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The Manufacture-Manufacture Terms of Trade between

Countries of the South and North

Chapter One: Introduction

1.1 Introduction:

The rolc ol' intcrnational trade on growth and clcvclopment has pre-occupied the

profèssion ol' econol.nics since thc inception of- the lìeld itself. The debate n-rainly

concerrtrated on wcather countrics will gaiu or lose fì'orn trade and weather international

trac'lc will improve or \,vorserÌ the inequality that exists between nations o1'the world. The

terms o1'tradc is a variable that depicts the gain or lose of a country or groups of countries

fì'om trade.

Thcre are basically two schools ol' thoughts regarcling the trade relationship between

cou¡tries of the Sourth and the North. '['he Orthodox school includes, arnong others,

Classical and Neo-Classical economists, 'l'he Product Cycle Theory (Technology gap

theory) and the New 'l'rade theories. The Non-Orthodox School consists of the

Dependency Theorists/Structuralist'fheories like ['rebisch and Singer, Unequal Exchatrge

fheory of Emanuel, Recent Thcories o1'Sarkar, Maizels, Berge and Crowe, ancl Prasad

Chandra.

Classical Economists like Smith (1776),lìicardo (1817), Torrens (1821) and Mill (1848)

wrote a theory saying that in the long run the terms ol'trade f-or prirnary products will

improve against tl-re manufàctured products owing to the law of dirninishing return in

Agriculture and increasing returns in Incil.rstry. IIowever, Economists like Prebisch,

(1950) Singer (1950), Lewis (1969) and Ernanuel (1969) provecl the otherwise.



According to Prebisch and Singer (1950) the asymmetry of the market structure in the

South and North does not allow thc larvs ol'dinrinishing return and incrcasing return to

operate as postr:lated by Cl¿rssical lrconontists. -l'hc South has a contpetitive market

structure. The be¡relìts ol'increasc in proclLrctivity lcaci to a dccrease in price, not to an

increase in wage (itrcrease in thc cost of'¡rroduction). 'l'he North. on the other side, has a

rnonopolistic (oligopolistic) market structure. The benefìts of increase in productivity go

to an increase in wage. Moreover, most of the agricultural prodr-rcts of the South are

income inelastic while the tnatrufàctured proclucts of the North are income elastic.

Lewis (1969) looked at the dctcriorating tcrrns ol'trade of tlie South against the North

fron.r a diflèrerrt angle. According to hinl. it is not thc type of commodities that matters;

rather it is the countries proch"rcing thcm. That is to say, it doesn't n.ìatter if the South

produces Agricultural or ManL¡factured products the terlns of trade will still disfàvor it.

This is because the prodr-rctivity of tlie lbod sector is lagging behind the export product in

the South while it is either the same or lcading in tlie North. Therefbre the inter-sectorial

terms of trade of exports in 1he South is falling whilc in the North it is not.'Ihis làct will
fbrce tlie terms of trade ol'tlie South (irres¡rcctive of the type of exports) to làll against

the North.

Et'nmanuel (1969) was concernecl about thc clcterioration of the double làctorial terms of
tr¿rde. According to him. the deterioration corres f}om the dif'ferences o1' real wage

between South and North. T'his dillòrcncc ¿rriscs lì'om the làct that labor is imrnobile

across regions while capital is mobile. 'l'hcrcfìrre, the DFTT will just be the wage ratio.

As the real wage of the South is less than the North at any point in time DFTT will be

less than one.

Recent studies by Maizels (2000), Ilcrge and Crowe (1997) and Prasad C. (1996) show

that income terms of tracle have irnprovccl lbr sonre developing countries that shifted their

major export'fì'orn Agricultural proclucts to Industrial products. I{owever, the same

sttrdies shorv that thc bartcr ancl fìrctorial tcrrns ol' trade of these countries have

clcterioratcd. This rellects tllat thc volunrc of'manufircturcd products exported fì.om the
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developi¡g countries (South) has incrcasccl but is uot accompatlied by a relative increase

ln pnce.

Generally, lbr the Orthoclox schclol uf' 'l'hought, the 'l'crurs of' 'l-raclc o1' the South

i¡rproves vis-à-vis the North owing to thc Classical arlcl Neo-Classical theories of

diminishing return to trade and increasing return to manufàctures. For the non-orthodox

theories, to the contrary, the price elastic nature of agricultttral products and the price

inelastic nature of' the manufàcture proclucts catlse an asyfflllletric market structure

between the south and the North. Thcrcl'orc. the terurs of trade will be in làvor of the

North a¡cl deteriorate f'or the South as the lbrmer {accs an Oligopolistic market structure

and the later will làce a competitive market strttctttre.

The clebate is still going on. For sorllc cconomists terms o1'trade f'or tlie south deteriorate

because they mainly export agricultural prodr-rcts. Others believe that terms of trade will

cleteriorate ftrr the South irrespective of the type of product they produce. It is hoped that

this papcr rvill contribute to the ongoing debate.

1.2 Organization of the studY:

Followi¡g the introcluction, problem statement, objective, scope and lirnitatiorr,

hypothesis of the str.rdy and methodology will be stated. The next chapter gives a

theoretical and ernpirical background ol'thc cleveloping countries, their manufàcturing

bases is also inclucled here. The r.rext chapter cotrsists of review of literatures on

international tracle and the terms of trade. Some methods used ou previous researches of

the same kind will also be reviewed. Cha¡rter l'our is about the nrethod used to collect the

data, convert it in to a workable sct and thc modcl used to get the terms of trade. The

analysis of the clata and discussion of'the result obtained will be presented in the two

chapters that ltrllow. Irinally. the paper concludes by giving suggestions and

recomnlenclations.

a
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1.3 Problem Statement:

It has beert rllore apparent now tllat thcrc is a widc dis¡rarity bctwcen economic growth of

the North and the Sor"rth. Stuclics shorv that tlic North is enjoying about 80% of the

wealtlr of the nations lcaving a nrcrc 20o/o l'<'¡r tlic Soutli. [:vcn though Main -stream Neo-

classical economists assert that growth will naturally trickle down evidences show the

contrary. Evidently, ineqr-ralities were rising and the poor are becoming worse ofI'.

Agaiu, f'or neo-classical ecotromists the solr-rtion is trade liberalization. The comparative

advantage theories ¿rssert better eqtritable distribution (fàctor price equalization) and

higher ecotromic growth (bctter cf'l'iciency and mix ol consr.rmption). (l leckseir-Ohlin

Model, Stolper- Samuelson thcorcm).

Policy tnakers of the South have fbllor,ved these lines of arguments and have tried to use a

rnix of trade polices in tl're hope o1-maximizing their gains fiom trade. Some of the range

o1'trade policies they appliecl inclucle inrport tariflì, physical quotas; export promotion

versus import sr.rbstitLrtiori, exchartge rate adjustments" international commodity

agrecments anci economic integration. As hot is the debate on the theories behind,

eviclences show tliat tcrms of'tradc h¿rve not irnproved f-or countries of- the Soutli. l'his

gocs also fbr tliose countries. r,vhich havc shifiecl their export sector fì'orn Agriculture to

Manufàcture. The Manulàcturc- Manufàcture terms ol'tracle has deteriorated. [Sarkar and

Sirrger (1991), Lewis (1969), llmanucl (1969), Maizels (2000), Berge and Crowe (1997)l

The focus of this paper is studying the manulàcture-manufacture terms of trade of groups

of countries of tlie North with gror-rps o1'countrics ol'the South.

1.4 Objective of the Study:

The main ob.iective of tlie papcr is to stucly thc trcnd of the Manulàcture-Manufìrcture

Terms of 'l'r¿rcle bctlveen countrics of'the South ancl tlle North. The Income Terms ol

4



Trade and The Total Tenlrs ol'Traclc arc also str"rclied. There is an on going debate on the

terms of tracle between countrics ancl bctwccn cot'utnoditics. '[he debate is on wcather

tenrs of trade fbr countrics of' tllc SoLrth clctcriclratc bccause thcy spccialize in

Agricultr-rral cornmoclities or wcathcr it will still cleteriorate even i1' they shilt to

producing rnanulàctured commoclitics. It is hopcd that this piecc o1'work will contribute

to the ongoing debate. For the sake of clarity, theories of both the Orthodox and Non-

orthodox schools of thought are reviewed. The theories and findings of those who studied

the Agriculture- Manufacture terms ol'trade and the Mariufàcture-Manufàcture terlns of

trade are also prcsented.

1.5 Significance of thc stucly:

There are no nruch researches concluctcd. cspecially on the Matlulàctr"rre-Manulàcture

terms of tracle between countries ol'the South and the Nortli. Ol'the limited number of

researches conducted, the majority ol' thern stuclied the terms of trade l'or specifìc

countrics. l.'ur exantplc. Kersti llerge ancl 1'rcvor Crowe (1997) stucJied tertls of trade ol'

Korea with cleveloping ancl developed countries while Alf Maizels (2000) sturdied terms

of trade of the {JSA, Chandra Prasad (1996) studied the bilateral Manufàcturre-

Manurlacture terms of trade of Inclia. Indclnesia and North Korea. Though Sarkar arld

Singer (1991) studicd the Terms of -['racle the Manufàcture sector of the Soutl-r fàces vis-

à-vis the Manulàcture sector of the North. this study lias extended the period till 2000.

and also includes regression analysis of the tenns of trade of ITC (lnftrrmation

Tecllrology arrd comr.nunication) and Sofìware proclucts where some countries of the

South are f-ound to have irnproved terms ol'trade.

1.6 Scopes and Limitation:

Including many numbers oi countries coulcl have improved the precisions of the

outcomes ol'this study. Due to spatial ancl temporal dimensions. however, this study will

limit itself only to some selected countries ol'tlic South and the North.

5



Trend stgdies that ¡rake use ol ti¡lc scrior-rs analysis are best lit f-or cases where the time

spa¡ i¡clgcìed is as large as possiblc. In this str,rdy especially, it would have been tnore

contplete il'the clat¿r has encor.npassccl thc pcriod liolu l960 orlwards. This is because the

rnajor stçclies on tenns of tracle ¿rre conclucted f-or thc period until 1960's. While there are

pretty good str.rdies ¿ilier that all ol'thcru, irtclr"rding this onc. scem to be impeded by the

availability of data.

The limitedness of data also made it impossible to i¡rclude petroleum-exporling countries

in the study, whicl"r was the origirral plan. 'l'lie inclusion of these group of countries

would, lot only have improved the precision ol'the outcome of tlie study, but also would

have given an important insiglit as thc sliill to industly is assumed to be easier to these

countries pertairring to their gain of incontc fiom tlic expclrt ol'petroleum.

The rnain scope of the stucly is the tertns of'tradc betweeu Manulàctures of the South and

Manufàctures of the North. 'l'he Income tcrms of Trade and the Total Tern-rs of Trade are

also ¡rain components of the str.rcly as they are usecl to explain the volume and price

rclatio¡ship of the manulàcturc exports of thc group of'countries utrder study. 'l'he paper

also gives due atte¡rtion to the tracle rclation of gror.rps o1'col¡utries of the Sotrth r'vith

groups of-countries of tlie North as opposeclto the North as a whole. The Terlns of T'rade

of tlie Inf'or¡ration Technology (l'l') and Sofìwarc products fì'orn the Newly Industrializcd

Countries (NICs) are given special cmphasis as they etrc expectecl to have a dil'lèrcnt

trend.

1.7 Hypothesis:

The f-ollowitrg are the liypothescs ol'thc study: -

lavor of the latter irrcspcctivc ol' thc type of' cotnuroclity they export. In other

rvorcls the Manufàcturc- Mallufhcture tentrs of traclc has deterioratecl l'or the So¡'rth

in lìrvor of the North.

6



the South with The USA" .la¡rart. and l'he EU.

Soliwarc proclucts has itrlprovcd.

1.8 MethodologY:

There are several nrcthocls that can be cmployecl in this kind of'study. The 1ìrst optior-r

that comes i¡ to ¡rir-rcl is the nrr-rltiplc rcgrcssion mcthod. It allows the researcher to see

the relative efTèct of several variables on a depcndent variable. The coefTìcients estirnated

will tell weather a lirctor is signifìcant or not. Moreover, pertair-ring to the estimate of the

coeflìcie¡ts one can tell which factor is rnore important and to what degree or extent.

The other possibility is to use thc gravitational mcthod. Thc most important fàctor in this

rncthocl is the clistance between the trading cor-rntries. 'lhe assumption is the nearest a

country is to a metropolitan country the bctter witl be the terlns of trade.

Discrirni¡ant Analysis is a statistical tcchrrique, which ¿rllows thc researcher to study the

clifferences betwecn two or nlort: grou¡ts of' objects with respect to sever¿rl variables

simulta¡eously (Klecka, 1987). It is used to str-rdy the dil'lèrences between two or more

grolrps and a set of cliscrinlinating variables. Some arcas, which it can be used, inch-rde

economic dif-ferences between geographic regions. In this type of research it can be used

to categorize countries in to groups with respect to different variables like type of

commodities exported.

The other possibility, which is cm¡lloyecl in this rcsearch and mauy others, is to ulse the

time serious analysis. It allor,vs the rcsc¿rrcher to invcstigatc the trend o1'the terms of tracle

throlgh a given periocl ol'tintc. 'l'o irrvcstigatc thc trcnd ol'the terurs of trade, there are

two possible approaches.
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I. Net Barter tenns of Trade (Nlll-l')

It is the ratio ol-thc pricc inclcx of'tlie Soutli to the price index o1'the Norlh.

Ps/PN: P : Nllt"t'

II. Double làctorial terms ol"l'radc: (DIrTl')

Over and above the NII'l"l' it also includes crnployrlcnt and productivity

levels of the economy.

P ArXt / AmNm : DFTT

Wllere: p : NBTT

i. As: prodr"rctivity in the Soutli

ii. Am: prodr.rctivity in thc North

llI

IV

Ns: Index of employrnent in the South

Nm: Inclex of prodr"rctivity in the North

The next step is to regress lhis against time (time scries regression) and see the terms of

trade between the Soutl-r and the North through timc. In this paper the NBTT is employed

as the procluctivity ancl wage fhctors of'the DIrl'T ¿rre out of the scope of'the p¿ìper.
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Chapter Two: Back- Ground of the South

2.1 Introcluction:

It is a usual nomenclature to usc "South" lbr tliosc counlrics otherwise known as LDCs

and ,.North,, f-or the developed countries. Especially in literatures related to trade and the

relationship between these two parts of the world, the use of "North" and "South" iS a

comlnon practicc. In this paper the samc trencl is applied'

It is proven beyond doubt that there is a huge amout.tt of inequality between these two

groups of countries. Evidences show tliat thc gap is increasing' Though the need to

decrease the gap is undisp¡rted, the approach ol'tackling thc problem divides economists

in dif}ère¡t schools of thor.rghts. Internation¿rl tracle is one major area, where such a

debate is unclertaken. one School of Thor"rght aclvocates ft'ee trade while the other prefèrs

restricted trade.

The orthoclox School ol Thought asserts that the law of diminishing retttrtr to agriculture

and increasing return to indr-rstry ir.rsure gain fioru trade to all the partners. The Non-

Orthodox School of 'fhourght on the other hand. say that, the Soutli will lose fì'om

international tracle owirrg to the asymnrctry in their market structure. The South fàces a

competitive market structure while thc North e¡joys an Oligopolistic market structure'

2.2The Manuf¿rcturing Ilasc of thc Dcveloping countries

The agricultural sector has been ancl still is the rnain economic sector of many developing

countries. This has fbrced the majority ol'the population (70yo, and in some cases 85olo)

to be rural settlers. It makes r.rp f'or the majority of direct and indirect employment and

most depencl solely on the sector l'or their lbrcign exchange earning' According to

Merlinda I¡gco (2000) Afiica clc¡tcncls on agricr.rlturc l'or 35% of its GDP and f'or

employ'rcrrt of two lliircl ol' its population. 'fhc samc author stated tliat agricultr"rre

enrploys ¿rbout 50%o ol- the population in South Asian C'ottntries. The export share of'
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agricultLlral products like coflèe; cocoa, fìsh, fì'uits and vegetables are very high and

growing. The price o1'the agricultural ¡rrodLrcts, however, is cheep owing to the cheep

labor fbrce ancl the competition amotrgst southcrn coltntrics that are made to produce the

same kind of products. Some of tliesc countrics havc nr¿rdc ellbrt to shifì tlteir economy

fiom agriculture base to irrdtrstry basc.

Industrialization, as it is called, in the South is not an easy task, as they have to compete

with the already well-establislicd manulàctures ol- thc North. Governments opted for

protectior-rism policics in orclcr to make tlicir infant industries competitive in international

markets. I-lowever, the indurstries in developing countrics are difTerent from that of OECD

not only due to the policies impedcd on them but also due to the structural dif'ferences in

their economy. Some of thc factors that contributc to the structural difference of the

economies/indurstries of the developing countries fì'om that o1' the OECDs are market

size, import of processed and serni-processed inputs, human capital (skilled labor),

infiastructure, credit services, price volatility and unfàvorable socio-economic and

political environment.

The intemal market of most cleveloping economies is so small to make the industries

profitable. The lintited ¿rmount of demand that exists goes l-or basic needs, which are

agricultural proclucts or agro-industries. This nrakcs it diflìcult ftrr the inf¿rnt industries to

pull or.rt ancl be strong cornpetcnt. On top ol'these, the distance to the metropolitans will

increase the cost oltransport¿rtion. which again reciuces their competitive power.

The less developed countries get thcir inputs lbr their industries mainly thiough iruporl.

More olten than not, the irrrports arc very cxpcnsive and take the great majority of all the

inputs. This makes the cost of prodr"rction rise and reduces the cornpetitiveness of the

industries in tl're international nrarket. l-he other alternative is to use substitutes of the

imports, which is at the expense ol'quality. 'l'he repcrcussion is the same. Mostly it

happens that the market f'or tlie products at the internation¿rl level is tied to weather or not

they import the inputs.
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The lack of skilled manpower is one othcr fàctor that makes 1he industries of developing

countries short handed. Most sophisticatccl manulactLrring enterpriscs demand a skill,

which is just specifìc to them. It is vcry costly, il'trot itl¡lossible, lbr devcloping cottntries

to have this ki¡d ol. trai¡ing. 'l'hc eclucation levcl is mostly limitcd to secondary level,

wl-rich itself is of low q¡ality. Thc cluantity ancl clLrality ol'technicians and researchers is

very mir-rimal. Tl-re usual practice is to import the trainecl m¿ìnpower frorn the developed

world, which again increases the cost of procluction. T'he hope is that the local people will

learn ancl catch up fì'or¡ the expatriates. According to some str-rdies though, it rarely

lrappens. (Evenson and Westphal, 1995; Kcllcr, 1996)

I,-,fiastrr-rct¡res like water, roacls, pcllts, power and ctltutltttnication are one o1'the tnain

fàctors f'or the sllccess or làilure of'a ccrtain inclr-rstry. In tllc developing countries they are

very .ruch poorly cleveloped. 
.l'hough sonrc cl¿rim that thc climatic condition of tropical

countries reduces the cost of lvarr-ning (no heater required), the increment of cost due to

the lack ol-i¡fì.astnrcturcs orthe high cost associatcd. mot'e than offsets the benefìt. (lf at

¿rll there is any).

The l.rnancial market is also one big problcn.r lbr the inclustries of the clcveloping

cou¡tries. l-he availability ol'crcclit. cs¡tccially to thc srnall f'rrms is very mtlch limited.

'l'hcre is a tenclency lbr the banks to givc lo¿rn on short-tcrm basis, which makes it very

expensive. The requirement ol'collatcral ¿urcl sotnc percentage of initial capital by banks

limit the access ol crcclit to small 1ìrms. "l'hc pcr unit cost ol.lending to srnall fìrms is also

high, which ¡rakes bankers to rcfì'ain lì'orn lencling to this kind of institutions.

Last burt not least, price volatility accompanied by political unrest (instability) makes the

cornpetition fbr the i¡clurstries in tlie intcrnational market difhcult. The less developed

countries fàce the rnost volatile pricc in the world. 'fhis is because the agricultural

proclucts they produce are rrot only price elastic but also easily perishable, the cost of

preserving, in most cases, is cvelt highcr than the price of the procluct itself' The

manuf-acturecl proclLrcts are sr.rbjcct high compctitiort lvith other cleveloping countries'

This is bccause the types of'nt¿utulìrcture tlicy proclucc arc lor,v-tecl-r and labor intensive,
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which every other country can also cluplicate so easily. Poor governance leads to high

level o1' corruption and rcnt sceking bchavior. According to studies, Nigeria and

Cameroon have the higliest levcl of'corruptiotr in Afì'ica. As poor as the legal system is,

contract enlbrcenrent, crirne ¡trevctrtiot-t atrcl protection ol-property right are dillìcult.

2.3 Stylized Facts:

With all the above clilliculties, the cleveloping countries still showecl some ef'fort in

improvirig their nranulàcturir-rg basc ancl thcrcby thcir trading pattcn-r. Tlic world-tracling

pattern as a whole changed since WW II. Following the establishment of the General

Agreer.¡crrt on 'fraclc and 'l"arill'(GA'l"l) tltc ¿unount of world export grcw by an ¿ìvcrage

olT.3Yo per year between 1960 ancl 1968. and accelcratecl r.o9.7o/o per year between 1968

and 1973. (lìay, l99S)'fhc ManLrlircturing Value Aclded (MVA) of developing countries

betwee¡ 1985-1998 \,vAS nearly trvo pcrcetrtage points higher than the developed

cor-rntries. (UN I DO, 200212003)

Yct, MVA per capita in industrialized countries was abottt 17 times in that ol'the

cleveloping countries.'l'his lìgure was 83 timcs and grcrvto 144 times as colnpared to the

least cievelopecl countries in thc years 1985 ancl 1998 respectively. This is a rcflection of

the clil'fèrence in the clegree of intcnsity of indr"rstrialization betwccn the regiotis. 'fhe

share of manufaclul'ed exports by thc clevelopecl r,vorld grew by 8 percent poir-rts ¿rnd the

per capita export was l5 tir¡es that ol'thc developit.tg cor.ttttries. (UNIDO,200212003)

The boo¡ring o1- the price of oil in 1973 r,vas not a good sign for most developing

cou¡tries. It led tliem to go in to rccession and opt ftrr ¿rn inward looking protectionist

policies. The subsequent periods, yct. shor,ved outward looking. export-promotion

policies. UNIDO's industrial devclopmcnt report ol' 200212003 stated, "As a group,

developing countries are doirrg f airly r,vcll on altnost all Ineasures of perl'ormance. They

are incrcasing their shares of global ¡rrocluction and exptlrts. They are tnoving up tl-re

tecþ¡ological ladder. enlarging thcir bases of human capital, deepening their

tcchnological activity ancl attracting largcr ¡rro¡rortion ol' ntobile resources'"
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The problem, however, is this concentratecl ou a very fèw developing countries. Owing

to the fàvorablity of the làctors mcntioncd abclve, tlie growth ol'the uranufàcturing sector

i' the clevelopi¡g countries was clivcrgcnt th¿ui convcrgcnt. lt was []ast Asian countries,

which gai¡ed the r-¡ost. The ntost sr-rcccssfìrl were Ilong-Kong, Singapore, Korea and

Thailalcl. The trade expansiorr in these countries showed a rnagnilìcent achievement by

sky rocketing to l3o/o per annum. (Ray, l99S) The performance of China, Indonesia,

Malaysia, Philippines ancl Thailand was also remarkable. These countries, along with

some South Asia¡ cou¡tries like Inclia. were able to adopt/copy the ITC and Software

technologies in¡ovated in .lapan. Later on, they wcre able to dominate the market of these

products because they were able to improve on the technologies themselves. (Tybout,

l99g) 1-he export share ol'the ITC ancl Sofì',vare products of tliis group of countries (lndia

not includecl), calcr-rlatccl by using thc fìgurcs lì'om the UNCI'AD database, was l2o/o in

1995 to grow to 17% ( o1'their total exporls ) in 2000.

East Asia's share o1'the mainl2 rnanulàcturing export sectors is high, with an average

exceedi¡g 82 percent; (ln 1998, accorcling to the UNIDO report, East Asian countries'

share ol.the export ol'the total m¿rnufacturing goods is about two thirds) their share in the

world total manulàctured irnports is20o/o in the 1980's arrd 90's. (Bender and Li.2002)

In MVA. East Asiar1 countries increasecl their share of thc dcvcloping countrics total liom

43Yo to 53% betweerr 1985 and 1998 (UNIDO' 200212003)

Following the liigli inclebteclness in thc 1970's in Latirr America, there was a change in

trade policy fiom iruport substitution (inward looking) to export promotion (outward

looking). (Ray, 1998;Bender and Li,2002) Mexico, Argentina and Chile are best

examples. Evidences shows that thc exports share of the Latin American countries have

shown an increment since then. l'houglt the export share of the main manufàcturing

sector decreased by 23% per annLlnl on average between the years 198l-1997, there was

a relative increase in tl-re total export sharc by 17% (Bender and Li, 2002). The region,

' Main lrranufàctLrre in this colttext is llrcatls higlrly sophisticatccl ¡lroducts.t -lhis, shorv that east Asiall cou¡trics rvere succcssfìrl arrcl clolninatlt in llroclucing high-tech proclucts
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alo¡g with the Caribbean, lost abor"rt 7 pcrccntages in regional shares of MVA though it is

the rnost industrialized fiorn developing countries in per capita terms.

The perf'onÌlance in Sub-Saharan Afì'ica ancl the least cleveloped countries is not at all

good at any scale o1'measurement. UNIDO's rcport revcals that the sub-cotrtinents MVA

in 1998 was only one percent of the worlds. This fìgure was three percent in 1985. Of this

srnall amount, the share of Morocco was about one thirds of the region. Excluding

Banglaclesh, which accol-rnted f'or 3lo/o ol- MVA in 1985 and 53o/o in 1998, the Least

Developed Countries accountecl fbr 0.5% in 1985 and zero in 1998 of the worlds MVA.

In summary. manufàcturcs are still conccntratccl in cleveloped countries and some fèw

clcvcloping countrics. "l-hc coltccntration is gctting more in cleveloping countries wliile it

is clcclining in clcvclopecl countries. In tertns ol' per capita, especially, the gap is

widening. l'hc trade of Manufàcturcs within the cleveloping cor"rntries amount to more

than 80%o while it is just the remaining 20o/o that is tr¿rded between the South and tl-re

North. (UN]"AD.'l'raclc arrd development Rcport, 2003) Frotl the lirnited amount of trade

bctwecn the Sor-rth ancl North, the per capita trade share with .lapan exceeds with that of

ELJ a¡c1 USA. (1'ybout, 1998) E¿rst Asia. ¿ìnlong the developing countries. shows an

inclication that they are rnoving towarcls inclustrialization. They have a high growth rate itr

l¡anulàcturc proclr.rction and export, though in terurs of MVA per capita they lag a little

bit behind to Latin Anterica an<l thc C'aribbcan. Excluding Mexico lì'om the region, their

marrulàcturing perf-ornrance and cxport is bchincl that of'East Asia though it stilt is much

better than Sub-Sahar¿rn Afì'ica arrcl J'hc l-east Developed Countries.

Some studies show tliat the manulàcture pcrftrnnallce of the tiger cottntries of East Asia

had some spill over eflect to countrics of'South Asia. India is becoming competent in

manufactures like IT'and solt warcs whilc llangladesh is relatively better in mauufàcture

as compared to the lcast developccl countries. It has attended decent manufàcturing

growth: yet, the export and IlanufÌtctttrc pcr capita perl-orrn poorly.
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Sub-Saharan Africa (except for Sor-rth Alrica) is the least perlbrmer in all respects. Its

economy is still do¡rinated by agriculturc artd thc tenclency to shift to manttlacture is

regressirrg. The least clevelopecl cor¡ntrics: arnong which ¿irc thc 30 poorest countries are

recording worst f,igures. 'l'he l2 lcast clcvclopecl countries are seeing diminutions in their

already minuscule shares of'world irldtrstrial llroductioll attd cxport'

The tables below give some figures of annual average percentage growth of exports in

developing countries and the trencls in their share of'manufàctured exports' The tables are

extracted fì.om lnternational Mouetary Iruncl (lMIr) issues and development in

internatioual trade policy as reported in Ray, 1998'

Tctble: 2.1 .luuttrl (tyct.(tgc pcttcntLt!:e {r(^rlh of ax¡xtrls in tlct'elo¡tittg cr'¡tttttries (ltttcrnuliottttl ÌtÍonelury

Fund)

Regiort I 973-82 1983-86 I 987-90 I 99 I-9 r995-2000

All LDC's 0.2 4.7 5.7 5.9 6.2

Africa

Asi¿r

East Europe

Micldlc East

Western

Hemisphcrc

Sub-Saharan

Africa

NIB's

-2.4

9.2

4.3

-5.1

1.9

-1.0

4.4

10.5

5.1

-l.l
2.6

t.7

13.4

z.)

1 1.8

-4.2

5.4

7.2

1.0

n.4

1.9

t2.4

1.6

4.2

7.4

1.5

t2.9

2.1

3.1

8.2

0.8 0.9

12.1 12.913.3

j'l"hefìguresof'theyears,199 l-l995and 199,5-1000rvcrecalculatecl b1'theresearcherhinlself'fì'orn

available clata olthe IMF Report 2002/200i
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Tqhle: 2.2 Trencls in lhe LDC munttfctc'lurecl e,rprtrls (perccnlagcs) (lnlernulioncrl lvlonelury Fund)

1970 1975 1980 1985 1990 1995" 2000

Share in world Total

All LDC's

Asia

Latin America

Africa

Share in LDC Total

Asia

Latin America

Africa

1.0

s.t

1.8

1.4

52.4

26.2

19.5

7.4

4.7

1.7

0.7

62.8

23.4

9.3

10.0

7.2

2.0

0.6

7t.8

20.3

5.8

13.3

9.5

2.5

0.4

71.2

18.5

3.2

l7.t

14.1

2.0

0.5

82.7

11.6

2.8

19.0

15.2

2.4

0.3

84.s

10.9

2.1

19.8

15.7

2.3

0.2

86.2

10.2

t.7

'rThefiguresoftheyears I995ancl 2000rvcrccalculatecl bytheresearcherhirnsellfiomavailabledataof
the IMF Report 200212003
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Chapter Three: Terms of Trade in the Theories of Trade

3.1 Introduction

Some researchers say that it is very difTcult if not impossible fbr countries not to engage

in tracle and exist by themselves just as it is very diflìcult 1'or indivicluals not to exchange

to fìrlfill their requirements. According to the¡n the closed economic system that China

and other ex-collntLtnist countrics tricd to lbllow was accompanied by a lot of cost. To

the contrary, other rcscarchcrs say that opcning up a countrics (specially developing

cor"urtries) econolly to inter¡raf.ional traclc will clisbcnclit it.'fhe question of why tradc aud

who gains fiorr it are tlie main question aclclressed in many literatr-rres of international

tr¿rde.

Ecorromists have been dividecl in to two rlrain schools of thought in trying to respond to

the above stated questions. -fhc two schools of thor.rghts are The Orthodox and Non-

Ortliodox thinking. In the lòrrner are incluclecl Classical Economists like Adatn smith and

David Ricardo; Neo-Classical -Economists like Ilcckscher, Ohlin, Stopeller and

Santuclson; Vernon, Fincilay ancl Krugman o1- the l-cclinology Gap and Product Cycle

Moclel theories; and the New Tracle -fhcorics of Krugtnan and David Dollar. The latter

have the Prebisch and Singer analysis (strr"rcturalist school/dependency theory) of the

deteriorating ternts of trade; Unequal cxchange Tlicory ol' Emmanuel; The Lewis Thesis

of Intersectorial Temrs oi l-rade; Sarkar's 'fheory of Manufàcture -Manufàcture Terms

of Trade; Prasad, Maizels and Berge, and Crowe are also some recent researchers who

worked on the same line ol'argumctrt as Sarkar.

3.2 Pre-Classical thcories:

I-listorically. not mentioning thc biblcs corrviction o1'tracie (profìt making) as ilnmoral,

tlic Physiocrats ancl Mercantilists w'erc lotally against it. 'fhe most it.uportant thing f'or
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growth in the Physiocrats era was Agricultr.rre and the most importatrt fàctor of

production or resource was lancl. Nations wcrc involvecl in war looking fbr an expanded

la¡d. The reasolt o1'war l'or Mcrcantilists rvas r¿rthcr golcl.'l'he sourcc of wealth lbr them

was accLÈluulation o1'golcl. 'l'hcy u'crc vcry suspiciotts ol' fbrcign trade ancl the limitecl

amount ol- trade was lor acqtrisition of' atttllrtttlition.

3.3 The Orthodox School of Thought

It r,vas against this background that classical cco¡romists came with the idea o1'trade

ber-refìtir-rg atl the partners. As a critiquc to tlic Mercantilists idea Adam Smith (1776)

canle up with a theory of Absolutc Aclvantage . Accordiug to him, two countries that are

involvccl in trade (assumir.rg twcr commodities) c¿rn benefìt if they produce and export the

corumoclity, which thcy carl ¡rrocluce cltcapcr instead o1' trying to produce both

commodities. The whole idea rests on the theory of international division of labor. It was

gp to Ricardo (1817). howeverto rcline the theory and come up with the fàmous theory

ol'Cor-nparative Advantage. Accorcling to him. it is not necessary that countries have an

absolute advantage on both colnrnoclities they procluce. Both countries wealth can

increase if they specialize in tlie cornmodity which they have comparative advantage as

they can use the labor more elìiciently in that product and irnport the otlier product (liom

where it is more eflìcierrtly proclucecl). 'fhe underlying assumptions here are perlèct

cornpetition ¿rnd urrrestricted movcmcnt ol'capital bctwcen the cottntries.

The Neoclassical School extcnclccl thc r.vork of lìicardo by irrcorporating capital in the

¡rodel. In this case countrics will produce a product, which intensively uses the làctor,

which they are abundarrtly enclor.vcd ivith. Thc conclusion is that liee inten-rational trade

rewards a country's relative abunclant lìrctor and hence raises its price and decreases that

of tlie scarce one; in the proccss it leacls to fàctor price equalization. The dominant

players of this theory are lJeckshcr (1919), Ohlin (1933), Stolper (1941) and Sarnuelson

(194S). According to l-eontiel (1954) howcver, America specializes in labor intensive

than capital-intensive proclucts" ivhich is contrary to thc ncoclassical assutnption - hence.

Leontief's Paradox. In 1956. yet. Lconticf'himsclf provecl that Anlcrica is a skilled labor
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abundant country. If labor dilferentiation is tal<ett in to accortnt then, the H-O-S model

holds

Vernon (1966) ig¡orecl the contparativc aclvantagc aud ctnpltasized on the time gap

between the innovatiol a¡cl acioption of'tcchncllogy. In his Product Cycle Theory lie tries

to explain the pattern of tracle by saying that the technology innovated in the North will

be transfèrred to the South owing to the wage diffèrence that exist between the two'

Krugman (1979) expancled this approach and built a North-Sor,rth model of trade. He

asserts that the North has uronopoly powcr ovcr thc South on new goods aS the

i'novation ol ¡ew technology takes placc therc. I)tte to the high wage rate of labor in the

North. technology transfèr can improve thc tcrms o1'tracle of countries of the South. 'fo

improve the terms of tr¿rde, the North has tct bc constantly and continuously innovating'

Until the 1980's and 90's, co¡stant return to scale and perfect competition were the basic

underlying assumptions of the hitherto tracle theories. In the New Trade Theories

econo¡rists like Kngrna¡ (1992). Dollar (19S9) ancl Stiglitz (1977) took a step and added

t¡e conccpts ol'i¡creasing returns to scale and iurperfèct cornpetition. They explained

i.tra-i¡clustry trzicle and intra-finn trade having the above assumptions at their core. They

are listed under the Orthoclox School of 1'hought as they share the idea of fiee trade and

bclieve tliat tra{e can improve the ternrs of'trade of the south. Yet' they diflèr fì'om them

in that they reject the const¿rnt rctunt to scale assumptions ancl asstttne increasing return

to scale

Accorcli¡g to Krugman scale economies are internal to the fìrrn (for neo-classical-

economists scale economics is external to the {ìnn) Industries can exercise rnonopolistic

cornpetitio¡ up to a point where it is limited by the market. As explained by the

Chamberlain Monopolistic Compctition inclustries will be engaged in a monopolistic, but

not, perfèct competition. A general cquilibriurrr will be reached wheu entry to the market

derives profìt to zero. International traclc is a rvay to expand the market and overcome the

lir¡itation. Accorclingly, tracle is ncccss¿u'y irrcs¡tcctivc of the cotnparative advautage
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countries posses. Thus, international trade, whicli is free fiorn restrictions, will benefit all

the trading partners.

'fhe Infia-Firm trade theory. as opposccl to tlic Ileckshcr *Ohlin theory, talks about

transfèr pricing than pricing through thc In¿trkct l'orccs ol' clertrand and supply. The

MNC's go for a joint prof-rt maximization scheme instead of competing for profit with

each other. North-South trade relations clo not give mr.rch of a sense here, as the units of

analysis are the MNC's and not the governments. The terms of trade of countries of the

South depends on the MNCs operating thcre.

3.4 Thc Non-Orthodox Thcories of Tr¿rclc:

Thougl-r in dil'lèrent ¡tcrspectivc. all tlie orthoclox thcories of trade explained above are

collluton in that they advocate lì'ec trade. They believe that the world as a unit will be

better of'and all trading partners will gain fiom trade. Procil-rction and productivity will

increase and people 'uvill have a mix ol consumptions. As the countries of the South are

enclowed with unskillecl labor, the retum to that resoLlrce will decrease the gap of

ineqLrality between the South and thc North. J'he assumptions of perfèct competition,

fàctor mobility, lirll infbrmation and absence of governurent involvement however,

rnakcs thcir theory unrealistic. In reality. tlie world is far fì'om being perfèct atrd there are

dif ferent types ol'market structurcs in the North and South. Moreover; evidences show

that. in reality, the gap between thc South and North is widening.

The structuralist economists of the Economic Commission of Latin America and the

Caribbean's (ECLAC) were among the 1'or rlurners in trying to concretely study the

North-South trade relation by using the concept of Terms of Trade. (Geda, 1998) Raul

Prebisch and I{. Singer (1950) used the corlcept of terms of trade and proved that the

Agriculture-Manufacture tenns of trade fàces a sccular cleterioration for the south and

were in fàvor of the North. This was a challenge to the International Division of Labor

and tlie Orthodox theory of Cortr¡tar'¿rtivc Acll,¿rrrtagc. Singcr used the report on tlÌe terms

ol- tracle of'the Leaguc ol'Nations (1949) fìrr his analysis. I-ong belbre that, Keytres
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(1912), Robertson (1915) and Clark (1945) stuclicd the same kind of proxy data and

proved that, in the lo¡g run the ten'ns ol'traclc l'or agricr-rltural products will improve vis-

à-vis t¡e ma¡ulircturccl proclucts cluc to clinrinishing returtrs in agrictrlturc and increasing

returns in tnanuf¿rcture.

prebisch ar-rd Singer made a separate analysis on the terms of trade of South and North,

but the result they reached was fairly the same, hence the name Prebisch-Singer.

Accorcling to thel.n, the Sor-rth experiences a competitive n-rarket structure while the North

experie¡ces a¡ Oligopolistic market stnrcturc. Agricultural products of the South are

price elastic wl-rile; manufàctured proclr,rcts ol'thc North are price inclastic' Therefore, an

irnprovement in tecl.urology ancl productivity in tlie South rvill lead to the decrease o1'

price i' the South while it will lead to an incrc¿rse ir-r price in the North. Moreover, the

labor ir-r the South is largcly Lulskillccl working in tlie agricultural sector and srnall scale

manufacturing like artisans and handicrafts. This exefts a pressure on the wage of the

labor a'd pulls it clown. In the North, on the othcr sicle, the labor is involved in a high-

tech manulàcturing sector and has a strong labor union, which keeps the wage rate high.

one other iàctor. which accounts f'or the clcterioration of the terurs of trade of the soutl-t

vis-à-vis the North. as str,rcliecl by Prcbisch and Singer is the disparity of the clemand of

cxports of the South and exports of the North. l'he l-ormer is incorne elastic while the

later is irrcome inelastic. Thus, the clctnand lbr tlie exports o1' the South keep on

decreasing while that ol'thc North kecps on incrcasing.'l'his is also inline with the Engles

Law, which states that, as growth proceecls, tlie rclative detnand composition shifts away

from the pri¡rary products to the manuf.acture. l'lie restriction of export that the South

fàces because of tlie protectionist poticy ol'the North, ar-rd the synthetic substitutes of the

agricultural products by the North, also aclcl r-rp to the circular deterioration of the terms of

trade f-or the South.

The clifference of Etnmanuel's thesis ol-the circr"rlar deterioration of the terms of tracle

with that of the prebiscli Singcr analysis is tliat. he studied the tertns of trade at a

particular point in tirne (static) rvhilc l)rcbisch ancl Singcr sttrdiecl it over a period of tirne.
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(Dynarnic) The two core assLullptions ol'his thesis are, on tlie international context capital

is rnobile while labor is immobile ancl he took lbr grantccl that tlle wage in the North by

fàr exceeds tliat of the South. The nrovcrleut ol'capital to where thc profìt is makes equal

prolìt rate all over the world. This Ilakes thc Double Iractorial Terms of T'rade (DIìTT)

sirnply the wage ratio ol'the South and Nortli, and will always be less than one. (This is

static) In his theory of Uneqr.ral Exchange he says, "it is clear that inequality of wages as

such, all other things being eqr"ral. is one of the cause of inequality of exchange" Bacha

(1978) used the language of Neo-Classicism to explain tlie Unequal excl-range Theory ol'

E,mmanuel. Sarkar (1991) quoted Bacha as saying "Uncqual exchange arises liom the

fàct that real wages are highcr in thc dcvcloped North than in the developing South.

Tracle in these conditions is uneclual to the Soutl-r in thc nortnative sense that its terms of

trade (income lcvels) arc lower than they would be under a Pareto efÏcient trade

arrangernent allor,ving lbr perfèct intcrtlatiotial labor mobiIity"

Erlmanuel also explainecl that the gab ol'wage rate, between the Norlh and South. keeps

on widcning which talics it to thc concept of'dynamic nature of the circular deterioration

ç1'thc ternts of tracle.'l'his thinking of hin-r will nr¿ikc liis thcory as one core olthe general

analysis ol'Prebisch ancl Singer.

Iror l-ewis ( 1969). tlie terms o1' tradc dctcrior¿itcs f-or tlie South vis-à-vis the North not

bccause of the nature of the commodity they prodr"rce. According to hirn, whether the

South produces Agricultural or Manufacturrecl products, its terms of trade will still

deteriorate due to thc behavior of'thc intersectorial terms of trade in the South and North.

In tlie South, procluctivity in the fbod scctor lags behind that of the export sector, while it

either is the same or exceecls in the North. Therclbre, prices o1'expotts in the South fall in

tenns of lood while export prices o1'the North irnprove. Thus, the terms of trade of the

Soutll against the North deteriorates. L¿iter on, Econonlists like Sarkar, Prasad, Maizels

and Berge, and Crowe studied tlie Manr"rfacture-Mauufacture Terms of trade of the South

and Nortl-r and showed that the f-onlrer looses for the latter.

22



After the stuclies of prebisch ancl Singcr in the 1950's, a lot of developing countries went

t¡rrough a major cl-range in the structurc of'their export. Many ol'them tried to shift, to

so¡re extent, to the uratrufàcturirrg scctor lì'orn thc agricr.rltural sector. Following this

tre'd Sarkar and Singer (1991), concluctccl a rcscarch on the Marrufitcture-Manulàcture

Terms of Tr.ade between. what thcy call, thc pcriphcry ancl tlie center. They calculated

the ratio of unit values of manufàctllres exports of the two regions over the period 1970-

g7 and analyzed it using time series trend analysis. Their study was limited by the

availability of data apd they usecl sonte unpublished data of exports of coutrtries and the

UN publications (Monthly Bullctitt o/'stcttistics) ol'import-export indices. The result of

the study shows that "botli in US clollars and SDR (Special Drawing Rights), the Unit

value of'the ¡tanufhcturecl ex¡rorts ol'the periphery declined by abor"rt lYo per annttur in

relation to those ol'the center. Over the period of 18 years, 1970-87, there was a

cr-rrlrulative clecline of about 20Yo,ltovvever, as a result of- sharp expansion in the volume

of manulàctures exportecl by cleveloping cot¡ntries there was an average annual increase

o1- l0 per cent in their income lertns of'trade." Sark¿rr arrd Singer (1991)

l'he Sarkar-Si¡ger a¡alysis was acceptecl, howevel', ltot without a challerrge. The main

critique of tlie analysis came liom Bleaney (1992) and Athurkorala (1993). Bleaney put a

question mark to the S-S arralysis by saying that, the ycar 1982 (which is includecl in the

study) is marked by the clebt crisis ancl real devaluation of the currencies of'the DCs,

when Mexico announced its defàult. On a reply to the critique Sarkar and Singer (1993)

said that they took care o1 the problcm by clividing the period in to two 1970-82 and

lg82- 89 (they added two ycars on the revise) arrd pr"rtting a Dummy to join the two

periods.

The critique of Athukorala (1993). circlcs ¿rrouncl two lnain concepts. First, the unit value

indices used by Sarkar and Singer cannot be a truc irrdicator of price since the movement

of price witliin the mix can af'fect it. Aclmittedly. though this does not mean that it will

have a systematic bias towarcls any clircction. (Sarkar aud singer, 1993) Second' the

aggregate clata usecl by Sarkar ancl Singcr cloes not rcflect the illtra -region trade, while in

reality arouncl 80%o o1'the manuf acturc cx¡rort of'DCs is within the region itself wltile it is
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only 20Yo 1'or the developing cor¡ntrics. Sarkar and Singer in their reply to the critique

argue that even though the intra-region tradc is not accouuted f'or, it is not necessary that

the dircctiou ol'bias bc towarcls thcir hy¡lothcsis.

Alf Maizels (2000) str"rclied "thc trcncls in the priccs ol' US irrports and exports of'

manufàctures in trade with developing courttries, and - f'or comparative purposes - with

other developed countries." The period covered by the researcher was from 1980 to 1996.

The results show that f'or developirrg couutries, the fìrst half of tlie 19890's showed

deterioration in tlieir tenns ol trade, while thc next hall'did not show any signifìcant

change. For developed countries, in comparison, thc manulàcturing terms of trade was

trendless in the lìrst liall'of the 1980's ancl improvcd ot.t the second half. For the over all

period, cor-nparecl to dcvcloped countries, the manufàcture tert-us of'trade of'developing

countries has showlr a sigrrifìcar.rt dcterioration vis-à-vis the US.

Kersti Berge and Trevor Crowe (1991) r,rsed the database of UNCTAD to set up a

balanced panel data f-or their analysis of'the n-ranufàcture terms of trade of South Korea

with developing and developed countries. Tlieir str.rdy covers the period 1976 to 1995.

According to the result they obtair-red, South Korea's manufacture ternìs of'trade was

trendless with that of the developec'l countries but its income terms of trade has improved.

With developirrg countries on the other hand, South Korea was able to experience an

improvemerrt in its manufacture ternrs of'trade arld "an even more" improvement in its

incorne terrns of trade. The conclusion they reached at was that the volume of exports of

South Korea to the developecl countries has grown even if it is not associated with a

relative increase in price. With that of the developing countries. though, South Korea has

increased the volume of export ancl it was ¿ìccomparried by a relative increase in price.

H. Ashok Chanclra Prasad (1996). on a discussion paper ol UNCTAD, studied the

bilateral terms of trade of India, Incloncsia and South Korea. The main fìndings of his

paper are that; India's traclc r,vitll thc North rcsultecl in adverse balance of trade in the

1980's owir-rg to higher inr¡rort volun-rcs ¿rncl lowcr priccs. North Korea's adverse terms of

trade is mainly with oil exporting countrics owing to higli prices ol'oil.
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Ge¡erally, the Ortl-rodox school ol' thor.rght concludes that the Terms of Trade of the

South will improve f.or the South vis-¿ì-r,is tllc North. '['he Non-Orthodox school of

thougllt, on the other hand, say tltc 'l'crltrs ol' 'fracle ol' thc scluth làces sectorial

cleterioratio¡. The fbr¡rer base thcir conclusiol.l olì thc atssumptiotr of perfèctly

co¡rpetitive market, while the latcr say that there is asymtnetry in the market structure

between the South and the North. The South operates under a perfectly competitive

market while the North has an Oligopolistic Inarket structure. The law of diminishing

return ftrr agricultural products and the law of increasing return f-or industrial products,

according to the Orthodox School of 'l-hought, will increase the price of agricultural

products (the South), and thereby irnprove their terms of trade. To the contrary, the price

elastic nature of agricultural products ¿tncl thc price illelastic nature of manuf'actured

prodr,rcts contributc to thc sectorial clcterioration o1'the tcrurs of trade l'or the South.

'fhe structuralists ¿rlso extenclecl their study to the terms of trade relation of the

manulàcturecl proclucts of the south witli that of the North. The terms of trade of the

manufàcture of gror"rps ol countrics ol'the South with some selected countries of the

North were stucliecl. Others also conducted a bilateral terms of trade relation between

solÌ1e coL¡ttries of the South with sorle countries ol'the North. The conclusion they all

reached at is thc Manulàcture-Mar-rtrlaclure '['erms of 'frarle deteriorated irrespcctive of

the irnprovelì1ent of the Incorne Tcrms of Traclc. The implication is that the incrcase in

tlie volur¡e of exports ol rlranulirctures ol'the South is not accompanied by a relative

increase in the price of the manulàctt¡red exports.

This piece of work has, as a major liypothesis, cleterioration Manufàcture-Manufacture

Terms of Trade. As w¿rs employed in thc studies of Sarkar (1991), Kersti Berge and

Trevor Crowe (1997), Alf Maizels (2000) and II. Ashok Chanclra Prasad (1996), the

methodology r-rsed is a time series regression analysis l'or the years 1980 to 2000. All the

NBTT (Net Barter'ferms of Trade), the I-f'I (lncotrre Terms of Trade) and the TTT

(Total Tenus ol'Tracle) wcre c¿rlculatcd tbr the sake ol'analysis. Unlike the others, yet,

this paper also incluclcs tl.re Il'C ancl Solìwarc tcrnrs cll'trade of the NICs. The otlier fact

tliat cliflèrs this work lìrni the othcrs is it clividccl the North in to three rna.ior grollps,
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USA, EU ancl .lapan. The conclursion rcached by this paper is inlir-re with that of the

others. J'he Manulàctr-u'e-Manul¿rcturc Terms ol''frade deteriorated fbr the South. The

i¡rprovement in the I'f'l' implics ¿ur itrcrcase in volutlc ol'tlanulitctut'cd exports by the

south, which however. is not accornpatricil by a rclative increase in price of the

Manufàcture exports. The I'fC arrcl Soflwarc proclucts terms of'trade improved for the

NICs. This shows their ability, not only to copy the technology but also to innovate their

own technology. The deterioration of their Manufacture-Manufàcture Terms of Trade and

their TTT irnply that the decrease in price o1' the other manufactures (heavy

manuf-actures) more than ofßet the incrcase in price in the ITC and Software products.
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Chapter 4: MethodologY

4.1 Introduction

In this research a time series regression analysis is colrducted to see the trend of the terms

of trade of ma¡ufactured proclucts betwcen countries of the South and countries of the

North .A ti're series regressiorr is also run to see thc terms of trade of selected types of

manulàctures (lTCts and Solìr.vare Proclucts) of somc sclected countrics of the south with

countries of the North. The Net Barter Terms of Trade (NBTT) is regressed against time

to see the trcnd wliile the Incor.ue 
-l'crms of"l'rade (11'T) is errrployed to see the relation

between the volume ol'export by thc pcripheral countries with the income gained' A

cornparison between the NIIT'I' and the Income 1'erms of trade will explain a country's

gain or loss fiour trade, as it is possiblc to cotnpare the volume of export with the

associated price level. The Double Factorial tcrms of Trade (DFTT) is usually used to see

the elfècts of unemployment ancl productivity in the terms of trade between countries' As

it is otrt ol'the scope of tliis research, it r.vill not be adopted here. The f'ollowing are

cquations used to calcurlate the NIll'T ancl the ITT'

Net Barter terms ol'Traclc (N[l'll')

It is the ratio of tþe pricc inclex ol-the South to the price index of the North

Ps/PN: J) = NI]'f'f5

Where Ps is Price o1'the South

Pn is Price of the Nortl-r

The Income I'erms of Tracle (11'1-)

It is the inverse ol'the NBT'l'multiplied by the Voluure of Exports

I1'T: (1/ NBl']') * V

whcrc v is thc volurue of'Manulacture Iìxports of the sotlth

5 NB-f'f in this c¿rsc reprcsclìt the Manulìrctrrrc-Marlttfìtctttt'c 
-l'crltrs of 

-lraclc

II
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l-he tracle rclation within countrics of' thc North (North-Nor1h Trade) iu tcrms of

rnanulàctures is aboutS0o/o ol'the total traclc ol'thc world. -l-his lìgure is less than 20% f.or

the trade relation between the South and -l'hc North. -fhe South-South trade relation

literally is insignifìcant in terms of'manufàctures. (Sarkar,l993) The export share of

group of countries of the South with Japan is higher than with the EU and the USA. (See

Table Below) Making the regression analysis with the North, as a unit will just give a

crude result. In this piece of work thcrcl-ore, thc North is divided in to three groups, ar-rd is

believed that studying the trend ol'the tcrms o1'tradc o1'thc Sor,rth with each of the groups

o1'the North will enable to havc a cletailccl analysis ol'thc trade relation of'the South arrd

tlic North.,

f'able 4.1:l'he share (in percentage) of manufàcture exports of groups of countries of the

Soutlr with selected countries o1' the North, Culculutecl using data .fi'om LlNIDO [nclustial

Dcvc I o¡tnte ttl Repor! 2 00 2/2 00 3

,Iu¡tuu EU

PC 26

l9
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4.2 Sources and Types of Data:

The types of data in tliis research are seconclary data primarily collected by UNCTAD.

From tl're clatabases, an annual merchandisc trade (prices and volumes of imports and

exports) l'or 100 countries f'or tllc pcriocls betlvcen 1980 and 2000 are drawn. Other types
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of clata necessary ftrr the str.rdy are also drawn lì'oru databases of the World Bank, IMF,

W'fO. UNIDO and the Macro-Econornic <Jatabase ol'the Cottntries themselves.

4.3 Sampling Method:

Group corn¡roclity clata (import and export) ol' 100 countries liorn the UNCTAD database

was collected. The countries were clivided in to South and North based on the World

Bank classifìcatio¡. Accordingly. 25 developed (Nortli) countries with per capita income

more th¿rn $9,656 and 75 clcvcloping (SoLrtli) countrics with ¡rer capita incorne less than

that were ijentificcl. Among the South. tliey werc lìrrther sLrbdivided in to three groups

depe¡di¡g o¡ the type of'comrnoclities thcy cxport. 'fhe groups ¿rre Primary Commodity

Exporti¡g (Agricultural Prodr.rcts). Oil/lrucl Exporting and Manufàctured Products

Exporti¡g. The clistinction is macle based on the WTO's report on the type of products

countries exporl ancl proportiorr ol'l-orcign cxchange eetrning. From the North, the US,

.lapan and the EU are the three groups ttsed in this study.

4.4 Method of Data Setting:

'fhis researc¡ rcqr-rires a balancccl pancl data that contains quantity ancl unit valuc illdiccs

of both import ancl export. -l'hc types ol- clata that arc obtainecl lì'otn the LJNC'|A[)

database are ones with 5-cligit ancl 4-cligit heaclings. These arc data in 'uvhich different

group of commoclities were aggrcgatcd as one in relation to their type. The different

categories are Agriculture. Mines, Chcmicals, Oil and Oil Products, Manuf'actr-rres, ITC

and Software Products, etc.

It was necessary to convert this clata set il.r to a type that contains quantity and uuit value

observations of both irnport and export. 't'liis r,vas calculated by dividing value with

qr"rantity. In all categories, either unit valucs or quantity or both could be missing. lf, at

least20%o olanyone ol'the two rvcrc rnissing thcn the rvholc category was dropped. as it

is i¡rpossible to estim¿rtc this largc antount of'ntissing values. Il'the Irrissing values were

less tlran 20o/o llten; l-incar, Quaclratic ancl [rxltoncntial regrcssiotrs rvere fìt arrd which
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ever tLlrned out to be the best fìt w¿ts used to estimate the n-rissing values. If'none of thern

were f'ound to fìt a category significantly, then that category is dropped out.

At this stage there'uvere still sonte c¿ìtcgorics tliat still lackecl cithcr both or any olle o1'the

observations. It w¿ts necessary to go tltrough lhe above steps once again to get a complete

set o1'clata. Irinally. there was ¿ì balanccd ¡rancl clata, whicli enablecl to nrn the time series

regression. It is irnpossible to deal with unbalanced panel data in this type of research as

it involves the use of a link factor (a rnoving average, instead of a base year), which links

the values of one year with that ol'a previous year. The link factor is calculated by using

current, cross ancl lagged valucs. ll'any onc ol'thcsc values is missing, or if the data set is

unbalanccd, it is impossiblc to c¿rlculatc tllc link làctor.

One ol'the linlitations of-using unit valuc incliccs. as explaincd by Athukorala (1993), is

that the clifl'crent heaclings of the aggrcgatcd group of' cor.nntodities contains nlany

varieties and quarrtities of'related products in addition to a range or related products. This

could possibly have an erratic long-rurr nrovelnent within the turit over tirne due to the

within the utrit variation. Ilorvevcr Sark¿rr (1993) arrgucd that the between the unit long-

run erratic rttovement clue to the variations between the ur-rits is much higher than the

r,vithin the unit variations. Maizelse (2000) also ltrllowecl the same line olargunrent.

One other diflìculty of using thc unit value indices as col.upared to the go.ruine price

irldices is that the ycar to year change in the lormer involves a contbilration of price

changes and combination changes rvhile the lattcr do rrot involve a change in product mix

and/or quality. A carefìrl weighing systcm, wliile the commodities are aggregated in the

UNCTAD database is usecl to reduce tliis linlitation.

4.5 Method of Obtaining the lnclices

The terms o1'tracle were obtained by dividing the export indices by the import indices.

The type ol' import and export incliccs uscd dcperrds on the type of terms ol' trade

" 
-f-he 

researcher also usecl sonte ulloflìcial cl¡ta fìrllr thc llru'cau olLabor Statistic of the LJnitecl Statcs ol
Arlrerica
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required. For total tenns of tradc total cxport inclices were divided by total irnport indices.

Manufacture-Manulàcture terms ol'tracle wcrc obtained by clividing the export inclices o1'

manufactures with the import incliccs of' nlanulacturcs ¿rnd, terms of trade o1' ITC and

Soltware proclucts was calculatecl by using thc respcctivc cxport ancl impofl indices. The

values were rcgressed against timc to obtain thc trcrrd ol'thc tcrms of-trade.

For both the import and export indices the current and cross values were calculated by

using the f'ollowing lbnnulas: -

Current value t: Unit Value , *quatrtity 
t

Cross Valuc , ( 1 ) 
: Unit Valtre r-t *clll¿ìntity r

Cross Valure ,(2) : Unit Value , *clttalltity t-t

I-aggecl Valr-re : Unit Value,-1 *quantity t-t

All the above were aggregated or sumrned f'or each grollp ancl a link fàctor was calculated

to see the incremental value ol'each year ¿ìs compared to the previotts one' (Fischer chain

i.dex)'l'he use of,the Irischcr chain inclex is sr-rperior to othcr alternatives (calculating the

i'dices using a base year) as it allows f'or the categories to change over the period

covered in a relatively smooth tllatlllcr. (tlcrge and Crown,1997)

Link fàctor , : { t(I u¡it valuc 1qr-rantiÍ"y ,/Iunit Value r-r quantity t )' (Iunit value t

qr,rantity r- r/Unit Value t-l qlrantityt-r)]

Fi¡ally, the average of the terms of-tracJc (total tcrt"ns oltrade, manufacture terms of trade,

ITC and Soltware products terms ol traclc, ancl itrcomc terms of trade) of each country is

taken to be tlie terms ol'trade of tllc countrics in a group. The analysis is based on this

fìnal out collte

3l



4.6 The Model:

A natural logarithm series ln y1 : a * bt * ct was fìttcd to tcst the trend analysis of each

of the groups ol'countries. It was tcstccl fbr unit roots ancl it happens that, at 95% level of

significance, the null hypothesis ol'trot.t-stationarity was not rejected. A dillerence

stationary (D-S) model was employed ars it appears that these series are integrated of

order one I (l). In this case, the constant tenn "a" rcpresents the long run trend, the

growth rate over time due to economic fàctors. The short run shock f-actors bare taken

care by the clisturbance term e¡ . Thc acljustccl R2 was used to test the ovcr all signifìcance

of the model built and the student t-test (at 95% level of signifìcance) was employed to

test the signilìcance of the variablcs. '['hc Durbin- W¿rtson statistic was used to check f'or

autocorrelation.



Chapter Five: Result and Discttssion

5.1 Result:

As explained in the methodology chapter the 75 countries of the South were divided in to

three groups based on the type of their main export item' The groups are primary

cornnroclity exporting countries, oil exporting cor¡ntries and uranulactured prodr-rct

exporti¡g cor.rntries. In the lìrst group is rnainly Sub-Saharan African countries; Latin

American countries; Soutli Asi¿rn countries and some countries of the Caribbean grollp'

The seco¡d grollp corrsists ol nrost Miclclle East countries, Nigeria alld Venezuela' The

Newly Indr-rstrializecl Cou¡tries (NIC) r]rakes up the thircl group amorlg others.l0 The

North is clividcct i¡ to tl.rrec groups USA. .lapan and EU. (The assurnption is that these

grollps fàirly represent the North in tenns of the trade relation with the South)

Followi'g the rnethocl ol- clata setting ¿rs discr-rssccl above, the unit value indices f'or the

aggregated comrno<lity grollps l'or the clillèrcnt group olcountries were calculated.

I'he barter temrs ol'trade Ibr tlie clil'lèrcnt group of countries of'the South irr relation to

the Nortl-r was c¿ilculated by using the methocl presented above. 'fhe income terttrs ol'

trade is calculatecl by multiplying thc bartcr tcrms of trade by export volume indices' It is

also possible to use the irnport volume inclices ancl mr-rltiply them by the inverse of the

barter terms of trade.

Below are presented curvcs of the Nct lJarter, Income and 'fotal tenns of trade, f-or each

of the groups of courntries of the South i¡r relation to tl-rc group of countries of the Northll

r0 A complete list of the countries rvill bc givcn as an appcnclix

" 
-lh. tat.,les olthe calculatecl terrns of'traclc arc ¡lrcsetltccl at the appcnclix
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There are sonle lirnitatior-rs to the clrrvcs tlbtainecl below: -

'['he Agriculturc- Manufìrcturc tcrnrs ol'traclc ol'cach cll'tlie groups of the South

rvith that ol'the groups ol-thc North arc rlot inclucled. Irollowing thc objcctive of

tlie study. it was fìruncl ncccss¿rry to linlit it to thc Manufacture-Manulàcture

Terrns of Trade. Yet, as a lot of studies have already been cotrducted pertaining to

the Agriculture -Manulàcture 
'l"crms of l-rade, this paper is taking it for granted

tliat it is detcriorating.

'fl-re clata available lòr thc manulàcturc cxport ol'those couutries, whicli niainly

cxport ¡tctroleurn. wcrc insuf'lìcicnt. lt rvas conrpulsory, theref'orc. to exclude this

group lì'onl thc group of'coLuttrics of'thc South.

The ITC ¿uicl Soliware "l'errns of l'racle were condncted f-orNICs with eacli of the

groLrps of the Nortli. Ilowevcr: no signifìcant delèrence was observed between

tenns ol'trade with tJS. IIU ancl Japan incliviclually and with The North as a

whole. To avoid redundancy and lbr the sake ol economies of worcls, only the

ITC arid Sofilvare proclucts tcrnrs ol' lrade of NICs vis-à-vis the North was

rcported.
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Figure 5.3 : TOT of PCECs withJapan

Terms of Trade of PCECs with JaPan

(.,
lt(!
LF
o
u,
E
L
oF

140
120
100
80
60
40
20

0

- 
Manufacture-
Manufacture
Terms of
Trade

,.- Total Terms
of Trade

lncome
Terms of
Trade

e"" ".." e8 fr" fr." 
".Ñ

Year

Irrom lìgurcs 5.1. 5.2 and 5.3 abovc it can be scetr that l'or the group ol countries that

r-nainly export prirnary (agricultural) proclucts all the terms of trade; the Manufacture-

Manuf-acture tenns ol traclc, tlte Income tcnns of trade and the Total terms ol'trade

cleclinecl. No signifìcance clil'ference in all the ternts ol'traclc of the PCECs with tliat of

the USA. EU arrcl .lapan was observecl. 'flie in-rplication here is that both thc volume of

export and the associated price of thc manulàcturcd products ol'these group ol'countries

has cleclinecl over the pcriod of time. On the other liancl, it is tipparent that the iurport

prices of tliese counties were lnuch highcr than their export price. l'he fact that thc total

tel-¡s ol'tracle cleclinecl, along with the manutacture-lnanulàcture terms of tradc, inlplies

that the price of the agricLrlturerl exports of'tliese countries is not improving.

It can be deducecl that, the major cconornic center ol'tliese countries, agriculture, does not

have a strong basis to be able to cornpete with tlie cleveloped countries and improve their

terms of tracle. Their efl'ort to shill to manulìrcturc products has fàiled both in terms of

volume and price of exports. It is apparcnt that trade has rrot benefìted this group of

countries over the pcriod of tirne.
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Figure 5.4 : TOT of MPEC with USA
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Irigurre 5.5: TOT of MPEC with EU
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Irrot-u l.tgures 5.4,5.5 ancl 5.6 above it is scen that the Manulacture-Manr-rfàcture'I'errns

ol'Trade and the 'l'otal 'l'err.ns ol-'l"racle deterioratcd while thc Incorne Terms of Trade

irnproved fbr the group ol countrics, lvliich nlainly export, manul¿rctured products. The

increase in the Incorne 'l'erms of 1-radc along with tlie decrease in the Manufàcture-

Manulàcture Tenlls o1'Tracle rcllect that though the voh¡rne of export of manulàctured

products by these group ol'countries incrcased, the decrease in price more than ofßet the

iucrease in volurne. (Alternately the incrcase in price o1'the manufäctured products of

col"rntries of the North by far excceds the increase in price of that of the South. even

though the volunrc dicl ¡iot incrcasc that nruch.). Tlic incrcasc in volurne of the export of

the manulàcturecl lrroducts o1'this group of'cor-rntrics is rnainly by those, which are semi-

skilled labor-inteusive proclucts (likc tcxtilc ancl lcather ¡rroclucts). While there import
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mainly consists of'high-tech manul-actures f rom the North (Like sophisticated machines).

-fhe price dilference that ariscs liorlr thc cliflbrcnce in technological level is what

accounts f-or tlie decrease in thc Manulàctulc-M¿rnulircturc 
'lcrlns o1'Trade. In all the

three cases. the Total terms ol''l'racle clccrcasccl im¡llying that the Agrictrltural export (in

both volulnc ancl pricc) was lrot big crlotrgh to oflìet tlie dccrease in price in the

Manufacture export. It can also be infèrrecl that, both the Agricultural and Manufacture

exports fàce a co¡rpetitive market structures, which keeps their price down as compared

to their imports, even though the volume ol'export of manufàctures increased.

The other relation that can be cleclLrcted 1ì'orll l'igures 5.4, 5.5 and 5.6 above is that, the

manufàcture-manufàcture terms ol' tracle (cvcn though it decreased l'or this gror"rp of'

countries agai¡st all the grollps of'tlie North) dccreased in a slower rate 1-or tlieir trade

witli .lapan. From the gror.rp. their tracle o1- ut¿rnulàcture with the USA is the worst' Tlteir

trade with the EU is better than the USA but not as good as with Japan. This evidently

proves that, though the intra-tradc ol- countries of the North takes the rnajority share of

the world trade of nianuf¿rctures. tliere is also a clif'lerence in the tracle of manufäctures o1

the sor¡th with the north.

Figrrre 5.7: ITC and Soltware'fO'f on NICIs
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Figure 5.7 show that for the Newly Inch¡strializcd Countries (NICs), cornmonly known as

the Asian Tiger courtiers, their tern.ts ol'traclc with respect to I'l'Cl and soliware products

irr-rproved vis-¿ì-vis the Nortltern coutrtrics taken as a ut-tit. I lowcver; their manulàcture-

manufàcture ternrs clf' traclc clcterioratccl along with the total terms ol'tlade. Like the

manulàcture exporting colrntrics, thcir itrcomc terms of trade incrcased. The increase in

the terms of trade of ITC is due to an associated increase in price. The interpretation is

that, this group of countries't *u, able to not only copy but also improve on the

technology ol'ITCs anci soliware products that were originally innovated in the North.

This has en¿ibled them to s¿ile tlieir products in a tnarket that is not as compctitive as other

manufàctured proclucts are l'or thcm. Yet, the manulhcture-tnanufacture terms of trade fbr

tliis group o1'countrics has clccreasccl, just like lìrr the other groLtps ol'countries of the

south. It rcflects the lirct th¿rt, the decrcase in price in the heavy uratlttfàctures has tnore

than of ßet the irrcrease in price in thc l'l-C and Soliwarc prodttcts.'fhougli this group of

countries were able to increase their volurle of uranufäctured products, as a result of

wliich their income terms of trade increased, the price were llot big enough to keep the

rnanufàcture terms of trade liom deteriorating. It is also clear that both the agricultural

a¡d nranufàcture tenns of trade are declinirìg as the total tenns of trade is declining.

'l'hese countries were, therel'ore, successfìrl in their IT and Soliware industries while there

lnanufàcture (heavy) and agricultr"rral export sectors do not h¿rve tl-rat rnuch ol a success

story.

Generally, comparing coulrtries ol'thc South with that of the North based on the tables

and curves above, the manulàcturc-manuf acture tcrms of trade declined for all the gror"rp

of countries of the South. This is attribr.rted to the fàct that the increase in the volume of

exports of manuf-actures is not accompaniecl in a relative increase in tlie price of exports.

On the other hand, the price of imports l'or the countries of the south has increased

thereby afTecting their terms ol'tracle. l-he dccrease of the total terms of trade in all cases

also refìects that, the export pricc (both agriculturral and manufàctured products) of the

sor:th has clecreased in relation to thc incrcasc in the import price. Though the ITC ancl

Soltware ptroclucts ternts clf'traclc incrcasccl fìlr thc NIC's. just likc the rest o1'the group,

rr 
See A¡rpendix lbr the list of'cot¡ntrics
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the deterioration of mangfàcture-manulàcture terrns ol'tracle was big enough to more than

oflset the increase.

From the above finclirrgs. it carr be conclucled that thcre is al1 asylnnletry in the market

structure of'the South and tlie Nortli thc manulhcturc-tltanltlàcttlre tertls of trade declined

f-or the South despite the irnprovement in the Itrcome terms of trade implying that the

price of exports of the South declined. T'he market structure of the South is a competitive

one. On tlie other hand the import price of the South increased as colnpared to their

export price (which explairrs Llie clccline in thc trianulàcture-tlanufàcture terms of trade).

The price of the export of the North incrcases as they are f'acing an Oligopolistic market

structure

The deterioration ol' the manufàcture-m¿rnulàcture tcrurs ol' trade of the South with

respect to countries of the North liolds to all the groups. However, their trade with .lapan

is better than witl'r Europe, the USA being the worst case. This is clearer with the trade

relatio¡ of MPECs with USA, EU and .lapan. There was more transfèr of technology

fio¡r .lapan to the llast Asian countries (which constitute the rnajority ol'the MPECs) as

comparecl to USA and ELJ. l-he distance of these courttries to .Tapan and the trade policy

ol'USA ancl EU (which is more restrictive to the products of'the South) are some ol'the

lactors that accou¡nt lbr the clif-lerenccs.

5.2 Bconometric Results:

After obtaining tlie indices ol'the tcn'ns ol'tracle above, it was necessary to determine the

trend of, the terms of trade that thc Sor-rtli fÌrces. 'l'he econometric results shows weather

there exists any signilicant upward or downward trend in the indices. The econometric

result of the terms of'trade o1'PCECs, MPIICs and the NICs with the USA, EU and Japan

are presented in the tables b<: low.
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NBTT ITT

Table 5.1: Ecor-rometric Results ol'the 'l'enns of Trade of PCECs with USA, EU and

.lapan

Index USA EU JAPAN USA EU JAPAN

Estìmste of ufi"

D u rh Í n-Vl/o fs o n Sfatisti cs

Table 5.2: Econometric Results of tlie Terms o1'Trade of MPECs with USA, EU and

Japan

Index USA EI.J JAPAN USA EU JAPAN

Estimate of us"

- ørljusted

-( usled

D ur b i n-Vl/ots o n Statisl í cs

-2.3

(2.473)

0.36

1.42

-2.1

(2.s24)

0.33

1.63

-1.4

(2.632)

0.44

1.70

-2.6

(2.set)

0.29

0.29

- 1.09

(2.6e2)

0.36

1.72

3.39

(2.634)

0.64

1.29

4.24

(2.6e2)

0.63

1.64

4.43

(2.67)

0.61

t.32

3.r7

(2.687)

.69

r.45

-1.7

(2.610)

0.41

0.41

4.33

(2.677)

0.s8

|.47

4.19

(2.8 r e)

0.49

1.39

NßTT ITT

40



Table 5.3: Econornetric Results ol'the 'l'errns o1'Trade the NICs with countries of the

North

NBTT -1.11

(2.284)

5.64

(2.284)

1.18

(2.284)

t.64

ITT

0.37

0.35

0.74 t.s7

1.69NBTT (ITC

und Software)

NB: Tlre t-tests are shown undcr brackcts and are signifìcant at the 95 Yo \evel

As it was cliscussed earlier, fiom the time series regression, it is more apparent that the

NBTT deteriorated 1'or all countries of the South in relation to the North. The

cleterioration was ntore signilìcant to countries tliat export, tnaiuly, agricttltural products

than l'or those who export m¿urufÌtctt-u'c<-l products. The test statistics show that it

clcterioratecl (per annutn) 2.3yo, 2J% and 2.6% witlt the USA, EU and .lapetn

respectively. For those that export manufàctured products the rate ol dctcrioration is

l.7o/o,l.4o/o and 1.09% with respect to tllc tJSA. EU atrd.lapan respectively. On the other

hand, the income tenns o1'tracle incrcasccl by (pcr annum) 4.24yo, 4.33% and 4.I9o/o for

prinrary comrnodity exporting cor.rntrics and 4.24Yo, 4.33o/o and 4.19o/o for manufäctured

product exporting countries, in both cases with the USA, EU and .lapan respectively' The

NBTT fbr the NICs with the North improved by LlSo/o per annum while the ITT

improved by 5.64Yo, wliile the manulàcture tcrms of trade decreased by l.l 1o/o per annum

through out the years.

Tl-re sings of the estinrate ol'the constarrt " a ". which indicatcs the represents the loug rltn

tre¡cl of the terrns ol'trade, werc ¿ìs cxpcctccl.'l'hcy r,vere all rregativc lbr the Net Barter

-lYatson(tInelex

støtístíc
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Terms of Trade, inclicating that it clecliltccl, alid were positive fbr the Income Terms of

Trade indicating it im¡rroved. 'l-hc cstimatc r' ¡ì 'r was also positive lbr the I'l'Cl and

Software Terus of Trade.

The time series were tested fbr over all significance and as show by the adjusted R

squared, they were lbund to be signifìcant. The Durbin-Watson test was used to test for

autocorrelation and the p-vah-re were f-ournd to be greater than zero, indicating that the

time series does uot sul'ler liotl autocorrelatiot-t.

The fìndings o1'the regrcssion strcngthen the rcsult obtaincd fì'om the tables and curves.

The manulncturc-m¿rnulacture tcrms of'traclc clecreased lòr the sottth while the income

ternls ol- traclc incre¿rsecl. Thc rate ol clccrc¿tse is higher with the USA and lowest r'vith

.lapan. 'l'hc NICs liave inrprovcd tcrnrs ol'tracle with the Nortli in terms ol'their ITC and

so fiware 1"rrodr"rcts.

5.3 Discussion:

Prcbisch ancl Sirrgcr conducted an immense study on the terms o1'tracle between prirnary

and sccgncl¿rry conlr-noclities. 'fhcy canrc up with the conclusion that countries producing

agricultr-rral product will bc disl¿rvorccl in bcing illvolved in international trade. as they

will loose to the manufacture proclucing countries in terms of price. l'he policy

irnplication is f'or those countrics to shilì to producing mantllàctured prodr-rcts. Some were

successfll in that regard, but unfbrtunately their tenns of trade have not improved yet.

As the results of tliis paper show, wliich is in line with the results obtained by Sarkar (93)

Maizels (2000), Berge and Crowc (1997) ancl Prasad C. (1996), the terms of trade for

those countries that tried to shili to rnanulàctt¡re prodr-rcts did not show atr improvement'

The procluct cycle theory arglres that countries of'the North (wliich are the innovators of

technology) will enjoy an oligopoly market structure while the South (which adopt

technology lì'om the North) will lircc a competitive nrarket strttcture. This means that the

North is a price maker r,vhilc thc Suuth is a price taker. 'I'lioLrgh this is one possible logical

explauratiorr (which holcls true in most of- thc cascs) it lirils to explain why the price of
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ITC and software products of the South exceecled that of the North. Because of the nature

of the tech¡ologies thcmsclves it is casy, not only to dLrplicate them but even to improve

them. I-lowever, the NBTT ol'these countrics still dctcriorated owing to thc làct that their

ir-'port ol other rnanulbcturecl group ol'commoclitics ovcr oflìet the gain lì'om trade fi'orn

ITC prodgcts. Even thougli the Il'lT fìrr spccially ITC ancl software products might

increase f-or these countries, the NBT"I' still deteriorates. As compared to those countries,

which are not able, to catch the ITC as fast as these countries, NBTT decreases in a fàster

rate (cor-npare the l'igures above).

Sarkar arrd Sirrger (1991), calculatcd productivity in tlie manufàcturing sector to grow

2.go/o ar¡nttally f-or countries of'the North r.vhile it decreasedby 0.4% 1'or countries ol'the

South. This cogpled with the lor.v wagc rate in the South led to the decrease in the double

fàctorial terms ol'tracle (DIrTl') that is the NIIT'I' multiplied by prodr.rctivity and wage

ratios.

Generally, the results of this paper show th¿rt the ell'ort of the South to shifì their export

structure to r.nanufàctures (lirllowing the Prebiscli-singer analysis of the secular

cleterioration ol' the terms of tracie of the agricr,rltural products of the South) was

clorninated by a¡ incre¿rse in thc volumc ol'cxports but was of ßet by a decrease in the

price of the cxports. A more dctailed analysis on the ITC and Sofìware products ternls of

tracle showed tliat the NICs werc able to improve tl.reir terms of'trade with that regrird.

The iprplication of these lìnclings is tliat thc asymrtretric market structure theories of the

structuralists hold true. The North errjoys an Oligopolistic market structure while the

sor"rth faces a corrpetitive market structure. Tlie terms of trade will deteriorate f'or the

South irrespective of the type ol'product thcy produce. This is so, however, as long as the

North keeps on innovating. As seen in thc case of IT'C and soltware products the tenns of

trade f-or the Sor,rth carr improve if tliey are able to improve on the technology transfemed

fiom the North.
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Chapter Six: Conclusion

There is a wicle inequality bctwecn countries ol' the North and' tltc South in terms of

growth ancl clevelop¡rent. 
o' More than thrce-l.oLrrths of the world's people live in

developi'g countries, br.rt they errjoy only l6o/o ol the worlcls irìcotne-while the richest

20vohave g5% of global income"(UNDP, 1998) " In l99J,the total national products of

all the nations of the world was valuccl at more than USD 29 trillion, of which more than

22 trillionUsD originatecl in the cconomically clcveloped regions and less than 7 trillion

USD was generated in the less clevclopccl regions" (Toclaro, 1997) Evidently, this

inequality is increasing thro¡rgh time. Most cconot.nists and development theorists seem

to agree on the need to decrease the incquality, "Our prir-nary goal in development must

be to reduce the clisparities across aucl rvitliin countries.... The key cleveloplnent

challe¡ge ol our time is the challenge ol' inclusion" James D.Wolfènsohn, President

Worlcl Bank. 1998. The cliflèrence economists have is on the method to solve the

problem.

lnter¡¿rtional tracle is a r-najor ¿rre¿r where the ineclttality between the South and North is

clcpictccl. 'fl-rerc is an ongoing clcbate on r.vc¿rther countries will gain or lose fiom trade

a'cl r.veathcr i¡tcrnational trade will improvc or worsen the irrcqtlality that exists bet$'eeu

natio's o1-thc worlcl. I¡ this regarcl. thcre ¿rrc twc major schools of'thought"lhe Orthodox'

School of T'liought is in 1¡y6¡ r:filiee tracle and belicves that it will reduce the ineqr-rality

that exists while the Non-Orthoclox schocll o1' T'hought believe it will worsen the

inequality.

The Orthodox School inclucles, Classical Econorrrists like Adam Srnith (1776) and David

Ricardo (1817); arrd Neo-Classical cconomists like l-lecksher (1919), Ohlin (1933),

stolper (1941) and Samuelson (1948);'l'hc Procluct cycle Theory (Technology gap

tlreory) of Vernon (1966), Krugman (1979):ancl the New Trade theories of Krugman and

Dollar ( I 99S). The Non-Orthoclox School cot.rsists of the Dependency

Theorists/Stmcturalist Theories likc l)rcbisch (1950) aud Singer (1950) Ur-reqr'ral
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Exchange Tl-reory of Emanuel (1969), Reccnt l'lieorics of Sarkar (1993), Maizels (2000),

Berge and Crowe (1997). ancl Pras¿td Chanclra ( 1996).

The major assumptions of'the Orthocl<lx Schocll o1' thought are perlèctly competitive

market econonly, Iìrll inlìrrmation. constant rctunt to scalc and absence ol'government

interver-rtion. The South will benelìt fiorn trade as they produce agricultural products, of

which they have a corÌrparative advantage becar"rse they are unskilled labor abundant

cor-rntries. The North will produce industrial products, of which they have a comparative

advantagc, as they are capital ¿rncl skillcil labor-intcnsive countries. The law of

diminishing return in tlie agricultural prodr"rcts ancl thc law of increasing return in the

manufàcturecl proclucts r.vill itrsurc that the I-uost abunclant Íàctors of the countries bencllt

f}om trade. Therefbre, thcy say. intcrtrational trade rvill decrease the gap between the

South and thc North.

The New Trade theory went lìrrther ancl assertccl tllat trade will benefìt the partners under

thc assurnption of increersing rcturn to scale. fìollowing the Chamberlian rnonopolistic

con-rpetition, entry in to tlie systcm will derive prolit to a level of zero. International trade

will increase the r-narket and impr<lvc the gains ol'it.

The Non-Ortliodox school of tlioLrglit. cln thc otllcr hand, stress on the asymmetric nature

of the market structure between the south and the North. The South has a competitive

market strutcture while the north has an Oligopolistic market structure. Tl-re agricultural

products of the south are pricc elastic and the increase in productivity brings about a

clecrease in price and not an incrc¿rsc in income. The manutactured products are price

inelastic so the increase in productivity goes to an increase in income and not to a

decrease in price. Therel'ore, tliey say, inter¡rational trade widens the gap between the

south and the north. The tenns o1'tracle ol'thc south faces a sectorial deterioration. The

policy irnplication here is that countries ol'thc sor-rth shift their export fiom agriculture to

manulàcture domi natecl.
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sarkar (1993), Maizels (2000), Berge and crowe (1997), and Prasacl chandra (1996)

studied the Manufàcture-Manufacturc 'l'cnlrs of'trade f-or the sourth vis-à-vis the North

a'd l'orncl that it cleterior¿rtecl lbr thc south in l-avor ol'the North. 1'liis paper also f-ollowed

the same li¡e o1, argurnerrt ancl stuclicd the llranulircture-rnanulacture 'l'enns o1'Trade of

grollp of countries ol- the South with group ol'cottntries ol- the North' The ITC and

Software terms of trade of the NICs were also part of the study.

It was ibund that the Manulacture-Manufàcture temrs of trade deteriorated f-or all the

groups of the countries of'the South. Thc incotnc terms of'trade improved, which indicate

that, the volume ol'manufàcture exports increased but is not associated with an increase

in the price of the exports.'fhis implies that. irrcspcctive ol'the type of product the South

is prodr-rcing, they làce a cornpctitive market structurc, which keeps their price down. The

North on the other side is thc innovator o1' tcchnology, which makes it enjoy a

rno¡opolistic market structure, which keeps its price up. The tertns of trade of ITC and

Software products improved Iòr tlie NICs. They were able to improve on the technology

of these prodr,rcts and, theref-ore increase their price'

Other possible explanations f-or the deterioratiorr of the terms ol trade are the clistance of

the Southern countries {ì'orn the mctropolitan countries of tlie north Corden W. (1999)

built a gravitational moclel and concluclcd that distance between peripherals ¿rnd

rnetropolitans is a major factor cleterrnining the rnarketability of exports.

For Lewis (1969), the f-ood sector of the South pulls back the terms of trade while it does

not affèct the North. This làct will f'orce the terms of trade of the South (inespective of

the type of exports) to fàll against the North.

Ray (1998), in his book Development Economics wrote that the high amount of debt that

countries of the Sor-rth has to pay to the North is one other fàctor that fbrces the terms of

tr¿rde to deteriorate
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The weak rnanufàcturing base that the South cxhibits plays a major role to the

deterioration of the Manulircturc-Manufitcture tenns ol' trade. The industries in

developing countries l¿ce a sevcr conlpctition lì'om the alrcady cstablished ¡nanulàctures

of the South. 'fhe structural dill'crcnccs in thcir econorny on top of'the policies impeded

on them makes the conrpctition evcn worsc, 'l'he weak intcrnal market size coupled with

a small South-South market, the high price f-or the irnport of the inputs used, human

capital (skilled labor), infrastructure, credit services, price volatility and unfavorable

socio-economic ancl political environnrelÌt are some ol the factors that contribute to the

structural dillerences ancl weakcn thc compctitive capacity of thc South. The North also

imposes trade restrictions on the South, which aggravates the problem.

Eco¡romists have given policy instmments that countries should use in order to increase

their gains fì'orn trade. 'l'he two broad ones ¿ìre Import substitution and Export Promotion.

The f-ormer is an inward looking policy while the later is an outward looking policy.

Countries of the South have been using either one ol'the policies at different stages of the

growth of their econor-r-ry.

T'he overall idea of import substitution is tryirrg to create or improve the competitive base

of the cxport sector (mainly thc manulìrcture). 'l-his is done by the intervention of the

governnlent in the market system a¡rcl crc¿rtes an artilìcial cornpetitiverless. They look fbr

the internal niarket (so the llanle inwarcl looking) and protect their industries fiom or-rtside

competition. They expect the local nr¿ululàctures to procluce substitutes fbr the imports

restricted.

Tarifli and Quotas are one way ol'irnplcmenting the import substitution policies. " A
Tariff is a percentage tl-rat is applicd to the value of an imported item, with the resulting

some of lÌ'toney going to the governlllerlt and a Qr-rota is the stipulation of a maximum

quantity on a particular goocl, above rvhich no nlore of that good can be imported"

(Todaro, 2000)
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A devah"ration of a countries currerìcy against dollar (which is a pr"rrposeful act of the

governmeltt) will make imports t:xpcrrsivc ancl cxports cheapcr. 
-l'liis is supposed to

increase the contpetitivencss o1'thc local inclustrics against thc irl¡rorts.

The irnport sLlbstitution policies vvcrc nl¿ìny applied in tllc 1960s ancl 70s. The result was

that local industries built an interest and took protection as a monopolistic right than a

temporary n'ìeasure to increase competitiveness. (Ray, 1998) the industries became

continuously inellìcient. 'l'his along with the increase in price of oil led to the 1980's

cnsls.

In contrast to the inward looking inr¡rort substitLrtiorr ¡rolicies, export prornotion policies

aim ¿it expanding trade lience called outwarcl looking. 1-he cxport subsidy is one rnajor

instrument usecl to cllèct the policy. It works in an opposite firshion to tariff and qr"rotas. It

is applied mainly on manufàctures, where it is believed that the comparative advantage

can be improved. As many countries ol- the Soutli already have a comparative advantage

on agricultural proclucts, thcre is not nruch to change there. (Ray, 1998) Giving the

targeted lranulàcture exports pre fèrcntial treatrnent tlirough access to credit and access to

imports are also other instruments applied.

Generally, the Prebisch-Singer analysis has provcd that the Agricultural-Manufàcture

Terms of Trade has deteriorated fbr the Soutli. h-r the 60's and 70's, many countries of the

South have tried to shifi their exporl structure to manufacture from agriculture in the

believe that it will alleviate them fiom the problem of fàcing reduced prices because of

theprice elastic nature of the agricultural proclucts. Studies conclucted later, Sarkar (1993)

and the like, showed that tl-re Manufàcture-Manufàcture Terms of trade also deteriorated

ftrr the South. They were still farcing a competitive market structure and the North

enjoyed a monopolistic market structure as they were innovating the technologies. The

South must be able to involve in the act of innovating technologies if its products are

going to be competitive. The irnlrrovcrnent in the ITC and Soltware products Terms of

Trade ol'the NICs proves the abovc st¿rtcnrcnt. Countries must be able to use a tnix ol'

policies, pertairring to their existing rcalities. to irnprovc their ability of innovating.
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Appendix A: Country List

Developing Countries:

Manufacturecl Proclucts cxporting countrics:

Argentina

Brazil

Chile

China

I{ong Kong

Primary Commodity Bxporting countrics:

Benin

Bolivia

Botswana

Burkina Faso

Cameroon

Central African Republic

Colo¡nbia

Costa Rica

Cyprus

Dominican Republic

El Salvador

Ethiopia

Frji

Gambia

Ghana

Guaternala

Guyana

Singapore

Mexico

Malaysia

I'}hilippines

I-laiti

I londuras

India

.lamaica

.lordan

Kenya

I-esotho

Madagascar

Malawi

Mauritania

Mauritius

Morocco

Nepal

Nicaragua

Niger

I)akistan

Israel

Republic of Korea

Thailand

Paraguay

Peru

Rwanda

Senegal

Sierra Leon

South Afì'ica

Sudan

Tanzania

Togo

Turkey

Uganda

Uruguay

Zaire

Zambia

Zirnbabwe

Panama

vil



Petrolcum Bxporting Countrics:

Algeria

Congo

Ecuador

Egvpt

Gabon

Developed Countries:

Australia

Austria

Belgium

Canada

Denmark

Finland

France

Germany

Kuwait

Indonesia

Nigeria

Saucli Arabia

Syria

Greece

Norway

Iceland

Ireland

Italy

.lapan

Luxemburg

Portr.rgal

Trinidad

Tunisia

Emirate

Venezuela

Netherlands

New Zealand

Sweden

Switzerland

Spain

UK

USA
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Appendix B: Terms of Trade Indices of countries of the south

with Countrics of the North'

Tablc 1: Tenus ol'Tracle ol'PCIICs vis-¿ì-vis thc IJSA

Year Manulàctltre-

Manulacture

Terms of Trade

'lotal' Terms ol-

Tradc

Income Terms

of 'l'racle23

111 140 123

I 7l 139 l16

1982 9l r36 119

1 983 117 121 2l

t984 72 101 J

I 985 81 94 98

1 986 99 92 89

19 113 l19 113

I 8 116 117 108

9 94 tt2 106

90 9l 109 102

991 87 104 98

992 88 I 98

I 993 97 I 103

1994 tt2 1 J 101

1 995 79 I 99

1996 85 107 97

1991 98 l0l 99

l 998 113 112 103

1999 115 109 1

2000 89 l0(r

I Irnport o1'oil is excluded
t lnco¡¡e te¡¡s of tracle is calcul¿rtccl [rasccl on tlte cx¡.ltlt't i¡lclices ollllatltrlhctttres
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Table 2: Terms of Trade of PCECs vis-¿ì-vis the EU

Manufacturc-

ManLrlàcture

terms of Trade

Year 'l'otal ternis ol'
'l'raclc

Incon-rc'l-crms

of Tradc

I 980 116 l3l 133

l98l 84 129 t24

1982 91 l1a
IJJ t2t

t2lI 983 109 I l(r

1 984 107 t05 109

1 98s 95 l0r 104

I 986 89 99 96

1987 r06 ll6 I 13

I 988 116 1t7 ll0
I 989 103 n2 108

1 990 L)4 t07 99

1 991 87 lll t02

1992 102 113 l0l
1993 t04 102 106

1994 96 95 t04

1995 83 109 l0l
t996 88 l0l 97

1997 104 l0l 95

I 998 101 108 103

1999 109 103 108

2000 94 102 l0r

I The calculatecl expolt inclices rvill bc given at tlrc a¡t¡tcnclix
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-fable 3:Terms of Trade of'PCIlCs vis-¿ì-vis thc Japan

Year Manulìrcture-

Manufàcture

Terms of 'l'racle

1' cnlls o

Trade

Income'l-erurs

of Trade

1 980 107 I r23

r 981 127 I 13

1982 t2 116

r 983 85 lll l16

I 984 7 104 113

r 985 8 l0l tt4

r 986 107 l19

1987 113 108

1 988 103 t7 104

1 989 101 l1 99

l 990 106 l0l

I 991 97 9 98

1992 96 101 95

I 993 9l I t07

I 105 5 104

r99 79 9 l0l

I 85 1 101

1997 102 I 109

I 998 107 108 107

t999 I 108 02

2000 95 97 5
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Year Manuf-acture-

Manulacture

'['crms of 'l'radc

Total"'l'erms of

l'raclc

Income Terms

of''l'racle

I 980 161 141 147

l98l 174 149 142

1982 159 148 l6l

I 983 140 128 156

I 984 n4 r36 139

I 985 r05 l3l 136

I 986 99 t2l 136

1987 107 142 129

l 988 136 145 l5l

1 989 147 120 155

r 990 142 129 162

l99l 138 137 149

1992 1 5 1 l3l 149

1993 137 130 164

1994 129 123 1 7 1

1 995 I ltì 104 173

1996 134 ll8 153

1997 t2l t22 167

1 998 126 il5 174

1999 132 119 181

2000 114 r16 194

Table 4: Terrns of Trade of MPEC vis-¿ì-vis the USA

' Total; exclucling petroleurtr
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Table 5: Terms of Trade of MPEC with the EU

Year Manufacture-

Manufacture

Terms ol'Trade

'fotal 'l'enlrs ol'

'l'raclc

lncome'l'erms

ol'l'rade

1 980 172 r56 139

1981 t69 t63 t36

1982 I 4 I l5l t2t

l 983 126 148 132

1 984 132 136 117

1 985 107 ill 109

1986 96 93 97

1987 137 122 I a
J I

l 988 156 t37 t49

I 989 147 139 159

I 990 140 144 165

1991 161 l6l 166

1992 r57 139 t52

1993 129 130 130

1994 r27 124 I 5 I

t995 140 125 168

1996 134 lll 174

r997 119 1r6 167

I 998 128 t24 171

1999 t22 l3l 177

2000 119 124 183
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Table 6: Terms of Trade of MPEC vis-à-vis.lapan

Year Manulàctr"rre-

Manulhcture

Tenns o1'Trade

'I.<lt¿rl 'l'enrs ol'

'['radc

Income Terlns

of 'l'r¿rde

1980 157 r68 13r

l98l t79 194 145

1982 t46 152 t44

1 983 t29 t3l 136

1984 t22 t17 123

I 985 ll6 114 I 13

I 986 t07 112 109

1987 114 103 130

1 988 109 118 152

1 989 123 128 t63

1 990 126 I 3 I 170

I 991 l19 122 155

1992 134 114 167

l 993 129 109 t72

1994 t2t tt4 l8l

l 995 116 tt7 188

1996 109 lll 205

1997 tt2 115 196

I 998 110 ll0 190

1,999 106 109 208

2000 101 106 213
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Table 7: ITC and Software Terms of Tracle ol'NIC's' witli the North

Year ITC and

Software Terlns

of Trade

Manulàcture-

Manulàcture

Terms of

Trade

fotal Terms of'

'frade

Income Terms

of Trade

l 980 t2l 160 173 136

l98l t29 182 199 150

t982 133 149 t57 149

1 983 l4l 132 136 t4l

1984 139 t25 122 t28

1 985 140 l19 tt7 lt9

I 986 135 110 117 114

1987 I 3 I 117 108 135

I 988 t37 112 r23 157

I 989 t42 t26 r33 168

I 990 147 t29 136 175

1991 152 122 t27 160

1992 156 137 l19 172

1993 l6l 132 tt4 t77

1994 165 t24 l19 186

1995 t6t 119 122 193

1996 163 tt2 l16 208

1997 t67 I I 5 120 20t

1 998 161 1 I J I 15 195

1999 t6l 109 tt4 2t3

2000 t69 t04 1ll 218

5 NIC: - Nervly Inclustrializecl Coutttrics
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