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The &reat commerce of every civilized society
is that carried on between the inhabitants of
the town and those of the country. It consists

in the exchange of rude for manufactured
produce, either immediately, or by the in-
tervention of money, or of some sort of paper
which represents money. The country supplies
the town with the means of subsistence and the
materials of manufacture. The town repays this
supply by sending back a part of the manufac-
tured produce to the inhabitants of the country,

Adam Smith, 1776}

Economics—and Adam Smith—teach us that
trade is healthy for a nation’s economy and for its
standard of living. As with trade between town
and country, trade between one nation and
another is designed to maximize the volume of
goods and services an entity can consume, in
balance with the volume of goods and services
the entity can produce. In light of the current de-
bate about the advantages and disadvantages of
U.S. and world trade, this article examines one in-
teresting method for measuring a country’s gains
from trade: analyzing its terms of trade index.
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In its simplest form, the definition of terms of
trade is the ratio of the price index of a coun-
try’s exports to the price index of its imports.
An increase in this ratio means that a coun-
try’s terms of trade are more favorable and its
gains from trade are greater. In other words,
the higher the prices received for a country’s
exports, the less quantity of goods it has to
ship for a given market basket of imports.

For example, let’s say that the United States
exports wheat at $10 a bushel, while it imports
a barrel of crude petroleum at $100 a barrel.
The United States would have to produce and
export 10 bushels of wheat to pay for every
barrel of imported oil. However, if the price of
oil were to fall to only $50 a barrel, the United
States could pay for that barrel of oil by ex-
porting only 5 bushels of wheat.? To put it an-
other way, let’s say that a barrel of oil is equiva-
lent to 42 gallons of gas, and a bushel of wheat
can make 100 loaves of bread. If oil is priced

at $100 a barrel, the United States would have
to sell the equivalent of roughly 333 loaves of
bread to “pay” for an average fill-up at the gas
station (approximately 14 gallons).

The terms of trade concept rests on the as-
sumption that trade flows for every country
must be in balance in the long run; that is,

the value of exports must equal the value of
imports. Although this assumption is certainly
relaxed in practice, as evidenced by the long-
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standing U.S. trade deficit, this limitation still
plays a significant role in the ability of many
of the world’s developing nations to sustain
economic growth.

Historically, trends in the terms of trade index
were considered critical to a country’s ability
to prosper. Most trade tended to be between
countries that specialized in manufactured
goods, instead of with those that supplied raw
materials. In particular, it was assumed that the
cost of producing raw materials would go up
over time, because supply of land and natural
resources is limited. As a consequence, the
terms of trade would turn against countries
specializing in manufactured products and in
favor of those that specialize in raw materials
or primary products.

This view was generally accepted until around
1950 when several studies provided evidence
that the terms of trade were turning against
developing countries and their raw mate-

rial exports.? Ever since, questions about the
long-term direction of the terms of trade have
persisted.*

Trade in raw materials still represents a sig-
nificant component of the merchandise trade
in the United States, although most trade in
merchandise goods today consists primarily
of manufactured products.® An analysis of the
terms of trade index for the United States dur-
ing the past 20 years indicates that the index
has tended to vary by less than 10 percent. A
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spike in the import price index in 2008 (driven
by sharply higher prices for fuels) was offset to
some extent by a jump in the export price in-
dex (related to higher grain prices). (See chart
1.) Given the recent surge in market prices for
petroleum as well as grains, the terms of trade
for the United States will bear watching.

The primary source of income for many de-
veloping countries still flows from exported
raw materials. According to a recent study

by the International Monetary Fund (IMF), 37
countries receive 50 percent or more of their
export earnings from primary commaodities.®
(The IMF produces an estimate of each coun-
try’s terms of trade and uses this information
in assessing a country’s economic vitality.)
Chart 2 illustrates the terms of trade indexes
during the past decade for the United States,
Chile, and Pakistan. Although the terms of
trade for the United States have been fairly flat
during this period, Pakistan has had a sharp
deterioration in its index. Pakistan’s chief
export is textile products, a sector affected by
increasing world competition. In contrast, the
terms of trade for Chile has improved signifi-
cantly during this time, as world demand for
its chief export, copper, has soared.

With the volume of world trade predicted to
grow significantly during the next few years,
the need to analyze price trends in interna-
tional trade will be increasingly important,
and terms of trade indexes will continue to be

iy

2

an important tool for that analysis.”
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Chart 1. Comparison of U.S. terms of trade indexes and export import
prices indexes, 1989-2010
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Chart 2. Comparison of terms of trade indexes for Chile, Pakistan, and
the United States, 2000-09
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Quarterly Price Highlights

Import prices

For the first quarter of 2011, import prices
increased 5.7 percent, following a 4.2-percent
advance during the fourth quarter of 2010.
The first quarter 2011 increase was driven by
a sharp rise in fuel prices, and was the largest
quarterly rise since the price index rose 9.0
percent during the second quarter of 2008.

A 1.8-percent advance in nonfuel prices also
contributed to the increase in import prices
for the quarter ended in March.

Fuel import prices

Prices for fuel imports rose 18.4 percent during
the first quarter of 2011, which was the largest
quarterly increase since prices advanced 36.8
percent during the second quarter of 2009.
Prices rose in each of the three months of the
quarter, increasing 4.1 percent in January, 4.2
percent in February, and 9.0 percent in March.
Petroleum prices led the first quarter increase,
rising 19.2 percent. Much of the advance took
place in March, when the price index rose 10.5
percent. Political unrest in the Middle East
throughout the quarter was a major con-
tributor to the rise in petroleum prices. Prices
increased as fears of petroleum supply disrup-
tions mounted with the onset of wide-scale
antigovernment protests in Egypt in January.®
Civil unrest broke out in Libya in late February,
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and by March had escalated into open warfare
between the ruling regime of Muammar Gad-
dafi and antigovernment forces. Two main
factors drove the price of petroleum higher: the
violence in Libya stoked fears of supply disrup-
tions, and U.S. jobs data indicated expectations
of economic growth.? The price index for natu-
ral gas increased 4.8 percent during the first
quarter of 2011. Prices increased 10.4 percent in
both January and February largely because of
cold weather in much of the United States, but
fell by 14.0 percent in March due to an abun-
dance of supply as temperatures rose.”°

Nonfuel import prices

During the first quarter of 2011, the price index
for nonfuel imports increased 1.8 percent, the
largest quarterly advance since a 2.3-percent
rise in June 2008. As shown in chart 3, rising
prices for industrial supplies and materials, and
foods, feeds, and beverages were the major
contributors to the overall increase in non-
fuel prices. Rising prices for each of the major
finished goods categories also contributed to
the overall increase in nonfuel import prices,
though they had a less significant impact.

Prices for industrial supplies and materials, ex-
cluding fuels, increased 5.4 percent in the first
quarter of 2011, which was, along with an iden-
tical advance in the fourth quarter of 2010, the
largest increase since a 7.2-percent increase in
the second quarter of 2008. Higher prices for
iron and steel mill products and other pre-
cious metals, which rose 15.1 and 12.0 percent
respectively, led the advance. The aforemen-
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in import prices, excluding fuel

Chart 3. Major contributors to the 1.8-percent increase in the first quarter 2011
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tioned increases were part of a broad increase
in unfinished metals and commodities prices.
Many of the prices of commodities such as
precious metals were driven up by investors
amidst economic uncertainty."

The price index for foods, feeds, and bever-
ages rose 7.7 percent in the first quarter of
2011, the largest increase since an 8.1-percent
advance in the fourth quarter of 1985. Much
of the increase was brought about by rising
vegetable prices, which jumped 20.4 percent
during the first quarter of 2011. Freezing tem-
peratures across the southern United States, as
well as a severe freeze in Mexico, key growing
areas for early season produce, damaged crops
of tomatoes, peppers, lettuce, eggplants, and
other types of vegetables.?

The price index for consumer goods rose 0.6
percent, the largest quarterly advance since a
0.9-percent increase in the second quarter of

2008. Higher prices for cotton apparel were

a major contributor to the overall increase in
the index. Prices for automotive vehicles ad-
vanced 0.5 percent in the first quarter of 2011.
A combination of higher prices for metals and
a weakening of the U.S. dollar contributed to
the overall increase. The price index for capital
goods rose 0.2 percent.

Export prices

The export price index rose 4.1 percent in the
first quarter of 2011, following a 3.1-percent
increase during the fourth quarter of 2010.
The most recent advance marked the eighth
consecutive quarter in which export prices
have increased, and was the largest quarterly
rise since the index was first published in 1983.
The price index for exports of agricultural
commodities increased 10.3 percent during
the first quarter of 2011, and nonagricultural
exports rose 3.3 percent over the same period,
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Chart 4. Major contributors to the 3.3-percent increase in the first quarter 2011
in export prices, excluding agriculture
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the largest quarterly advance since the index
was first published in 1985.

Agricultural export prices

The first quarter increase was driven by rising
prices for corn and cotton, which advanced
27.2 percent and 30.7 percent, respectively.
Several factors drove up corn prices in the first
quarter. At the beginning of March, U.S. inven-
tories were an estimated 6.52 billion bushels,
which was 15 percent lower than the previous
year.® An increase in the usage of corn for the
production of ethanol also drove prices higher,
and the U.S. Department of Agriculture re-
ported that export demand was strong during
the first quarter of 2011. Growing domestic
demand for meat in China led to growing live-
stock feed needs, increasing China’s demand
for corn from the United States.'* Cotton prices
rose because of strong demand and a tight
supply situation. Devastating floods in Paki-

stan, export restrictions in India, and strong
demand in China that outstripped domestic
production, all contributed to the historic rise
in cotton prices.

Nonagricultural export prices

The price index for nonagricultural exports
increased 3.3 percent in the first quarter of
2011. As seen in chart 4, rising prices for non-
agricultural industrial supplies and materials
drove the increase. The price indexes for capi-
tal goods, automotive vehicles, and consumer
goods also advanced for the quarter ended
March 2011.

Nonagricultural industrial supplies and materi-
als prices rose 8.7 percent during the first quar-
ter of 2011, the largest quarterly advance since
the index was first published in 1989. As was
the case in 2010, a broad commaodities rally
was responsible for the increase. Rising prices
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for fuels, metals, and chemicals were all major Consumer goods prices rose 1.2 percent in the
contributors to the overall increase. The export  first quarter of 2011, automotive vehicles prices
price index for fuel oil increased 27.8 percent, advanced 0.5 percent, and the price index for
and iron and steel mill products advanced 16.7  capital goods ticked up 0.1 percent.

percent during the quarter. Rising prices for

industrial organic chemicals, other precious For more information, contact William Alter-
metals, and aluminum, which increased 7.4 man at (202) 691-7108 or by email (alterman.
percent, 8.4 percent, and 7.4 percent, respec- william@bls.gov), or Edwin Bennion at (202)
tively, also contributed to the rise in nonagri- 691-7142 or by email (bennion.edwin@bls.
cultural industrial supplies and materials. gov). LSl
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