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SECTION 01 - OVERVIEW

A Century in Three Acts

Afghanistan’s modern economic history shows a recurring pattern of dependence: first on ruling
elites and state-directed commerce, then on Cold War assistance, and later on a post-2001
architecture of aid, military spending, and externally financed reconstruction. Each transition

brought periods of recovery or reform, but none created a sufficiently broad, productive, and

self-sustaining domestic economy.

This brief traces three linked eras: the agrarian and state-led economy of the 20th century; the donor-fueled
expansion and distortion of the 2001-2021 period; and the constrained but resilient private sector that has
endured after the political rupture of 2021. The arc is unmistakable, and so is the lesson. The lesson is not that
aid has been irrelevant. While aid is essential for stability and humanitarian relief, its effectiveness is severely
undermined when it bypasses domestic institutions, weakens accountability, or substitutes for local productive

capacity rather than building it.

80% ~2/3 90%

OF 20TH-CENTURY AFGHAN
LABOR WAS ENGAGED IN
RURAL AGRIBUSINESS.

OF GOVERNMENT REVENUE OF THE POST-2001 AFGHAN
CAME FROM US & USSR AID BY ECONOMY WAS DONOR-
MID-1970s. DRIVEN.

NATIONS FAIL TODAY because their extractive economic institutions do not create the
incentives needed for people to save, invest, and innovate. Extractive political
institutions support these economic institutions by cementing the power of those who

benefit from the extraction.

— DAREN ACEMOGLU, WHY NATIONS FAIL
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From Independence to

Economic Dependence

PRE-2001 - AGRARIAN FOUNDATIONS, STATE-LED MODERNIZATMONSCOLD=
WAR AID

SECTION 02 - PRE-2001

A State Economy Tied to Foreign Aid

Twentieth-century Afghanistan was overwhelmingly an agricultural and trading economy, with most labor
engaged in rural livelihoods and agribusiness. Economic modernization accelerated in the early 1930s
through state-led industrialization, creating a small group of capitalist entrepreneurs and supporting the
gradual emergence of small and medium-sized industries processing cotton, textiles, and related goods. From
the beginning, however, these industries were closely shaped by the state, and access to opportunity often

depended on political connections as much as market competitiveness.

After the Second World War, Afghanistan's heavily state-controlled economy became increasingly tied to
international aid, benefiting from the rivalry between the Soviet Union and the United States. By the mid-
1970s, economic assistance - primarily from Washington and Moscow - reportedly accounted for a large share
of government revenue. External support helped finance modernization, infrastructure, and public
administration, but it also deepened the economy's reliance on geopolitical patronage rather than d omestic

revenue generation.

Low levels of domestic production are typical of unstable and war-affected
countries, whether due to recent or continuing conflict, or to constraints in
human resources and physical capital. As a result, trade and foreign
economic assistance become the primary sources of reliance.
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The societal, developmental, and aid-coordination challenges Afghanistan faced in the 1960s and 1970s
foreshadowed problems that would reappear in the 21st century. The underlying dynamic was familiar: a thin
domestic productive base, sustained by external financing and mediated through elite networks, recurring in

different forms across successive regimes.

Conflict erodes the industrial base

The Soviet invasion of Afghanistan in 1979 and the subsequent decades of conflict, civil war, and political
fragmentation destroyed much of the country's nascent industry and infrastructure. By the end of 2001,
Afghanistan had one of the world's lowest per-capita GDP levels, widespread extreme poverty, and a total GDP
of only around US$4 billion. The country entered the post-2001 period with severely damaged institutions,

depleted human capital, weak formal markets, and a largely survival-oriented private sector.

<$200 ~70% $4B

PER-CAPITA GDP AT THE OF THE POPULATION WAS TOTAL AFGHAN GDP, END
END OF 2001 — AMONG THE LIVING IN EXTREME OF 2001
LOWEST IN THE WORLD POVERTY BY 2001

Economic Development in countries like Afghanistan hinges on a difficult but necessary
shift: replacing extractive institutions with inclusive ones that protect property rights, drive

investment and incentivize growth through fair competition.
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2001 to 2021

REFORM, DOUBLE-DIGIT GROWTH, DONOR DISTORTION,SWEEPTOCRACY

SECTION 03 - 2001-2021

A Reformer's Optimism, an Economy of Aid

Almost twenty years before the political turmoil of late 2021, Afghanistan was already undergoing a major
political and economic transition. The international intervention after 9/11 led to the establishment of the
Transitional Islamic State of Afghanistan following the June 2002 Loya Jirga. The transitional government and
the elected Islamic Republic governments that followed faced the immense task of rebuilding an economy

shaped by monarchy, state socialism, mujahidin rule, civil war and the first Taliban period.

The Afghan economy improved significantly in the first decade of the 21st century, although from an
exceptionally low base. In 2002, without a comprehensive transition plan, Afghanistan moved from a heavily
state-controlled economy toward a market-economy system, later reflected in Article 10 of the Constitution.
That shift was ambitious, but the institutions needed to regulate markets, enforce contracts, mobilize revenue,

and protect fair competition remained weak.

A short window of reform

Licit GDP increased by more than 50% between 2002 and 2004, primarily reflecting the recovery of
agriculture from severe drought and the revival of economic activity funded by international reconstruction.
Recovery was also supported by macroeconomic reforms, including currency reform, exchange-rate

management, domestic-revenue mobilization, and institutional and financial-sector reforms.

Between 2002 and 2009, Afghanistan recorded rapid growth, driven by reconstruction, aid inflows, security
spending, and recovery from a very low baseline. By 2006, the World Bank recognized Afghanistan as aleading
business-environment reformer. Yet the early reform window narrowed as the economy became increasingly
aid- and contract-driven.
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Yet both the optimism and the reforms initiated in those early years stalled and, in some cases, reversed

with time.

2002

Constitutional shift toward a market economy under Article 10, without a full transition plan or institutional
foundation.

2002 - 2004

Licit GDP rises by more than 50% as agriculture recovers and reconstruction spending begins.

2002 - 2009

Rapid growth, fueled by recovery from a low base, international aid, reconstruction, and military spending.

2006

Afghanistan recognized as a leading reformer of its business environment by the World Bank.

2010

Collapse of Kabul Bank exposes the deep entanglement of political power, private finance, and elite networks.

2014

Drawdown of international military forces reveals the fragility of an economy heavily shaped by external spending.

SECTION 04 - DIAGNOSIS

The Donor-Driven Distortion

A large share of the post-2001 Afghan economy was donor-driven, financed either through aid or through
contracts linked to international military spending. This support helped stabilize the country and finance
essential services, but it also distorted the real market economy. The vulnerability became starkly visible after
2014, when the drawdown of international military forces reduced external spending and exposed the

weakness of domestic demand, investment, and job creation.

Private investment in genuine industrial development remained limited. Much of the investment that did
occur was linked to postwar reconstruction, services, logistics, real estate, imports, and contracting rather
than long-term productive capacity. Over two decades, the government struggled to define what a 'market
economy' meant in Afghanistan's legal, institutional, historical, and cultural context. As a result, policy often

addressed symptoms rather than structural causes.

Successive national frameworks - including the National Development Framework (2002), the Afghanistan
National Development Strategy (2008), and the Afghanistan National Peace and Development Framework |

and II (2017 and 2021) - sought to articulate a national economic vision. Their implementation was
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constrained by weak institutions, fragmented donor priorities, limited domestic ownership, and insufficient

grounding in market realities.

Economic trends and challenges were often handled on an ad-hoc basis. New laws, regulations, and
procedures were layered onto an already complicated system, increasing bureaucracy and creating additional

opportunities for rent-seeking, extortion, and corruption.

Despite the obvious benevolent intentions behind private-sector-
development work, failures of coordination and implementation by the
international community are well documented. A number of direct market
interventions fed into corruption and patronage networks, distorted
markets, and reinforced dependency.

— SIPRI, ON PRIVATE-SECTOR DEVELOPMENT IN AFGHANISTAN

Although government and donors made private-sector development a pillar of post-2001 strategy, weak
national institutions and the dominance of the informal economy remained major constraints. Government
staff often lacked the technical capacity required for reform, or perceived reform as a threat to authority and
rents. International consultants and technical experts filled important gaps, but they could not substitute for
domestic institutional capacity. Donor 'aid overload' further weakened ownership and complicated decision-

making.
SECTION 05 - CAPTURE

Kleptocracy and State Capture

The post-2001 intervention also created conditions for a complex system of elite capture. Donors' limited
understanding of local power relationships - and at times their willingness to work through them for short-
term security or delivery objectives - left significant space for patronage and corruption. The collapse of Kabul
Bank in 2010 exposed how closely political power, banking, and business interests had become intertwined.

Elite capture of aid and public resources became a central factor in Afghanistan's fragile trajectory.
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The United States' and its allies' massive military spending and contracts
contributed significantly to already existing corruption in Afghanistan. It
empowered and enriched a criminal business elite, many of whom were
American military subcontractors, along with warlords and predatory elites
who seized Afghanistan's important financial and trade sectors and political
institutions. By 2010, an entrenched "kleptocratic class" had emerged who
had amassed fortunes by associating with and controlling international
security and aid assistance, as well as by exploiting global offshore and tax-
haven systems. The convergence of a criminal business network with
warlords and a political class centered in Kabul effectively resulted in

state capture.

—TIMOR SHARAN, ON AFGHANISTAN'S POST-2001 POLITICAL ECONOMY

Political infighting, cronyism, and high levels of corruption characterized successive Afghan governments. The
economy remained fragile, dependent on a narrow set of activities, and unable to generate employment at the
scale required. Corruption was not merely a governance problem; it was an economic constraint that raised

transaction costs, deterred investment, weakened service delivery, and undermined public trust.

The Special Inspector General for Afghanistan Reconstruction (SIGAR), in its final 2025 report, concluded that
a significant portion of the $148.2 billion appropriated for reconstruction was lost to waste, fraud, and abuse
due to a lack of mission clarity and inadequate oversight. Reports on reconstruction aid in Afghanistan
estimate that 40% of spent aid returned to donor countries in corporate profits and consultant salaries. The
more precise lesson is that large volumes of assistance were deployed through systems that were often poorly
aligned with Afghan institutional realities, insufficiently monitored, and vulnerable to corruption and elite

capture.

$148.2B ~40%

RECONSTRUCTION FUNDING; OF SPENT AID RETURNED TO
DOCUMENTED REPEATED DONOR COUNTRIES IN
WASTE, FRAUD & OVERSIGHT PROFITS & SALARIES
FAILURES -
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Post-2021

FROZEN RESERVES, FALLING PER-CAPITA INCOME, A PRIVATE SECTOR
THAT ENDURES

SECTION 06 - POST-2021

Resilience Amidst Crisis

Afghanistan's already weakened economy faced another severe shock after the regime change of August 2021.
GDP contracted sharply; development aid largely ceased; a substantial portion of foreign-exchange reserves
remain inaccessible; and sanctions and banking restrictions continue to constrain international transactions.
These pressures affect firms of every size, from microenterprises and traders to larger companies dependent

on imports, payments, and working capital.

The economy has shown tentative signs of stabilization, but recovery remains fragile and below pre-2021
levels. The World Bank projects aggregate GDP growth of around 4.0% in FY2026, supported by domestic
demand and private investment. However, rapid population growth, driven in part by large-scale returns from

Iran and Pakistan, continues to weigh on per-capita income, public services, and labor markets.

+4..0%

PROJECTED AGGREGATE

—-25% $3.5B

DECLINE IN AFGHAN GDP OF $7B IN FOREIGN-

SINCE 2021 EXCHANGE RESERVES
REMAIN FROZEN

GDP GROWTH, 2026 — BUT
PER- CAPITA INCOME STILL
FALLING

A private sector that endures

Despite weak administrative capacity, regulatory uncertainty, restrictions on women's education and
employment, brain drain, and banking isolation, Afghan firms continue to function. Embedded in local
communities and supply chains, they remain essential partners for humanitarian response, livelihoods, and

recovery.
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Across micro, small, medium, and larger enterprises, Afghan businesses retain practical knowledge, supplier

relationships, distribution networks, and local trust that external actors cannot easily replicate.

The private sector is therefore not simply a beneficiary of recovery; it is one of the few engines capable of
generating jobs, household income, and local resilience. Any realistic recovery strategy must build from that

foundation.

SECTION 07 - THE PATH FORWARD

A Path Forward for the Private Sector

The history reviewed in this brief points to a durable conclusion: Afghanistan's recovery cannot rest on
another cycle of externally financed dependence. Aid will remain necessary for humanitarian response and
stabilization. But if assistance is not deliberately designed to strengthen domestic institutions, productive

enterprises, and local human capital, it risks reproducing the same fragilities it seeks to relieve.

A practical recovery agenda should focus on five priorities. First, Afghanistan needs a more predictable
business environment, policy consistency and streamlined regulatory procedures. Second, firms need
workable financial channels, including access to payments, trade finance, Islamic finance, and working capital.
Third, support should prioritize productive sectors with real employment and import-substitution potential,

including agribusiness, food processing, light manufacturing, logistics, energy, and essential services.

Fourth, aid and development programming should strengthen markets rather than replace them.
Procurement, guarantees, matching grants, technical assistance, and supplier-development programs can be
designed to build Afghan firms instead of bypassing them. Fifth, reforms must be context-aware, community-
centered, and demand-driven, with attention to local power dynamics, informality, and the realities faced by

firms operating under uncertainty.

Finally, no recovery strategy can ignore the economic potential of half the population. Evidence consistently
shows that women's education and workforce participation contribute to household resilience, business
performance, and national income. Even where formal employment is restricted, practical pathways for
women's economic participation - including home-based enterprise, cooperatives, digital work, value-chain

participation, and SME-linked production - remain critical to Afghanistan's long-term recovery.
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Women’s education and workforce participation are major contributors to the
economy, and without their involvement, development efforts will suffer
considerably. Their economic contribution is disproportionately large, and banning

women from education and work could cost the country over $1.4 billion (annually).

— WORLD BANK, THE MIS-EDUCATION OF WOMEN IN AFGHANISTAN
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Economic Resilience is built.
It is not delivered.
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