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1. Terms of Trade

The ToT is the ratio of the average price of exports to the average 
price of imports:

relative price of exports in terms of imports

Example: (two countries and two commodities)
Assume that Finland and Russia trade only mobile phones (Finland) and oil 
(Russia):

One mob phone = USD 300
One barrel oil = USD 100

ToT Finland = 300/100 = 3 → One phone buys 3 barrels oil
ToT Russia = 100/300 = 0.33 → One barrel oil will buy 0.33 mob phones.

importsofpriceaverage
ortsofpriceaverageToT exp





3

Suppose price of barrel oil ↓ to USD 50:
ToT Fin = 300/50 = 6.00 (↑) Improvement of ToT
ToT Rus = 50/300 = 0.17 (↓) Deterioration of ToT
A country will gain from a change in its ToT if it can ↑ its X prices 
or if it can ↓ its M prices. In both cases current account 
improves.

Terms of trade can 
change do to: change 
in relative supply
(for example new 
technology of oil 
extracting) or in 
relative demand 
(for example change
in consumer tastes)

Relative supply and demand
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Multi-commodity multi-country model of ToT

price of exports in the current period

quantity of exports in the base period

price of exports in the base period

price of imports in the current period

quantity of imports in the base period

price of imports in the base period

Laspeyres index. 

ToT Ind = PX ind / MX ind

Basically: Export price over Import price times 
100  - if the percentage is over 100% then your 
economy is doing well (Capital Accumulation). 
If the percentage is under 100% then your 
economy is not going well (More money going 
out than coming in).

German economist – rate of inflation
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Criticism:

1. Terms of trade calculations do not tell us about the volume of 
the countries' exports and imports. But to understand how a 
country's trade gains changes, it is necessary to consider 
changes in the volume of trade, changes in productivity and 
resource allocation, and changes in capital flows.

2. Terms of trade should be considered together with the 
exchange rate index.  A country with good terms of trade 
results could loose GDP due to the declining value of the 
national currency and the opposite.

3. In the real world of over 200 nations trading hundreds of 
thousands of products, terms of trade calculations can get very 
complex. Thus, the possibility of errors is significant.
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2. Product Life Cycle
PLC



The microeconomic approach to the explanation of contemporary
International trade
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PLC impact of Exports – Imports Ratio 
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Criticism:

1. Too US-centric.  Perhaps this was normal in the 1950’ and early
1960’ but not now in the time of polycentric innovation activities.

2.    Ignores the enormous importance of the exports of capital and
the connected with it transfer of knowledge.

3.     

Q: Can you find some other limitations?



15

3. Shumpeter’s Creative Destruction Theory

Creative destruction is a process through
which something new brings about the
demise of whatever existed before it.
The term is used in a variety of areas including
economics, corporate governance, product
development, technology and marketing.

One frequently cited example is the
smartphone, which all but killed the market
for not only regular cell phones but also PDAs,
MP3 players, point-and-shoot cameras, wrist
watches, calculators and voice recorders --
among other things.

1883 – 1950
Born in Triesch, Moravia, 

Austria-Hungary 
(now Třešť, Czech Republic)
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The role of Innovation in the international trade
Schumpeter identified innovation as the critical dimension of economic 
change.
He argued that economic change revolves around innovation, entrepreneurial 
activities, and market power. He sought to prove that innovation-originated 
market power can provide better results than the invisible hand and price 
competition. 
He argues that technological innovation often creates temporary 
monopolies, allowing abnormal profits that would soon be 
competed away by rivals and imitators. 

These temporary monopolies were necessary to provide the incentive for 
firms to develop new products and processes. 

These temporary monopolies are the most important 
contemporary form of competitive advantages!

Q: Why are those monopolies only possible for a limited time?
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Process innovation means the 
implementation of a new or significantly improved 
production or delivery method.

Organisational innovation means the 
implementation of a new organisational method in the 
undertaking’s business practices, workplace organisation or 
external relations.

Product innovation is the introduction of new 
or significantly improved products or services. It is 
related to a significant change in its technical 
specification, components, materials, software, user 
interface or other functional characteristics.

Marketing innovation refers to the implementation 
of new marketing methods, involving significantly 
improvements on product or package design, price, 
placement and promotion.

The 4 Types of Innovation
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