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THE OUTLOOK ON THE U.S. ECONOMY
IN 2005

Managing Director of Sonecon, LLC
(Former Under Secretary of Commerce for Economic Affairs)

Robert J. Shapiro

Summary

The U.S. economy will grow at a moderately healthy rate in 2005, but more slowly
than in 2004. The main forces likely to temper the expansion are slow job creation and
income gains, and higher interest rates associated with the current account deficit. If a dollar
crisis occurs, oil prices rise or housing prices fall, the expansion could slow markedly.

American business and consumers have been heading in different directions. Despite
record cash flow levels and profit margins, U.S. business seems to lack confidence in a strong,
sustained expansion. While gross business investment has expanded vigorously this year, net
business investment has remained sluggish, with most investment going to replace worn-out
equipment. Similarly, over the three years of the expansion, private-sector jobs have grown
at one-tenth the rate of previous postwar recoveries. Even as job creation accelerated this
year, the rate has remained just three-fifths that of the last recovery. Instead of undertaking
new investment or new hires, U.S. companies have channeled profits into stock buybacks and
dividends: In July, share buybacks reached $39 billion, a 20-year record. By contrast, U.S.
consumers have continued to spend freely. After falling back in the second quarter,
consumption spending soared at a surprising 5.1 percent rate in the third quarter. Early data
suggest that consumption in the fourth quarter will grow by at least 2.5 percent to 3 percent.

Looking ahead, gross business investment will remain strong in the fourth quarter but
likely drop off in early-2005, when temporary investment tax incentives expire. The falling
dollar should support U.S. exports in the fourth quarter and into 2005, although slow growth in
Europe and Asia will offset some of the currency benefits. A more problematic factor is the
course of consumer spending. While oil prices have eased in recent weeks, several factors
should limit additional declines -- supply problems in the Middle East, Russia, Nigeria and the
North Sea; rising demand with the onset of cold weather; and the possibility of greater unrest
in Irag. Another factor that could affect consumer spending is the housing market. Housing
prices rose 13 percent in the last year and surged at an 18.5 percent rate in the third quarter,
depressing housing investment. These rates of appreciation are unsustainable and could
produce a bubble followed by falling prices. If that should occur in 2005, especially while
job creation and income gains remain sluggish, consumer spending will likely slow as well.
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The other major factor for 2005 is America’s large and growing international
imbalance. Since 1995, Americans have consistently increased their consumption at a faster
rate than their incomes; and since 2001, the federal government has done so as well. In the
last year, low personal saving rates and low national saving rates have combined with strong
consumer spending to produce current account deficits equal to 5 percent-to-6 percent of GDP.
These deficits have been financed primarily by foreign central banks, especially China and
Japan, while private foreign investors generally have withdrawn investment from the U.S. on a
net basis. The dollar’s consequent recent decline will help U.S. exports in 2005, although it
also produces large losses for those central banks and other foreign investors, putting more
pressure on the dollar. Whether the dollar falls abruptly next year or declines in a more
moderate and steady way, it will put pressure on U.S. interest rates, constraining U.S. growth
in 2005.

On balance, we expect the U.S. economy to grow at a more moderate pace in 2005
than in 2004.  Stronger growth will depend on a more significant recovery in the job market
and a satisfactory resolution to the current, large international imbalances.

U.S. Economic Performance Over the Past Year

The American economy maintained general momentum over the last year, despite
several negative factors (Figure 1). To be sure, the notable strength of the last quarter of
2003 and the first quarter of 2004 depended mainly on tax-rate and interest-rate cuts which
helped support consumption and housing, and temporary tax incentives were a major factor
supporting business investment in second and third quarters. In the third quarter, a rebound
in consumer spending associated with a brief spurt of job creation boosted GDP gains, while
fast-rising housing prices produced a sharp drop in housing investment.

Figure 1. Growth of GDP and its Major Components Over the Past Last Year

(Percent Change from Preceding Period, at Annual Rate)
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Q-4 2003 Q-12004 Q-2 Q-3
GDP 42 4.5 33 39
Consumption 3.6 4.1 1.6 5.1
Business Investment 11.0 4.2 12.5 12.9
Housing 9.6 4.9 16.7 1.6
Exports 17.5 7.3 7.3 6.3
Imports 17.1 10.6 12.6 6.0
Government 1.6 2.5 2.2 1.2

Patterns of U.S. Growth Since 2002

Certain patterns of growth in consumer spending and incomes, housing investment and
housing prices, and gross and net business fixed investment help determine the economic
shape of the current expansion.

Figure 2. Consumption, Disposable Personal Income and GDP, 2002-2004
(Percent Change from Preceding Period)
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The recovery began in the fourth quarter of 2001, but consumer spending and GDP
growth remained weak until the second quarter of 2003 (Figure 2, above). Throughout the
recovery, large gains in consumption and incomes have depended on fiscal, monetary and
exchange-rate stimulus.  Throughout most of this period, consumption gains have
significantly outpaced gains in disposable income, which have remained sluggish.

Until the third quarter of this year, housing investment has been consistently strong.
The housing-investment spurt in the third quarter of 2003 followed the last interest-rate cut,
and the sharp dip in the first quarter of 2004 followed the first interest-rate increase. The
renewed strength of housing in the second quarter was associated with the impact of a slower
economy on mortgage rates. Over the last year, we have also seen a marked acceleration in
housing-price increases. In the most recent quarter, housing prices soared at an 18.5 percent
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annual rate and were 13 percent higher than a year earlier, the fastest rate of increase in 25
years. The third-quarter drop in housing investment reflected both higher mortgage rates in
the first half of the quarter and the recent, record price increases.

Figure 3. Housing Investment and Housing Appreciation, 2002-2004
(Percent Change from Preceding Period)
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Figure 4. Real Gross and Net Business Fixed Investment, $ billions, 1995-2003
1,400
1,200 F

1,000

800 | —— Gross Investment

600 [ —#— Net Investment
400
200 | -/'/././-\'\‘___
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1996 1997 1998 1999 2000 2001 2002 2003
Gross Investment 834 934 1,038 1,133 1,232 1,181 1,076 1,111
Net Investment 233 286 336 371 405 277 156 163

While the aggregate data on business fixed investment suggest a strong and expanding
investment climate, close analysis points to significant issues. As Figure 4 shows (above),
during the investment boom of the latter-1990s, both real gross and net investment levels
doubled. However, since 2000, net investment has fallen much more sharply than gross
investment: Throughout the current expansion, therefore, American business has focused more
on replacing worn-out equipment and facilities than on building new capacity. The recent
strength of gross investment mainly reflects firms replacing the information technologies they
originally purchased at unprecedented rates during the 1990s investment boom. The striking
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weakness of real net investment as the expansion gained momentum in 2003 reflects a striking
lack of confidence in the expansion’s strength and durability, along with cost-pressures on U.S.
firms associated with global competition.

Figure 5. Real Gross and Net Business Fixed Investment, 1995-2003

(Percent Change from Previous Period)
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Rates of Change in Real Gross and Net Business Investment, 1996-2003

1996 1997 1998 1999 2000 2001 2002 2003
Gross Investment 9.3% 12.0% 11.1% 7.2% 87% | —4.1% | —8.9% 3.3%
Net Investment 19.5% | 22.7% 17.5% 10.4% 9.2% |—31.6% |—43.7% 4.5%

An important difference between the expansion of the late-1990s and the current one is
evident in Figure 5 (above). In the 1990s, U.S. business substantially expanded its
productive capacity, with net investment growing much faster than gross investment. In both
the 2001 downturn and the first year of the current expansion, business stepped back from
expanding productive capacity, and net investment declined much more sharply than gross
investment. Gross and net investment both stabilized in 2003, and the quarterly data thus far
for 2004 show that trend continuing. There is still no evidence of any significant shift
towards building new capacity, as there was in the 1990s expansion.

Prospects for the U.S. Economy in 2005

The U.S. expansion could face some strong headwinds in 2005. Consumer spending,
its chief engine, will be contained by several forces. The first is the continuing, sub-par
performance of the jobs market. Three years into recovery, private jobs have risen barely 0.8
percent, compared to average gains at comparable stages of previous recoveries of 7.8 percent.
Even in the first eleven months of 2004 — the best period for job creation thus far in this
expansion -- private-sector positions grew at an annual rate of 1.75 percent as businesses
added 1.7 million jobs. At a comparable point in the preceding recovery of the early 1990s,
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U.S. firms had added almost 2.7 million new jobs over eleven months, for an annual
job-creation rate of 2.9 percent. Overall, job gains this time have not even kept pace with
population growth: The employment-population ratio in November 2004 of 62.5 percent is
still lower than it was in 2002. In addition, the new jobs created in 2004 have been
concentrated in lower-wage industries, including health services and temporary administrative
services. Real average weekly earnings also have declined so far this year, and average
household debt reached another record level.

Another factor likely to dampen consumer spending in 2005 is higher interest rates.
Most U.S. rates barely budged this year even as inflation accelerated somewhat and the
Federal Reserve raised its short-term rate. Over the next six to 12 months, however,
financing problems with the current account deficit should exert significant new pressure on
U.S. interest rates. With household debt and debt service both at or near record levels,
consumer spending could be highly sensitive to any increase in rates.

Gross business fixed investment has grown significantly this year, but higher interest
rates could also dampen that investment in 2005. Moreover, even though companies could
expand investment out of their recent and current profits, tax policy is also likely to dampen
business investment in 2005, with the expiration of a special tax provision that currently
allows firms to deduct immediately half the cost of new equipment.

There are also several positive forces in the economic outlook for 2005, beyond the
ability of America’s market-based economy to shift resources as conditions change. First,
lower energy prices in 2005 should help the expansion: In the past month, the spot oil price fell
from more than $52/barrel to under $43/barrel -- although the price is still more than 50
percent higher than a year earlier. Further significant declines in oil prices, however, are
unlikely: OPEC is prepared to take steps to prevent more price cuts; and even without such
steps, energy demand will increase with the cold weather and supply problems persist in Iraq,
Russia, Nigeria, and the North Sea. In addition, the dollar’s decline should boost U.S.
exports. If the increase in exports is large and seen as long-lasting, it also could lead to job
and income gains that would help fuel stronger growth.

Why the U.S. Trade and Current Account Deficits Matter Greatly

The U.S. trade and current account deficits, after improving steadily throughout 2003,
deteriorated sharply again in the first three quarters of 2004. The current account deficit this
year will claim more than 22 percent of world savings and more than 80 percent of worldwide
surplus saving. These demands require foreign capital inflows of $2.6 billion every business
day, demands which are likely to rise even more in the first half of 2005.
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Table A. U.S. Trade and Current Account Deficits, 2002-2004 Q3

Trade Deficit Current Account Deficit Share of GDP
Q-12002 $93.8 billion $110.2 billion 4.27%
Q-2 $103.4 billion $117.9 billion 4.52%
Q-3 $106.9 billion $119.0 billion 4.52%
Q-4 $117.8 billion $126.9 billion 4.78%
2002 $421.7 billion 8474.0 billion 4.52%
Q-12003 $125.4 billion $138.2 billion 5.15%
Q-2 $123.4 billion $133.9 billion 4.94%
Q-3 $122.3 billion $131.6 billion 4.74%
Q-4 $125.5 billion $127.0 billion 4.51%
2003 $496.5 billion 8530.7 billion 4.83%
Q-12004 $136.9 billion $144.9 billion 5.05%
Q-2 $150.8 billion $166.2 billion 5.70%
Q-3 $155.7 billion $170.0 billion (est) 5.80% (est)

The United States has been able to run such large current account deficits without
raising interest rates or triggering a dollar crisis, because the dollar is the world’s dominant
currency, the United States has the world’s most liquid financial markets, and it has served the
interest of European and Asian governments. Even so, America’s current, rising levels of
indebtedness and claims on global savings are unsustainable. Global portfolios have become
overloaded with dollar assets, and foreign private investors have already to diversify their
portfolios by moving away from dollar investments. Moreover, U.S. future returns are no
longer seen as necessarily stronger than future returns elsewhere. In contrast to the U.S.
imbalances of the latter-1990s, when foreign capital was used to help fund the investment
boom, today’s current account deficits finance excess consumption by both American
households and the U.S. government. In addition, U.S. productivity growth has moderated
this year, and the dollar’s recent weakness will cut sharply into the returns that foreign
investors can repatriate. In fact, foreign direct investment and equity flows have been
negative for over a year, with bond purchases dominating the net capital account.

Throughout this period, the dollar’s strength has depended mainly on foreign central
banks, with foreign governments financing 43 percent of the U.S. current account deficit since
2003. Their motivation is clear: A stronger dollar supports the export-driven-growth policies
of many European and Asian countries, policies which enable them to create jobs at home
without wrenching deregulation of their domestic economies. Yet, the last time the world
saw a massive buildup in official holdings of dollar asserts was 1987; and it was followed by

sharp currency corrections and by U.S. and global stock market crashes.
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The United States and its trading partners have no easy or painless way to unwind these
imbalances, which ultimately reflect low saving rates in America and low consumption rates
abroad. Since 2001, the U.S. net private saving rate has averaged less than 3 percent,
compared to 4.8 percent in the 1990s; and net national saving has fallen to less than 2 percent,
compared to 5.3 percent in the 1990s.  Eliminating the U.S. current account deficit by raising
saving — i.e., reducing domestic demand -- would drive the U.S. and others into recession.
With the trade deficit dominating the U.S. current account, the most workable resolution is
global shifts in relative prices: The price of tradable goods in the U.S. should rise relative to
non-tradable goods, so Americans shift from imports to domestic production; and abroad, the
price of non-tradable goods should rise relative to tradable goods, so Europeans and Asians

will consume more, including U.S. exports.

That’s why 2005 will likely see another significant and lasting decline in the dollar.
From its peak in February 2002 to January 2004, the dollar’s inflation-adjusted trade-weighted
value fell 24.6 percent against other major currencies that circulate internationally; from
January to September of this year, however, the dollar recovered 3.7 percent of its value as
foreign central banks purchased large blocks of dollar bonds. Since September, the dollar has
turned down again, and its real, trade-weighted value against major international currencies
has fallen another 8.8 percent. Similarly, the dollar-yen rate, which fell 18.9 percent from
early 2002 to early 2004 and then recovered 4.0 percent from January to September of this
year as the Bank of Japan intervened aggressively, also fell another 7.2 percent since
September.

The principal alternative to a continuing decline in the dollar’s value is a full-fledged
dollar crisis which drives down its value sharply -- and drives up U.S. interest rates to sustain
foreign financing for a current account that is still huge and growing. Given recent currency
movements, a dollar crisis is less likely than just a few months ago. Nonetheless, the dollar’s
continuing decline will put new pressures on U.S. interest rates, making it harder for the
United States to lead global growth in 2005.



