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ABSTRACT

The export-led growth hypothesis (ELGH) postul ates that export growth is one of the
key determinants of economic growth. This study goes beyond the traditional neoclassical
theory of production by estimating an augmented Cobb- Douglas production function. The
inclusion of exports as a third input provides an aternative procedure to capture total factor
productivity (TFP) growth. The study tests the hypothesis by anaysing the case of Costa
Rica, using annual data for the period 1950- 1997. In using severa procedures to test for
cointegration, it goes beyond the traditional time series studies by examining empirically the
short-term as well as the long-run relationship. The study finds that the ELGH is valid in this
particular case; however, the empirical results show that physical investment and population
mainly drove Costa Ricas overall economic performance from 1950 onwards. From a
review of the literature we find that the empirica evidence regarding the relationship
between exports and growth is not robust, and athough the results of the study suggest that
exports have a postive effect on the overall rate of economic growth and could be
considered an “engine of growth” as the ELGH advocates, their impact was quantitatively
relatively small, in both the short and the long-run. The evidence presented clearly supports
the neoclassical theory of production and, to a lesser extent, the so-called new-fashioned
economic wisdom. Moreover, it challenges the empirical literature regarding the ELGH and
expresses serious doubts with regard to promoting exports as a comprehensive development
strategy. The ELGH is probably beneficial only for a limited number of developing
countries, and only to a certain extent.

Keywords: export-led growth hypothesis (EL GH); economic growth; neoclassical theory
of production; cointegration; Costa Rica
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l. INTRODUCTION

It is widdy accepted among
economists that economic growth is an
extremely complex process, which depends on
many variables such as cagpitd accumulation
(both physica and human), trade, price
fluctuations, palitica conditions and income
digtribution, and even more on geographica
characterigtics.

The export-led growth hypothess
(ELGH) postulates that export expangon isone
of the man determinants of growth. It holds
that the overdl growth of countries can be
generated not only by increasing the amounts of
labour and capita within the economy, but aso
by expanding exports. According to its
advocates, exports can perform as an “engine
of growth”.

The association between exports and
growth is often attributed to the possble
positive externdities for the domestic economy
arisng from participation in world markets, for
indance from the redlocation of exiding
resources, economies of scale and various
labour training effects However, these
mechanisms are frequently invoked without any
theoretical support or any empirica proof.

A subgantid amount of research
concerning the ELGH in developing countries
(DCs) has been carried out during the past 30
years. In fact, during the 1990s a new series of
empirica studies has been conducted on a
number of divergent lines of research,
methodologies, time periods and countries.

A key aspect concerning early studies
is related to both the methodology and the

econometric technique used. The theoretica
benchmark can be consdered in generd wesk
and based on bivariate and ad hoc production
functions, while the empirica results derived
from traditional econometrics have been highly
criticized for being spurious. Therefore, early
sudies could have been mideading in that they
advocated export expanson in an
indiscriminate way. In fact, the evidence
avalableisfar from concdusve and thisgtuation
explains to some extent why this debate il
exigsin the economic literature.

Consequently, the purpose of this sudy
isto examine and test the ELGH, using the case
of Cogta Rica. The study has three digtinctive
features, in contrast to the hundreds of
empirica studies on growth that have been
published. Firs, we have gone beyond the
traditiond neoclasscd theory of production by
edimating an augmented Cobb- Douglas
functiond form, which indludes exports, usng
annual data for the period 1950- 1997. The
incluson of exports as a third input of
production provides an dternative procedure to
capture totd factor productivity (TFP) growth.
Secondly, the study focuses on a single
deveoping country, examining empiricaly the
relationship between export expanson and
economic growth. Thirdly, it has gone beyond
the traditional short-term effects, and uses
extensvey moden time series to examine
empiricaly the long-run relationship, employing
severa procedures to test for cointegration.
Thus, thefind am of this sudy isto quantify the
importance of exports in the economic
performance of Costa Ricain the second part
of the twentieth century.



Il. THEORETICAL REVIEW

A. Tradeand growth

Although the theoretica links between
trade and economic growth have been
discussed for over two centuries, controversy
dill perssts regarding their red effects. The
initid wave of favourable arguments with
respect to trade can be traced to the classica
school of economic thought that started with
Adam Smith and which was subsequently
enriched by the work of Ricardo, Torrens,
James Mill and John Stuart Mill in the firgt part
of the ningteenth century. Since then, the
judtification for free trade and the various and
indigoutable  benefits  tha  internationd
gpecidization brings to the productivity of
nations have been widdy discussed and are
well documented in the economic literature (see
e.g. Bhagwati, 1978; Krueger, 1978).

However, in the last decade there has
been a surprisng and impressive resumption of
activity in the economic growth literature
triggered by the endogenous growth theory,
which has led to an extensve inventory of
models that stress the importance of trade in
achieving a sudanable rate of economic
growth. These models have focused on
different variables, such as degree of openness,
redl exchange rate, tariffs, terms of trade and
export performance, to verify the hypothesis
that open economies grow more rapidly than
those that are closed (see e.g. Edwards, 1998).

Although mogst models emphasized the
nexus between trade and growth, they stressed
thet trade is only one of the variables that enter
the growth equation. However, the advocates
of the ELGH have stated that trade wasin fact
the main engine of growth in South-East Asia
They argue that, for ingance, Hong Kong
(Ching), Tailwan Province of China, Singapore

and the Republic of Korea, the so-caled Four
Tigers, have been successful in achieving high
and sustained rates of economic growth since
the early 1960s because of their free-market,
outward-oriented economies (see eg. World
Bank, 1993).

The extengive literature concerning the
relationship between trade and growth is also
the consequence of the many changesthat have
taken place in the fidds of development
economics and internationd trade policy in the
last two decades. An example of these changes
is the tremendous modification from inward-
oriented policies to export promotion (EP)
drategy.’

By the ealy 1980s export-led
orientation and export promotion had aready
secured a wide consensus among researchers
and policy makers, to such an extent that they
had become “conventiona wisdom” among
most economigts in the developing world (see
eg. Tyler, 1981; Bdassa, 1985). Thisis ill
the case in some internationd organizations, the
internationa bank community and multilatera
lenders such as the World Bank and the
International Monetary Fund (IMF), and
among the mainstream policy makers.

The advocates of the export-led
srategy and free trade point out that most
developing countries that followed inward-
oriented policies under the import subgtitution
drategy (1SS), mogdily in Latin America, had
poor economic achievements (Balassa, 1980).
Some of them showed on average a complete
lack of growth, while rea income declined

! According to Heitger (1987, p. 249), the ELGH was
suggested initially by Kindelberger in 1962.



between 1960 and 1990 (see e.g. Barro and
Sdai-Martin, 1995).

These facts were partly responsible for
the subgtantid change that occurred in the trade
literature in the 1980s. For example, Bruton
(1989) dtates that as the first stage of import
subgtitution came to an end, those countries
that continued with this srategy, particularly in
Latin America, or that were unableto shift to a
more outward approach became increasingly
vulnerable to externd events. Mogt of them
became increasingly dependent on short-run
cgpitd inflows, in particular from private banks,
in order to maintain their levels of imports and
thus of consumption. This was particularly the
case of mogt Lain American countries that
were greetly affected by the debt crisis of the
early 1980s.

Theregfter, many DCs were forced to
dimulae ther export-led orientation even more
because mogt of them had to rely on multilaterd
organizations to implement adjustment and
dabilization programmes to correct imbalances
in their basic macroeconomic indicators. The
drategy was to encourage a free market
through policies that relied heavily on the export
promotion gpproach as one of the mogt suitable
and trusworthy mechanisms. Promoting
exports would enable DCs to correct
imbalances in the externd sector and at the
same time asss them in ensuring thet their
domestic economies made afull recovery.

Consequently, by the mid-1980s, the
economic literature concerning development
economics, economic growth, adjustment and
gabilization programmes had quickly rejected
the inward-oriented approach and was
suddenly placing grest emphasis on export-led
strategy. Most macroeconomic theorists and
policy makersin DCs rapidly embraced the
new wisdom, in the bdlief that by following this
schemetheir countries would achieve or regain
the high rates of growth of the padt.

Each drategy has been subject of an
extensve theoreticd survey and that the
literature examining the relaionship between
trade and growth has increased subgantidly in
the last decade with the impetus provided by
the endogenous growth theory. However, it is
not the intention of the present study to
participate in or contribute to the discusson
concerning the advantages and disadvantages
of both economic drategies, which recently
gained anew impetus (see e.g. Bruton, 1998;
Edwards, 1998; Franke and Romer, 1999;
Rodrik, 1999).2

In addition, athough the theoretica
literature has frequently focused on the
relationship between trade and economic
growth (see eg. Adams, 1973; Crafts, 1973;
Edwards, 1992; Scott, 1992), the interesting
phenomenon is that “empiricd examinations
have typicdly examined the rdationship
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