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Abstract

There is an important phenomenon in world economy e-
merged from 1950°, that is, foreign direct investment is develo-
ping along with international trade, and both of them present
the two main motivations of world economy. This phenomenon
challenges traditional direct investment theory and trade theory,
which developed respectively and seldom intersected before, and
makes the two kinds of theory increasingly mixed.

While the relationship between international investment and
international trade is getting more important in today's world,
related research can not satisfy our need so far. This paper stud-
ied impact of inward FDI on terms of trade in developing coun-
tries, a controversial issue up to now. By doing so, this paper
tried to find some deep relationships between international in-
vestment and international trade. Meanwhile, we tried to find
the right way of developing countries to deal with their inward
FDI and international trade.

As the biggest developing country in this world, China has
the noticeable inward FDI and international trade these years.
FDI inwards in a large number, and international trade develops
rapidly at the same time, how should we explain such a thing?
What is the relationship between the inward FDI and interna-
tional trade of China? And how does the inward FDI affect its in-
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ternational trade in China? This paper discussed all of these
questions when we study impact of inward FDI on terms of trade
in developing countries. Through such a discussion, we can
know better that how China should arrange her inward FDI and
international trade more appropriately.

The paper follows in two sections — theoretical analysis
and empirical analysis.

The theoretical analysis tries to answer two important ques-
tions: What causes terms of trade in developing countries
change? What are the channels by which FDI can affect terms of
trade in developing countries, and how they function?

First of all, we discussed the concept of “terms of trade”.
After analyzing the “‘terms of trade” people usually talked
about —net barter terms of trade (NBTT), we discussed anoth-
er two “terms of trade” — income terms of trade (ITT) and fac-
tor terms of trade (FTT). This paper holds the view that the
complete concept of “terms of trade” should contain all of the
three “terms of trade” — NBTT, ITT, and FTT. The change
of NBTT includes two sides — trend and volatility. Developing
countries should pay more attention to their NBTT volatility,
because compared to the trend, NBTT volatility can lead to sud-
den changes in developing countries’ economic health more easi-
ly. Data suggest that much of the developing countries’ NBTT
volatility is due to their trade structure. This result is partly due
to the fact that developing countries mainly export fuels and
commodities, while developed countries are mainly manufactures
exporters. As a consequence, developing countries should re-
duce their NBTT volatility by adjusting their trade structure.
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Developing countries can improve their ITT in two ways: one is

to increase exports, and the other is to improve their NBTT.
For a country, the changes of its labor productivity and exports
price vis— d— vis its trade partners are decisive factors of the
country’s FTT. When the country’s labor productivity improved
more than the fall of its exports price, the country’s FTT will be
improved. In fact, the change of labor productivity is the most
important thing for a country, because it plays a central role not
only in developing countries’ industrialization, but also in their
changes of NBTT, ITT and FTT.

Then, we discussed three main channels, through which
developing countries’ inward FDI affects its terms of trade: re-
ducing the host developing countries’ NBTT volatility by impro-
ving its trade structure; improving the host developing
countries’ ITT by increasing its exports; and improving the host
developing countries’ FTT, which includes SFTT and DFTT,
by raising its labor productivity.

According to the theoretical analysis, we investigated whether
such a theoretical analysis operates in the reality. We focused on two
areas — Asia and Latin America, because both of them absorbed the
vast majority of developing countries’ inward FDL This paper ana-
lyzed developing countries’ NBTT data from 1970, and finds that the
secular change in developing countries’ NBTT is rising, not declining
as Prebisch and Singer said. That means: Empirical data deny the
“P—S Hypothesis”. We conclude that classical economists’ view of
developing countries’ secular NBTT change, which is rising, suits to
long-term analysis more, and the “P—S Hypothesis” suits to short-
term more. The empirical analysis confirms that the inward FDI actu-



