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Foreign aid and capital no longer 
possible for development

bY R.M.BSenanayake

W e take it  for granted that ?' 
our development must 
come from foreign funded 

finance - either foreign aid or for­
eign capital inflows. Not all coun­
tries that developed in the past 
depended on foreign finance or for­
eign capital inflows. The USA 
received-foreign capital inflows for 
its development in the initial 
stages but later mobilized more 
resources on its own to sustain the 
momentum of investment and 
growth,. We too have to do the 
same.

We invest about 29% of our 
GDP but are able to mobilize only 
21% of the GDP from our own 
domestic fquources. We cannot 
depend entirely on foreign aid or 
even foreign Capital inflows alone 
to fund our development. We must 
make our own efforts to mobilize 
savings and use them for develop­
ment. We do save about 21% of the 
GDP but all the savings are taken 
by the government and used to 
fund partly its recurrent budget 
deficit and only partly its capital 
expenditure. The recurrent budget 
must be funded from tax revenue 
and not from borrowings.

This is a test of fiscal prudence 
for the Minister of Finance. Will 
he be able to do so? So far all 
Finance Ministers since 1977 have 
by and large failed to do so. Mr. 
Ravi Karunanayake, the present 
Finance Minister promises to 
change it. Wish him luck in deal­
ing with supplementary estimates 
that invariably increased the real­
ized budget deficit as originally 
budgeted.

We need to save to fund at least 
part of our capital expenditure 
and fund only the development 
expenditure from borrowings. But 
this requires all new borrowings 
for capital expenditure to be vetted , 
by the Ministry of Planning Which 
must itself come out with a per­
spective plan at the least. Many 
ppuntries that d evelp p ^ ,,^  the;y 
past saved money from their 
incomes and used them to .fund 
new capital expenditure. We are a 
heavily indebted country. We must 
at the least save sufficient money 
from our incomes to fund the for­
eign debt repayment without hav­
ing to borrow even that component 
of government expenditure; *

Many countries that developed

in the past saved out of their 
incomes and this taught a lesson to 
the people to be frugal. But we 
have failed to do so. Our people 
like our governments do not show 
any frugality and carry on spend­
ing as if we are a rich country. 
Most developing countries saved 
from their comparatively low 
incoines and pulled themselves up 

, by their bootstraps as it were.
We cannot leave our develop­

ment entirely to foreign capital 
inflows either by way of foreign 
aid or foreign capital inflows. We 
no longer qualify for concessional 
foreign aid* since we have now 
reached middle income status. We 
must make our own efforts to raise 
funds for development instead of 
seeking to raise all our develop­
ment expenditure from foreign 
capital inflows. We have no special 
benefits or advantages to offer to 
foreign investors and such foreign 
investment is bound to dry up in 
the future. It has been declining 
recently

Much of our private savings is 
absorbed by the government to 
fund its continuing budget 
deficits, leaving very, little for pri­
vate domestic investors to raise 
from the market. On the current or 
recurrent account, Finance 
Minister Karunanayake has prom­
ised to avoid deficit budgeting 
funded by money creation. This is 
the minimum he must do to be 
appreciated as a prudent finance 
minister. But before he ban elimi­
nate budget deficits on current or 
so-called recurrent account he will 
have to either cut down expendi­
ture or raise more tax revenue. He 
must at least insist that the 
Treasury will not fund any losses 
of the state corporations. They 
must either raise more private 
capital or more revenue by 
increasing their prices or cutting 
their expenditure. They must not 
be funded? by the Treasury but 
asked to raise their own funds on 
the strength of their balance

, Wind up and save fip& ej^ es.-
Nor *can we depend oh globaliza­

tion. We are not attractive as a des­
tination for direct foreign invest­
ment except as a possible location 
for reaching the Indian market. 
This is why foreign capital pay­
ments and people exchange with 
India should be liberalized for we 
have ho other future prospects, not
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Much of our private savings is 
^absorbed by the government to 
fund its continuing budget 

deficit's, leaving very little for private 
domestic investors to raise from the mar­
ket. On the current or recurrent account, 
Finance Minister Karunanayake has 
promised to avoid deficit budgeting funded 
by money creation. This is the minimum 
he must do to be appreciated as a prudent 
finance minister. But before he can elimi­
nate budget deficits on current or so-called 
recurrent account he will have to either 
cut down expenditure or raise more tax 
revenue. He must at least insist that the 
Treasury will not fund any losses of the 
state corporations. They must either raise 
more private capital or more revenue by 
increasing their prices or cutting their 
expenditure. They must not be funded by 
the Treasury but asked to raise their own 
funds on the strength of their bal-̂  
ance sheets or by selling their{ 
assets or wind up and save future'
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even under globalization. With our 
liberal attitudes and* free markets 
in capital movements we can 
become a financial hub. Exchange 
Control has been liberalized. We 
need to liberalize other restric­
tions like movements of technical 
and professional people and not 
laborers- qri unskilled workers 
although given our people’s atti­
tudes to manual work, even this 
liberalization

industrial countries but also, 
between industrial and developing 
countries. Capital inflows have 
been associated with high growth 
rates in the past as in tlie capital 
flows from Europe to the Americas 

< during (the nineteenth and early 
twentieth centuries.

Unlike in the past recent capital 
flows have included developing
countries, particularly some devel- 

mya*y>e nec^gftlX^ qfttotg counfrmswhich ace popu- 
for jobs consitW ihs meKial ̂ C S P d e s tf r p ^ W o r  slM PgM *. ■ 
our people.1 ’T Generally bapflallnfloA^p^e led

The International Monetary to higher economic growflitn flie 
Fund has analyzed the wave of countries receiving such capital
financial globalization that has 
occurred since the mid-1980s. 
Much of what follows is  repro­
duced from the IMF analysis.

The recent past has been 
marked by increased capital flows 
among countries particularly flie

inflows. But such capital move­
ments have also had destabilizing 
effects and led to a number col­
lapses in growth-rates and signifi­
cantly; caused ffr^hcial crises that 
have had substantial macroeco- 
n o m te l^  M c^scosts to the peo­

ple affected there from. So there 
has emerged an intense debate in 
both academic and policy circles 
on the effects of financial integra­
tion op developing economies.

Some countries have in the past 
restricted foreign capital inflows 
because of the destabilizing effects 
they could have. Generally howev­
er economists would recommend 
capital inflows because they lead 
to higher growth rates in the capi­
tal recipient countries. Therefore 
capital controls were not removed 
despite the movement towards free 
trade in goods and services even if 
it affects adversely the trend in the 
growth rate

This has been so particularly 
with regard to what is called 
‘financial globalization’, a counter­
part of globalization in trade. A 
serious academic assessment of 
empirical evidence on the effects 
of financial globalization for 
developing economies was there­
fore necessary. Some of the issues 
considered by the IMF are

(I) whether financial globaliza­
tion promotes economic growth in 
developing countries?

(ii) What is its impact on macro-
economic volatility in these coun­
tries? >

(iii) What are the factors that 
appear to help countries obtain the 
benefits of financial globalization?

The principal conclusions that 
emerge from the analyses are 
sobering and informative from a 
policy perspective. It is true that 
many developing economies with 
a high degree of financial integra­
tion have also experienced higher 
growth rates. It is also true that, in 
theory, there are many channels 
through which financial openness 
could enhance growth.

The recent wave of financial 
globalization that has occurred 
since the mid-1980s has been 

' marked by a surge in capital flows 
among industrial countries and, 
more notably, between industrial 
and developing _copptries. 
Although capital iMBKl iSi have, 
been associated wittefflgfrsgrowth 
l̂ ates in some devdibfnhg coun­
tries, a number of them have also 
experienced periodic collapses in 
growth rates and significant finan­
cial crises that have had substan­
tial macroeconomic and social 
costs. As a result, an Intense 
debate has emerged in both aca­
demic and policy circles on the

effects of financial integration on 
developing economies. But much 
of the debate has been based on 
only casual and limited empirical 
evidence.

What then are the effects of 
financial globalization for develop­
ing economies?

(I) Does financial globalization 
promote economic growth in 
developing countries?

(ii) What is its impact on macro- 
economic volatility in these coun­
tries?

(iii) What are the factors that 
appear to help countries obtain the 
benefits of financial globalization?

The principal conclusions that 
emerge from the analysis are 
sobering but, in many ways, 
informative from a policy perspec­
tive. It is true that many develop­
ing economies with a high degree 
of financial integration have also 
experienced higher growth rates.
It is also true that, in theory, there 
are many channels through which 
financial openness could enhance 
growth. A systematic examination 
of the evidence, however, suggests!! 
that it is difficult to establish a 
robust causal relationship 
between the degree of financial 
integration and output growth 
performance.

From the perspective of macro- 
economic stability, consumption is 
regarded as a better measure of 
the people’s well-being than out­
put; fluctuations in consumption 
are therefore regarded as having 
negative impacts on economic wel­
fare, although output could still be; 
moving upwards as a trend. As for 
financial integration as distinct 
from economic or trade integral 
tion, there is little evidence that it 
has helped developing countries to 
better stabilize fluctuations in con­
sumption growth. But fluctuations 
in consumption are destabilizing.- 
So theoretically, large benefits - 
could accrue to developing coun-- 
tries tf such stabilization was* 
achieved, hi fact, low to mO(ierete ,̂; 
levels of financial integration may 
have made some countries subject^ 
to greater volatility of consump­
tion relative to that of output,- 
Thus, some countries may have? 
experienced greater consumption" ’ 
volatility as a result. This causes^; 
hardship to people particularly the** 
poorer segments of the people. ,


