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INTRODUCTION

The movement towards outward looking trade strategies which began in Ireland in the
late 1950s coincided with a dramatic turnabout in economic performance, which has by
now been well documented (See, for example, Kennedy and Dowhng, 1975)
Unfortunately, while it has been easy to point to an association between the expansion of
Irish exports and the acceleration of GDP growth, identifying the underlying transmission
mechanism has proved more difficult Moreover, the determinants of export growth in
a small and open economy are themselves the subject of controversy, with disagreement
centreing on the relevance of demand considerations to a discussion of export expansion
(Honohan, 1982, Bradley and Fanning, 1984 pp 196 203)

This paper examines the nature of the trade growth relationship in post war Ireland We
consider two major theoretical approaches, the Neoclassical and the Keynesian,
attempting to identify and contrast the key features of each model In so doing, we are
forced to confront several fundamental questions about the character of the Irish

In 1984, the Council of the Statistical and Social Inquiry Society of Ireland established a
competition to select the author of an Annual Barrington Lecture, to replace the former
system of appointment of Barrington Lecturers who delivered lectures in the four
provinces throughout the year The competition will be held annually and is open to Irish
graduates within 10 years of primary qualification to submit a paper on economic policy
and analysis of current interest in Ireland The first prize winning lecture is presented
here

I am grateful to John Bradley, Kieran Kennedy and Dermot McAleese for helpful
comments and discussion
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economy In particular we must arrive at some conclusion about the nature of the con
stramts under which the economy operates As we shall see below, the two models differ
noticeably in the importance which they accord to demand constraints and, by corollary,
in the extent to which they subscribe to the small open economy (SOE) model of the
Irish economy

The structure of the paper is as follows Section 1 sets the scene for subsequent analysis
It describes the reonentation of trade policy which took place in the 1950s and shows
how this shift in policy stance coincided with a significant improvement in economic
performance In Section 2, we introduce the Neoclassical and Keynesian models of
growth and consider the different ways in which they incorporate the role of trade m the
growth process Sections 3 and 4 focus more directly on the issues raised in the opening
paragraph We first examine the specific mechanisms in each model through which an
expansion of exports may act to promote growth We then move on to consider the vexed
question of the determinants of export expansion and ask whether demand can have any
role to play m an explanation of Irish growth

Although the emphasis throughout the paper is on the differences between the Neo-
classical and Keynesian approaches, the recognition of several important similarities leads
us to reject the notion of a neat and absolute dichotomy In particular, it is suggested that
the policy strategies implied by the two models may not differ substantially, although the
policy instruments undoubtedly will

1 POLICY AND PERFORMANCE 1947-1984

The Movement to Free-Trade
The movement towards outward looking trade strategies which began in the 1950s
followed a period of protectionism, notable both for its intensity and for its persistence
The early 1930s had seen a dramatic increase in the level of protection, with tariffs,
quotas, import licences and a plethora of other instruments being used to shelter the
home market from external competition Between 1931 and 1936, the average tariff level
rose from 9 per cent to 45 per cent (Ryan, 1949) At the same time, a growing number of
commodities were being brought under the protectionist umbrella so that, by 1937,
almost 2,000 articles were subject to some form of import control (Meenan, 1970)

Although the rise in Irish protectionism during the 1930s formed part of a worldwide
trend, the evidence suggests that Ireland took to protectiomsm with greater enthusiasm
than most other countnes and retained its protectionist barners for an unusually long
penod Estimates prepared by Ryan (1949) for 1937 and by McAleese (1971) for 1966
show that nominal tariffs in Ireland were well above those of our main trading partners
McAleese also points out that the gap was even larger when measured in terms of effective
tariffs 1 Moreover, protectionist measures, which had been relaxed dunng the""war, were
re-introduced in Ireland in the immediate post war years, at a time when the climate of
international opinion had shifted decisively in favour of free trade By 1950, protection
had been restored to almost all of those products which had been covered before the war
and the level of protection actually rose significantly in the latter half of the decade,
following the balance of payments crises ofthe 1956 58 (Meenan, 1970, p 144)
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Despite this apparent confirmation of the country's commitment to protectionism, there
were growing signs throughout the 1950s that a major change in policy direction was
under way The change showed up initially in a new emphasis on export promotion, but
gradually came to embrace a complete rejection of protectionist methods (Table 1) The
reonentation of trade policy is illustrated by the measures adopted in the following
areas,

(I) the establishment in 1952 of Coras Trachtala and Bord Failte, both of which were
set up to develop the export sector

(II) the introduction of Export Sales Relief in 1956 and its extension in 1958
(in) the decision to encourage foreign investment, which resulted in the relaxation of

the Control of Manufactures Act in 1958 and its eventual repeal in 1964
(IV) the establishment in 1961 of the Committee on Industrial Organisation and the

introduction of measures to encourage domestic industries to adapt to conditions
of freer trade (e g , re equipment grants)

(v) the decision to join the EEC, which was first taken in 1961, and which resulted in
eventual membership in 1973

(vi) the introduction of substantial unilateral tariff reductions in 1963 and 1964, and
the signing of the Anglo Irish Free Trade Area Agreement m 1965

Two factors were important in bringing about this change in policy stance First, there
was a growing realisation that the process of industrialisation under protectionism had
reached a natural limit and that any further expansion of industrial output would have to
be based on export sales Second, the continued pursuit of protectionist policies was
becoming increasingly out of line with developments in other countries, where trade
barriers were being dismantled and free trade areas were beginning to emerge (witness,
for example, the establishment of the EEC in 1957 and EFTA in 1959) The observed
failure of protectionism to secure economic growth was contrasted with the rapid
development of those countries which had switched to outward looking strategies It
seemed that if Ireland wanted to keep pace materially with the rest of Europe, she must
begin by ridding herself of the apparatus of protectionism In the final analysis, therefore,
the movement towards freer trading conditions was inspired by a belief that growth
prospects would be significantly enhanced in such an environment We now turn to
consider the extent to which this belief was vindicated

The Take-Off to Faster Growth
The longer term rate of growth of the Irish economy accelerated significantly from about
the end of the 1950s or the beginning of the 1960s The break in trend coincided with a
major upturn in the pace of export expansion, with the volume of total exports rising by
an average of 6 9 per cent per annum during the period 1961—73 compared with 4 5 per
cent between 1949 and 1961 These features are illustrated in Figure 1, which plots
index numbers of the volume of GDP and total exports for each year from 1947 to
1984 2 A distinct rise in the slope of both curves is visible from about the early 1969s,
thus pointing to an increase in the rate of growth 3

Further evidence of a move to higher growth rates is provided by Table 2, in which we
present annual average growth rates of the volume of total exports and GDP for selected
periods since 1947 The table highlights two important characteristics of the trade
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Table 1 Selective Chronology of Major Policy Measures Introduced Since 1949

1949 Industrial Development Authority (IDA) established
(Legally enacted in 1950)

1952 Coras Trachtala and Bord Failte established

1956 Finance Act, 1956 Granted 50% tax remission on
profits earned on increases in export sales over the
previous year

1958 Industrial Development (Encouragement of External
Investment) Act, 1958, the provisions of the Control of
Manufactures Acts relaxed
Economic Development and the First Programme for
Economic Expansion published
Profits arising from export business at Shannon Airport
exempted from tax until 1983
The proportion of tax remission on export profits mcreased
to 100%

1959 Shannon Free Airport Development Co Ltd established

1960 Finance Act extended the period of Export Profits Tax
Relief from 10 to 15 years with diminishing concessions
for a further 5 years

1961 Committee on Industrial Organisation set up
Ireland applied for membership of EEC (Apphcation with
drawn in 1963 following French veto on UK entry)

1963 Adaptation grants scheme established, grants of up
to 25% of industrial adaptation costs payable
Unilateral tariff cuts of 10%

1964 Unilateral tariff cuts of 10%
Control of Manufactures Acts repealed

1965 Anglo-Irish Free Trade Area Agreement Free Trade
in nearly all manufactured products to be established
by 1975 by means often annual cuts of existing
tariffs of 10% each

1969 Industrial Development Act, 1969 Adaptation
Grants replaced by Re Quipment Grants payable by
the IDA at rates of up to 35% m Designated Areas
and 25% elsewhere
Export Profits Tax Relief extended to 1989/90

1973 Ireland acceded to EEC membership, free trade in
nearly all manufactures with member countries to
be established over a five year period by cuts in
existing tariffs of 20% each year

1978 Decision announced to replace Export Profits Tax
Relief with 10% corporation profit tax for all
manufacturing in 1981—2000 inclusive

Source Taken largely from O'Malley (1980)
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Table 2 Average annual growth rates of the volume of total exports a and GDP
for selected periods since 1947

1947-49

Total Exports 3 5

GDP 5 2

Excluding factor income flows
4>

1949-61

4.5

2.0

X
1961-73

6.9

4.2

1973-84b

S.I

Source National Income and Expenditure Accounts

growth relationship First, it shows that in most periods the rate of export expansion has
tended to outstrip the rate of GDP growth, thus lending some credence to the view that
exports play a leading role in the growth process The only period in which output grew
more rapidly than exports was in the immediate post war years, and this exceptional
behaviour culminated in a series of balance of payments cnses in the 1950s Second, and
more importantly, it underlines the instability of the trade growth relationship a given
rate of export growth may be associated with vastly different rates of GDP growth,
depending on such things as the importance of exports as a component of aggregate
output, changes in the terms of trade at which exports exchange for imports and changes
in the composition of the export trade The last of these factors would appear to be of
particular relevance in accounting for the reduced impact of exports in recent years
These issues will be considered in greater detail in Section 3 below For the moment, we
return to a description of overall economic performance in the post war period, leaving
exports temporarily to one side

The trends in the rate of GDP expansion which are identified in Table 2 require some
comment The very rapid growth rates of GDP during 1948 and 1949 may be attributed
largely to the effects of the post-war recovery and are not representative of secular
growth rates in this period After 1949, there was a marked deceleration in output growth
and the volume of GDP actually declined m 1956 and 1958 Between 1949 and 1961,
the volume of GDP rose by an average of only 2 0 per cent per annum — only slightly up
on the expenence of the pre war period and well below the rate of growth in other
European countries (Table 3)

We have selected 1961 as the year which marked the take-off to faster growth Although
the volume of output mcreased substantially in 1959 and 1960, it has been suggested that
the rapid growth rates expenenced in these years were more a reflection of the recovery
from the severe depression of 1956 58, than an indication of a movement to higher
trend growth rates (Kennedy and Dowling, 1975, pp 6-8) 5 After 1961, no such
ambiguity is possible The long-run trend of output growth, which had remained at about
\xh to 2 per cent for almost 40 years, jumped to over twice that rate in the 1969s
Between 1961 and 1973, the volume of GDP grew by an average of 4 2 per cent per
annum The implications of this sustamed improvement in performance become apparent
when we contrast the rise in output .experienced durmg this penod with that which would
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Table 3 Average Annual Growth Rates of Real GDP for Selected European
Countries, Various Periods Since 1922

Belgium

Denmark

France

Germany

Italy

IRELAND

Netherlands

United Kingdom

OECD - Europe

a 1926 - 39

Sources Boltho
and Expenditure

1922-37

1.4

2 9

1.8

3.2

2 3

1 5a

1.9

2.4

2.5

(1982), Figures
Accounts

1953-61

3 4

3.9

4.9

7.2

5.8

1 8

4 6

2 9

4 9

for Ireland are

1961-7J

5.0

4 5

5.6

4 5

5.1

4.2

5.2

3 1

4.7

taken from the

1973-79

2.3

2.1

3 0

2.4

2 6

4 3

2.5

1.3

2 4

National Income

have occurred, had growth rates remained at the levels of the 1950s In the twelve years,
1961 73, the volume of GDP rose by a total of 64 per cent If the rate of growth in these
years had stayed at 2 0 per cent (the average for 1949 61), output would have risen by
just 27 per cent

Since 1973, there has been a notable deceleration in the rate of economic expansion,
although growth rates have remained above earlier trends Between 1973 and 1984, the
average annual increase in real GDP was 3 3 per cent - almost a quarter down on the rate
experienced in the previous period This slow down in economic growth is not unique to
Ireland Boltho (1982) shows that a similar phenomenon has occurred throughout Europe
(See Table 3) Indeed, he singles out Ireland as one of only two European countries6

where growth rates held up well after the 1973 oil price shock, and he suggests that this
superior performance might be attributed to the benefits of EEC membership 7

The observation that Ireland's entry into the European Community may have enhanced
the country's growth performance provides a suitable note on which to end this section
We have established that the take off to faster economic growth in the 1960s coincided
with a movement towards free trading conditions and a rapid increase in the volume of
Irish exports We are now ready to introduce the Keynesian and Neoclassical models of
growth and consider how they account for the observed relationship between trade policy
and economic performance
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2 MODELS OF ECONOMIC GROWTH

Both the Neoclassical and the Keynesian models of growth predict that a switch from
import substitution policies to a policy of export promotion will result in a significant
improvement in economic performance The prediction rests on a belief that increases in
exports have implications for the growth of GDP far greater than might be suggested by
the initial change in export volume The arguments advanced in support of this belief,
usually emphasise the beneficial impact of exports in promoting the efficient use and
allocation of resources and in relaxing the balance of payments constraint These
agruments will be considered in the next section For the moment, we focus on the
theoretical background to the discussion, beginning with a description of the Keynesian
model of growth and then considering how this model compares with the Neoclassical
approach

The term "Keynesian", as used in this paper, embraces the work of a variety of writers,
including, Kaldor, (1957), Thirlwall (1983) and Cornwall (1977, 1979) Among Irish
economists, the studies of Ireland's post war growth experience earned out by Kennedy
(1971) and Kennedy and Dowkng (1975) may be said to have adopted a Keynesian
perspective The key features of the Keynesian approach are (l) an insistence that demand
factors play a role in the growth process, even in the long run, and (n) a tendency to
conduct the analysis at an aggregate or broad sectoral level, with relatively little attention
being paid to microeconomic relationships These two characteristics will be seen to lie
at the heart of the differences between the Keynesian and Neoclassical models of growth

Growth in the Keynesian models may be said to be "export led" in the manner suggested
by Kaldor's later works The core proposition of the export led growth model is that the
long run rate of output growth is governed by the growth of automonous demand and, in
an open economy, exports are seen as the key component of autonomous demand Note,
however, that the initial rise in export demand may be stimulated either by a nse in world
demand or by an increase in competitiveness, so that the model is really a hybrid one,
driven by elements of both supply and demand

At its simplest, the export led growth model may be expressed in terms of three basic
functional relationships (the signs of the first partial derivatives are given in parentheses),

Export demand equation XD = f (PD/EPF, YW) (1)
(- ) (+)

Domestic pnce equation PD = g (W/APL) (2)
(+)

Verdoorn's "law" P = h (Y) (3)

The first of these relations presents export demand (XD) as a function of the domestic
pnce of exportables relative to the foreign pnce of competing goods, expressed in terms
of a common currency (PD/EPF), and of the level of world demand (YW) The demand
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for exports is thus determined by a competitiveness factor and by an external demand
factor

The second relation assumes the operation of a simple mark up pricing rule over unit
labour costs All other things being equal, the domestic price of exportables will rise if
money wages (W) increase relative to the average product of labour (APL)

The third and final relation is the well known Verdoorn "Law", which expresses the rate
of growth of productivity (P) as a positive function of the rate of output growth (Y) It is
this relation which closes the model and introduces the possibility of a "virtuous circle"
of export led growth an initial rise in export demand increases the growth of output
which in turn raises productivity growth Faster productivity growth facilitates a slow
down in the rate of domestic price increase, thus enabling the home country to secure
a competitive advantage on world markets This stimulates a further increase in exports
and so the process continues

In contrast to this approach, the Neoclassicists start with the fundamental contention
that in an SOE demand constraints cannot be binding at least not in the long run In such
an economy, it is supply considerations which will govern the rate of output growth
Moreover, the analysis in the Neoclassical model begins at the level of the individual firm,
focusing on changes in the supply and allocation of resources in response to changes in
relative factor prices

The formal model usually draws on Neoclassical production theory, expressing the
growth of output as a function of the growth of factor inputs and technical progress In
the simple two factor model, this takes the form

Y = f(L,K) (4)

where Y, L and K denote GDP, the labour stock and the capital stock respectively and a
dot over a variable indicates a rate of change The growth of the capital stock may be
taken to include both embodied and disembodied technical change and incorporates
changes in the stock of both physical and human capital Thus, increases in the supply of
capital or labour and/or improvements in the efficiency of existing stocks will be the
primary determinants of output growth

The role of trade in the above model is not immediately obvious and, indeed, most of the
early Neoclassical growth models were developed within the context of a closed
economy If we accept, however, that the growth of exports does influence the rate of
economic growth, then it would appear that this influence must be traced back ultimately
to its effect on relative prices in the economy The argument could run as follows By
bringing domestic price and cost structures into line with those of other countries, the
freeing of trade changes the set of incentives facing domestic producers and stimulates a
more efficient allocation of resources Relative factor prices once again begin to reflect
the availability of, and demand for, these factors, thus encouraging the structure of
domestic production to move in a direction dictated by its comparative advantage The
resulting increase in productivity will lead to a rise m output and so to an increase in
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exports, thus perpetuating the circle of growth

Attempts to extend the basic Neoclassical model to take more explicit account of these
trade effects have run into certain difficulties One frequently used (although very
imperfect) method is to simply introduce an export variable into the sources of growth
equation (Ram, 1985, Feder, 1982) The rationale for this is provided by Neoclassical
trade theory and rests on the sort of resource reallocation arguments described above
(See also Section 3 below) The model thus becomes

Y = f(K,L,X) (4')

where X represents the rate of export growth and the other variables are as described
before

Equation (4') provides us with another example of export led growth, this time arrived at
from a Neoclassical perspective It suggests that, for a given rate of growth of capital and
labour, the rate of output growth will be determined by the rate of export expansion
However, several objections may be raised to this type of approach In the first place, it
sheds no light on the manner in which exports may help to stimulate economic growth
(Syron and Walsh, 1968) Moreover, it is obvious that a single equation model of this sort
can only provide a partial explanation of the growth process A more complete version
would have to allow for endogeneity of the right hand side variables Once we begin to
acknowledge "feedback" effects from the dependent variable (output growth) in
Equation (4'), the "leading" status of exports in the model becomes much less obvious
More importantly, given that the Neoclassical view of export determination in an SOE
accords no role to demand, it is clear that we are back once again to a supply driven
theory of growth

The discussion so far points to two important distinctions between the Neoclassical and
Keynesian models of growth The first relates to their different perceptions of the
constraints which the economy faces While Keynesians may differ among themselves in
the primacy which they accord to demand factors, all agree that demand has some role
to play in the growth process By contrast, in the Neoclassical model of the SOE, demand
is not a problem — the ultimate constraints on the growth of output are capacity
limitations and considerations of efficiency/competitiveness

The second major distinction between the two models lies in their vision of the role
played by prices in the economy In the Neoclassical world, resources are allocated by
means of an explicit optimising process m response to changes in relative prices One of
the major benefits of trade liberalisation is thus seen as its tendency to "get the prices
right" and so promote efficient resource allocation The Keynesians challenge this view of
prices as the mam instrument of resource Allocation9 and suggest that factor substitution
possibilities are more limited than Neoclassical production theory would suggest
Cornwall (1977), for example, argues that the simplified market structures of the Neo
classical models ignore important institutional barriers which prevent economic agents
from responding to pnce changes He also criticises the "substitution bias" of Neoclassical
theory, argumg that not enough attention is paid to the existence of "non competing"
and complementary factors
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The divergences of opinion over these two issues will crop up again and again in the next
section, where we look in greater detail at the mechanisms in each model through which
an increase in exports may act to promote growth

3 THE BENEFITS OF EXPORT EXPANSION

A number of studies have pointed to the fact that an increase in exports contributes more
to national output than is implied by the simple change in export volume (Michaely,
1977, Balassa, 1978) We have already suggested that, in the Neoclassical model, the
benefits of export expansion may be traced back to the effect of exports on the
allocation of resources in the economy and on the efficiency with which these resources
are combined In addition, exports contribute indirectly to economic growth by relaxing
the balance of payments constraint

In the discussion which follows, we look at each of these factors in turn, attempting,
where possible, to illustrate how they have been incorporated into the Neoclassical and
Keynesian models of growth It is suggested that, despite rather different approaches to
the problem, the two models agree substantially on the mechanisms through which a
strong export performance may contribute to economic growth Important differences in
emphasis are, however, apparent and these will be pointed out as we go along

Balance of Payments Effects
The high marginal propensity to import in Ireland means that any rise in national output
will be accompanied by a substantial increase in imports In such a situation, an
expansion of exports will play an important role in accommodating economic growth,
by relaxing the balance of payments constraint Note that an improvement in the terms
of trade at which exports exchange for imports will have equally beneficial effects on the
balance of payments as an increase in the volume of exports In this regard, the major
deterioration in the terms of trade after 197310 may be seen to have increased the need
to expand the volume of exports, since a given export growth rate now makes a smaller
contribution to the balance of payments

A second point to note is that the net balance of payments contribution of different
classes of exports varies substantially, because of differences in import content (In
this regard see Syron and Walsh, 1968) This suggests that it is important to take
account of changes in the structure of the export trade, when considering the impact
of any given export growth rate on the rate of GDP growth Table 4 shows that
the composition of merchandise exports has changed significantly since the early 1950s
The importance of agricultural exports has fallen steadily over the past three decades so
that, by 1984, exports of live animals and food accounted for less than a quarter of total
merchandise exports This decline has been offset by a major rise in the importance of
manufactured exports, which increased their share of merchandise exports from 19 per
cent in 1960 to 63 per cent in 1984 Important changes has also taken place within
manufacturing, with a movement away from traditional export sectors such as clothing
and footwear towards "newer" sectors like electronics, pharmaceuticals and data
processing Some indication of the magnitude of these changes is given by the fact that,
in 1984, exports of office machinery and data processing equipment accounted for as
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much as 27 per cent of all manufactured exports Finally, since the 1960s, merchandise
exports have come to account for a growing proportion of total exports, reflecting the
relatively slow growth of exports from the services sector Whereas exports of services
accounted for almost 30 per cent of total exports in 1960, by 1984 this figure had fallen
to just 11 per cent

Table 4 Distribution of Merchandise Exports by Commodity Group, Selected
Years Since 1950

SITC Commodity
Class Group 1950 1960 1970 1984

0 Live animals and food 67,6 60.3 42,4 23 2

5-8 Manufactured goods 6 8 19 2 33 2 63 2

1-4, 9 Others 25.6 20,5 24.4 13.6

Sources Trade and Shipping Statistics , Trade Statistics of Iieland

The structural changes described above have important implications in terms of the
contribution of exports to the balance of payments In general, the import content of
agricultural or service exports will be well below that of industnal exports To illustrate
the significance of this factor, consider the following example taken from McAleese
(1978) Manufactured exports accounted for 38 per cent of the total increase in exports
between 1961 and 1973, with agricultural exports accounting for 33 per cent When
allowance is made for the different import content of these categories, however,
manufactures' contribution falls to 30 per cent, while that of agriculture nses to 42 per
cent To the extent that the increase in Irish exports since the 1960s has been
accompanied by a movement into sectors which have a high import content, a faster rate
of export growth will now be needed to secure a given contribution to economic
growth 12

The discussion so far is not very controversial Both the Neoclassicists and the Keynesians
acknowledge the importance of exports in relaxing the balance of payments constraint
and both agree that the effectiveness of exports m this regard will be significantly
influenced by the composition and value of the goods and services exported The degree
of consensus on these issues is not surprising, however, when we consider that nothing has
yet been said to suggest that exports play anything more than an accommodating role in
the growth process Once we begin to look at ways in which exports may be said to drive
economic growth, differences once again begin to emerge 13 Consider, for example, the
different ways m which investment behaviour is modelled m the two approaches

In the Keynesian model, an increase in exports may bring about a rise in output, via
direct and indirect investment effects The direct effect of exports on investment operates
through the "accelerator" process, which relates investment to changes in the level of out
put (with causality runmng from output growth to investment growth, rather than vice
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versa) Since exports are a component of total output, this provides a mechanism through
which increases in exports may lead to higher investment and so to a rise in output
The significance of these accelerator effects will obviously depend on the importance of
exports in total demand In this regard, it is interesting to note that the value of total
exports as i proportion of GDP has grown steadily in Ireland since the 1960s, rising from
32 per cent in 1960 to an estimated 60 per cent in 1984

Indirect investment effects arise because of the impact of export growth on the balance
of payments Attempts to explain these effects usually begin by asserting that the
principal determinant of the rate of investment is expectations about future demand
Rapid export growth normally results in an improvement in the balance of payments
position This, in turn, generates confidence among the business community, both
because it makes existing growth rates appear sustainable and because of an expectation
that the government will adopt more expansionary policies The rise in confidence
stimulates an increase in investment, thus helping to ensure that the buoyant demand
expectations are not disappointed Given the priority attached to the balance of
payments in Ireland in the 1950s,15 it seems reasonable to suggest that the movement to
export promotion policies may well have induced this type of investment response and
so contributed to economic growth

As might be expected, the emphasis placed on demand in the Keynesian theory of
investment is viewed with some suspicion by the Neoclassicists While accepting some
elements of the arguments presented above, their inclination is to explain investment
behaviour in terms of supply influences (notably changes in interest rates and other
price variables ) Thus the rapid acceleration in the rate of investment growth which
took place in the 1960s may be attributed largely to the impact of specific policy
measures (e g , capital grants), which reduced the relative price of capital and so
encouraged an influx of capital from abroad (McAleese, 1978) In this type of
framework, investment plays an important role in initiating the growth of output and
increases in exports are seen primarily as a result of previous output growth

Improved Allocation of Resources
A second way m which trade liberalisation may help to bring about a rise in economic
growth is by improving the allocation of resources within the economy or by increasing
the efficiency with which these resources are combined While both the Keynesian and
the Neoclassical models recognise the importance of these factors, they arrive at their
conclusions using very different tools of analysis

In the Keynesian models, the "efficiency" and "resource reallocation" effects of export
growth are captured by the Verdoorn relationship, which expresses the rate of
productivity growth as a function of the rate of output growth Since the growth of
output in these models is governed by the rate of export expansion, this provides a crucial
link between increases in exports and increases m productivity

The argument that rapid export growth will lead to an increase in productivity is based on
such things as economies of scale and the fact that improvements in the organisation of
production may be introduced with relative ease in growing industries In addition, the
rapid expansion of the export sector will tend to draw resources from other, lower
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productivity areas, thus contributing to a rise in average productivity in the economy
While these same features appear m the Neoclassical model, some interesting differences
in perspective are apparent, as will be pointed out below

The first point to note is that Neoclassical economists tend to feel uncomfortable with
the chain of causation described by Verdoorn While granting the existence of some
feedback effects, their instinct is to treat productivity growth as driving the growth of
output (and exports), via its effects on factor returns and, ultimately, output prices

Starting from this perspective, the benefits of export expansion may be explained as
follows Marginal factor productivities in export oriented industries are held to be higher
than in those industnes oriented towards the domestic market, because of such things as
greater capacity utilisation, economies of scale and incentives for technological improve
ment and efficient management due to greater exposure to competitive pressures Given
this difference in factor productivities, it is clear that average productivity in the
economy may be raised by reallocating resources into the high-productivity export sector
(Feder, 1982) This increase in productivity will stimulate an increase in output and so
bring about an increase in exports

The above discussion brings us back once again to the different theories of export deter
mination apparent in the Neoclassical and Keynesian models of growth while Keynesians
frequently treat the growth of exports as the starting point of their analysis, the Neo
classicists typically seek to discover why exports grew in the first place In the next
section, we look in closer detail at the determination of export growth and ask whether
the two models are in fact as far apart as we have suggested

4 THE ROLE OF DEMAND

A key assumption of the paper so far has been that the Neoclassical view of export deter
mination is guided by the strict SOE model of the economy According to this model,
the demand for a small country's exports is infinitely elastic, so that export quantities
will be determined solely by supply considerations By contrast, in the Keynesian model,
it is the export demand equation which determines the volume of exports, with supply
determining the price at which these exports are offered The temptation, therefore,
is to attempt to dichotomise our two models along straightforward demand-versus
supply lines In these concluding paragraphs, we warn against the naivete of such an
approach and argue that the role of demand is, in fact, less controversial than this
dichotomy would suggest

The notion that Neoclassicists operate in a world free from all demand constraints is
obviously exaggerated In the first place, questions have been raised about the realism of
the price-taking behaviour implied by the SOE model Honohan (1982), and Nolan
(1984) for example, point to several important cases of "non smallness" in Irish
manufacturing exports These include the exports of Irish subsidiaries of major multi
national corporations and cases where Insh firms have managed to acquire an element
of monopoly power on international markets, either by concentrating on producing a
highly specialised good (e g , small computer assembly) or by developing a strong brand
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image (Guiness, Waterford Glass, Irish Distillers) Recognition of these "exceptions"
takes us into the more complex analytic field of "semi small" countries, where the home
country has some influence over the price which it receives for its exportables, but must
take the price of importables as given In these circumstances, exports will not be entirely
supply determined

Second, acceptance of the price taking assumption need not automatically rule out a role
for demand in the growth process After several years of recession, it has become
increasingly obvious that the difficulties of increasing, or even maintaining, export sales
are greatly exacerbated when foreign markets are depressed In this regard, Honohan
notes an important distinction between the exogeneity of export prices and the ability to
trade in unlimited quantities at those prices and he suggests that the capacity of Irish
exporters to sell abroad is conditional on their being adequate demand

The idea that demand influences the scale of a small country's export markets is brought
out very clearly by Nolan (1984) He suggests that the position of an SOE in the larger
world system is analogous to that of a small region in a large national economy Viewed
in this light, it is clear that the primary determinant of the rate of growth in the small
country will be the rate of growth in the larger economic system of which it is a part
However, given that this overall growth rate is outside the control of the domestic
authorities, growth policy in the SOE must ultimately come down to competitiveness
policy

This in fact is the very same conclusion at which the Keynesians arrive Recall that in the
Keynesian model of export led growth, the growth of exports is determined both by the
growth of world demand and by changes in the country's competitiveness Thus, the
"demand oriented" approach to growth is quite consistent with an aggressive policy
stance, aimed at relaxing the internal constraints on growth The key role played by
competitiveness in the Keynesian model of export led growth is underlined by the fact
that the emergence and maintenance of a "virtuous circle" of growth is crucially
dependent on wage and price movements If wage movements offset the competitive
gams which stem from increased productivity, the circle of growth will collapse

The recognition of the importance of supply side factors in the Keynesian model, and the
acknowledgement of demand influences in the Neoclassical, lead us to reject the notion
of a strict dichotomy between the two approaches on the issue of demand Important
differences in emphasis are, however, apparent and these differences exert a notable
influence both on the manner in which the growth process is interpreted, and on the
policy instruments chosen to impact on this process

5 CONCLUSION

This paper has examined the relationship between trade policy and economic growth
Two theoretical approaches were discussed, the Neoclassical and the Keynesian, and it
was suggested that significant differences in outlook could be discerned In particular,
we argued that the two models differed substantially in their perception of the con
straints under which the economy operates and in their vision of the role played by
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prices in the economic system The divergence of opinion on these two issues was seen to
influence the manner in which the growth process was interpreted

Despite their different modes of analysis, however, the models were shown to arnve at
very similar conclusions about certain key aspects of the trade growth relationship
Both agreed that an increase in exports would have positive effects on economic
growth and a common set of arguments was called on to support this belief Moreover,
on the controversial subject of demand constraints, a tangible rapprochement was
observed, with both models now generally accepting that demand considerations have
some role to play in an explanation of economic growth

FOOTNOTES
1 The relatively high level of effective protection achieved in Ireland from a given

nominal tariff is explained by the relatively small share of value added in total
production in several industries and the low (or zero) nominal tariffs on many
material inputs

2 The break in trend would be less dramatic if measured in terms of GDP per capita,
because of the reversal in population decline m the 1960s Kennedy and Dowhng
(1975, plO) show that the average annual growth rate of GNP per capita was 2 4
per cent in 1949 61 and 3 6 per cent in 1961 68 Similarly, if allowance was made
for terms of trade effects, the growth m real incomes since 1973 would be lower
than is suggested by Figure 1 and Table 2 Finally, if output was measured in terms
of GNP rather than GDP, the deceleration in growth rates after 1973 would be
more marked, because of the substantial net outflows of factor payments in recent
years These adjustments do not, however, alter the substance of the analysis

3 Since the logarithmic scale is used for GDP and total exports, a change in the slope
of the line indicates a change in the rate of growth

4 The periods were chosen by reference to trends in the behaviour of GDP, not
exports Kennedy and Dowhng (1975, pp 5 8) provide a justification for the first
two periods selected The final period was chosen because of the notable deceler
at ion growth rates which occurred after 1973

5 Note that if 1958 were taken as our turning point, the break m trend would be even
more impressive By choosing a cyclical trough as our end year, we would arnve at
an even lower growth rate for the 1950s (1 0 per cent per annum between 1949 and
1958)

6 The other country was Norway, where oil revenues provided a major boost to the
economy

7 Expansionary fiscal policies were also important in the period up to 1981
8 This may reflect a feeling on the part of certain Keynesians that the behaviour of

the macroeconomy cannot always be adequately explained in terms of the behaviour
of its micro components

9 In Kennedy and Dowling (1975), for example, prices receive relatively little
attention and where they are discussed, the emphasis is on highly aggregative
prices such as the CPI, the TOT, and the GDP deflator
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10 , The terms of trade fell by a total of 25 5 per cent between 1973 and 1981, with
most of this decline being concentrated in the period 1973 75 Since 1981, the
downwards trend has been reversed and the terms of trade have recovered to reach
80 per cent of their 1973 level

11 Total exports are defined here as merchandise exports plus service exports Factor
income flows are excluded

12 This should not be interpreted as a criticism of the structural changes identified,
since it is likely that these compositional changes were themselves instrumental m
bringing about the acceleration of export growth The high import content of many
manufactured exports does, however, reflect poorly on Ireland's attempts to increase
domestic linkages with foreign owned export industries

13 The problems of circularity in this type of discussion are immense (increases in
output lead to a rise in exports and so to a rise in output, etc ) We would suggest,
however, that the Neoclassicists feel more at home with a theory which puts the
growth of output first, than with one where the reverse chain of causation is
emphasised

14 Again, the problems of circularity are obvious
15 For a discussion of demand management in Ireland during these years, see Kennedy

and Dowling, ibid , Chapter 14
16 The Neoclassical theory of investment is usually traced back to the writings of

Jorgenson See, for example, Jorgenson (1963)
17 The annual average growth rate of gross domestic fixed capital formation increased

from 2 9 per cent in 1949 61 to 9 3 per cent in 1961 73
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