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Abstract

This paper demonstrates that the terms of trade are determined by the equalization of profit rates
across international regulating capitals, for socially determined national real wages. This
provides a classical/Marxian  basis for the explanation of real exchange rates, based on the same
principle of absolute cost advantage which rules national prices. Large international flows of
direct investment are not necessary for this result, since the international mobility of financial
capital is sufficient. Such a determination of the terms of trade implies that international trade
will generally give rise to persistent structural trade imbalances covered by endogenously
generated capital flows which will fill any existing gaps in the overall balance of payments. It
also implies that devaluations will not have a lasting effect on trade balances, unless they are also
attended by fundamental changes in national real wages or productivities. Finally, it implies that
neither the absolute nor relative version of the Purchasing Power Parity hypothesis (PPP) will
generally hold, with the exception that the relative version of PPP will appear to hold when a
country experiences a relatively high inflation rate. Such patterns are well documented, and in
contrast to comparative advantage or PPP theory, the present approach implies that the existing
historical record is perfectly coherent. Empirical tests of the propositions advanced in this paper
have been conducted elsewhere, with good results.



The aim of this paper is to demonstrate that real exchange rates between countries are
determined by the equalization of profit rates across international regulating capitals, for socially
determined national real wages. This provides a c1assicaUmarxia.n  explanation of international
terms of trade, based on the same principle of absolute cost advantage which rules national
prices. Such an approach has the decided virtue that it is quite consistent with the major
empirical patterns of international trade. It is also in direct contrast to the principle of
comparative advantage upon which so much of international trade theory rests. The theoretical
arguments presented here are tested empirically in (Roman, 1997; Napoles; Antonopoulos, 1997;
Shaikh, 1998)

Certain assumptions are crucial to what follows. Within a nation, capital and labor are assumed
to be fairly mobile, although the latter is assumed to be both slower and more subject to cultural
and historical ties-that-bind. For this reason, real wages may differ across regions of a given
nation, within limits. There is no presumption of full employment.

On an international scale, it is assumed that financial and nonfinancial capital moves across
nations in search of higher returns. Impediments to this mobility, particularly for financial
capital, are assumed to much smaller than those to the international mobility of labor. Thus it is
assumed that profit rates on new direct investment gravitate around common means across
countries. We will see that the mobility of financial capital is sufficient to produce this outcome.
On the other hand, real wage differences between countries can be greater, and more persistent,
than those within nations.

Within any one industry, be it national or international, new technologies come into being at
various intervals, while prior ones decline in their competitiveness and eventually die out (are
scrapped). This never-ending dynamic produces a spectrum of technologies in operation in each
industry, with the capitals with the lowest reproducible costs regulating the market price. Since
the capitals in any one (national or international) industry may be spread out across many regions
or nations, the mix and even levels of technology can differ across such geographical
boundaries.

None of this precludes international trade from having an impact on either real wages or
technologies. It does imply, however, that the substantial determinants of each are located within
the political and cultural matrices of the nations involved. These can and do change, sometimes
dramatically. But there is no mechanism which will make them change in such a way as to
automatically balance trade among nations.

The preceding assumptions about international differences in real wages and technology, the
latter expressed in terms of particular input-output coefficients, are familiar ones in the classical
and marxian  traditions. Indeed, they are the very ground from which Ricardo himself derives the
very principle of comparative costs (Shaikh, 1980),  a principle which continues to underpin



modern trade theory in almost all trade models, including Heckscher-Ohlin (HO)‘. Most
importantly, persistent international wage and technological differences still characterize the
world today (Dollar, Wolff, & Baumol, 1988, pp. 3 1,33,42).  The point is to explain how free
trade is grounded in them, and in turn reproduces them.

The subsequent analytical arguments are posed in terms of a familiar two-sector model. More
general derivations of the same basic propositions can be found in (Shaikh, 199 1).

I. The determination of relative prices within one country

Real exchange rates are simply international relative prices in common-currency. In order to
understand their determination, it is useful to first consider the formation of competitive relative
prices within one nation.

Imagine that there are many producers of any given commodity, grouped according to their unit
costs of production. I have argued elsewhere that in this case, the set of producers with the lowest
reproducible costs will be the ones whose cost conditions drive the market price, because it is
these conditions of production which will be the target of new investment flows. In each
industry, the capitals which satisfy these conditions constitute the regulating capitals of that
industry.

Since it is the profitability of these new investments which regulates capital flows across
industries, the general rate of profit will be formed by the movement of capital across the
regulating conditions of production in each industry. For the economy as a whole, given the real
wages in each industry, it is these regulating conditions which will determine the relative price
and the general rate of profit (Shaikh, 1996, pp. 67-76).

The rates of profit which are equalized by capital flows are the profit rates of new investments in
the regulating conditions of production. Non-regulating capitals will be forced by competition to
sell at the same price, and will therefore have a variety of profit rates determined by their own
various conditions of production. Since each sector will have its own complement of non-
regulating capitals, depending on the history of technical change in that sector, average sectoral
profit rates need not be equalized. This is a familiar result in the classical/marxian  tradition, since
it forms the basis for differential rent in agriculture. As is well known, in the case of agriculture,
the generally reproducible low-cost conditions of production (the ones of which new investment

‘Differences between potential costs of production are the point of departure for both
absolute and comparative cost theories of international trade, since there is no basis for trade
if all nations good produce all goods at the same costs. The HO model assumes that
comparative cost theory regulates trade, but claims that the underlying potential cost
differences arise from the impact of differing national ‘factor endowments’ on a common
international production function.
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can avail themselves) are on the margin of cultivation precisely because better lands are in full
use. In the case of industry, similar differences in costs arise from the fact that ongoing technical
change gives rise to a spectrum of vintages still in existence, most of whom are no longer at the
cutting edge but still profitable enough to keep in play. Here, it is the best technology generally
available for new investments which forms the regulating conditions. In both cases, it is the
dominance of the lowest reproducible cost producers that makes ‘absolute cost advantage’ the
regulating principle of competition within a single nation.

1. National competitive prices with unequal real wages

Consider a simple two-country, two-commodity example, in which there are two producers for
each type of good. Let pk  = price of capital goods, pc  = price of consumer goods, a =
(circulating) capital input, and 1 = labor input, all per unit output of the regulating capitals. Let r
= rate of profit, w = money wage, wr = real wage. In anticipation of the international case, we
will not assume that each producer faces the same real wage, but only that local real wages are
socially determined (think of any two producers as being located in different regions of a
country).

As long as competition between sellers of a particular good compels them to sell at roughly the
same price’, technological and/or real wage differences among producers will give rise to profit
rate differentials.

1)  PC =(Pk  l ak +Pc � wrk  l 1,  )�(l+rc)

l’h =@k l ak’ + pc  l wrk�  � 1,�  ) l ( I+&�)

2, Pk  = @k l  ac +Pc’  wrc l  lc )“(l+rk)
2’) pk = (pk  . a,�  + pc  l wr,�  . 1,�  ) l ( l+rk�  )

In each sector, the production conditions of one of the producers will be the regulating ones -- i.e.
will represent the lowest-cost conditions which new investment in the industry can expect to
reproduce3.  Intersectoral capital flows will therefore enforce those prices which equalize the

‘The law of one price encompasses price differentials due to transportation costs and local
surtaxes. If these are high enough to block out nonlocal producers, then the good in question
becomes a nontradable and the local producer becomes the regulating capital. This can be
accommodated by treating each nontradable as a distinct good, as in section 11.4.

3The  definition of ‘lowest cost’ in unambiguous in the case of circulating capital, since the
unit materials and wage costs is also the capital advanced, so that the profit margin on costs
is also the profit rate on capital advanced. Then the producer with the lowest cost will also
the one with both the highest profit margin and profit rate, since all producers face the same
prices. However, once fixed capital is introduced into the story, the issue turns on what
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profit rates on these specific capitals. And these prices in turn will determine the particular profit
rates of the nonregulating capitals. It follows that average profit rates will not generally be
equalized across sectors.

Assuming the regulating capitals to be the first in each equation, and allowing for profit rate
equalization across them, we get

1) pC  = (pk  l a, + pCa  wr,  l l,)*(l+r)
2, Pk = (Pk  l ak + PC ’ wrk  . lk)O(l+r)

This in turn can be rewritten in terms of relative prices, the rate of profit, and the two real wages:

l>’  Pc h?k = ( ak  + @/pk)� wrk  l lk  )O(l+r)

2)’ 1 = cat  + h%hk >’ wrc  l lc )‘(lfr)

Given the two real wages, the preceding system reduces to two equations in two variables (r, pC
/pk), which can then be solved for the rate of profit and relative prices. Except for the
differentiation of the two real sectoral wages, all of this is familiar. The resulting equilibrium
values are of the form

r -r(WrcyWrk)

Pc/Pk=F(Wr,,Wrk,r)=f(Wr,,Wrk)

2. Effects of real wage increases on relative prices

As is the case of uniform wage systems, an increase in either sector’s real wage will lower the
general rate of profit (see the Appendix). But the effect on relative price may be more complex.
A rise in an industry’s real wage raises its unit labor costs, but also lowers the general profit rate
(and indirectly affects the prices of its non-labor inputs). The former tends to raise the price in
that particular industry. The latter tends to lower the price in all industries, since all are directly
affected by the lower general rate of profit. It would not be surprising, therefore, if a fall in a
particular industry’s real wage almost always lowered its relative price. Nonetheless, it is
theoretically possible that the opposite result could hold, because possible falls in the prices of

determines the highest expected profit rate from a new investment. And this in turn depends
on the anticipatedpath offutureprices  in theface of competition. If competition is assumed
to emulate perfect competition, so that producers are assumed to be passive ‘price takers’ who
expect the present price to continue indefinitely, then the one with the highest profit rate at
the current selling price is the regulating capital. However, if competition is viewed as a
combative process (real competition) marked by rate in the face of competitively induced
cuts in selling prices (Nakatani, 1980; Shaikh, 1980).
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+  $2.5 + . . . = $7) and its direct and indirect profit margins ($2 + $0.5 +  . . . =

$3). The first term in this ultimate decomposition may be called the vertically integrated unit

labor cost of a commodity (v = $7),  and the second its vertically integrated unit profit ($3).

Factoring out the former allows us to express any price as the product of its vertically integrated

unit labor costs and a vertically integrated profit-wage ratio: p = v m  (1 + n).

It follows that we can always express the ratio of any two prices as the product of two terms: the

vertically integrated unit labor cost ratio (which can be expressed in real terms by dividing both

elements by the price of consumption goods), and the relative gross margins. So in our case, we

can always write

pc  /pk  = (vrJvrk  ) l [(I + rL)/ (I + 75Jl

where vr = v/p, , and TC  = the vertically integrated profit-wage ratio.

In arriving at the vertically integrated unit labor costs, we summed direct and indirect wage costs
per unit output. We could also construct a parallel measure of vertically integrated unit labor
requirements by summing direct and indirect labor requirements, which gives us the total labor
per unit output (3L) required directly or indirectly in the production of a commodity. But since
wage costs are simply wage rates times quantity of labor required, we can also express vertically
integrated unit labor costs as the product of an average vertically integrated wage (WY = vrlh) and
the total labor requirement (h).

3) pc  /pk  = (w&,IW&.k  ).Z&

where z,k = [( 1 + rc,)/  (1 + &)I, and wr = vr/3L.

41t is the costs of the regulating capitals which drive the market price. Those of nonregulating
capitals do not.
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