
The Ranting Economist 

The poverty trap and the aid debate 

‘The third world has shrunk’ (Collier, 2007, p.3). This quote, from economist Paul 

Collier, is bitter-sweet in that it represents two observed phenomena. The first is that in 

the last forty years we have seen astounding economic development and reductions in 

poverty. In no country is this more apparent than China – a country which, since 1981, 

has lifted more than 635 million people out of poverty (Zhong et al, 2010). However 

this quote also represents the sad fact that there still remains a group of countries which 

have not developed, are showing no signs of development and, for some of them, have 

actually sunk further into poverty. In the context of the immense development successes 

around the world many have asked: why haven’t these countries developed, too? 

Like others before him,
1
 Jeffrey Sachs asserts that (1) these countries are stuck in a 

poverty trap, and (2) aid is the solution (Sachs, 2005, p.245). Both these assertions have 

been the subject of great debate. In this paper, however, I will argue that these two 

assertions are in fact related: that whether you believe aid is part of the solution to 

poverty or not will largely depend on whether you believe in the existence of a poverty 

trap. Furthermore I will argue that whether the poverty trap exists or not depends on 

how you define it and that the bulk of the disagreement in the literature is in fact the 

result of authors inappropriately defining the poverty trap.  

Properly defined, I will argue that the poverty trap does in fact exist. However before I 

turn to this, let us first consider Sachs’ argument in more detail.  

1. Sachs and the poverty trap 

Sachs’ argument is based on a Solow-style model of economic growth where a 

household can either consume its income or save its income by investing in capital.
2
 

This capital is then used to generate more income - some of which is then re-invested in 

                                                 

1
 The poverty trap can be dated back to the seminal article of Rosenstein-Rodan in 1943, the work of 

Rostow in 1960 and the work of Collier in 1997 (although Collier focused on the existence of four key 
traps, discussed later) (Begovic, 2011). 
2
 Sachs specifically refers to human capital, business capital, infrastructure, natural capital, public 

institutional capital and knowledge capital (Sachs, 2005,  pp.244-245) 
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more capital which, in turn, generates even more income thus resulting in a self-

sustaining cycle of economic growth (Sachs, 2005, pp.245-250). 

In explaining the poverty trap Sachs begins from the premise that the household is 

forced to consume all of its income in order to survive. The result is that none of the 

household’s income is saved and, therefore, no funds are invested in capital. Without 

investments in capital, the household is unable to grow its income. Worse still is that the 

household’s capital stock depreciates over time.
3
 With no investment to replace 

depreciating capital the household finds itself trapped in a vicious cycle of falling 

incomes, zero savings, zero investment and falling capital per person (Sachs, 2005, 

pp.245-250). 

 

Image source: Johnston, 2010 

The solution to this predicament, according to Sachs, is aid.
4
 Aid provides the 

household with the necessary capital to allow it to generate income. Once the capital 

stock rises to a sufficient point, the household can begin saving and investing in capital 

on its own at which point aid is withdrawn and the household enjoys self-sustained 

                                                 

3
 Sachs also incorporates population growth into his model whereby an increase in population reduces 

capital per person. 
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economic growth. Aid therefore breaks the poverty trap. The question, however, is what 

role does the poverty trap play in the aid debate?   

2. The poverty trap and aid 

When we look through the literature we can see an interesting pattern emerge: those that 

believe the poverty trap exist, such as Sachs, Rostow and Collier,
5
 tend to favour more 

aid while those that do not believe in the poverty trap such as William Easterly and 

Dambisa Moyo, tend to favour much less.
6
  

This pattern is no coincidence and the reason is fairly logical. Consider Easterly as an 

example. Easterly’s argument is essentially that ‘the right plan is no plan’ (Easterly, 

2006, p.5). He argues that aid cannot end poverty and that only home-grown 

development based in the dynamism of individuals and firms in free markets can do that 

(Easterly, 2006, p.368). This ‘hands-off’ approach to poverty reduction would be 

completely untenable if you believed in the poverty trap. If countries are trapped and are 

dependent on aid to escape, how could you deny it to them?
7
 Conversely if, like Sachs, 

you believe the poverty trap does exist then the solution must involve foreign assistance 

in one way or another since the country, by definition, is unable to escape from poverty 

without it.
8
 The question, therefore, is does the poverty trap actually exist? 

                                                                                                                                               

4
 Sachs says that foreign aid feeds into three channels: directly to households (humanitarian aid), the 

public budget (financing public investments) and directly to firms and businesses (microfinance) (Sachs, 
2005, p.246).  
5
 Paul Collier does not adopt the same poverty trap argument as Sachs, rather he considers there to be 

four traps: the conflict trap, the natural resource trap, the trap of being landlocked with bad neighbours 
and the trap of bad governance: (Collier, 2007, p.5). 
6
 By ‘aid’ I am referring specifically to aid for the purpose of economic development and am not 

referring to humanitarian aid. 
7
 This, I argue, explains the heated debate between Sachs and Easterly. If you believe the poverty trap 

exists then denying aid to developing countries appears callous and immoral.  
8
 It is important to note that I am not suggesting that this pattern is absolute - just that this pattern 
exists. There are, of course, individuals who may not believe in the poverty trap who nevertheless 
believe aid is a good thing (e.g. even though a country is not ‘trapped’ we can nevertheless help speed 
its development). Similarly there are individuals who believe in the poverty trap but may not believe in 
aid (e.g. that although a country is genuinely trapped, giving money to a corrupt government will just 
make the problem worse).  
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3. Poverty trap: fact or fiction? 

The poverty trap, and Sachs himself, has been the subject of significant criticism from a 

number of those who claim that the poverty trap is both unsubstantiated and 

implausible. For convenience, I categorise these critics into two non-exclusive groups: 

the generalists and the technocrats. 

The generalists tend to dismiss the poverty trap as being generally inconsistent with 

common observations. Their views are encapsulated by quotes like that from Easterly 

who asked “Doesn’t [Sachs] have a little curiosity about why this easy problem wasn’t 

solved with some of the $568 billion in foreign aid given to Africa over the last 43 

years” (Easterly, 2005). Prima facie, this is a compelling criticism. If the poverty trap 

can be broken by simply recapitalising households through aid, why hasn’t this already 

been achieved through the decades of aid provided to these countries? 

In contrast to the generalists, the technocrats dismiss the notion of a poverty trap based 

on statistical observations and econometric analysis. For the poverty trap to exist, they 

argue, you would expect to see two key phenomena: zero or low rates of savings and 

zero or low rates of growth. Kraay and Raddatz took up the first of these issues and 

found that savings rates in poor countries do not behave in a manner that is consistent 

with a poverty trap (Kray and Raddatz, 2005). Similarly, Easterly found that incomes in 

the poorest countries did increase by 2.25 since 1950
9
 and that there was no empirical 

evidence of stagnation in poor countries’ incomes (Easterly, 2006, pp.42-43). Indeed, 

using a cross-country regression Easterly found that when you control for initial poverty 

and bad government it is in fact bad government that explains slower growth (Easterly, 

2006, p.42). 

So does the poverty trap exist? 

Whether the poverty trap exists or not depends on how you define it. In The White 

Man’s Bruden, Easterly says “the data do not fit the definition of a poverty trap 

                                                 

9
 Easterly also found that this increase was not statistically different from the 2.47 increase in the 

incomes of remaining countries (Easterly, 2006, pp.42-43). 
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[because] per capita [income] growth of the poorest countries was not zero” (Easterly, 

2006, p.42). This is clearly a very strict definition of the poverty trap. If you accept the 

technocrat’s view that the poverty trap demands zero rates of growth and savings then, 

indeed, the poverty trap does not exist.  

However in my view this definition of the poverty trap is unrealistic, unhelpful and, 

most fundamentally, a mischaracterisation of the argument put by Sachs. Sachs uses the 

concept of a poverty trap as exactly that – a concept. Sachs presents the poverty trap as 

a systemic and multi-dimensional problem and does not suggest that the poverty trap is 

as simple as savings rates. Furthermore to suggest, as the generalists have, that Sachs is 

putting forward an argument that poverty is a simple problem with a simple solution is 

an exaggeration. Sachs goes into great detail about the forms of capital that require 

investment, the importance of creating markets and public infrastructure, the channels 

through which aid should flow, as well as the role of things like health, disease, 

education, corruption and a whole host of other factors in compounding the poverty trap 

(Sachs, 2005, pp.56-66). Sachs does not present the poverty trap as being a simple 

problem. 

Once properly defined, the existence of a poverty trap becomes very difficult to dispute. 

There are a number of countries which are clearly failing to escape poverty. No author 

would suggest that these countries could develop if they wanted to. Even Easterly’s 

suggestion that bad governments explain much of these countries’ poverty can, itself, be 

conceptually thought of as a form of poverty trap – a vicious cycle in which bad 

governance creates poverty which, in turn, further restricts governance potential. 

4. Conclusion 

The poverty trap is appropriately defined by Sachs as being a broader concept which 

seeks to explain how a variety of factors – such as poor governance, natural resource 

decline, disease, lack of education and corruption – can create a vicious cycle of 

poverty. Defined in such a way, the poverty trap is difficult to dispute. Indeed almost 

every author on this subject has discussed this self-reinforcing nature of poverty in one 

way or another, regardless of whether they characterise it as a poverty trap or not. 



The Ranting Economist 

  6 

The implications of my conclusions are fairly clear. I have argued that whether you 

consider aid is part of the solution to poverty will be largely guided by whether you 

believe in the existence of the poverty trap. Having argued that the poverty trap does 

exist, it follows that I am in agreement with Sachs that aid and foreign assistance will be 

a big part of the solution to poverty. However the fundamental conclusion I wish to 

convey is that the source of much of the disagreement in the aid debate is not actually 

aid at all – it is the root causes of poverty. Perhaps, counter-intuitively, the aid debate 

needs to stop focusing on the solutions and start focusing on the problem.  
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