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ARTICLES 

Terms of Trade and the Developing Countries 
By Professor Dr. Alfred Kruse, Berlin 

Time and again spokesmen of the developing coun- 
t r ies  point  out that  the so-called terms of t rade  are 
cons tan t ly  changing to their  d i sadvantage  and in 
favour of the industrialised countries; development 
aid--so it is argued--is being completely neutralised 
by this harmful trend. 

Vv-hat is there m this argument? First of all, the use 
of "terms of t rade" as a yardstick needs  explaining. 
I t  is thought  to provide  a statistical means  of asses-  
s ing any changes in the  profi tabil i ty of a country ' s  
foreign trade over a given period. For this purpose 
the  relat ionship be tween  the prices of expor t  goods 
is compared wi th  that  for import  goods at var iods 
points  in time. An algebraic  formul.a express ing  this 
would be 
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w h e r e  Px is the index of expor t  prices; Pm the index 
of import  prices;  0 the base year;  and I represents  a 
la ter  date. If, for instance,  export  prices have  doubled 
and import  pr ices  t reb led  be tween  the two dates,  the 
te rms  of t rade (expressed as an index) would have  
dropped  from 100 to 66: 

( 200 : 100 ) " 100 = 6 6 3 0 0  100 

A fall is genera l ly  regarded  as a "deteriorat ion" and 
a rise as an " improvement"  in the terms of trade, 
a deter iora t ion being considered as producing an un- 
favourable  and an improvement  a favourable  impact  
on  a nationaI economy.  This assessment  assumes that  
in the case of a "de te r io ra t ion" - - tha t  is when  the 
index  is lower  than  at the  previous date--- the same 
amount  of expor t  goods  procures  a smaller quant i ty  
of import goods, or in other  words more  exports  must  
be  supplied for the same amount of imports.  As a 
result ,  it is argued, the  terms of t rade would "im- 
prove"  co r respond ing ly  for the par tner  countries.  

Since the sevent ies  of last century the terms of t rade 
index  has fallen a lmost  uninter ruptedly  as far as the 
agricul tural  and raw mater ia l  producing countries are 
concerned.  For the  most  recent  years the Statistical 
Yearbook of the Uni ted  Nations shows that  be tween  
1950 and 1963 the index  for the developing countries 
dropped from 100 to 87; this would mean a "deteriora- 
t ion" by  13 %. In assess ing  these figures it should, 
however ,  be noted  tha t  statistical values are not  al- 
w a y s  ent i re ly  reliable,  part icularly in case of a re- 
mote  base  year.  Fur thermore  over  the years,  foreign 
t r ade  undergoes  not only  quant i ta t ive  but also qual- 
i ta t ive changes: new products  emerge, the quali ty of 

old ones is being improved,  and there  are many  
changes in the list of goods involved  in foreign trade.  
The import  or expor t  pr ice  index cannot  register  this 
at alt or only to a l imited extent.  Yet t hese  two in- 
dices are used to de termine  the terms of trade. It has  
to be kept  in mind that  farm and mining raw ma- 
terials have  undergone  insignificant,  if any, changes 
in qual i ty  in the course of time. On the other  hand, 
it is an essent ia l  feature  of industr ial  products  that  
their qual i ty  is cons tant ly  being improved.  This ap- 
plies to both industr ial  consumer  .and capital goods. 
But the longer  life and grea te r  eff ic iency of machines 
is as l i t t le ref lected in the price index  as is the  fast  
improving quali ty of durables  (television sets, wash-  
ing machines,  motor  cars, etc.). 

Despite this reserva t ion  the fall in the indices of the 
terms of t rade  of the developing  countr ies  ,i.e. the 
"deter iorat ion" of the terms of t rade is ve ry  impres-  
sive. Yet caution is required in equat ing "fall" and 
"deter iorat ion".  There  is little sense  in t rying to read  
[oo much into it, which becomes clear when  the 
causes of index changes are examined.  Internal  rea- 
sons for an " improvement"  or a "deteriorat ion" may 
be changes in the foreign exchange rates,  in the de- 
mand for imported goods or in the supply  of expor t  
goods. 

If, other  things remaining equal, the demand for 
goods to be imported increases  the terms of t rade 
will "worsen";  if fewer  goods from abroad are 
wanted,  the terms will " improve".  Demand for capital  
goods which have to be imported in order  to indus- 
tr ial ise a country  may, e.g. increase  and contr ibute to 
a rise in the price of capital goods in the industr ial-  
ised countries,  which, other  factors remaining un- 
changed, results  in a worsen ing  of t he  terms of trade.  
But the internal  cause of such h igher  demand may  
well be a change in a country 's  economic s t ructure  
(e.g. its industrialisation) or the fact that the popula- 
tions's real income has gone up. Therefore a "deterio- 
ration" in the terms of trade alone does not justify 
the asser t ion that  this is good or bad for the econ- 
omy; it may  sometimes even be a symptom of an im- 
p rovement  in the economic situation. But if the terms 
of t rade index has fallen because  the trading par tner  
res tr ic ted his imports then, indeed, the "fall" may  be 
equated with "deteriorat ion".  

If the supply of export  goods rises or falls the terms 
of trade, other  things remaining equal, will "worsen"  
or "improve",  respect ively.  A rise in internal  supplies 
and thus "worsening" of terms of t rade  may  also be 
a sign of ei ther  an improved or a w o r s en ed  economic 
situation. If the price level of expor t  goods has 
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dropped this may be due to costs having gone down 
because  agricultural  production methods have  im- 
proved  or there  has been a technological advance;  
or else taxat ion  policies may  have  enforced h igher  
exports .  On the other hand, lower  internal supply  
and the resul t ing "improved" trade terms may  be due 
e,g. to h igher  internal  consumption and a be t te r  liv- 
ing s tandard  or a poor harvest .  Again nei ther  the 
improvemen t  nor deter iorat ion of a country 's  foreign 
trade s i tuat ion can be assessed from the terms of 
trade.  

By re j ec t ing  the terms of t rade as a yardstick of the 
impact  of foreign t rade on a country 's  p rosper i ty  we 
do not  d e n y  that  a declining terms of t rade index 
m a y  indica te  an unfavourable  trend for the developing  
countries.  The decis ive  factor is the drop in the price 
of their  exports .  But if the t rend is unfavourable  for 
the  deve lop ing  nat ions this is only to a ve ry  small 
degree  due to a protect ionis t  policy of the industrial-  
ised countr ies .  Certainly,  import  restr ic t ions lead to 
a fall in the index (a deterioration) of the terms of 
t rade  of the expor t ing countries.  But the ex ten t  
and the in tens i ty  of such trade barr iers  is often ex- 
aggera ted .  

Apar t  from the con'sequences of misguided price ar- 
r angemen t s  (e.g. through internat ional  commodi ty  
agreements} there  are  three  main reasons for drop- 

ping raw mater ia l  prices and thus for worsening 
terms of trade: 1) the industr ia l ised countries have  
devised  p rocesses  enabling them to r ep l ace  the 
natural  raw mater ia ls  of developing countr ies  by 
their  own products  (e.g. rubber,  texti le  fibres, alumi- 
nium and syn the t ic  materials);  2) in the case of many  
farm products  demand in industr ia l ised countr ies  be- 
comes cons iderab ly  less elastic,  and elast ici ty often 
drops to near  zero, as the  nat ional  income increases.  
This means  that  e.g. sales of tropical  produce  such as 
coffee, cocoa or bananas  grow at a lower  ratio than 
incomes;  3) on the other  hand it has become possible 
to make  mining or the product ion  of agricultural  raw 
mater ia ls  more  efficient. A case in point  are  new 
methods  of growing tropical  plants  and fruit and 
combat t ing p lant  diseases.  

Constant  pursui t  of "better" terms of t rade  and of 
doubtful  in ternat ional  price a r rangements  is not the 
best  w a y  of using trade policies to help developing 
countries.  It would be more  advisable  to do away 
with exist ing discr iminat ion against  the export  t rade 
of deve loping  countries,  to lower  tariffs and other 
t rade  barr iers  against  their  p rocessed  foods and in- 
dustrial  goods to the level  imposed on their raw 
material  exports ,  and to make  a serious start  with 
dismantl ing the  pro tec t ive  wall  surrounding mining 
and agr icul ture  in the industr ia l ised countries.  At 
least  no one should do the opposite.  

Nigeria Joins the EEC-  
By Rfitger Berchem, Aachen 

The foundatior~ of the  European Economic Communi- 
ty  in 1958 had been watched suspiciously by numerous  
deve lop ing  countries.  Af ter  all the tradit ional  rela- 
tions be tw een  some EEC member  states and cer tain 
deve lop ing  countries,  par t icular ly  in Africa, was  lead- 
ing to a pr iv i leged posi t ion of the latter, In case of 
an associat ion these  countries,  that  in the meant ime 
had become independent ,  rece ived addit ional multi- 
lateral  aid by the Deve lopment  Fund for the asso- 
ciated terr i tor ies  of EEC countries,  which is f inanced 
through cont r ibut ions  of all member  states. In the 
long run the pr iv i leged posi t ion conceded to these  
countr ies  could become  important  in the European 
market .  

Before the es tab l i shment  of the EEC especia l ly  the 
Ne ther lands  and the  Federal  Republic of Germany  
levied only  low duties,  or none at atl, on many  prod-  
ucts  typical  for deve lop ing  countries,  thus e.g. tropi- 
cal products .  The French market  was largely r e se rved  
for the members  of the  Communaut6 Franqaise. Con- 
s equen t ly  the in t roduc t ion  of a common external  
customs tariff of the  EEC has led to a considerable  
increase  of tariff ra tes  for important  products  of the  
deve lop ing  countr ies ,  whi le  the pr ivi leged posi t ion of 
the a l ready assoc ia ted  African countries remained  
unimpai red  or could be  ex tended  even. This t rend has 
been  watched dis t rus t fu l ly  by the EEC members '  tra- 
ditional supplier  countr ies ,  also by the Latin Ameri-  
can states.  So far press ing  difficulties have  been  

Chance of Aid by Trade 

most ly  avoided and the EEC marke t  remains acces-  
sible to these  tradit ional  suppl iers  since the EEC 
commission granted  duty-free  quotas.  These duty-free 
quotas have  to be applied for by the importing coun- 
tries and, moreover ,  the grant ing of them is a dis- 
c re t ionary  clause. Therefore this regulat ion does not 
offer long-term security.  

Besides the EEC members '  market  is exer t ing a 
s teadi ly  increasing at traction on the developing  coun- 
tries. Since 1958 its absorbing capaci ty  has grown 
more than that  of the o ther  tradit ional  sales areas. 
Independent  of supposit ions expressed  time and again 
that  nega t ive  effects are  dominat ing when  customs 
unions are established, s ince such new economic 
areas would be inclined to isolate themselves  from 
world trade, there  is a growing in te rdependence  be- 
tween  the EEC and world t r a d e - - a l s o  with regard to 
trade with developing countries.  Among the indus- 
trial nat ions only Japan has surpassed the growth 
rates of the exchange of goods in terms of value. 
Table 1 is showing the last years" trend. 

In spite of the general ly  posi t ive  deve lopment  of 
trade wi th  the developing countr ies  the exchange of 
goods among industr iat ised s ta tes  increased even  
more. The developing countr ies '  re la t ive  share in 
world trade has steadily decl ined during the past  
years.  Thus they  are still facing problems, and thus 
the quest ions of the EEC foreign t rade  policy are ira- 
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