licensing of 
industrial and commercial activities; and the establishment of many government owned and 
operated enterprises, including state sponsored, organized, and run cooperatives. 

These measures are often accompanied by substantial expropriation of private property in 
many underdeveloped countries of Asia, Africa, and the Middle East, notably Algeria, Burma, 
Ceylon, Indonesia, Syria, and the United Arab Republic (and to some extent India). And 
compulsory collectivization of much of agriculture is a common feature in countries as 
different as Algeria and Indonesia. 

In addition, economic controls extend to close surveillance of outside economic contacts. 
External trade, capital movements, and immigration are closely controlled and restricted by 
most if not all recipients of aid. These flows usually serve as vehicles not only of physical 
commodities and financial transactions, but also of new ideas, crops, methods of production, 
wants, and attitudes. Perhaps most important, they can engender a new outlook toward 
material progress. 

Some Economic Repercussions of the Flow of Aid 

Some advocates of aid may not like the kind of society which emerges from their 
recommendation, but they nevertheless accept it as the price of rapid development. They 
might, so to speak, be ready to trade some or even much freedom and security of person and 
property for an increase in the flow of goods and services. They might support the policies 
outlined above in the belief that they promote economic progress. But do they? 

The drastic policies often pursued in the name of comprehensive development planning, and 
promoted by foreign aid, do not augment resources: they only centralize power. Nor do they 
promote or strengthen the human qualities, attitudes, and social institutions conducive to 
progress. Indeed, as I have already suggested, for a number of reasons they are much more 
likely to obstruct than to promote the emergence and growth of such attitudes and 
institutions. 

The enlargement of the resources and power of the government does, of course, enable it to 
expand some industries and sectors by a transfer of resources from other uses, perhaps even 
quickly and on a large scale. But this power does not in the least ensure development in the 
sense of an increase in the total flow of goods and services, let alone in those which make up 
general living standards, as is amply clear from the experience of centrally planned economies 
over the last few decades. Only too often increased activity and expanded industries are 
treated somehow as a net gain, a net addition to output, irrespective of the level of demand for 
the product and without regard to costs in terms of alternative uses of resources. 

The government can also easily enough restrict consumption and increase investment 
expenditure. However, this objective could be achieved without close control of the economy 
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by such means as a budget surplus or the encouragement of private saving and investment. 
Moreover, an increase in investment expenditure, especially in public expenditure made pos-
sible by high taxation or the imposition of direct controls, does not guarantee economic 
progress. It only ensures reduced living standards now without ensuring higher living 
standards later. In this effect it is somewhat similar to foreign aid, which certainly im-
poverishes the donors without necessarily enriching the peoples of the recipient countries. 

Investment Expenditure and Economic Development 

Government policies and public discussions on this subject are pervaded by the widely 
prevalent investment fetish, the belief that economic development depends essentially on 
investment, which is assumed to be highly productive. But a piece of expenditure does not 
become productive by being termed investment, in the sense of any expenditure other than on 
current consumption. There is no assurance that it will increase the total flow of goods and 
services compared with alternative uses of the resources, let alone that it will improve living 
standards. And in considering the net result of an increase in investment, it is necessary to 
examine the various repercussions of the collection of the funds and of other measures in-
troduced to increase investment, especially government investment. For instance, the 
additional taxation or the restriction on the production or import of consumer goods required 
by the increase in investment often discourages or even prevents subsistence farmers from 
producing for sale. And investment can be productive only if it is embodied in physical capital 
combined with complementary human resources operating in an appropriate institutional 
setting and producing output for which there is an effective demand. In many different ways 
investible funds supplied by foreign aid are not complementary to local resources in the 
promotion of economic development in the sense of increasing their productivity. 

It is by no means certain that foreign aid does increase investment in the recipient countries. 
The various repercussions which I have already noted, particularly the imposition of 
extensive controls and higher taxation and the pursuit of inflationary policies which bring 
about payments difficulties, may serve to reduce private investment, notably direct in-
vestment in agriculture. Moreover, both the flow of aid and its method of operation encourage 
and enable the recipient governments to discourage the inflow of private capital. 

Foreign Aid and Private Capital 

Foreign aid is likely to discourage the recipient governments from securing capital on market 
terms, which from their point of view may be both unprofitable and politically unwise if 
foreign aid is available, i.e., if investible funds are available gratis. And indeed, almost all 
recipients of foreign aid restrict the inflow and deployment of private foreign capital. During 
the last decade or so these restrictions have increasingly developed into expropriation of 
foreign capital, often accompanied by the expulsion of the owners and their employees. 
Examples abound in Africa and Asia. Governments which clamor for foreign aid because of 
lack of capital nevertheless severely restrict and circumscribe the inflow and operation of 
private capital. 

Certain aspects of foreign aid, especially the criteria of allocation, have even encouraged the 
flight of private capital from the recipient countries. The donors encourage the recipient 
countries to impose extensive controls in the name of development planning. And as we have 
seen, they are also encouraged to pursue inflationary policies, since the amount of aid often 
depends on the payments difficulties of these countries. These policies engender a 
widespread feeling of insecurity, which in turn discourages the local population from saving 
and investing, and encourages the export of capital. Although capital exports are banned 
throughout practically the whole of the underdeveloped world, they are difficult to prevent. 
As a result, the inflow of foreign aid is matched by an outflow of both domestic and foreign 
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private capital. And the outflow is of capital likely to be more productive than foreign aid 
funds, because its deployment is geared much more closely to local conditions, especially to 
consumer demand and to the supply of co-operant factors. 

The Performance of Governmental Functions 

I have just noted that the preoccupation with aid, investment, and development planning has 
served to divert attention from more important factors in development which are influenced 
by government policy. This same preoccupation has also served somewhat paradoxically to 
bring about a serious neglect of essential tasks of government. Governments seem anxious to 
plan but unable to govern. The neglect extends to such familiar and essential tasks as the 
maintenance of law and order, the effective management of the monetary and fiscal system, 
and the provision of basic transport and educational facilities. Indonesia is only one of the sev-
eral poor countries where the government cannot maintain law and order but tries to control 
the economy closely. 

The proliferation is familiar of heavily subsidized state airlines, steel mills, and industrial 
plants in African and Asian countries with illiterate populations whose activities are restricted 
by customs and institutions adverse to material progress. In India, with a huge illiterate and 
caste-bound population, the development expenditure on elementary education under the 
second five-year plan was less than one-half the cost of each of the three steel plants in the 
public sector under that plan. The administration of Hong Kong is one of the exceptions to the 
inclination of governments of underdeveloped countries to neglect essential functions 
(including the maintenance of law and order) while attempting closely to control social and 
economic life. This emphasis on government functions partly accounts for the rapid progress 
of that country. Indeed, Hong Kong is being gradually omitted from the category of underde-
veloped countries in much the same way as Japan. 

Framework of Law and Order 

The promotion of a suitable institutional framework for the activities of individuals conducive 
to economic development is a task which few governments of underdeveloped countries have 
attempted to solve. In this sphere the activities of the recipients of foreign aid are largely 
confined to the expropriation of politically weak and unpopular classes (such as landowners, 
ethnic minorities, or successful traders) in the name of land reform, social justice, or the 
removal of exploitation, regardless of the repercussions of these measures on economic de-
velopment or general living standards. Institutional changes favorably affecting the 
determinants of economic progress and thus promoting material advance are generally 
neglected. 

Altogether the policies, attitudes, and outlays encouraged by foreign aid tend to lead to 
expenditures more likely to retard than to promote material advance. This applies both to 
foreign aid funds and to domestic resources whose deployment is diverted from uses more 
likely to lead to material progress. 

Human Progress 

In conclusion, I return to my main theme. Material progress depends primarily on the 

development of suitable human qualities, attitudes, and social institutions, and not on the 

inflow of external grants of money. Foreign aid does not affect the major factors behind the 

material backwardness of underdeveloped countries; the continued poverty of the recipient 

countries is therefore not surprising. The policies of the recipient countries have on the whole 

served to retard or obstruct possible advance. And while many of them would probably have 

been pursued even without foreign aid, its operation has encouraged and reinforced them, 
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generally by the supply of funds and personnel and more specifically by the criteria of 

allocation. The suggestion that the peoples of the recipient countries are likely to be damaged 

by large-scale gifts to their governments is paradoxical and requires drastic readjustment of 

ideas. But I believe it is true, and that such a readjustment is accordingly necessary. The 

longer this readjustment is delayed the more difficult it becomes, both because of the en-

trenchment of vested political, administrative, financial, and intellectual interests, and 

because of the magnitude of the costs already incurred. The greater the sacrifices, the more 

difficult it is to question the principles in the name of which they have been imposed”. Source: 
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FOREIGN AID AND FOREIGN INVESTMENT. TATYANA SOUBBOTINA.  WORLD BANK 
  
 
Foreign Aid and Foreign Investment  are financial flows to developing countries take two 
main forms- aid that comes from foreign governments, often called official development 
assistance, and investment from foreign private companies, known as private capital flows. 

Official Development Assistance 

After World War II and until the early 1990s, the main source of external finance for 
developing countries was official development assistance provided by the governments of 
high-income countries in the form of food aid, emergency relief, technical assistance, peace-
keeping efforts, and financing for construction projects. Donor countries are motivated by the 
desire to support their political allies and trade partners, to expand the markets for their 
exports, and to reduce poverty and military conflicts threatening international security. After 
the breakup of the Soviet Union, former centrally planned economies also started to receive 
official assistance, aimed primarily at supporting market reforms. On average, the donor 
countries  spend about one-third of 1 percent of their combined gross domestic product 
(GDP) on official development assistance.  

Official assistance to developing and transition countries has three main components: 

 Grants, which do not have to be repaid.  
 Concessional loans, which have to be repaid but at lower interest rates and over 

longer periods than commercial bank loans.  
 Contributions to multilateral institutions promoting development, such as the United 

Nations, International Monetary Fund, World Bank, and regional development 
banks (Asian Development Bank, African Development Bank, Inter-American 
Development Bank).  
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Grants account for 95-100 percent of the official assistance of most donor countries. Most 
official assistance, however, comes in the form of "tied" aid, which requires recipients to 
purchase goods and services from the donor country or from a specified group of countries. 
Tying arrangements may prevent a recipient from misappropriating or mismanaging aid 
receipts, but they may also reduce the value of aid if the arrangements are motivated by a 
desire to benefit suppliers of certain countries and that may prevent recipients from buying at 
the lowest price. Official assistance can also be "tied up" by conditionalities- as happens with 
aid to transition countries. Because these conditionalities are linked to the speed of market 
reforms, rapidly reforming economies such as the Czech Republic and Poland receive more 
official assistance (relative to their population and GDP) than those which are less prepared to 
do so.  

Private Capital Flows 

While official assistance to developing countries hardly changed in the 1990s, net private 
capital flows to these countries roughly quadrupled between 1990 and 1994, far surpassing 
official flows (Figure 13.1). The structure of private flows also changed notably, shifting from 
a predominance of bank loans to foreign direct investment and portfolio investment. The 
share of foreign direct investment going to developing countries has risen to more than one-
third of global foreign direct investment, driven by rapid growth of multinational 
corporations and encouraged by liberalization of markets and better prospects for economic 
growth in a number of developing countries. 

 

The developing world is becoming more integrated with global capital markets, but the level 
of integration varies widely from country to country. In 1990-94 about 90 percent of private 
capital flows to developing countries were concentrated in just 12 countries .  At least half of 
all developing countries receive little or no foreign direct investment. 

 

http://www.worldbank.org/depweb/beyond/global/glossary.html#90
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Because poor African countries tend to be the least attractive for foreign investors, the growth 
opportunities fed by foreign capital flows continue to pass them by. The effective exclusion of 
such countries from the globalization process may widen international disparities even 
further. 

The developing countries that attract the most private capital flows do so thanks to their 
favorable investment climate (business environment), which includes such elements as a 
stable political regime, good prospects for economic growth, easy convertibility of the 
national currency, and liberal government regulation. Higher foreign investment in these 
countries helps them break the vicious circle of poverty  without adding to their foreign debt. 
In addition, foreign direct investment usually brings with it advanced technologies, 
managerial and marketing skills, and easier access to export markets. The added competition 
between foreign and domestic companies also makes national markets more competitive and 
national economies more efficient. 

The increased international mobility of capital has its risks, however. If private investors 
(foreign and domestic alike) suddenly lose confidence in a country's stability and growth 
prospects, they can move their capital out of the country much faster. In that respect portfolio 
investment is much more dangerous than foreign direct investment, because portfolio 
investors- who own only a small stock of shares in a company and have little or no influence 
on its management- are much more likely to try to get rid of these shares at the first sign or 
suspicion of falling profits. The East Asian financial crisis that started in 1997 is seen by some 
experts as an example of the negative implications of excessive capital mobility. 

Private capital flows to the transition countries of Europe and Central Asia are often deterred 
by uncertainties about property rights, inflation, taxes, price controls, export and import 
regulations, and other aspects of the business environment. As a result private capital flows to 
these countries remain relatively small, accounting for only about 13 percent of the flows to 
developing countries in 1990-95. Moreover, the distribution of these flows has been highly 
uneven. Countries seen as more advanced in market reforms- the Czech and Slovak Republics, 
Hungary, and Poland-attracted almost three-quarters of foreign investment in this group of 
countries . While some countries have managed to rely on foreign investment to alleviate the 
difficulties of the transition period, Russia- along with some other former Soviet Union 
countries- has suffered from significant, mostly illegal capital outflows. If the illegal outflows 
of the 1990s were reflected in statistics, the numbers for net capital flows to these countries 
would turn negative. According to some estimates, more than $110 billion in capital flowed 
out of Russia in 1993-97. The ongoing capital flight from Russia is the biggest obstacle to its 
economic development. This situation underscores the importance of creating a favorable 
investment climate, which is critical not only for attracting foreign investors but, even more 
important, for preventing and reversing domestic capital flight”. Source: Beyond Economic 
Growth. Book on line at World Bank. 

http://www.worldbank.org/depweb/beyond/global/contents.html 

This book is designed primarily to help readers broaden their knowledge of global issues, gain 
insight into their country's situation in a global context, and understand the problems of 
sustainable development- both national and global. Because development is a comprehensive 
process involving economic as well as social and environmental changes, this book takes an 
interdisciplinary approach. It attempts to describe and explain the complex relationships 
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among various aspects of development, including population growth, economic growth, 
improvements in education and health, urbanization, and globalization. Teachers, students, 
and learners of all ages are invited to explore these relationships even further using the 
statistical data and theoretical concepts presented in this book. The book starts with three 
difficult questions: 

What is development? And what does it take to make development sustainable? How can we 

measure and compare levels of development for different countries? The author of Beyond 

Economic Growth challenges readers to find their own answers to these complex questions by 

analyzing and synthesizing information on a range of critical and interrelated development 

issues: population growth, economic growth, equity, poverty, hunger, education, health, 

industrialization, privatization, trade, foreign investment, international aid, climate change, 

the Millennium Development Goals, and more. · Why is world population growing faster than 

ever before? · Will poor country economies catch up with the rich? · Can poor countries break 

the vicious circle of poverty and hunger? · How does a country’s economic position affect its 

education needs? · How are health risks changing in different parts of the world? · Will the 

North-South cooperation help prevent global climate change? · How does government 

corruption influence national development?The book, which draws on recent World Bank 

data, is written for young people, teachers, students, and others interested in learning more 

about global development. This completely revised and expanded second edition of Beyond 

Economic Growth includes new sections on: · global hunger · HIV/AIDS · international 

migration, · government corruption, and · the Millennium Development Goals”. 
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