
15.  IMMISERIZING GROWTH

Bhagwati (1958 & 1968) analyzed the case of “immiserizing growth”
where growth (either due to technical progress or factor accumlation) leads
to sufficiently acute deterioration in the terms of trade which imposes a loss
of real income outweighing the primary gain in real income due to the
growth itself.  Johnson (1967) has further shown that the phenomenon of
immiser-izing growth (that reduces social welfare below the initial pre-
growth level) can also arise in the case of a small country without any
monopoly power in trade if technical progress occurs in a tariff-protected
import-competing industry, or if the factor in whose use this industry is
intensive is augmented.

In the Bhagwati case, the welfare impact of growth in an open economy
can be reduced because the primary gain from growth might be offset by the
secondary loss from a possible deterioration in the terms of trade.   This
argument can be extended to assert that the secondary loss may even
outweigh the primary gain, resulting in immiserizing growth.

In Figure 13.1, AB and A’B’ are the pre-growth and post-growth
production-possibility curves.  Production, consumption, and welfare before
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growth are at E, C, and U respectively.  After gorwth, they are at E’, C’, and
U’.  The terms of trade have deteriorated from EC to E’C”, and welfare
declines from U to U’ (that is, immiserizing growth).

Technical progress and accumulation of factors of production are
generally assumed to increase the real income available to an economy.
When a country is following a protective policy, however, technical progress
in the protected industry or an accumulation of the factor used intensively in
that industry may actually reduce the country’s real income.  This possibility
of income-reducing growth is supported by the fact that countries
industrializing by means of protectionist and import-substitution policies are
frequently dissatisfied with the results.

Figure 13.2 depicts production and consumption equilibrium in a small
open economy with the initial technology and factor supplies and a tariff.  P
is the international price ratio, P* is the domestic price ratio, which differs
from the international price ratio to an extent determined by the tariff rate on
imports of Y.  T and C are the production and consumption equilibrium
points.

Now suppose that the supply of the factor used intensively in producing
the protected commodity Y increases.  Then the entire production possibility
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curve will shift outward.  According to the Rybczynski Theorem, the new
equilibrium production point T’ must lie to the north-west of T.  T’ may lie
either to the left or to the right of the P-line passing through T, depending on
the tariff rate, the extent of the change in factor supply, and the elasticities of
substitution between the factors in the two sectors.  The R-line in Figure 13.2
traces the shifting output combination under the given domestic (distorted)
price ratio P* and hence may be called the Rybczynski-line.  The new utility
level of the country is given by the community indifference curve U’ that
intersects a new P-line that passes through T', with a slope equal to that of P*.
On the usual assumption that neither good is inferior, it is obvious that the
new utility level will be higher if T’ lies to the right of the P-line passing
through the initial point T, and lower if T’ lies to the left of that line.  In the
latter case the country is made worse off by the increased supply of the factor
that is used intensively in its protected industry.  In Figure 13.2 the slope of
the R-line is smaller than that of P-line, and hence the country has ended up
with immiserizing growth.

Suppose that Y is a capital-intensive good, and capital accumulation
occurs.  With the tariff and hence the domestic price ratio P* u n c h a n g e d ,
production shifts from T to T’.  T’ is given by the tangency of the fixed
domestic price ratio P* and the undrawn, new production possibility curve.
Because this is a samll country, the consumption possibility line at the given
world price ratio ( i . e., P-line) moves back, with the shift from T to T’.
Hence with unchanging consumption distortion, we can conclude that the
country is immiserized.  T and T’ will lie on a Rybczynski line (R-line),
which is the locus of tangencies of the fixed domestic price ratio P* with the
expanding production possibility curves resulting from successive augmenta-
tion of capital. 

The analytical results just presented may be understood in the light of the
following considerations.  An increase in the supply of a factor increases the
potential real output, but also reshuffles production activities towards the
industry using that increased factor intensively a la Rybczynski.  If, however,
that expanding industry is the protected one and hence has been wasting
resources through excess production costs, then any additional shifts towards
that industry will accentuate the waste of resources, which may more than
offset the increase in potential output per head.  If instead that expanding
industry were the export industry, the extra gains would arise from the
reduction of production of the other protected industry which would be
shrinking now. 

Similarly, technical progress increases efficiency and therefore potential
output per head, but it also shifts resources towards the industry in which
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progress occurs.  If this is the export industry, there is an additional gain from
the reduction of waste implicit in the excess cost of protected production of
the other industry; but if it is the import-substitute industry, then the increased
waste causes an offsetting loss through the excess cost of additional protected
production.  This may more than offset the increase in potential output per
head.

Immiserizing growth must involve some form of suboptimality: growth
merely enlarges a country’s opportunity set, and if the country follows
optimal policies it should be impossible for it to be immiserized.  What
underlies the phenomena of immiserizing growth is the fact that the country
experiences growth subject to some distortion.  The distortion (in the Johnson
case the presence of a tariff, which is necessarily distortionary since the
country is assumed to be small) imposes a loss in comparison with the
situation where an optimal policy is being followed (free trade, in the Johnson
case).  When growth takes place, this same distortion may impose an
accentuated loss in comparison with the optimal post-growth situation.  If this
incremental loss from the distortion outweights the primary gain from growth
(that is measured as the difference between pre-growth and post-growth
situations at optimal policies), then immiserizing growth will follow
(Bhagwati 1968).

Thus, immiserizing growth can arise whenever growth occurs subject to
distortions.  In the original Bhagwati case, where the terms of trade
deteriorate sufficiently to immiserize the growing economy, the distortion
comes from the fact that the economy evidently has monopoly power in trade
and ought to have an optimal tariff, but instead has a (distorting) free-trade
policy.  In the later Johnson case, the distortion is the tariff when the
smallness of the country implies that free trade is the optimal policy.

Technical progress in the protected importable industry implies that the
tariff in question now leads to a substantially accentuated loss; the pull power
of the tariff is augmented, and it draws a disproportionately greater amount of
resources away from the optimal allocation to the protected industry.

Should growth rates be measured at world prices or at domestic prices
when trade distortions are present?  Growth pushes out the production-
possibility curve.  If the growth rate were measured at domestic prices, it
could  be  shown as  posi t ive  when in  fact  the  economy has  been
immiserized and its “true” growth rate (at world prices) is negative.  This
is an important, policy-relevant implication of the theory of immiserizing
growth, and it is also a major contribution to the theory of national income
m e a s u r e m e n t .

In addition, inducing foreign capital to flow in by erecting a tariff, as is
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often done, can immiserize the economy.  In fact, if some foreign capital
flows in when the tariff-ridden economy’s import good is capital-intensive in
the standard 2 x 2 model, immiserization is inevitable.  This application of
immiserizing growth also has considerable policy relevance because it
implies that one of the major sources of the inferiority of the import-
substituting strategy of development relative to the export-promoting strategy
may be that the former is characterized by foreign investments coming into
capital-intensive industries protected by tariffs and quantitative restrictions.
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A tariff can attract capital to a capital-scarce country, but so far no valid
argument for a tariff has been produced.  The argument can be rescued if we
assume substantial external economies of scale arising from the production of
importables.  The tariff will encourage more capital to enter the country.  The
marginal product of capital entering Country 1 will not fall as rapidly as it
would have fallen in the absence of the external economies of scale.  The new
equilibrium will be estabished with a higher marginal product of labor,
because factor returns are now dependent not only on the proportions in
which factors are combined, but also on the total domestic output of
importables.  Real wages will be higher in Country 1 with the external
economies of scale than without them, though it is not certain whether they
will be higher than those in free trade.  To justify an argument for protection
on the above grounds one would have to establish that capital-intensive
industries are subject to sufficient external economies of scale.

Mundell (1957) raises a number of questions on this issue.  Did the
protection in the late nineteeth century in North America stimulate the large
labor and capital inflows of that period (assuming that land was the abundant
factor)?  Did the increased protection in Britain in this century stimulate the
export of capital?  Did the breakdown in international factor movements in
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the interwar period stimulate trade?  To what extent have the high tariff
barriers between Canada and the United States contributed to the stimulus of
American investment in Canada?  It would be interesting to see what help
Mundell’s analysis offers in finding answers to these questions.
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