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CHAPTER 1
WHAT IS TERMS OF TRADE?

Terms of trade has been defined in many different ways.
The reason for variety of definitions is the different purposes
that they serve in economic thinking. A common characteristic
of all definitions 1s that they attempt to demonstrate the teras
on which trade takes place between two inter-changing parties.
It shows a relation between prices of commodities that are ex-
changed between two trading units.

The most common concept of terms of ﬁrade is net barter
or commodity terms of trade, Other formulations are: gross-
barter, lncome, single-factoral, double-=factoral, real cost and
utility terms of trade.t

Net-barter (or commodity) terms of trade can be calculated

by dividing the index of export prices by the index of import -
prices. There are many different concepts of price index, de-
pending on differént welghing methods. A change in net-barter
terms of trade of a country shows that the price index of the
goods that the country is exporting has changed relative to the
price index of its imports. Improvement of net-barter terms of
trade is favorable in the sense that more units of lmports can
be obtained per unit of exports,

Gross-barter terms of trade (first introduced by Tausslig)

measures the rate at which the whole of a country's physical

imports is exchanged with the whole of its exports, It 1is



formulated as the ratio of the physical quantity index of a
country'!s imports over the physical quantity index of its ex-
vorts, A rise in gross-barter terms of trade represents a
favorable change, because for a given volume of exports, ceterls
paribus, the country is receiving more imports, compared to the
base year, Gross=barter is mostly used for measuring the gains
from unilateral or barter transactions, when there is no counter
payment, though it is perfectly understandable in multilateral
and monetary transactions, Allen calls that concept "the real
gain" from trade, because it compares the imports "actually"
received with exports "actually" dispatched.2

Income terms of trade is simply the net-barter terms of
trade multiplied by the 1ndex of volume of exports of the
country, This formulation shows the capaclity to import of
the country; what could be imported on export earnings. The
capaclity of the country to import based on export should be
differentiated from the total capaclity to import.

A rise in income terms of trade, at the same time when
net=-barter terms of trade is declining, is possible. This could
happen if the country is increasing its exports in the face of
an inelastic demand for its exﬁorts. The contrary case 1s pos-
sible too, when net-barter terms of trade is improving and the
incomas terms of trade is declining.

What is inherent in economic development is technological
improvement, Change in technology would improve the producti-

vity and this in turn would reduce the cost of production. A



decline in cost of production of exports that resulted in a
decline in the price of exports would result in an unfavorable
movement in commodity terms of trade, other things being con-
stant, Thls could occur when changes in costs are in the same
direction as changes in commodlity terms of trade.3 Thus a
decline in net-barter terms of trade could be well caused by
an improvement in productivity (provided that technological
imorovenent and higher productivity reduces the prices of ex=-
ports). To avold such confusion, the factoral terms of trade
were devlised.

Sincle-factoral concept of terms of trade adjusts the

net-barter terms of trade for the changes in produétivity in
producing exports. It is shown as the commodity terms of trade
multiplied by an index of export productivity (in fact the index
used represents the index of costs). If we take into account,
the changes in productivity of both exports and imports, double-
factoral terms of trade will be derived. Double-factoral termd
of trade adjusts net-barter terms of trade for the changes in
productivity of export production as well as 1lmport production,
and shows the number of productive units embodied in exports
exchanged for the number of productive units embodied in imports.
Robertson calls the double-factoral terms, the "true" terms of
trade, because it represents the terms of exchange of productive
resources.

Factoral terms of trade, elther single or double, have a

closer relation to the analysis of process of economic develop=



ment, in which productivity 1s under constant change. 1In both
concepts, 1t should be noted, that 1t is assumed that improve-
ments in productivity lower the costs of production. Desplte
the fact that factoral terms of trades fit better to develop-
ment studles, because in practice the index of productivity 1is
almost impossible to define Operationally.u But in spite of
this handlcap, they are still preferred by some economists in
the analysis of lonpg-term improvements or deterioration in
terms of trade.

Real=cost terms of trade is derived by multiplying the
single-factoral terms of trade by the reciprocal of an index
of "disutility coefficiént". The disutility coefficient de-
fined as the amount of disutility (irksomeness) per unit of
technical coefficient, or the index of disutility caused by
production of exports., This concept shows the index of the

physical amount of forelgn goods obtalned per unit of real

cost.5 :
If the relative desirability of the lmport commodities,

compared to the desirability of goods that could have been
produced by the resources allocated to purchase imports, taken
into account, the utility terms of trade is derived. It can
be derived by multiplylng the real-cost terms of trade by an
index of relative average utility of imported goods to the
total sacrifice of utility of goods precluded by allocation

of resources to imports, This index shows the total statlic

gains from trade.



The practical signhnificance of the last two definitions
for terms of trade 1s negligible., In principle they are merely
used in welfare interpretations of trade theory.

Variations in terms of trade in the short-run could come
about as a consequence of changes in tariff policy, exchange
rate or cyclical fluctuations in income and employment, In the
long run, the factors influencing the terms of trade are struc=-
tural characteristles of the ecoriomies, such as the pattern of
consumption and production, Thus from the standpoint of develop=
ment, it is more appropriate to analyze long-term movements of
terns of trade, although short-run fluctuations in terms of
trade could impede grov;rﬁh and development.

Among all concepts of terms of trade, the net=barter terms
has been most wlidely used in economic literature, because like
most empirical studies, statistical considerations, mainly
availability of data and simplicity, have more significance,

In this paper we are mostly concerned with commodity terms of
trade and all references are made to this type, unless other-

wise specified.
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CHAPTER I1

TERMS OF TRADE AND UNDERDEVELOPMENT

On the Concept of Underdevelopment

Over two=thirds of the world's population live in under-
developed countries, where they strive hopefully for the barest
of essentials. These poor countries are basically different
from those of the developed western world. Thelr econcaic
institutions are different, their social structures and thelr
cultures are different, and thelr histories are different from
those of the advanced countries. Frank argues that the now=-
developed countries have never had such characteristics and
have never been underdeveloped.l He says that iznorance of
this point may lead us to think that the present economic situa-
tion of less developed countries is similar to the earlier
stages of the history of the now-developed countries.2

Most of the less developed countries are newly independent
states, and the years of foreilgn domination have left reper-
cussions on thelr economles. Before the times of political
domination, less developed countries of today were poor by
today's standards. They were mostly self sufficlent, producing
agricultural products and some semi-manufactured goods such as
culturally developed crafts. They were producing what they
needed, and those needs were determined by thelr cultures, and
were not influenced by what was happening in the other parts
of the world., Many of the fundamental features of these

countries are the same today, they have the same modes of



production and consumption, health and shelter, "The economic
interests of the 0ld colonial powers were not to promote econo-
mic independence and industrial diversification in colonles,

but to preserve them as the extention of thelr own home markets
to establish and protect their colonial enclaves mainly in the
extractive industry to promote the interests of their shelters".3
Of course, this is by no means saying that the cause of their
poverty is merely the colonlzation period.

Therefore, economic underdevelopment goes far behind mere
"lower income" and stems, rather, from the existence of a set
of economical, sociological, cultural and historical institu-
tions, and particular t}pes of economic relations.

Although the less developed countries are very diversified,
there exist sufficient common problems and experiences to enatle
useful abstractions to be made, These countries have very
similar economic characteristies., Among them is the structuré.
of production and. trade. Less develcocped countries are known
as the producers and exporters of primary products, Primary
products are defined as commodities that have undergone 1ittle
or no processing: mainly agricultural products, raw materlals
and minerals,

Table (1)} shows the importance of agricultural production
and the importance of agricultural exports.

Table (2) shows that in 1968 primary products constituted
approximately 78% of total goods exported from less developed

countries (of this amount well above 75% was exported to the



Table 1

Share of Agriculture in Production and Trade
of Selected Countries

(Period in the 1960's)

Agricul tural production Agricultural export
Country as a % of national income as a % of total exports
Costa Rica 36 98
Dominican Rep. n.a, 89
El Salvador 35 ' 91
Honduras 48 91
Jamalca 14 43
Nicaragua 38 ; 93
Panama 27 55
Argentina 24 95
Brazil 28 88
Colombia 38 81
Ecuador Lo 98
Venezuela 10 1l
Burma 51 95
Ceylon L9 99
Fed. of Malaysia 43 61
India s L3
Indoneslia n.a. 68
Israel 10 3%
Thailand 41 86
Turk ey 43 89
Ghana n.a, 83
United Arad Rep. n.a, 81
Mauritius 57 ok
Rhodesia=Nyasaland 22 27

Source: Leslle Stein, Economic realities in poor countries,
(Australia: Angus and HRobertson, 1972)s DP. 101.



industrial countries).

Table 2
LDC's Exports in 1968 (4Billions F.0.B.)

Food 12,15
Raw material L.97
Cres and minerals 2.3
Fuels : 14,74
Total primary products 34,22
Non-ferrous metals 2.81
Iron and steel 1 8
Chemicals .71
Englneering products | .84
Road motor vehicle _ Ok
Textiles and clothing 2.33
Other nfg. 2.6

Total manufacturing o 9. 64
Residue «29
Total exports Lh,15

Source: General Agreements on Tariffs and Trade, Inter-
national Trade, 1969, p. 21.

Therefore, it is generally true that less developed
countries are producers and exporters of primary products.

This is not to say that no underdeveloped country produces
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manufactured goods, and on both sides of the developed-under-
developed line countries could be found whose export structures
do not agree wlth those of thelr grouﬁ.

Less developed countries are the net importers of all
kinds of manufactures both consumption and capital goods.
They are dependent to industrial countries not only for caplital
goods and manufactured consumer goods, but also they import

part of theilr foed from other countries.

Table 3

Ceommodity Structure of ZExports of Major Groups of
Countries as a ¢ of Total, 1969

Developed market Developing

economles countries
Primary commodities 23.2 76.2
Manufactured goods 76.9 23.8
100,00 100,00

Source: United Nations, Conference on Trade and Development,
Handbook of International Trade and Development
SEatistlcSs 1972s P. 193,

Table 3 indicates that about 77% of exports of industrial
countries are manufactured goocds, A part of these exports goes
to LDC's, and this part constitutes a bulk of imports of LDC's.

Most of the primary produecing countries have a very nar-
row range of exporting items. This fact makes thelr economies
weak and vulnerable, Table (4) shows the welght of a single
commodity or two commodities iIn the total exports of some

selected countrlies.
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Table 4

The Share of One and Two Commodities in Total
Exports of Some LDC's (1958)

% of Total % of Total
Country Commodity Exports Country Commodities Txports
Bolivia Tin 58 Ceylon Tea-Rubber 81
Brazil Coffee 55 Colombia Coffee=- 92

Petroleun
Burma Rice 72 Ghana " Cacao=Yood 78
Cuba Sugar 813 Honduras Bananas=Coffee 71
Egypt Cotton 67 Philip-  Coconut-Sugar 59
pPines :

Venezuela Petroleum 91 Thalland Rlce-Rubber 67

Source: IHF International Financlal Statistics (Washington), Feb.
1960. pp- 28-320

The situation is the same for nearly all underdeveloped
countries. They are agricultural producers, and diversifica-
tion in agricultural production is a difficult task. Furtherw
more change of speclalization in this line of production for
LDC's is impossible, due to the fact that they have inflexible
economlies, Such dependence on few items makes thelr supply
very inelastic and in the case of any shift in demand (for
example, by development of synthetic substitutes) causes a
big price decline and damages thelr growth significantly,.

LDC's have simlilar labor conditions, in most of these
countries, there is a large agricultural sector of the economy
(called by some economists the subsistence sector) which is the

permanent source of labor supply.4 The population in rural areas
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1s crowded on cultivated land and gains 1ts meager livellhood
from baékward. mostly self=subslistence, farming. The produc-
tivity in agriculture is very low and wages are determined by
the physiological subsistence needs. People are constantly
moving into the urban centers due to various reasons, and the
industrial sector 1s incavable of absorbing such mass movements,
hence redundant labor gravitates to minor and very poorly paid
activities.5 The wares in industrial sector are comparable to
those of subsistence sector, and the exlstence of idle surplus
labor tends to exert downward pressure upon wages constantly.6
even when productivity in manufacturing sector is rising. The

labor unions are either non-existent or weak or politically

bounded.

On the Importance of Terms of Trade

Besides the static welfare impacts of changes in the terms
of trade on any country, the LDC's have a speclal situation.
There are two main reasons for such claim:

a) Resources are limited in underdeveloped countries,
hence any kind of transfer of resources from these countries
would impede thelr growth and develooment [greatly].

b) Imports of capital goods are vital, due to the techni-
cal poverty of these countries. Thus any reduction in thelr
capacity to import 1s harmful.

Therefore in this section we deal with the long-run impacts of
terms of trade, together with the welfare lmpacts and balance

of payments effects,
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A - The Welfare Impact

When the net=barter terms of trade 1s moving against a
country, it means that the prices of the exports of the country
are declining, relative to import prices. This implies that
the country is getting fewer commodities in exchange for the sane
amount of 1its exports. Other things beinzg constant thls country
1s exchanging more of the domestic resources for less of forelgn
resources.unless productivity is chansinz. If productivity
changes there may not be any transfer of resources., The case
will be worse if the country experiencing terms of trade deter-
joration has a slower rise in productivity than 1lts trading part-
ners.

Such deterioration in terms of trade causes a transfer of
resources (natural and human embodied in production) from one
country to another and thus contributes to unevenness of develop-
ment, This applies to all countries alike, but in the case of
underdeveloped countries it is more important. Due to thelir
lower level of output, such transfer of value costs them rela-

tively more.

B = Terms of Trade and Capltal Formation

There exists a direct relation between the terms of trade
and the rate of capital forﬁation. On the one hand it should
be considered that "a positive balance of trade is equivalent
to investment, from the point of view of home country, . . . .
and the trade balance i1s one of the influences which determine

the level of income and consequently the level of saving, in



15

the home country."7 Therefore because improvement in terms

of trade improves the balance of trade, 1t influences the
capital formation. On the other hand lmprovement in commodity
terns of trade makes 1t possible for the country to obtain a
larger quantity of capital goods by providing more forelgn ex-
change for a glven amount of exports.

If terms of trade declines for a country, more exports
should be given to obtain the same amount éf imports, thus the
country will have less access to imported capltal. At the same
time deterioration contributesrto deficit in balance of trade,
and would tend to reduce income, employment and saving. Even
if in this situation the import coefficlent for this country is
not rising, the total saving will decline, If imports rise
there will be a negative rate of saving, and if domestic saving
could not reimburse the decline in foreilgn saving, investment
will decline. Again this argument is more valid for less
developed countries, because sources of saving are weak and
investment 1s critical,

Table (5) shows the correlation between terms of trade

and gross capital formation calculated for Latin America,

¢ - Terms of Trade and Purchasing Power

Commodity terms of trade simply deplets the purchasing
power of a unit of export of a country (or 2 group of countries}),
very much like the price of any slingle commodity does for the

participant in the market, When commodity terms of trade drops
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Table 5

Terms of Trade Impact and Gross Caplital Formation
as a % of GDP

Annual Averages for each Period

1946-49 1950-54 1955-61
Gross domgstic product 100,00 100,00 100,00
Terms of trade effect -2.9 =-0,6 -2.9
Gross capital formation 18.9 - 17.6 17.2

Source: U, N. Economic Commission for Latin America, The
Economic Development of Latin America in the Post- .
War Period, (1904), p. 33.

by a certain percentage in a long period of time, the country
has lost as much of its purchasing power per unit of exports
to buy goods and services from abroad. One study by UNCTAD
revealed that less developed countries lost 313.1 billion
between 1950 and 1960 due to decline in terms of trade,’
Another calculation by the "Economist" magazine showed that
the fall of 73 7 in prices of primary products between 1956=57
resulted in a loss of $3500 to 4000 million in annual export
earnings of the less developed countries.8
Due to importance of the purchasing power of poor coun=-
tries, such sharp declines will frustrate the development pro=-
cess, because they need to increase thelr export earnings to
finance thelr increasing import of capital goods, having

inelastic demand for such imports. The export earnings are

the major source to finance the development projects undertaken
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by the public sector, hence a4 drop iIn these earnings will re-
strict the implementation of development projects.

Another drawback appears 1f we consider the functicnal
relationship between the "external purchasing power", the
"import coefficlent" and the "level of production and income",
If external purchasing power grows the production can grow at
the same rate, provided that there is no change in import co=
efficlent, If the terms of trade deterioration reduces the
"purchasing power" and "import ratio" grows, the "growth rate"

of output and employment could drop even below zero.9

D - Terms of Trade and Balance of Payments

Inability of expdrts to keep pace with imports is the main
cause of balance of payments deflcit, This deficit would, in
turn, harass the stabllity and growth of income, output and
enployment internally and exchange rate externally, which thg
latter could discourage trade and preduction., Decline in -
relative value of exports to imports, either short run or

secular, ceterlis varitus, [1owers the value of exports relative

to imports; value: P x QJ, hence causing deficit to occur in
current account, which is a major component 1ln balance of pay-
ments,

This 1s the typlcal state of affair in less developed
countries. The table below shows the defieclt of exports over
imports of the LDC!'s.

Table (6) shows the chronic defieit in balance of pay=-

ments of LDC's. This deficit creates internal as well as
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Table 6
LDC's Trade Gap (billions of dollars)

Periogd Trade Gap
1960 1.75
1961 3.52
1962 1.74
1963 .75
1964 1.65
1965 .93
1966 2,29
1967 | 1.77
1968 1.87
1969 2439

Source: GATT International Trade, 1969, p. 4.

external difficulties., Some examples of the particular reglons
of underdeveloped world confirm it,

Some other studles confirm the existence of persistent
deficit in balance of payments of African countrles and coun-

tries of Asia.
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Table 7

Latin America's Balance of Payments of Current
Account (Yearly averace in millions of dollars)

19&5:50 1951=55 1956=60 1961
Latin America ex=-
cluding Cuba and
Venezula -111.1 -625,2 -h55,.5 -1,471.6
Latin America ex-
cludingz Cuba -212.3 -617.7 -1,061.4 -1,024,3
Total Latin America =129, 3 -665,5 =1,148,3 n.a.

n.a,: Data not avallable
Source: U. N, Economic Commission for Latin Amerieca, The ZEcono=
mic Development of Latin Amerlican Post-War Period,
tp-3¢ -
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CHAPTER III

EMPIRICAL STUDIES OF TERMS OF TRADE

Early Studies on Terms of Trade

The oldest empirical study on the issue of terms of trade

was done by Folke Hilcerdt in study for the League of Natlons,

He arcued that in the perlod of 60 years before 1938, the pri- '
mary oroduct prices had fallen relative to prices of manufac=-
tures goods and that "the general trend of the relative move=-
ment, ..of the prices of these two classes of goods can be
scarcely doubted“.l

A United Nations study in 1949 also looked at the issue. 2
Table (8) is the main statistical evidence of the study.

column (1) clearly indicates that durins the period under

study, which covers over 70 years, the prices of primary pro=-
ducts relative to those of manufactures declined. With the
same amount of primary products only 63.5% of the finished
manufactures bought in the 1870's could have been bought in
the 1930's,

The second and third series are indices of the prices of
imports of the U,K. relative to the exports of the U.,K. The
U.K. accounted for a substantial proportion of total world
trade, especially in the earlier days of the period. Further,
the U.K.'s inports were largely primary commodities and 1ts
exports predominantly manufactured goods, The U,N, study

mentioned "speclalization in export of one or few primary



Table 8

Terms of Trade for Primary and Manufactured Articles
and Terms of Trade for U.K., (1876=1948)

(1) (2) (3)
U.K. imports to exports
Primary manufactured based upon
prices to in Current Board of

Period world trade Wefgﬁts trade index
1876=80 147 163 (a)
1831=-85 145 167 (a)
1886=-90 137 . lg? {a;
1891-95 133 147 (a
1996=-1900 1135 142 (a)
1901-05 132 128 (a;
1906~10 133 1 (a
1911-13 137 140 (a)
1913 13 137 , 1473
1921 9 93 101
1922 103 102 109
192 114 107 111
102 121 122 117
1925 123 125 120
1926 121 119 117
1927 125 122 117
1928 121 . 123 120
1929 118 122 120
1930 105 112 109
1931 93 102 99
1932 89 102 99
1933 89 98 96
1934 96 101 99
1935 98 103 106
1936 102 107 103
1937 108 107 109
19138 100 100 100
1946 (a) (a) 108
1947 (a) (a) 116
1948 (a) (a) 117

(a) mark - = indicating no data available.
source: United Nations, Dept. of Economic Affairs, Relative

“Prices of ﬁz%orts and Tmports of Underdeveloped
COuntI‘ ES. L ] p. .

column (1) 1s based on League of Natlons: Industrialization
and Forelgn Trade. Column (2) is based on W. Schlote data.
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products and the elasticitles of demand for such goods" as the
source of the evident price deterioration.

Raul Preblisch in 1950 published his famous book "The

Economic Development of Latin America and its Principal Prob-
lems", He used the same sources of data as the U, N, study.

The followling table is taken from this book.

Table 9

Terms of Trade for Primary Products
(Data of Roard of Trade)

The amount of finished industrial pro=
ducts obtalinable with a given amount

Perlods - of primary products
1876-80 100
1881-85 102.4
1886~90 90.3
1991-95 90.1
1896-1900 87.1
1901-1905 84,6
1906-1910 ' 85,8
1911-1913 85.8
19211925 67.3
1926-1930 73.3
1931-1935 62.0
1946-1947 68.7

Source: R Preblisch, Dept. of Economic Affalrs, Zconomic Develop-
ment of Latin America and its Principal Problems, (New
York, 19_5'()]. Pe. 15.
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Both Prebisch and the U..N. study eliminate the period
1913-1920 and 1935-1946 because of the World Wars and the hik-
ing of prices of primary products, especlally food, as the
result of non-economic disturbances,

Prebisch presented the specific data of the long term
trends of terms of trade and its impact on ecnomlec development
of Latin America. This study is the original presentation of
wnat has come to be known as the Preblsch thesis., The thesls
will be discussed in the next chapter.

One of the most comprehensive studles of the terms of

trade issue was done by Kindleberger for industrial Zurope.

Because it was a study of =urope it night seem to relate to
this study only indirectly, but his conclusions are werth
citing.S Turope was selected by Kindleberger because cof the
availability of data., The countries under study were U. K.,
Germany, France, Italy, Netherland, Belgium, Sweden and Switzer-
land, for the period 1870 and 1952.

Kindleberger concluded that, in the Zuropean context,
there was no long=-run historical tendency for terms of trade
to move against primary products. He also found no evidence
for lonc-term deterioration of the terms of trade of agricultural
products versus manufacturing goods at a world scale. But, for
the countries of Furope he found an interesting relation between
the "stage of development" and the "trend of terms of trade.
Kindleberger asserts that those countrles of Europe that are

less developed than others have experienced a deterioration in
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terms of trade., 1Italy and France in thls perlod have ex-
perienced declining terms of trade, while Sweden, Switzerland
and Belgium, which are relatively more advanced, have gained
in terms of trade.

Kindl ebergzer says that in developed countries of Europe
continued accumulation of capital, innovation 1n technology,
substitution of capltal for labor and land make thelr economies
flexible in response to changes in demand and this turns the
terms of trade more favorable to these economies, For under-
developed countries, these factors work in reverse order.6
Kindleberger concludes that the tendency of terms of trade to
improve for the developed and to deterlorate for underdeveloped
can be explained by "systematlc differences of the two types
of countries" and the lmportant elements of these differences
are: the demonstration effect, economy in use of raw materlals
and the flexibllity and adaptability of resources on the one
hand, and the elasticity of demand facing LDC's on the other,

Among the literature challenging the allezed tendency of
terms of trade to move in a particular direction (elther
against the primary products or the underdeveloped countries
and in favor of industrial products or the advanced countries)
the works of Morgan and Lipsey are important.

Yorcan's study7 criticlzes the wlidely held notion that
terms of trade between agriculture and manufacture goods have
been shifting historically to the advantage of manufacture,
Morgan presents two main reasons:

1. Statistics covering a much longer perlod than those
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used by U, N, report are availlable (from 1800). They show a
huge rise and fall in terms of trade plus instability, but
there 1s no single trend.

2. The Britlish data used in U, N, studies do not re-
flect the changes in quality of goods and new goods. The
data also neglect the decline of frelght rates. Horgan uses
six countries and measures the fluctuations in thelr terms of
trade., The countries were the U, 8., Indla, Japan, New Zealand,
the Union of South Africa and Brazil., Of the six countries,
two show a major relative price rise for primary products,
the rest various changes or ambiguity. Mofgan is positive
about the absence of a ‘general worsening of the price position
of primary producers.

Livsey used NBER (National Bureau of Zconomic Research)
data accompanied by other studies to criticize the common belief
on question of terms of trade.9 He concentrates on two basic -
questions:

a, Whethef there is a long-term trend in terms of trade
favorable to hishly developed countries and azainst the under-
developed countries,

P. Whether there is a long=-term trend favorable to manu-
factured goods against the agricultural products.

His method to search for answers to beth questions is
rather indirect. On the first question he asserts that the
U. S. terms of trade has not shown any favorable movement, and
that the experience of the U, X. (Lipsey refers to Kindleberger's

study on terms of trade of Great Britaln) cannot be taken as
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typical of developed countries. On the second question, com=-
parison with exports of U, S, manufactures strongly contradicts
the bellef in relative decline in prices of primary products,
but comparison with manufactures imported into the U. S. mildly

10 On the whole there ssems to be more lnstances of

confirm 1t.

primary products relatively gaining in prices than losing. 1In.

answering both questions he has used the terms of trade of

United States as the maln sround, and because of this he asserts

that hls findings do not mean that LDC!'s have gained in terms

of trade. 11
Lipsey compared the purchasing power per unit of agricul-

tural exports and manufactures exports for the U. S, and has

recognized a noticeable drop in the price of the former, which

he attributes to the possible rise in productivity of agriculture,

thus probably no deterioration in income terms of trade.12

Recent Studies on the Terms of Trade

In this section some recent terms of trade studies will
be reviewed, elther for a group of countries or for a single
country. United Nations Conference on Trade and Development
(UNCTAD) is well known in such studies. Table (11) is taken
from an UNCTAD annual publication.

Table {11) indicates that for the period 1953-1967 the
terms of trade declined for developlng areas, both including
and excluding fuel. In the l4-year period the developlng areas
experienced a drop from 113 to 94, or over 17%. This series

and similar series presented by UNCTAD, are very conclusive.
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Table 10

Terms of Trade of Selected Trade Flows
1953-1967 (1963=100)

Trade Flows 53 54 55 86 57 58 59 60 61 62 63 64 65 66

67

Developing
areas/deve~
loped areas 113 120 119 116 111 107 104 104 100 98 100 101 97 97

Develoving

areas less

fuel/deve=- 5

loped areas . 114 125 119 115 109 103 102 103 99 96 100 102 99 100

Primary com-

modities/

manufactur-

1ngb 114 119 115 111 111 105 105 101 98 97 100 101 98 96

o4

96

94

Source: United Nations, Conference on Trade and Development, Hand-
book of International Trade and Development Statistics,
1972, p. 34.

a:; United value index of exports from the first region to the second
divided by the unit value index of exports from the second to the
first.

b: Unit value of world exports of SITC sections 0=-4 divided by unit
value index of world exports of SITC sections 5-8,

These series distinguish the commodities exported by LDC's from
the primary products produced in advanced countries,

To look at the terms of trade of primary vs. manufacture
goods a GATT study will be cited.

Table (11) has the same clear pattern in the 12-year
period 1953 to 1965, The series given for the group of com=
modities rather than countries have one major defect, they
combine the agricultural products of the advanced countries

with those of underdeveloped countries. This makes such
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Table 11
Price Trends of World Exports (1953=65)

Unit value of 1953 57 58 59 60 61 62 63 64 65
world exports

Total 100 103 100 99 100 99 99 100 102 103
Primary |

products 100 101 96 93 93 91 90 923 95 94
Manufacturing

goods 100 104 103 103 105 1053 105 105 107 109

Source: General Agreement on Tariffs and Trade, International
Trade, 1972, -
statistics less reliable in the case that the movement of terms
of trade is theoretically based on the stage of development (as
Xindleberger's study concluded). Also, in the case of such
possibility, the movement of terms of trade may be reduced, due
to aggregation of prices of products produced in countries at
different stages of development,

Table (12) is distinguished from others in two ways., Flrst,
it 1s the most recent and reveals the very recent movements of
terms of trade. Second, it compares the terms of trade of under-
developed countries both in trading with the world as a whole
and with developed countries, This table shows the difference
mentioned above, even though it is not to say that the different
methods of calculations of terms of trade will always be so dis-
tinguished for different time intervals and different country

groupings.
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Terms of Trade of Developing Countries (1955-70), 1963 = 100

Developing
countries
trade with
the world

i1 - Zxvort
Unit value?

il - Import

Unit Valueb

iil - Terms
of Trade

Developing
countries
trade with
developed
countries

i = Export
Unit Value

il -« Import
Unit Value

ii1i - Terms
of Trade

1955 60

61

62 64

65

66

67

68

69

70

113

101

110

111

97

113

103

99

104

103

100

100

100

99

100

100

100

100

97 103

100 101

98 102

98 102

99 102

98 101

163

102

100

102

104

97

104

102

102

103

105

98

103

102

101

102

105

97

103

101

101

103

106

97

107

103

103

107

108

99

108

104

104

Source: U,

P.
a:; Zxports
b: Imports

...indicates the data is not available,

N., Review of

International

Trade

and

Development, 1970,

20.

are on c.i.f,.

prices.
are based on f,o.b. prices.

Table {12 shows that the terms of trade of developing

countries deterlorated from 110 in 1955 to 104 in 1970, or

slightly atove 5% between those years, in trading with world

as a whole (including trade among LDC's and trade between LDC's
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and socialist countries). The terms of trade moved against
the underdeveloped countries in trading with developed coun-
tries more clearly, from 115 in 1955 to 99 in 1969,

Among the case studies for group of countries, Latin
America has been often examined. An ECLA (Economic Commission
for Latin America) general publication in 1964 showed that
prices of acricultural products exported by Latin America had
substantially declined.13 Surar, bananas, coffee, cocoa,
cotton, meat, wheat, malze, hides, quebracho, wool and linseed
o0il constitute the major bulk of Latin America's exports., The
simple averaze price for these countries declined from 113 in
1950 to B8 in 1960, a decline of more than 22%.

Table {(13) is taken from averaging the terms of trade for

individual countries of Latin America,

Tabtle 13
Latin America: Terms of Trade (1948-1960) 1966=100

Group of

Countries 1948 49 50 51 52 53 54 55 56 57 58 59 1960

Total Latin
America g4 91 109 109 100 103 108 100 96 90 90 87 89

World Total 97 100 100 99 98 100 101 100 100 99 101 102 102

Source: U. N., %conomic Commission for Latin America, The Economic
Development of Latin America in the Post-YWar Perliod, 1704,

p. 130.

Althoush this table shows that terms of trade for Latin

American countries dropped from 94 to 89, this decline has no
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analytical significance. It should be remembered.that such
averaging, based on individuwal country terms of trade, could
hide some of the deterioration that could happen for under-
developed countries in trading with develoved areas., Ternms

of trade for each single country includes the trade of an
underdeveloped country with another one (intra-regional trade),
Another drawback of such studies is the length of tlme which is
net long enourh to show the movezent in the lons run,

Another study evaluates the commodity terms of trade of
Nizeria, which has 27.4% of her GDP 1n.1mpqrts. Taking the
ﬁrice level of 1958 as the base, the net barter terms of trade
declined continuously from 103 in 1960 to 88.in 1965. Zven
though the drop was substantial, due to shortness cf time
period it cannot be used to evaluate the Nlgerian terms of
trade in long run.lu

A case study of Ecuador was mofe informative, The forelan
trade of this country relies heavily on exports of three primary
products, and 85% of Tcuador's imports are manufactured articles
(mostly imported from U.S.).

The series (1) and (2} in table (14) are based on two
different sources of data, Both show a substantial decline
in net barter terms of trade during a 15 year period.

A case study for India covered a long period of time, 1903~
04 to 1952-53, Table (15) is a brief form of the statistical
evidence presented in this study.

Column (1) represents the commodity terms of trade of
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Table 14
Net Barter Terms of Trade of Ecuador (1950-65) 1957=100

Period 1 2
1950 116 110
1951 106 103
1952 114 117
1953 106 ' 109
1954 136 137
1955 106 - 106
1956 105 105
1957 100 100
1958 101 100
1959 g5 ok
1960 89 90
1961 82 83
1962 82 83
1963 71 75
1964 81 85
1965 78 83

Source: Charles R. Glbson, Forei Trade in the Economic
Development of Small Eaffon- The Case study or
Ecuador, (New Yorz, Praeger publishers, 197L), p. 184,

India based on Laspeyer!s indexing method. Columns (2) and

(3), respectively are index by Paasche's and Fishert's methods,

Series "A", YB" and "C" are derived by dividing the export
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Table 15

Commodity and Income Terms of Trade for India
1903-04 to 1952-53 (1923-24=100)

Commodity Terms of Trade Income Terms of Trade
Period (1) (2) (3) (4) (B} (c)
1903=-04  104.3 113.2 108,6 88.5 92.9 97.4
1910=-11 113.1 121.8 117.4 106.9 111.2 115.7
1920-21 66.0 65.7 64,9 - 16,0 45,9 4s.9
1930-31 107.8 111.,9 109.8 101.2 104,33 107.5
1940-41 90.9 90.1 90.1 78.2 79.9 81.3
1950~51 72.3 120.,0 93.1 50.2 67.6 91.1
1952-53 56, 7 111.0 79.3 39.7 55.5 77.5

Source: Dennis R. Appleyard, "Terms of Trade and Economic
Development, A Case Study of Indlia", Ph.D. disser-
tation, University of Michigan, 1966, Also in
American Economic Review 58, May 1968, p. 190.

value index by the Laspeyere's, Fisher's and Paasche's lmport
price indices respectively. Thls study concluded that although
the net barter terms of trade had not moved to any marked ex-

tent, the income terms of trade deteriorated sharply (columns

A, B or C) for India after 1939-40.

Summary and Conclusions of the Fmoirical Findings

This chapter reviewed studies on the long term trends of
terms of trade of LDC's versus advanced countries, or the pro-
ducts (primary commodities) that LDC's export versus those of

Mpcts (manufacturing products). It should be carefully borne
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in mind that the "primary commodities" which are used very often
in the literature are used only because they are ldentified as the
exports of LDC's, obviously not all primary or agricultural con-
moditles are exported by LDC's.

A group of studies showed the tendency of terms of trade
to deteriorate for LDC's [for the time period under study]. The
U, N, and Preblsch studies encountered the problem directly,
hence the answer they provide to the question was explicit and
neaningful, The o0ld time U. N. studies are reliable and cone
prehensive and cover long enough time to exclude the c¢yclical
deviations, and the great bulk of these studies show a tendency
for terms of trade to decline,

Kindleberger's finding, even though referring to Zurope,
contributes a lot to the theorization of the alleged terms of
trade deterloration,

The more recent studies of GATT and UNCTAD cover shortéf
periods of time, -and thus are more informative than generally
conclusive, They are unblased, and if taken tocether could be
more meaningful, Case studles are few and have the chance to
be blased and do not reflect the extent of deterloration or
improvement of terms of trade for LDC's or MDC's. The case
studies of Nigeria and Ecuador however, confirmed the widely
held opinion about the terms of trade,

Among the emplrical studles that did not conclude that
the terms of trade had declined, the studies of Morgan and

Lipsey will here be evaluated in terms of thelr explanatory
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power, relevancy and importance,

Morgants study claimed that longer term data exlsts
(beginning in 1800) which do not confirm the alleged tendency
of terms of trade to move against LDC's. He refers to Kindle-
bergzer's conclusion that in European context, no-such tendency
was observed. As mentloned in the opening of this summary,
the primary commodities were identiflied as the exports of LDC's,
hence were investizated, and therefore, the prirary products
produced and traded in Furope may or may not show the sign of
deterioration, However, Kindleberger confirmgd that deterlora-
tion occured for the less developed countries of Europe,

Morgan also showed the problems of using very long term
data, because they fall to reflect the changes in quality of
goods, This argument was presented by Viner and Haberler too,
and will be discussed in the next chapter. Morgan presented
an analysis of terms of trade for six different countries, but
due to its limitation to individual country cases I think this
has little analytical importance to test this thesis. Horgan
finally concluded that during the recent period the under-
develoved countrlies have experienced more extreme and violent
fluctuations in terms of trade énd more tendency to deteriora-
tion.l5

Lipsey in answering both questions (about the tendency
of terms of trade to move against primary producers or primary
products) has employed an indirect approach, which could not

be successfully generalized. The study of terms of trade of
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a few industrial countries individually may not be relevant to

this thesls. That 1s, the terms of trade of U, S. might show
no improvement while the terms of trade of advanced countries
as a whole improves against the underdeveloped countries. 1In
other words, the rise in export prices of U, S, may be well
offset by the rise in import prices of U, S. from Europe,
Canada and Japan,

To answer the second question (whether there is a trend
of terms of trade deterioration against primary products) he
considers the exports and imports of U, S. (manufacturing and
primary). Lipsey's study found that U, S. manufacturing ex;
ports declined in price relative to total primary exports and
imports, Compared to agricultural import prices they changed
very little. Imported manufactures fell in price relative
to U. S. agricultural exports but rose compared with total
primary product imports and exports., "In summary, comparisons
with exports of U, S. manufactures strongly contradict the be-
lief in declining relative primary product prices; comparisons
with manufactures imported into the U, S, mildly confirm it ...
The scatter around the relationship among totals in large, and
supports Kindleberger's view that the primary vs, manufactured
product distinction is not a particularly useful one for the
analysis of changes in terms of trade.“16

Therefore, after reviewing studies mentioned in this report

that contain evidence on long=term trends in the terms of trade,

I conclude that terms of trade has been declining in a perliod



38

under study (more than 70 years) for the primary products ex-

ported by LDC's, For primary commodities as a whole (either

exported by LDC's or advanced countries) no conclusion could
be made. For the terms of trade of individual LDC's, sonme
improved, some deterlorated. HMorgan'!s study revealed that in
recent perlods underdeveloped countries, individually, showed
more tendency to deteriorate in terms of trade than the ad-

vanced countries,
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CHAPTER IV
THEORETICAL FOUNDATIONS

Two types of theories attempt to explain the terms of
trade deterloration: those that attribute the deterioration
mainly to the nature of commodities produced in LDC's, the
primary products, and those that stress underdevelopment, or
the institutions associated with it. Among the first group,
the theories of Prebisch, Singer and Mjrdal and in the latter,

those of Emmanuel, Lewls and Kindleberger, are outstanding.

Deterloration Caused by Inherent Nature of Primary Production
The classical theory of international trade holds that

the operation of free market forces - lalssez falre - in
international trade promotes income maximization, If each
country concentrates its productive efforts and resources in
lines of the greatest comparative advantage and enters freely
into international transactions, the total world income tends
to be maximized and so does the income in each country. The
range of fluctuations in terms of trade is limited in the
interval of respective costs of production of each commodity,
hence no free trader in the market is in danger of any loss.
The benefits of trade will be divided between the two trade
participants,

Prebisch in his famous thesis questions the nature of the
split of the benefits between underdeveloped countries and advanced

countries. He considers the classical theory of internatlonal
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division of labor to be loglcal, but lacking in realistic
assumptions... "but the fact 1s usually overlooked that thils
schema (classical theory of international division of labor)

is based upon the assumption which has been conclusively proved
false by the facts. According to this assumption the benefits
of technologlcal prozress are passed on to the community either
by lowering prices or raising incomes, therefore all countries
get thelr share of pro;ress".1 and beczuse the coxmunlty =oes
further than the mere advanced countries the generalization
conprises a serious error., Specifically, Prebilsch says that
uhderdeveloped countries have been zetting a disproportionately
small share of benefitslfrom technological progress. In fact,
the trade has been and is functioning to make the spread of
benefits from technological advance highly disprovortionate
and unequal. MNoreover, benefits are transferred from some
countries to other countries.

The enormous beneflts that derive from increased pro-
ductivity have not reached the periphery,2 but have gzone largely
to the industrial centers, thereby causing an increased gap in
income and standard of living between countries of the center
and those of the periphery. "Thus there exists an obvious dis-
equilibrium, a fact which...destroys the basic premise under-
lying the schema of international divlsion of 1abor".3 The
alleged defect in the theoretical establishment of trade mani-
fests itself clearly in the technological progress and lts con=-

Sequences,
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Prebisch's explanation for the deterioration of terms of
trade, which is the significant cause of unequal and dispro-
portionate share of "rising income", covers both the supply
side (which deals with production problems of primary commodi-
ties in an underdeveloped country) and the demand side (demand
conditions facling exports of raw materials and foecd). MNost
attention is pald to the demand for primary roods,

From the demand standpoint the explanétion is fairly
simple., In the context of an expanding world economy the root
of the problem lies in the disparity of the income elasticity
of demand (YED) for imports at the center and periphery., While
the YED in periphery for imported goods (overvhelmingly manu-
factures) is quite high, the YED for primary commodities (ex-
ported by LDC's) is very low, that is less than one. Zxports
of periphery are partly foodstuff, the demand for which does
not rise by as much as the increase in income (Engel's law).

At the same time, there exists heavy protection against imports
of these products, in the center countries. The other part of
the exports of the periphery are raw materials, Technological
advance at the center makes it possible to use raw materials
more efficiently, hence the decline in "use" of imported raw
material. Furthermore, there has been important progress in
developing the synthetic substitutes for natural products.

The total effect has been lagging demand for imports of primary
products, which are the most important exports of countries of

periphery.
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In'summary. the decline in the center's need for raw
materials and foodstuff, relative to lncrease in the center's
national income, has cauéed a lagging demand for primary goods.
Taken together wlth increased production at periphery, keeps
constant downward pressure on prices of primary commodities.

Technological progress has occurred more or less in both
center and periphery, although it has been highly concentrated
in the center; hence, the relatlve price decline was certalnly
not caused by greater improvement in productivity in perlphery
than at center, Prebisch asserts that at the center produc-
tivity improvement is always matched by rise in wage paymenfs,
thus making price reductions impossible, This is the result
of orcanized labor power., However, even if labor power left
some marzin for price reduétions. prices would not be reduced
due to the monopollistic structure of the product markets in
the center. "In centers when incomes increased more than pro-
ductivity, prices rose instead of f&lll:lng“.LL

Productivity improvement in periphery has a very slight
chance to raise wages, even in the export sector, due to the
pressure of an unlimited supply of labor in the economy. Preblsch
believes that occurrence of productivity improvement does not
increase wages; rather, it tends to lower labor input require-
ments, hence creating displacement of labor and placing more
downward pressure on wages, In summary, the terms of trade
has not moved concomitantly with changes in productivity. "Had

this happend...the peripheric countries would have benefited
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from the fall in price of finished industrial products to the
same extent as the countries of the center...“.5 As a result,
some of the benefits from improved productivity in periphery
were transferred to the center,

Preblsch pays some attention to business cycles in the
center countries and thelr repercussions on peripheral countries.
In the upswing vhase of the cycle in the center, when aggregate
demand is risins more than suoply, vprices tend to rise, Ine
comes wWill increase, including profits. 1In the downswing, profits
s%art ‘ecllnln‘. but wages keep thelr level almest unchanged
(wages are rigld because of powerful trade unions). In upswing
phase the center's deménd for lmports from perivhery will rise,
hence prices of primary commoditlies will rise slightly but wages
in the periphery countries will remain unaffected., In the down=-
swing phase the decline in demand for the imports of primary
goods puts downward pressure on wages and employment in undefé
developed countries. Therefore ",..the greater abllity of masses
in centers to raise wages in upswing and the ability of the
centers to divert the cyclical pressure to the periphery, thereby
causing a greater price reduction in the profits of the latter
than those of the centers, explains why incomes in the center
tend to rise consistently more than those of periphery".6

Singer's opinion on deterioration of terms of trade for
primary producing countries is supplementary to the Prebisch
thesis and in most of the major points they present the same

line of reasoning.
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Regarding changes in productivity and reduction of costs,
he presents the same argument. "All the evidence is that pro-
ductivity has increased if anything less fast in the production
of food and raw materials, even in the industrialized countries
but most certainly in the underdeveloped countries. than has
productivity in the manufacturing industries of the industrialized
countries".7 Therefore the possibility of deterioration of
terns of trade, due to rise in productivity should be dis-
missed., He explains that the advantages of technical progress
may be distributed either to producers in the form of rise in
incomes, or to consumers through lower priceé. On the latter
case technical progress would tend to increase preoductivity,
hence the same number of workxers ﬁould produce more, or less
amount of work 1s needed to produce the same, therefore lower-
ing costs, then prices.

In a closed economy there 1s really no difference between
the two methods in terms of the overall effects on income, but
in an open economy they are fundamentally different. Producers
and consumers are no longer the parts of the same body, the
producers are in one country and the consumers are in another.
The first method (technologicai progress ralses incomes) pre-
vailed in industrial countries and the second in underdeveloped
countries, "Generallzing, we may say that technical progress
in manufacturing industries caused a rise in incomes while
technical progress in the production of food and raw materials

in underdeveloped countries showed in a fall in prices".9 Further-
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more, technological advance in these economlies displaced labor
and put more pressure on emnployment and reduced the wages.
When prices of primary commodities decline in underdeveloped
countries the hope to increase export earnings is doomed, due
to price inelasticity of demand for primary commodities. When
prices of manufacture articles rise, the demand does not de-
cline very much because some are capital goods essential for
development, and some are consumer items which are under the
influence of the so-called demonstration effect.

"The industriallized countries have had the best of both
worlds, both as consumers of primary commodities and as prc;
ducers of manufactured articles, whereas the underdeveloped
countries had the worst of both worlds, as consumers of manu=-
factures and producers of raw material.“10

As is the case of other proponents of deterioration
theory, Myrdal believes that free trade, in the exlisting
circumstances, would tend to perpetuate stagnation in the

1l

underdeveloped recions, and "the free play of market forces

cause cumnulative accentuation of international 1nequalit1es".12
Among other factors causing emerging inequality in world in-
comes, Myrdal mentions the secular deterioration of terms of
trade.l3

Myrdal names many factors that bring about deterioration,
among wﬁich are the inability of primary producers to adjust to
the changing clrcumstances (such as changes in demand), and the

weakness of these lines of production to introduce new methods
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of production and new goods. Primary production is assoclated
with low productivity hence would tend to cause laggihg lncomes.
At the same time, there exists a large mass of unemployed agri-
cultural worikters with minimum subslistence wage which keeps the
prices low, the subsistence wage level is actually permanent
and very slow to rise., Unlike the Lewls model, the rise in
productivity and the extention of capltalist sector barely af-
fects employment and wages, due to substantial population growth
which continuously increases the "reserve army" of agricultural
workers,

Myrdal agrees with the Singer-Prebisch position that due
to monovolistic elemeﬁts in the product and factor markets, the
industrial countries keep the benefits of thelr technologleal
progress in the form of rising factor incomes, whereas in pri-
mary producing countrles the gain from improved productivity is
transferred to consumers by price reductions.lu

As a hamper to extention of markets for primary products,
when prices decline, Myrdal refers to inelastic nature of demand
curve for the exports of LDC!'s. FHyrdal employs the same argument
as Prebisch did, to analyse the repercussions of cyclical fluctua-
tions in advanced countrles, by pointing out the ablility of
industrial countries to adapt to changes in demand and the lack
of such ability in LDCt's, Myrdal finally concludes that "by
circular causation with cumulative effects a country superlor
in productivity and incomes will tend to become more superior

while a country on an inferior level would deterlorate more".ls
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Among the critics of the Singer-Preblsch thesis, Haberler,
Ellsworth and Bauer are the most prcmlnent.16

Haberler starts with the common criticism of the false
identification of underdeveloped countries with primary pro=-
ducers.l? He points out that Denmark and Australia are net
exporters of vprimary products. Thus such exceptlions prevent
ceneralization, Then Haberler questions the relevancy of net
barter terns of trade to exnlain the statid welfare impacts of
international trade, and justifies the application of factoral
terms of trade. It is asserted that because productivity is
inherent in economic development, the net barter terms of trade
could well deteriorate when productivity is increasing, while
the single-factoral terms of trade will show the actual movement
of the welfare position of the country.

For the identification error asserted by Haberler, the
confusion will vanish if the analysls deals with the exports
of the underdeveloped countries which happen to be malnly
primary commodities. The second criticism holds true only vhen
e are bound to static welfare impacts of trade (to prove that
any trade is better than no trade). In this analyslis the com-
parative gains of countries from trade is at stake, 1.e. what
creates the widening gap between incomes of different countries.
In this line of argument double factoral terms of trade willl be
more appropriate, because at the same time when LDC's had posi-
tive rate of technologlical advance, the industrial countries ex-

perienced a far greater rate. Therefore double-factoral terms
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of trade will show a more drastlic drop for underdevelcped
countriés. Furthermore, the single-factoral terms of trade
will prove to be a handlcap when we compare the impacts of
technological improvement in industrial countries and under-
developed countries. In the latter group single-factoral
terms of trade tends to justify the deterioration in net-barter
terms of trade, because change in productivity has lowered the
prices, In the former sroup technlecal improvement will increase
incomes, then prices, thereby the single-factoral does not even
decline (ceterls paribus, it should decline, because change in
productivity supposedly lowers the costs) but it will tend to
further improve, ’

Haberler's major criticlism is the data used by Prebisch.
This deflclency is also mehtioned by all other critics of the
thesis. Haberler and other critics argue that these data {and
similar commonly used data) neglect the changes in quality
and introduction of new goods. Whlle the gquality of sugar or
coffee has remained virtually unchanged, the quality of manu-
factured goods has improved substantially, He says that
deterioration might be nothing than a switch from cheap imports
to better quality manufactured items, These two arguments
(which are basically the same) will lead to the same poliey
recommendation as Prebisch: industrialization in the LDC's.
In othef words, if primary products have undergone terms of
trade deterioration because of inability to improve the quality

of products and/or introduce new items, it seems to me that
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this by 1tself is a sound justification for industrialization
in LDC's and for abandoning of 1nternatidna1 specialization

and division of labor. If price increases are Justified for
manufacturing goods, the LDC!'s should break the viclous circle
of poverty by switching to manufacturing lines of production,
Industrialization has been the main polliey conclusion of Singer,
Prebisch and other proponents of this thesis,

Haberler finds the overatlion of Ingel's law in market for
primary goods unacceptable, because he belleves that this is
applicable only for food items and not raw materials., It
should be mentioned that even in original appearance of Prebisch
thesls, raw materlials got a seperate explanation, It was re-
vealed and conflrmed that technological progress in advanced
countries reduces the raw material content of the finished
goods and in additlon, allows substitution of imported natural
materials by synthetic ones.

Haberler concludes that future is not known, and even
assuming deteriofation happened in past, there is no reason to
believe the future will bring about further decline in price
position of primary exports, He mentions the dangers of extra-
polation due to existance of exogenous factors., This argument
certainly could not guide pollcy makers in LDC's., It implies
that the underdeveloped countries should walt for miraculous
happenstances to improve their position. If the Preblsch
theslis 1s theoretically acceptable, there 1s no reason to

believe that the factors causing deterioration in the past would
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simply disappear in the course of time,

Sllsworth prefers to divide the time period studlied by
Prebisch, 1870 to 1933, into three different time intervals,
In each period he 1links the cause of deterioration to distinct
factors. "...It is my contention that each of these stages of
decline in the terms of trade of primary commoditles requires
and is susceptible to distinct and specific explanation, and
that when this is glven, relatively little remains to be ac-
counted for by any all encompassing theory such as that ad-
vanced by Prebisch".18

For the first period 1876-80 to 1901-05, the deterioration
in large part is due to sharp decline in railway and shipping
rates, Table (16) shows the decline in U, K. inward freight

rates in the same time period.

Table 16
U. K. Inward Frieght Rates index number 1900=100

Period Rate
1876-80 184
1881-85 143
1886-90 ‘ 106
1891-95 86
1896-1900 89
1901-05 67
1906-10 68

This argument by Ellsworth sounds convincing for this
period due to the fact that in the data used by Preblsch, the
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basic series used c.1.f. prices of imports in British markets

as price index for exports of primary producing nations and
f.o.b, prices of British exworts for the periphery lmports. 1t
should be noted, however, that other studies which used other
data showed comparable decline in terms of trade. It is also
doubtful to estimate that the share of transportation in this
period was so high relative to total value of goods traded that
the decline in transport costs would negate the conclusion about
declining terms of trade in the primary exporting countries.

For the second period, 1913-1929, Ellsworth finds 1t more
difficult to explain why terms of trade declined, because the
decline in freight rates slowed down, and he asserfs that two
possible reasons could be investigated.

i - Increase in 1abbr vpayments in Britain which was re-
tained in the succeeding depression,

ii - Manufacturing vroducers in developed countries con-
tracted the output rather than accepting price reductions,
Fllsworth also confirms sharp decline in prices of raw materlals
after the first World War, Therefore, for this period, he is
given credit to Prebisch explanation.

In the third period, 1929-1933, he finds a drop in out=-
put in the centers and accepts the validity of Preblsch argu-
ment that resistance to cut wages and profits in the center
with cdntraction of output, and decline in demand for agri-
cultural products, lead to deterioration of prices of primary

commodities, but he reminds us that in this perilod, relative
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decline in primary products prices was greatly aggravated by
the inverse response of the asricultural producers to the fall
in demand and prices, Instead of diminishing the output, the
production of many crops increased.

Bauer, is the newest critic of Prebisch (he mainly refers
to UN-UNCTAD ldeas, which were developed, in fact, under the
influence of Prebisch, one time Secretary General of UNCTAD).19
Some of his views are shared by “llsworth, Haberler and lleler,
Bauer maintains that primary producing countries are not identi-
cal with exporting underdeveloped countries and "...any systematlic
discussion ought to take account of the extreme heterogenelty of
both of primary prodncing countries and underdevelcped world,
indeed for most purposes such a discussion should be confirmed
to the experience of one country or of a very small group of

countries".20

At this point I would call attention to the fact
that even though the heterogeneity exists in both groups, it a
does not deter the generalization, and it is still safe to
bellieve that underdeveloped countries are known as the exporters
of primary commodities, and insisting on limiting the study to
the case of one single country will result in failure to see
the forest, because of the trees. Moreover, the existence of
heterogenelty - the fact that some advanced countrles export
unprocessed materials and some of the underdeveloped countries
are net exporters of manufacturing articles - could reduce the

full-fledged manifestation of decline of terms of trade for

"primary exports of underdeveloped countries", Even the fact
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that terms of trade fluctuatlons may show a great dlversity

in LDC's, wlll leave the generallzation unharmed and highly
preferable to the single country case, in which disturbances
by exogenous factors elther in supply or demand is quite prob-
able,

Bauer asserts that factoral terms of trade is more rele-
vant than the commodity terms of trade because the commodity
termns of trade does not reflect the changeé in productivity.

He uses the "single factoral" terms of trade to show that even
if cormodity terms of trade declined, the LDC's could have
gained in trade, because possibly most of the price reduction
is because of reduced costs which in turn resulted from higher
productivity. But 1t should be recalled that 1f productivity
is at stake, the developed countries experienced higher rates
of rise in productlivity and "double factoral" terms of trade
would be even more relevant than the "single factoral" and will
probably show the drop clearer.

Bauer'!s remaining criticisms, besides those revealed by
other crities, are the invalidity of the assumption of existence
of world monopolies to retain high prices (in Prebisch thesis
the main role of keeping high level prices is lald on the
domestic labor monopolies, and little if any on international
monopolies), and the 1llegitimate elimination of some years
(war periods and 1938 to 1950). For elimination of war periods
some sound justification could be given, but for the latter

period no argument was found.
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Deterioration Caused by Weaknesses in Underdevelopment

It was observed that Singer - Prebisch thesis lays the
main burden of the deterioration on the nature of primary
commodities exported by less developed countries, weaknesses
arising from productlion of these commodities, irresponsive=-
ness of demand for primary goods to changes in incomes and
prices, and furthermore the lagging nature of demand for
‘such products., Some attentlon was paid to the production
side by Myrdal, who found the cause in lack of flexibility
of these economies and by Preblsch, who found that labor
failed to get its fair share of benefits of technological
progress,

Emmanuel attaches the greatest importance to level of
wages, Unlike the previous positions, he maintains that the
relative decline in price of "primary products" observed in
research studies 1s an optical illusion., He maintains that
what 1s really declining is the relative price of the commodi-
ties produced in the underdeveloped areas, In fact, whatever
the LDC's produce, they always exchange a largser amount of

21 Emménuel

their labor for a lesser amount of foreign labor.
maintains that the illuslion results from a mistaken identifica-
tion of exports of the rich countries with export of manufactur-
ing goods and those of the poor countries with primary products.
In support for his standpoint Emmanuel writes "the copper
of Zambia or the Congo are no more primary than coal which was

yesterday one of the chlef exports of the Great Britaln. Sugar
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1s about as much manufactured as soap or margarine and cer-
tainly more manufactured than scotch, whiskey or the great
wines of France. Coffee, cocoa and cotton before they are
exported are processed, much more than timber. Textlles
were formerly among the pillars of the wealth of the industrial-
ized countries and since they have become specialty of the poor
countries, they hardly suffice to provide a starvation wage
for the workers who produce them, even where the technlques
are most up-to-date".22
7 He argues that the main cause of difference between the
"price of production” of different goods originates from
highly unequal wages 1n.different countries, A major dif-
ference between the national settings and the international
framework is the immobility of laber factor internationally,
while capital is free to move, The movement of capital equates
rates of profit around the world, while the existence of politi-
cal boundaries makes labor immobile, hence wage differentlals.
Wages are rigld and remarkably stable and highly differentlated
by geographical areas., In fact, fluctuations in international
prices have little to do with wages. (Emmanuel asserts that the
relation 1ls one way, wages affect prices, but wages inturm are
determined by exogenous factors).

Prebisch does not go deeply into wagre system, but he
arsues that as a result of technologicecal progress, wages will
rise in advanced countries and only profits will rise in

periphery, the reason being the existence of labor monopolies
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in center countrles and the lack of them in the periphery coun-
tries, Emmanuel's theslis 1s more general than Prebisch's, and
technological progzress is only a speclal case in relation to
wage structure. In Emmanuel's view inabllity of wages to rise
is attributed to the existence of a set of soclo-cultural and
historical elements which will well could cover the labor
institutions.

Zmmanuel's theory leads to a policy zuldeline: in order
for an underdeveloped economy to keep lts comparative advantage
vosition and avold "unequal exchange", it should ralse wages
and internal prices, so that in international market the ex-
chance become closer to "equal!", He argues that if this peolicy
is to work 1t is necessary at the same time that a process of
change in specialization should take place to keep the economy
flexible against forelgn competition., If the country (or the
group of countries cooperating in their development process) is
not the unique producer (or nearly so) of the commodities traded
in intermational markets, or if the price elasticity of the
demand for its products is greater than unity, so that, when
the country ralses its wage level, there is a substantial decllne
in demand, the country then, muét choose between "autarky" and
"unequal exchange"., If the produce of a country is facling a
price elastic demand, the country must try to change its produc-
tion specialization, or concentrate all its effort into new
lines of production, so that it could have a better demand condi=-

tions for its exports. He things thls task could be achleved
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by countries in groups.
The 1link between wages and worsening terms of trade 1is

explained in a simlilar fashion by Arthur Lewis.23 He main-

tains that the exlstence of a permanent "reserve army of un-
employed" in the subsistence sector of the underdeveloped
countries (predominantly agriculture) will prevent wages from
rising, hence will cause the prices to remain constant and
causing deterioration of terms of trade, in trading with a
country which has a rising wage trends and prices, '"Take

for example the case of sugar., This is an industry in which
productivity is extremely high by any blological standard.

It is also an industry in which output per acre hés about
tripled over the course of the last 75 years, a rate of growth
of productivity which is ﬁnparalled by any other major industry
in the world - certainly not by wheat industry. Nevertheless
workers in the sugar industry continue to walk hare footed and
to live in shacks, while workers in wheat enjoy among the

b The reason, he

highest living standards in the world".2
believes, is the existence of a subsistence sector to keep
the wages low in the sugar industry.

The Lewls position is that the reason for deterioration
of terms of trade is not the nature of the product and demand
for 1t {wheat and sugar in most respects are the same), but
rather lies in production relations, especially the lncome

structure. In the Lewis model when productivity increases in

an underdeveloped open economy the benefits will accrue mostly
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to consumers or purchasers cf primary goods. The capitalists

do not get higher profits because the rate of profit is deter-
mined not by productivity in sugar industry, but by the general
rate of profit on capital.25

Kindl ebercer's study, cited above, was malnly descriptive.

Evidence of terms of trade deterioration was found for less
developed countries of Rurope (France and Italy) and improve-
nent for more developed ones (Switzerland, Sweden and Belglium),
Among the causes of such phenomenon, he mentions lack of flex-
ibility of resources to adjust to economic disturbance in less
developed countries, He dld not conslder or probe the lmportance

of wage differentials between LDC's and more advanced countries,

Sunmary and Conclusions

In searching for the forces tending to turn the terms of
trade against underdeveloped countries (or their products) two
main positions were cited. The Singer = Preblsch thesis ascribed
the decline to the inherent nature of primary products (raw
materials and foodstuff) and the demand faecing such products
(operation of Engel's law to diminish demand for food items
and technological progress to diminish demand for raw material).
The existence of monopolistic elements was traced and found
explanatory in determining the extent of spread of frults of
technical progress,

On the contrary, Emmanuel found the cause of deteriora-
tion solely in the characteristics of the underdeveloped coun-

tries (or generally underdevelopment)., The most striking was
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the low wages in LDC's and high and continually rising wages
in advanced countries. (Lewls attributes this wage level to
the subsistence sector of the economy, which 1s the permanent
source of cheap, competitive labor).

After reviewlng both views, it is my conclusion that,
by the existing evidence, both the nature of primary goods
and the economic and non-econcmic institutions inseparable
from underdevelopment nave been in interaction to drive the
terms of trade against these countries, each of these elements
having a falr share., If lndustrialization takes place in the
LDC!'s the future will demonstrate the "superiﬁrity" of one
explanation or the other and not the "total insignificance"
of one, Of course, it is quite possible that significance of
each set of elements may change in the course of time, and even
anong different regions of the world today. Kindleberger con-
firmed that, in the European context, no evidence of deteriora- -
tion was found between prinmary and manufactured commodities,
while he recognized the deterioration oceurring for lesser
developed countries versus the more advanced nations of Europe.
On the other hand Porter confirmed the danger of deterioration
for primary producers even among the advanced countries. He
showed that North-American and West-Eurcpean countries (even
when producing primary products) have concentrated on the ex-
rort of those commodities which have high income eleasticlity
of demand and avolded producing those with lower )!ED.Z6 This

supports the importance of the demand side explanation. It 1s
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also obvious that the lag of demand for primary products due
to the operation of Engel's law for food items and lagging
demand for raw materlials, which has been investligated thorough-
1y,27 1s working 1ln the same direction to cause deterioration
of the terms of trade. On the other hand, trends in general
wage level and price level have been upward in developed coun=-
tries (in an interactionary fashion), while the pattern for
LDC's has been close to stapnation due to the influence of a
large subsistence sector and probably some non-economic elements,
Lack of flexibillity in production of the underdeveloped
countries, limited range of products produced by each country,
the operation of the so=called "demonstration effect" in LDC's,
the inability of agricultural lines of production to lmprove
quality of goods and introduce new items, and finally the high
level of protection of agricultural products (and even some
major manufactured goods exported by LDC's) in some of the
industrial countries, are among the reasonable co=factors which

explain the secular trend in terms of trade.
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Footnotes

Raul Prebisch, Economic Development of Latin America and
its Principal Problems (Lake Succsser Uo No Dept.
of mconomlc Affairs, 1950), pp. 1=2,

Preblisch divides the world in two, center and periphery.
The former consists of the industrial centers of the
world and the latter comprises most underdeveloped
countries, which specialize In agriculture and other
primary products. This terminology is used by many

U. N. and other economists, and is based on the
"center-periphery" thesis of development,

R. Prebisch, op. cit., p. 2.

Ibid., p. 16.
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Hans W, Singer, "The Distribution of Galﬁs Between Invest=
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Gunnhar Myrdal, An International Economy; Problems and
Prospects, (New York: Harper, Igggi. Pe e

G. Myrdal, Rich Lands and Poor, (New York: Harper, 1957),
P. 55.

Myrdal also considers the forelgn capltal and migration
in the same line. Both of these factors create
economic enclaves which does not serve the interests
of the domestic economy,

G. Myrdal, Economic Theory of Under-Developed Rezions
(London: Duckworth, {93?), P. 52. THES Is the British
publication of "Rich Lands and Poor",

G, Myrdal, The Challenge of World Poverty, A World Antli-
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Other writers attribute the deterioration of terms of
trade to some other factors, rather than those ex-
plained by Preblsch-Singer thesis., Viner believes
that population growth 1s the major influencing
factor on deterioration of terms of trade. The
influences of peopulation growth if analysed specifi-
cally could be traced in both supply and demand side
in the Singer-Preblsch view, and could inturn supple=-
ment this thesis., Viner eliminates the "inherent
nature of primary products™ from the list of factors
tending to cause deterloration in terms of trade.

G. Haberler, "Terms of Trade and Economic Development'",
in H, S. Ellis (ed.), Fconomic Develovment for Latin
America (London: HMaeclkiillan and Co.. Ltd., 1961),

PP. 275=97.

P. T. Ellsworth, "Terms of Trade Between Primary Produc=-
ing and Industrial Countries', Inter-American Economic
Affairs, 10 (Summer 1956), p.

P, T. Bauer, "A Critique of UNCTAD", In Dissent on
Development, (Cambridge, Mass.; Harvard Univeristy
Press, 2), Pp. 233=71.

Ibid., p. 239.

Aghrirl Emmanuel, Unegual Exchance, A Stugﬁ of Imperialism
of Trade, trans, B, Pearce ew YOrk: ron y Heview
Press, 1972), p. xxxi.

Ibld., p. xxX.

A. W. Lewls, "Economic Development with Unlimited Supplles
of Labor",

Ibidc [ ] p. 183.
Ibid., p. 183,

R. Porter, "Some Implications of Post=War Primary Products
Trends" Journal of Political Economy, 78 (May-June
1970), pp. 586=97.

See G, L. Hyde, "A Critique of Prebisch Thesls", Economia
Internazionale" 16 (August 1963), p. 468, also see,
R. Nurkse, "I'he Export Lag of Primary Produclng
Countries", In International Economics and Business;
Selected Readings, pp. 92-105 (Edited by W. Krause
and F. J. Nathis), also see, U. S. Preslident's Materlals
Committee, Resources for Freedom, Washington, D, C.
(vol. 1, 1952). .
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ABSTRACT

Net-barter (or commodity) terms of trade ls defined as
the ratio of a price index of exports to a price index of im-
ports., Income terms of trade is the commodity terms of trade
multiplied by an index of the gquantity of exports. This is
an indicator of the changes in capaclty to import, based on
export earnines, Factoral terms of trade take into account
changes in productivity. The single-factoral terms of trade
inecludes changes in productivity of the exporting country,
while double=factoral includes changes in productivity of
both exports and imports.

Sone research studies that lnvestigated the long=-term
movenents of terms of trade for the less developed countriss,
or their major exports were reviewed, Many of the studles
revieved showed the existence of a long-term secular deterlicra-
tion in terms of trade of primary commoditlies, which are the
main exports of underdeveloped countries,

Some economists argue that the cause of deterloration
of terms of trade is the nature of primary production that is,
what causes deterioration is specialization in productlion of
primary commodities, From the supply side there are problems
of inflexibility of the production structure, lack of abillty
to improve quality of goods produced and to introduce new
items, From the demand side, there are problems of the low
inconme élasticity of demand for primary products, either
through the operation of Engel's law for food items or through

decreasing raw material content of industrial goods by substi-



tution or more efficient use of raw material inputs. These
factors cause the prices of primary products to decline, On
the other hand, prices of manufactured goods imported by ‘
underdeveloped countries have been rising through increase in
incomes experienced by industrial countries, associated with
any technologlcal progress., Therefore the terms of trade has
a tendency to deteriorate for countries producing primary pro-
ducts,

Some other economists have found the cause in existing
institutions in underdeveloped countries and stated that pri=-
mary production by itself is not the cause of terms of trade
deterioration. Briefly, whatever the underdeveloped countries
produce, they exchange more of their domestie resources for
less of forelgn resources, the sole reason being the differsnces
in the wage levels between the two groups of countries., In a
dynamic sense increases in wages overtime in the advanced |
countries, along with stagnation of wages in LDC's causes
the terms of trade deterloration.

This report concludes that both sets of causes have been
interacting to drive the terms of trade agalnst underdeveloped
countries and their products. While demand for their products
has been lagging, they have also experlenced a slow rise in
technology in this line of production, and the same time
labor structure has prevented any upward changes in wages

and prices,



