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PREFACE

Idaho’s economy continues to grow and evolve as it enters the 21% Century. The 1980s was a decade of
stop-and-start economic performance. However, it also ushered in one of the longest expansions in the
state’s history. Since 1987, nonfarm employment has expanded in every year and has consistently placed
Idaho among the top ten fastest growing states in the nation. The 1990s saw a flood of new residents move
into the state, causing the population to expand by an astounding 29% from 1990 to 2000. Over this period
Idaho personal income nearly doubled. Much of the current expansion results from ongoing structural
changes in Idaho’s economy.

One of the biggest changes is the rise of the state’s high-technology sector. Virtually nonexistent in the
1970s, this sector achieved critical mass in the 1990s to become the state’s largest manufacturing
employer. The growth of industry giants, such as Micron Technology and Hewlett-Packard, as well as the
emergence and expansion of smaller companies, pushed payrolls above even the most optimistic forecasts
made in the 1980s. The state’s trade sector has also been going through a transformation. The last decade
witnessed an influx of national “big box” merchandisers. During this same time, Idaho merchants
successfully reached beyond the state’s borders. Several regional shopping centers were established that
serve locals, as well as attract shoppers from other states and Canada. Visitors fueled the surge in tourism
that also benefited trade. Like its national counterpart, the service sector accounts for most of the nonfarm
jobs in Idaho. Tourism has also been a boon to the service industry. While traditional factors, such as
increasing discretionary income, continue to fuel the demand for services, other influences have emerged.
For example, the use of temporary employees in manufacturing has bolstered business services
employment. Idaho’s outstanding work force has been a major factor in attracting call centers, back office
operations, and credit companies.

While many changes are taking place today, traditional resource industries still play a major role in Idaho’s
economy. Indeed, the state’s mining, agriculture, and timber sectors all experienced lulls in the late 1990s.
While displaying more resilience to downturns than in the past, these industries are not totally immune
from business-cycle effects. This continuing dependence on natural resources will bring a host of
challenges to Idaho.

Other factors that are external to the state's economy will also present challenges to decision makers. Public
policy decisions made in Washington, D.C. affect resource industry and federal installations such as the
Idaho National Engineering and Environmental Laboratory and the Mountain Home Air Force Base.
Finding balanced and acceptable solutions to endangered and threatened species issues and timber supply
issues are of major economic significance.

In order to deal effectively with these challenges, public and private decisions need to be made with a
thorough understanding of the structure of the state's economy. It is to this end that the ldaho Economic
Forecast is directed.

Division of Financial Management Economic Analysis Bureau
700 W. Jefferson, Room 122 Michael H. Ferguson, Chief Economist
P.O. Box 83720 Derek E. Santos, Economist

Boise, Idaho 83720-0032 (208) 334-3900
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INTRODUCTION

The national forecast presented in this publication is the November 2004 Global Insight baseline forecast
of the U.S. economy. The previous ldaho Economic Forecast is based on the September 2004 Global
Insight baseline national forecast.

The histories and outlooks for both Idaho nominal and real personal income are featured on the cover graph
of this Idaho Economic Forecast. The most notable feature of this graph is it shows that after growing
slowly in both 2002 and 2003, Idaho personal income is expected to grow faster over the forecast period.
Specifically, Idaho nominal personal income should rise 5.9% in 2004, 5.1% in 2005, 5.5% in 2006, 5.1%
in 2007, and 5.4% in 2008. ldaho real personal income is expected to advance 3.7% in 2004, 3.2% in 2005,
3.8% in 2006, 3.2% in 2007, and 3.2% in 2008.

FEATURE

The U.S. has had to borrow massively from foreigners in order to fund its widening current account deficit.
Many believe this is the main reason for the rising U.S. net indebtedness to foreigners. However, research
shows that changes in asset prices and exchange rates have also played important roles in determining the
level of foreign indebtedness. In the feature article entitled “Exchange Rate Movements and the U.S.
International Balance Sheet,” Michele Cavallo discusses the relative importance of each of these
determinants on the U.S. net foreign investment position. Michele Cavallo is an Economist with the
Federal Reserve Bank of San Francisco.

THE FORECAST

Alternative assumptions concerning future movements of key economic variables can lead to major
variations in national and/or regional outlooks. Global Insight examines the effects of different economic
scenarios, including the potential impacts of international recessions, higher inflation, and future Federal
Reserve Board decisions. Alternative ldaho economic forecasts were developed under different policy and
growth scenarios at the national level. These forecasts are included in this report.

Historical and forecast data for Idaho and the U.S. are presented in the tables in the middle section of this
report. Detail is provided for every year from 1991 to 2008 and for every quarter from 2002 through 2007.
The solution of the Idaho Economic Model (IEM) for this forecast begins with the third quarter of 2004.

Descriptions of the Global Insight U.S. Macroeconomic Model and the IEM are provided in the Appendix.
Equations of the IEM and variable definitions are listed in the last pages of this publication.

CHANGES

The historical Idaho nonfarm employment data appearing in this forecast was provided by the Idaho
Department of Commerce and Labor and seasonally adjusted by the Division of Financial Management.
This data consists of final employment estimates through the second quarter of 2004 and preliminary data
for the third quarter of 2004. These new historical data show the employment forecasts made in October
2004 for the second and third quarters of 2004 were too low. Specifically, Idaho nonfarm employment was
about 1,500 higher in the second quarter of 2004 than had been predicted and about 2,000 higher than had
been projected for the third quarter of 2004.



The tables in this forecast also include the U.S. Department of Commerce’s Bureau of Economic Analysis
(BEA) estimates of Idaho quarterly personal income through the second quarter of 2004. The BEA released
its latest Idaho personal income estimates which run through the third quarter of 2004 in late December
2004. These new data will be incorporated into the April 2005 Idaho Economic Forecast.

The Idaho Economic Forecast is available on the Internet at http://www.state.id.us/dfm/econ_pub.html.
Readers with any questions should contact Derek Santos at (208) 334-3900 or at dsantos@dfm.state.id.us.
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EXECUTIVE SUMMARY

Idaho nonfarm employment returned to a solid footing in 2004, after experiencing two years of
disappointing growth in the previous two years. Over this two-year period, the state added about 4,500
new jobs. To put this in perspective, in 2004 alone Idaho gained over 14,600 jobs. After 2004, lIdaho
nonfarm employment should grow slightly slower, averaging about 1.7% per year through 2008. This
is very close to what had been anticipated in the October 2004 Idaho Economic Forecast. In fact,
although some of the details for the sectors differ, in 2007 the difference between the current and
previous forecasts is just 52 jobs. While the overall Idaho job outlook is virtually unchanged, the
prospects for the state’s goods-producing sector have improved. There are about 1,000 more goods-
producing jobs in 2007 than in the previous forecast. It is interesting to note that while the forecast for
Idaho goods-producing employment has been revised up, its national counterpart has reduced. The
differences between Idaho personal income forecasts are more noticeable than the employment
projections. For example, the Idaho nominal personal income forecast for 2004 is one-half billion
dollars (1.3%) lower than in October 2004 and it is $622 million (1.4%) lower in 2007. Most of this
decrease can be traced to the revised Idaho personal income estimates that lowered the starting point
for this forecast by 1.2%. While the starting level of the Idaho personal income forecast has changed
since October 2004, its rate of growth remains comparable. Specifically, Idaho nominal personal
income is expected to grow 5.4% annually from 2003 to 2007, compared with 5.5% per year in the
previous forecast. Even after adjusting for inflation, the forecasts for personal income are similar.

The U.S. economy is forecast to make steady progress over the next few years, but fall short of its
potential. This can be seen in the output and jobs forecasts. Specifcally, real output is expected to
average about 3.0% annual growth after 2004. While this is a welcome change from the lackluster
growth of 2001 and 2002, it is below the estimated potential GDP growth of 3.5%. The sub-potential
growth is also evident in the employment numbers. This year’s projected 1.7% increase is the high-
water mark for the forecast period. After this year, national nonfarm employment should expand at
about 1.0% annually. While any growth is a relief from the job drought of 2001-2003, the forecasted
pace of job creation will not be fast enough to absorb all the expanding labor pool. As a result, after
falling initially, the U.S. civilian unemployment rate is expected to increase in the latter part of the
forecast and fail to return to full employment. It should be obvious oil prices have been a major
determinant of the economy’s performance over the past year. These huge oil price increases may have
subdued the U.S. economic expansion, but they have not stopped it. This is because the U.S. economy
is less dependent on oil than in the 1970s and 1980s. One issue that moved to the front burner was the
nation’s swelling current account deficit. Although it had been ignored for years, this imbalance was
noticed when it began to put downward pressure on the U.S. dollar. The major good point is it makes
American goods and services more affordable in the global market, and this should help shrink, but not
erase, the lopsided global trade picture. The relatively slow job growth should also contain inflation
because forthcoming compensation gains should be modest. Indeed, the U.S. civilian unemployment
rate is expected to remain above the level at which inflationary fires will be rekindled. Thus, should the
economy grow faster than expected, it should be able to do so without igniting rapid inflation.



GDP (BILLIONS)
Current $
% Ch
2000 Chain-Weighted
% Ch

PERSONAL INCOME - CURR $
Idaho (Millions)
% Ch
Idaho Nonfarm (Millions)
% Ch
U.S. (Billions)
% Ch

PERSONAL INCOME - 2000 $
Idaho (Millions)
% Ch
Idaho Nonfarm (Millions)
% Ch
U.S. (Billions)
% Ch

HOUSING STARTS
Idaho
% Ch
U.S. (Millions)
% Ch

TOTAL NONFARM EMPLOYMENT
Idaho
% Ch
U.S. (Thousands)
% Ch

SELECTED INTEREST RATES
Federal Funds
Bank Prime
Existing Home Mortgage

INFLATION
GDP Price Deflator
Personal Cons Deflator
Consumer Price Index

1998

8,747
5.3%
9,067
4.2%

27,287
7.6%
26,371
7.1%
7,423
7.3%

28,429
6.6%
27,475
6.1%
7,734
6.4%

10,110
14.1%
1.621
9.9%

520,477
2.6%
125,924
2.6%

5.4%
8.4%
7.1%

1.1%
0.9%
1.5%
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1999

9,268
6.0%
9,470
4.4%

29,068
6.5%
28,075
6.5%
7,802
5.1%

29,788
4.8%
28,770
4.7%
7,996
3.4%

10,338
2.3%
1.647
1.6%

538,102
3.4%
128,992
2.4%

5.0%
8.0%
7.3%

1.4%
1.7%
2.2%

JANUARY 2005

2000 2001 2002
9,817 10,128 10,487
5.9% 3.2% 3.5%
9,817 9,801 10,075
3.7% 0.8% 1.9%
31,290 33,091 33,963
7.6% 5.8% 2.6%
30,474 32,095 33,011
8.5% 5.3% 2.9%
8,430 8,724 8,879
8.0% 3.5% 1.8%
31,289 32,411 32,800
5.0% 3.6% 1.2%
30,473 31,436 31,880
5.9% 3.2% 1.4%
8,429 8,545 8,575
5.4% 1.4% 0.3%
11,518 12,236 13,154
11.4% 6.2% 7.5%
1.573 1.601 1.710
-4.5% 1.8% 6.8%
558,580 568,017 568,006
3.8% 1.7% 0.0%
131,791 131,837 130,343
2.2% 0.0% -1.1%
6.2% 3.9% 1.7%
9.2% 6.9% 4.7%
8.0% 7.0% 6.5%
2.2% 2.4% 1.7%
2.5% 2.1% 1.4%
3.4% 2.8% 1.6%

2003

11,004
4.9%
10,381
3.0%

34,955
2.9%
34,030
3.1%
9,162
3.2%

33,128
1.0%
32,251
1.2%
8,683
1.3%

16,322
24.1%
1.853
8.3%

572,502
0.8%
129,937
-0.3%

1.1%
4.1%
5.7%

1.8%
1.9%
2.3%

2004

11,727
6.6%
10,837
4.4%

37,019
5.9%
36,116
6.1%
9,638
5.2%

34,342
3.7%
33,505
3.9%
8,941
3.0%

18,077
10.8%
1.941
4.8%

587,124
2.6%
131,295
1.0%

1.3%
4.3%
5.8%

2.1%
2.2%
2.7%

National Variables Forecast by GLOBAL INSIGHT
Forecast Begins the THIRD Quarter of 2004
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2005

12,352
5.3%
11,187
3.2%

38,919
5.1%
37,858
4.8%
10,109
4.9%

35,430
3.2%
34,465
2.9%
9,203
2.9%

17,634
-2.5%
1.832
-5.6%

596,683
1.6%
133,501
1.7%

2.6%
5.6%
6.2%

2.0%
1.9%
2.2%

2006

12,948
4.8%
11,524
3.0%

41,042
5.5%
39,922
5.5%
10,657
5.4%

36,788
3.8%
35,784
3.8%
9,552
3.8%

16,252
-7.8%
1.692
-7.6%

607,474
1.8%
135,058
1.2%

3.4%
6.4%
6.6%

1.8%
1.6%
1.3%

2007

13,584
4.9%
11,884
3.1%

43,139
5.1%
42,020
5.3%
11,209
5.2%

37,947
3.2%
36,963
3.3%
9,860
3.2%

15,296
-5.9%
1.657
-2.1%

618,150
1.8%
136,200
0.8%

3.5%
6.5%
6.8%

1.7%
1.9%
1.7%

2008

14,275
5.1%
12,254
3.1%

45,459
5.4%
44,344
5.5%
11,826
5.5%

39,165
3.2%
38,205
3.4%
10,189
3.3%

13,968
-8.7%
1.629
-1.7%

628,093
1.6%
137,296
0.8%

3.9%
6.9%
7.3%

1.9%
2.1%
1.9%



Q1
GDP (BILLIONS)
Current $ 11,473
% Ch 7.4%
2000 Chain-Weighted 10,698
% Ch 4.5%
PERSONAL INCOME - CURR $
Idaho (Millions) 35,992
% Ch 4.6%
Idaho Nonfarm (Millions) 35,255
% Ch 8.5%
U.S. (Billions) 9,445
% Ch 5.0%
PERSONAL INCOME - 2000 $
Idaho (Millions) 33,681
% Ch 1.3%
Idaho Nonfarm (Millions) 32,992
% Ch 5.1%
U.S. (Billions) 8,839
% Ch 1.7%
HOUSING STARTS
Idaho 16,544
% Ch -27.5%
U.S. (Millions) 1.943
% Ch -16.8%
TOTAL NONFARM EMPLOYMENT
Idaho 581,386
% Ch 4.2%
U.S. (Thousands) 130,367
% Ch 1.1%
SELECTED INTEREST RATES
Federal Funds 1.0%
Bank Prime 4.0%
Existing Home Mortgage 5.6%
INFLATION
GDP Price Deflator 2.8%
Personal Cons Deflator 3.3%
Consumer Price Index 3.6%

IDAHO ECONOMIC FORECAST
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2004

Q2 Q3
11,658 11,804
6.6% 5.1%
10,785 10,883
3.3% 3.7%
36,649 37,319
7.5% 7.5%
35,883 36,255
7.3% 4.2%
9,583 9,655
6.0% 3.0%
34,034 34,561
4.3% 6.3%
33,323 33,576
4.1% 3.1%
8,900 8,941
2.8% 1.9%
17,595 19,330
27.9% 45.7%
1.920 1.968
-4.7%  10.4%
586,605 588,831
3.6% 1.5%
131,125 131,521
2.3% 1.2%
1.0% 1.4%
4.0% 4.4%
5.7% 5.8%
3.2% 1.3%
3.1% 1.1%
4.7% 1.9%

JANUARY 2005
2005

Q4 Q1 Q2 Q3
11,973 12,128 12,286 12,427
5.9% 5.3% 5.3% 4.6%
10,981 11,060 11,149 11,230
3.6% 2.9% 3.3% 2.9%
38,116 38,063 38,637 39,253
8.8% -0.6% 6.2% 6.5%
37,069 37,141 37,630 38,119
9.3% 0.8% 5.4% 5.3%
9,869 9,916 10,049 10,177
9.2% 1.9% 5.5% 5.2%
35,092 34,857 35,208 35,674
6.3% -2.7% 4.1% 5.4%
34,128 34,012 34,291 34,643
6.7% -1.4% 3.3% 4.2%
9,086 9,080 9,157 9,249
6.6% -0.3% 3.4% 4.1%
18,838 18,156 17,816 17,491
-9.8% -13.7% -7.3%  -7.1%
1.932 1.890 1.864 1.814
-7.0%  -8.5% -5.4% -10.2%
591,673 592,985 595,197 598,010
1.9% 0.9% 1.5% 1.9%
132,167 132,721 133,314 133,774
2.0% 1.7% 1.8% 1.4%
1.9% 2.2% 2.5% 2.8%
4.9% 5.2% 5.5% 5.8%
5.9% 6.1% 6.1% 6.1%
2.0% 2.3% 2.0% 1.7%
2.4% 2.2% 2.0% 1.1%
3.1% 2.3% 2.0% 0.7%

Forecast Begins the THIRD Quarter of 2004
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Q4

12,569
4.7%
11,308
2.8%

39,722
4.9%
38,542
4.5%
10,296
4.8%

35,983
3.5%
34,914
3.2%
9,327
3.4%

17,071
-9.3%
1.760
-11.5%

600,541
1.7%
134,196
1.3%

3.0%
6.0%
6.3%

1.8%
1.3%
1.0%

National Variables Forecast by GLOBAL INSIGHT

Q1

12,721
4.9%
11,391
3.0%

40,247
5.4%
39,086
5.8%
10,448
6.0%

36,318
3.8%
35,270
4.1%
9,428
4.4%

16,716
-8.1%
1.727
-7.3%

603,326
1.9%
134,529
1.0%

3.2%
6.2%
6.4%

1.9%
1.6%
1.3%

2006

Q2 Q3
12,870 13,027
4.8% 5.0%
11,480 11,571
3.1% 3.2%
40,800 41,288
5.6% 4.9%
39,653 40,208
5.9% 5.7%
10,590 10,730
5.6% 5.4%
36,667 36,925
3.9% 2.9%
35,635 35,959
4.2% 3.7%
9,517 9,596
3.9% 3.4%
16,347 16,107
-8.5% -5.7%
1.696 1.683
-7.1% -3.0%
606,026 608,880
1.8% 1.9%
134,913 135,269
1.1% 1.1%
3.4% 3.5%
6.4% 6.5%
6.6% 6.6%
1.6% 1.7%
1.7% 2.0%
1.5% 1.9%

Q4

13,174
4.6%
11,654
2.9%

41,831
5.4%
40,740
5.4%
10,858
4.9%

37,243
3.5%
36,272
3.5%
9,667
3.0%

15,838
-6.5%
1.664
-4.5%

611,662
1.8%
135,521
0.7%

3.5%
6.5%
6.7%

1.6%
1.8%
1.6%



NATIONAL FORECAST DESCRIPTION
The Forecast Period is the Third Quarter of 2004 through the Fourth Quarter of 2008

The U.S. economy is forecast to make steady progress over the next few years, but fall short of its
potential. This can be seen in the output and jobs forecasts. Specifcally, real output is expected to
average about 3.0% annual growth after 2004. While this is a welcome change from the lackluster
growth of 2001 and 2002, it is below the estimated potential GDP growth of 3.5%. The sub-potential
growth is also evident in the employment numbers. This year’s projected 1.7% increase is the high-
water mark for the forecast period. After this year, national nonfarm employment should expand at
about 1.0% annually. While any growth is a relief from the job drought of 2001-2003, the forecasted
pace of job creation will not be fast enough to absorb all the expanding labor pool. As a result, after
falling initially, the U.S. civilian unemployment rate is expected to increase in the latter part of the
forecast and fail to return to full employment.

It should be obvious oil prices have been a major determinant of the economy’s performance over the
past year. Unfortunately, it has been harder to determine the level of oil prices. A look at Global
Insight’s oil price predictions illustrates this point. At the beginning of 2004, it was assumed the price
of West Texas Intermediate crude would be $28 per barrel in 2004 and $26 per barrel in 2005. Several
surges later, these price forecasts have been raised to $42 for 2004 and $46 for 2005—upward
increases of $14 and $20 respectively.

These huge oil prices increases may have subdued the U.S. economic expansion, but they have not
stopped it. The forecast for real U.S. GDP growth for 2004 has been revised downwards from 4.7% in
January 2004 to 4.4% in November 2004. Likewise, real GDP growth in 2005 has been scaled back
from 4.0% in the beginning of the year to 3.2% near the end of the year. What is surprising is not how
much the output forecasts have been reduced, but how little. Based on historical precedent, the casual
observer would conclude oil price increases of the size discussed here would send the U.S. economy
into a tailspin. But they have not because the U.S. economy is less dependent on oil than in the 1970s
and 1980s.

One issue that moved to the front burner was the nation’s swelling current account deficit. Although it
had been ignored for years, this imbalance was noticed when it began to put downward pressure on the
U.S. dollar. The falling dollar has its good and bad points. The major good point is it makes American
goods and services more affordable in the global market, and this should help shrink the lopsided
global trade picture. Unfortunately, the dollars decline alone will not be sufficient to fix the trade
imbalance. First, for the last several years many foreign economies have benefited from the strong
dollar, which allowed their companies to export themselves to prosperity by selling to the U.S., but
doing little to stimulate demand in their own countries. In addition, since China pegs its currency to the
U.S. dollar, it has not been affected by recent exchange rate changes. Foreign companies may also be
willing to absorb losses from exchange rate fluctuations in order to maintain their markets shares.
These factors also help explain why inflation remains benign in spite of the falling dollar, which is
usually inflationary.

The relatively slow job growth should also contain inflation because forthcoming compensation gains
should be modest. Indeed, the U.S. civilian unemployment rate is expected to remain above the level at
which inflationary fires will be rekindled. Thus, should the economy grow faster than expected, it
should be able to do so without igniting rapid inflation.



SELECTED NATIONAL ECONOMIC INDICATORS

Consumer Spending: The economy’s Real Spending & Real Disposable Income Growth
consumer sector is expected to o

transition from a leading role to a

supporting role during the forecast e

period. This will be a notable change
because consumer spending kept the

. 50 + | ==
U.S. economy afloat while other I Disposable Income
sectors foundered. Real consumption ~#- Consumer Spending

spending grew faster than real GDP in 07 N e
every year from 1998 to 2003. A close ¢
examination shows consumer spending 301 _ * . p—

f
I
i

was an important positive influence
that restrained the severity of the last
recession. Real consumer spending
growth slowed to 2.5% in 2001, but

20 T

has accelerated in each year since. 10 1

Several factors account for the strong

post-recession spending. They include 00

low interest rates, the strong housing 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Source: Global Insight

market, and temporary federal tax cuts.
However, in the near term, consumer spending will need to shift to another fuel source because interest
rates are expected to rise, the housing market is forecast to cool, and no major income tax cuts are
anticipated. Absent these factors, consumer spending will become more dependent on the recovering
job market. As a result, real spending is expected to grow more in line with real disposable income
over the next few years than it has in the last few years. As the accompanying chart shows, since 1999
real consumer spending has generally grown faster than real personal income. One of the ways
consumers financed this shopping spree was to curtail personal savings. The personal savings rate
crossed a notable threshold in the third quarter of 2004 by falling to its lowest level since quarterly data
were collected since 1947. From 1946 to 1992, the savings rate averaged 8.5% with no discernable
trend. It plummeted from 1993 through 1999 before stabilizing near 2% during 2000 through 2002.
After that it resumed its fall. Fluctuations in the savings rate can be explained by the wealth effect,
interest rates, and credit availability. The decline in savings during the 1990s coincided with rising
household net worth as stock markets boomed and home values appreciated. Households spent some of
this new wealth, reducing the savings rate. The extension of credit also encouraged spending by low-
income households. When the stock market collapsed in 2000-02, people were expected to save more
of their incomes to rebuild depleted financial assets. Instead, declining interest rates sparked a wave of
mortgage refinancing in which homeowners liquidated some of their home equity gains. In some cases,
savings from lower mortgage payments provided another funding source for spending. The U.S.
personal savings rate is currently at 0.4% of disposable income. The savings rate is expected to post a
gradual recovery over the forecast period, but will not reach its pre-2001 level. The low savings rate is
a concern because it could hamper long-term economic growth. Lower personal savings reduces the
supply of funds available for capital formation. This pushes up long-term interest rates, which raises
the cost of borrowing. The higher borrowing costs lower capital investment, and this limits potential
long-term GDP growth. Real consumer spending is expected to increase 3.6% in 2004, 2.8% in 2005,
3.0% in 2006, 2.8% in 2007, and 2.7% in 2008. In comparison, real disposable income should rise
3.2% in 2004, 2.4% in 2005, 3.4% in 2006, 3.0% in 2007, and 3.1% in 2008.

Business Investment: Business investment has witnessed an interesting turnaround lately. Usually,

spending on high-tech items grows faster than investment in low-tech items. But this has been
reversed. Spending on high-tech items has grown slower than the investment on low-tech items.
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Specifically, spending on equipment and
software posted double-digit annualized 150
growth for the fifth time in six quarters
during the third quarter of 2004. And for
the second quarter in a row, the low-tech
categories outperformed the high-tech
ones. Excluding equipment and software,
nominal spending jumped 27% in the third
quarter. Overall, nominal spending on
equipment and software grew 13.2%. It
was kept down by weak spending on
equipment that rose a meager 1.6%.
Several explanations have been offered for
the abrupt slowdown in high-tech
equipment spending. One theory is high-
tech recovered much earlier than other 150
equipment categories, SO its go-go years 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
have passed. The Wall Street Journal > """

suggested the surge in high-tech equipment spending came from companies catching-up on delayed
upgrades. Now that these companies are caught up, spending is slowing. This forecast assumes the
recent slowdown was merely a hiccup, and that spending should rebound beginning with the fourth
quarter of 2004. Another interesting change in the equipment category is computer prices are not
falling as quickly as they once did. This raises two important questions. First, why have computer price
declines slowed? Second, how will this change impact productivity growth? To answer the first
question, the rate of technological change appeared to move at light speed during the 1990s. However,
in recent years, perhaps because the profits from innovation are now understood to be smaller than
once thought, the rate of innovation has slowed. As a result, price reductions have decelerated. The
short answer to the second question is productivity will slow. Over the past 50 years productivity
growth averaged 2.2% per year. Over the past four years, it has averaged nearly 4% annual growth.
Over the forecast period, productivity will slow to about 2.5% per year. This slowdown is partially the
result of the slower investment in equipment.

Real Business Investment Growth

Percent

Consumer Price Inflation Inflation: Inflation is expected to remain

40 benign over the forecast period. Despite
being assailed by surging oil prices and the
falling dollar, overall consumer price
inflation remained under 3.0% in 2004. In
the fall of 2004 oil prices topped $50 per
barrel, which  pushed the energy
commodities component of the consumer
price index (CPI) to rise by over 18% in
2004. However, little of this spilled over
into the overall CPI, which advanced 2.7%
in 2004. While this is the highest inflation
in four years, it does not come close to
matching the inflation experienced during
the 1970s. For example, in 1979 the energy
7 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 component of CPI soared by 34% and the
Saurce: Global Insght over CPl jumped 11%. Interestingly, the
energy component of CPI grew slower in

1990 than in 2004, yet overall inflation was 2.7% in 2004 compared to 5.4% in 1990. Energy prices
have less of an impact on overall inflation than in the past because the U.S. economy is more energy
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efficient then it was in the past. Part of this is the result of technological changes and some of it reflects
structural changes in the economy. The U.S. economy continues to move from a goods-producing
economy to a services-producing economy. The latter simply uses less energy per unit of output than
the former. Another potential source of inflation is the falling dollar. As the dollar value falls, it makes
imported goods relatively more expensive for Americans to purchase imported goods. So far, the
dollar’s fall does not seem to be boosting inflation. There are a couple of explanations why inflation
remains well behaved while the dollar falls. First, for most exporting nations, the U.S. market is too
important to abandon. By raising prices, they risk losing their hard-won share of the U.S. market.
Instead, they have resisted raising prices and absorbed losses caused by the falling dollar in order to
remain competitive in the world’s most lucrative market. Second, China is a major exporter of
consumer goods into the U.S. market. Chinese goods are largely insulated from changes in the dollar’s
value because the Chinese currency is pegged to the dollar. In essence, the exchange rate between the
countries’ currencies remains constant, so there is no need for Chinese companies to change their
prices. Over time, oil prices and exchange rates should be less of a threat to inflation. Oil prices began
moving down in the winter of 2004 and the dollar is expected to gradually decline. Under these
conditions, the primary determinant of inflation is employment costs. These costs are largely dictated
by labor market conditions. The anticipation of slow job growth suggests employee compensation, and
thus, employment costs will rise slowly. The forecast calls for wages and salaries to advance just over
3% per year and benefit costs to increase between 4% and 5%. The major wild card in the benefits
forecast is health insurance costs. According to the forecast, this important component of total
employee compensation should grow slower over the forecast period. However, history has shown this
component is capable of escalating quickly. Consumer price inflation is forecast to rise 2.2% in 2005,
1.3% in 2006, 1.7% in 2007, and 1.9% in 2008.

Financial: The Federal Reserve continues Selected Interest Rates
its plan to raise interest rates to a more 10
normal level. The central bank’s most recent
step came on December 14, 2004, when it
raised its federal funds rate by 25 basis 801
points for the fifth time since May 2004. As 10 A

I iy N

a result, the bellwether federal funds rate . ;

was 2.25% at the end of 2004. The _ *° e 7
December 2004 move was the most difficult & 5o

change of the string of increases to predict. *

This is because Federal Reserve statements  *°[ N e =Y
made after recent increases have hinted the L \ N o7
bank would delay further increases if it felt .| .~ .~
the economy was in danger of stalling. In ~. _v¢

addition, some bank officials have voiced Lo o s Rate
concerns about the economy’s fortitude and 00 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘

its Vu|nerabi|ity to h|gh oil prices. These 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Source: Global Insight

were also concerns before the Federal
Reserve raised its short-term funds rate in November 2004. But signs the economy remained on solid
footing were evident back then, and this helped convince the central bank to continue raising interest
rates. Two key factors influencing this move were the increase of over 300,000 nonfarm jobs in
October 2004 and falling oil prices. The Federal Reserve usually increases interest rates to cool the
economy in order to keep inflation under control. However, the Federal Reserve’s recent increases are
hard to tie to inflation because prices have been relatively well behaved. Instead, it seems to be moving
to a more normal level of interest rates. A bit of history explains the Federal Reserve’s recent action. At
the end of 2000, the federal funds rate was 6.5%. However, fears of the economy’s health caused the
central bank to lower interest rates in order to keep the economy moving forward. The federal funds
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rate fell to its nadir of 1.0% in June 2003 and remained at that level for about a year. This caused the
real interest rate (federal funds rate less inflation) to become negative, which boosted the weak
economy. The economy has grown since then and is better able to stand on its own, so the need for
policy driven stimulation is unnecessary. In addition, with the federal funds rate at 1.0%, the U.S.
central bank was at risk of losing one of its most important policy tools because it cannot lower rates
below 0%. With the federal funds rate 2.25%, the central bank has expanded its options. At 2.25%, the
federal funds rate is at a level where the real interest rate is near zero, so the Federal Reserve can
stretch out its interest rate increases. The Federal Reserve will not remain neutral, but it is expected to
raise the federal funds rate gradually to 4.25% by the end of 2008. Interestingly, the Federal Reserve
has done little to prop up the dollar. Theoretically, the Federal Reserve could raise rates in order to
increase the attractiveness of holding dollar-denominated assets, which would boost the demand for
dollars, which would raise its value versus other currencies. But the gradual interest rate increases
suggest the Federal Reserve’s attention will remain focused on the economy and inflation.

Real U.S. Trade Deficit International: Recently, doubts about
the current strength of world economic
$0 growth have moved to center stage. In
addition, record-breaking oil prices raised
uncertainty about whether above-trend
economic growth rates can be extended
through 2005. While surging oil prices
represent a temporary headwind to global
economic growth, their negative impacts
00 L - el B B B OB H R NI will be limited by the global economy’s
L reduced oil intensity compared with the
10 J E = B = B = 1970s and 1980s. The reduced
= inflationary impact of oil prices provides
-$600 central banks with more maneuvering
room than in the previous oil crises. As a
-$700 result, the world economy’s recent
19-98 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 SetbaCkS are temporary and grOWth

Source: Global Insight .
should remain strong enough for the
current cyclical recovery to continue. North America and Asia/Pacific, which have led the way with
strong rebounds since the end of the Iraq crises, should maintain their leads through the first half of
2005, and the economies of either region should continue to benefit from higher global trade volumes
and improving terms of trade. Another important factor is the U.S. dollar’s recent slide. The drop in the
greenback should make American products less expensive relative to their foreign competitors, which,
in turn, should boost U.S. exports. After dropping by 7.8% in 2004 alone, the dollar is expected to
decline gradually over the forecast period, so it is 8.3% lower in 2008 compared to 2004. Eventually,
this should help shrink, but not erase, the nation’s enormous trade imbalance. Other factors will work
to keep the U.S. trade balance lopsided. First, some trade partners who are quick to criticize the U.S.
trade deficit are the very ones who have benefited the most from it. In recent years, the U.S. has carried
global economic growth. Foreign countries facing lackluster demand at home have attempted to export
themselves to prosperity by selling to the U.S. Second, the worldwide excess of manufacturing
capacity will cause foreign competitors to think twice about raising prices that would threaten their
U.S. market share. Third, China, one of the nation’s largest trading partners, pegs its currency to the
dollar, so anticipated declines will have little impact on its imports into the U.S. or how much it
purchase from the U.S. Fourth, exporting countries benefit from a strong dollar, and are likely to
intervene to keep it from going into a freefall. It is estimated U.S. real net exports was $583.3 billion in
2004, which is 12.5% higher than the previous year. It is expected to rise just slightly to $586.2 billion

in 2005 and shrink in the remaining years of the forecast.
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Employment: National nonfarm U.S. Civilian Unemployment Rate
employment grew in 2004 after a three-year
hiatus. From 2000 to 2003, the U.S. S L
economy shed over 1.8 million jobs. Full-Employment Rate - o
Unfortunately, the nation’s manufacturing | ]
sectoring took an even bigger hit by losing . B T
nearly 2.8 million jobs over this same -
period. It has been estimated another  “[| [ | [T 1 [ | L[] || || |||
150,000 manufacturing jobs were lost in
2004. Despite the manufacturing sector’s
losses, overall nonfarm  employment
managed to expand a modest 1.0% in 2004. 20
This long-awaited gain results from an
unusual monthly job-growth pattern. Instead PRGN I I (T O O
of growing steadily, employment growth in

2004 has displayed a pattern that consists of
a string of disappointing months followed by 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
months of outstanding job growth. For e S

example, after strong month-to-month gains in March, April, and May, there was unspectacular
nonfarm employment growth through most of the summer. This was followed by a strong October,
when over 300,00 jobs were added. November brought an additional 112,000 jobs. During the first 11
months of 2004 an average of over 185,000 jobs per month have been added to the U.S. economy. The
next year promises to be even better, with a projected 1.7% increase over 2004. It should also be
pointed out U.S. nonfarm employment should top its 2001 peak in 2005. The return to job expansion is
especially well timed. Up until recently, overall economic growth has been policy driven. An
accommodative monetary policy and a generous fiscal policy kept the economy moving ahead. Job
growth has to return as an important growth engine just as policies are becoming less generous.
Nonfarm employment is expected to grow slower after 2005, averaging about 1% per year. The non-
manufacturing component will enjoy most of the growth over this period. Manufacturing employment
IS anticipated to post meager gains in 2005 and 2006, but these increases will not come close to
replacing the jobs lost by this beleaguered sector since 2000. From 2005 to 2008, about 105,000
nonfarm jobs should be added per month. At that pace, the job market will not grow fast enough to
keep up with the expanding labor force. This can be seen in the unemployment data. After peaking at
6% in 2003, the U.S. civilian unemployment rate improved to 5.5% in 2004 and should move down to
5.4% in 2005. However, it is expected to gradually rise thereafter, reaching 5.7% in 2008.

Percent

Housing: The nation’s housing industry
is expected to gradually slow after
enjoying a banner year in 2004. The
housing sector has been a pleasant
2L surprise during the recovery. Economists
Multple-Units I have more than once issued warnings of

I l the housing sector’s imminent retreat
15IIIII = E III only to see it set new records. This can be
seen in both the housing starts and

housing sales data. After falling to 1.57
million units in 2000, the number of
housing starts has increased in every year
thereafter. In 2003, housing starts topped
1.8 million units for the first time since
1986. This milestone will be passed in
00 2004, when housing starts should grow

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
Source: Global Insight
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comfortably above 1.9 million units—its strongest showing since 1978. The performance of housing
sales has been even more impressive. Fueled by low mortgage interest rates, sales of existing homes
rose from five million units in 1998 to over six million units in 2003. Given the major role low interest
rates have played in bolstering the housing sector, there has been growing concern that recent interest
rate hikes may cause a step decline in this sector. However, this forecast assumes a more gradual
decline for this sector, partially because mortgage interest rates are expected to rise only slowly.
Specifically, the rate for existing-home mortgages is expected to rise from 5.7% in 2003 to 7.3% in
2008. While the latter rate is high compared to recent years, it is much lower than the 8% rate that
prevailed in 2000. There should be a minor fallout from rising rates. National housing starts are
forecast to decline from 1.9 million units in 2004 to 1.6 million units in 2008. The number of existing
homes sold will fall by about one million during the forecast period, from 6.6 million units to 5.6
million units.
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IDAHO FORECAST DESCRIPTION
The Forecast Period is the Third Quarter of 2004 through the Fourth Quarter of 2008

The current Idaho economic outlook is very similar to the forecast published in October 2004. Indeed, a
comparison between the two forecasts is more accurately described as minor tune-up than a major
overhaul. Most of the changes are minor because changes to the national forecast upon which they are
based have been relatively small. Other changes reflect revisions to historical data. In most cases these
revisions were relatively minor, except for the personal income data. In general, the revisions lowered
the starting point for the Idaho personal income forecast. This is discussed in detail below.

Idaho nonfarm employment returned to a solid footing in 2004, after experiencing two years of
disappointing growth in the previous two years. Over this two-year period, the state added about 4,500
new jobs. To put this in perspective, in 2004 alone Idaho gained over 14,600 jobs. The state’s 2004 job
recovery was not unexpected. In the October 2004 Idaho Economic Forecast, Idaho nonfarm payrolls
were expected to expand about 13,500 in 2004. The difference between these two employment
forecasts for 2004 is a miniscule 0.2%.

After 2004, Idaho nonfarm employment should grow slightly slower, averaging about 1.7% per year
through 2008. Again, this is very close to what had been anticipated in the October 2004 Idaho
Economic Forecast. In fact, although some of the details for the sectors differ, in 2007 the difference
between the current and previous forecasts is just 52 jobs. (A comparison for 2008 was not possible
because the previous forecast terminated in 2007.)

While the overall Idaho job outlook is virtually unchanged, the prospects for the state’s goods-
producing sector have improved. Employment is about 1.0% higher in 2005, 2006, and 2007, so there
are about 1,000 more goods-producing jobs in 2007 than in the previous forecast. One of the reasons
for this improvement is the forecast for Idaho manufacturing has been revised upwards. This partly
reflects the revised historical data that show previous employment forecasts for this sector were too
low. Specifically, it appears there were nearly 400 more goods-producing jobs in the second quarter of
last year than had been forecast in October 2004. It is interesting to note that while the forecast for
Idaho goods-producing employment has been revised up, its national counterpart has reduced. In 2007,
the gain in Idaho goods-producing jobs is offset by a decline in forecasted nongoods-producing jobs.
However, given the huge size of the nongoods-producing sector, the decline has a relatively minor
percentage.

The differences between Idaho personal income forecasts are more noticeable than the employment
projections. For example, the ldaho nominal personal income forecast for 2004 is one-half billion
dollars (1.3%) lower than in October 2004 and it is $622 million (1.4%) lower in 2007. Most of this
decrease can be traced to the revised Idaho personal income estimates that lowered the starting point
for this forecast by 1.2%. While the starting level of the Idaho personal income forecast has changed
since October 2004, its rate of growth remains comparable. Specifically, Idaho nominal personal
income is expected to grow 5.4% annually from 2003 to 2007. This measure was forecast to advance
5.5% per year in the previous forecast. Even after adjusting for inflation, the forecasts for personal
income are similar. Idaho real personal income is expected to advance 3.5% annually in the current
forecast, which is the same as in the October 2004 forecast.
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SELECTED IDAHO ECONOMIC INDICATORS

Computer and Electronics: ldaho’s largest
manufacturing sector, computers and electronics,
continues to recover from one of them most
severe downturns in the global -electronics
2000 f —— - industry. Gem State manufacturers have
- ] - — navigated these industry doldrums before, but the
ol MO EEE S mmE NN most recent downturn has had the most negative

N impact on ldaho companies since the 1980s. The
state’s computer and electronics manufacturing

Idaho Computer & Electronic Products Employment

25,000

il B R R B R RN R EE sector shed jobs for the 11 quarters beginning
with the second quarter of 2001. When the dust
el B A A R RA R REEEEDNE settled at the end of 2003, nearly 4,700 high-tech

jobs had been lost. The companies losing
employees is a who’s who of the state’s high-
tech manufacturers. In 2001, Jabil Circuit,

MicronPC.com, SCP Global Technologies,

Micron MCMS, AMI, and Hewlett-Packard
reduced their staffs. As a result, this sector’s employment growth slowed from 5.7% in 2000 to 1.0% in
2001. The Gem State’s computer and electronics sector suffered another round of layoffs in 2002,
which caused employment to decline 8.8% in that year. Much of the blame for this decline can be
attributed to the fallout from the bursting high-tech bubble. Fueled by the demands of the
Telecommunications Act of 1996, concerns over Y2K, and the popularity of the Internet, real
investment in computer equipment advanced by at least 40% each year from 1995 through 1999. The
output of U.S. computer and electronic equipment producers averaged over 31% annual growth during
the second half of the 1990s. Unfortunately, real business investment retreated in 2001 and 2002. The
computer and electronics sector suffered another blow in the winter of 2003 when Micron laid off over
1,000 employees in Idaho. This move was part of the company’s plan to reduce costs in response to the
glut of memory products that caused their prices to plummet. For example, Semico Research
Corporation reported the price of 256 MB DRAM (Dynamic Random Access Memory) fell from $7.40
in the first quarter of 2002 to around $5.00 in the first quarter of 2003. The company’s fortunes have
improved since then, however. Micron posted net income of $157 million for its fiscal year 2004,
which is a noticeable improvement from the nearly $1.3 billion loss for the previous fiscal year. In
addition, Micron started its current fiscal year with another profitable quarter. Micron recently
announced its payroll is back to its pre-layoff level. Idaho’s computer and electronics sector’s
employment began growing again in the first quarter of 2004. This should be the first in a series of
quarterly employment gains. This positive employment outlook reflects the impact of the anticipated
business investment recovery. Real spending on information processing equipment by businesses is
projected to grow 15.6% in 2004, 11.3% in 2005, 11.1% in 2006, 10.2% in 2007, and 10.2% in 2008.
While the growth over the next few years is not up to par with previous years, it should be enough to
keep this sector’s employment growing through 2008. Specifically, 1daho’s computer and electronics
sector employment should rise 1.0% in 2004, 2.3% in 2005, 3.1% in 2006, 3.9% in 2007, and 4.0% in
2008.

16



Logging and Wood Products: Idaho’s Idaho Logging & Wood Products Employment and U.S.

logging and wood products sector posted Housing Starts
a small employment gain in 2004—its  zxo
first  increase in  four  years. Employment

—+ 12,000

Unfortunately, this is not the first step in
a return to prosperity, but rather it is a
respite from the employment slide of
recent years. After 2004, ldaho wood and
lumber products employment is expected
to decline once again. This sector has
been shedding jobs in recent years.
Employment in the lumber and wood
products sector most recently peaked in || Il P P PP BB LB EL L]
1996 and, except for two minor gains in
1999 and 2000, had been falling until
2004. During this period Idaho’s lumber oo = e e o s a ae aoe o s
and wood products sector has suffered e ciwsiimsgnansoru

serious blows. The worst year was 2001,

when employment declined a whopping 14.9%. Employment fell by another 3.0% in 2002 and 5.3% in
2003. The closing of several mills over this period caused a portion of these declines. Approximately
125 jobs were lost when Boise Cascade shuttered its Cascade, Idaho mill in 2001. About 250 jobs were
lost in 2002 when the company’s Emmett, Idaho mill closed. Potlatch ceased operations at its Jaype
Mill near Pierce, a move that cost about 215 jobs. Louisiana-Pacific closed its Bonners Ferry mill,
putting about 140 people out of work. One of the reasons these mill closures are distressing is because
their job losses are permanent. Unlike cyclical layoffs, where employees are recalled when business
conditions improve, workers from closed mills have no place to return to work. It should also be
pointed out that these tend to be high-paying jobs and the mill is often a community’s major employer.
As a result, the fallout from a mill closure is felt not just inside the mill’s gate, but also throughout the
community. One of the most frustrating part of these setbacks is they took place when the U.S. housing
industry was booming. This sector has traditionally prospered when the U.S. housing industry is
healthy, but that has not been the case recently. The number of U.S. housing starts has increased in
every year since 2000, and nearly 1.9 million starts are expected in 2004—its strongest showing since
1978—yet Idaho lumber and wood products employment declined until 2004. Last year’s employment
increase suggests the Gem State’s logging and wood products sector may have finally benefited from
the strong demand for housing. Another factor contributing to last year’s gain is the U.S. dollars
decline against the Canadian dollar. This improved the competitiveness of U.S. lumber and wood
products versus Canadian forest products. Unfortunately, U.S. housing starts are expected to recede
from their 2004 peak, so lumber and wood products demand is expected to ebb. As a result, this
sector’s fortunes will be dominated by supply factors. This does not bode well for the Gem State’s
lumber and wood products sector because supply factors have not been favorable to this sector for
some time. This sector depends on timber from public lands, but this supply has been dwindling. A
look at the last decade’s harvests shows how steep the decline has been. According to the U.S.
Department of Agriculture, 739 million board feet (mbf) were harvested in Idaho in 1991, or about
41% of the state total. In comparison, federal lands in Idaho yielded just 102 mbf a decade later, which
was less than 10% of the total harvest. The uncertainty of supply from federal forest is just one cloud
on this sector’s forecast horizon. Another concern is the current manufacturing over capacity. Strong
markets in the 1990s led to heavy capital investment in this sector. As a result, it is estimated the
industry can produce 20% to 25% more lumber than is being consumed in North America and Canada.
In addition, unresolved fair trade issues between the U.S. and Canada are another source of uncertainty.
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Idaho logging and wood products employment is expected to rise 3.2% in 2004, decline 1.2% in 2005,
4.5% in 2006, 3.5% in 2007, and 2.3% in 2008.

Idaho Food Processing Employment Food Processing: Employment in the
Gem State’s food processing sector is

poised to expand beginning this year. This
should mark the end to the long stretch of
job declines that began in 1999. During
this period, several iconic manufacturing
facilities were shuttered. Nearly 360 jobs
were lost when unfavorable business
conditions caused J.R. Simplot Company
to also close its Nampa meat packing plant
in the fall of 2003. In addition, J.R.
Simplot Company recently shuttered its
Heyburn potato processing plant. The
plant was built in 1960 and had run
continuously since that time. However, the
former processing site will be the home of
new jobs. J.R. Simplot Company gifted the
entire property of its Heyburn plant to the City of Burley. One company has already announced plans to
move into the industrial park. The opening of the new Gossner plant will require over 100 construction
workers, and the plant will create over 40 jobs when it becomes operational in October 2005. This new
plant is symbolic of the growing presence of dairy industry in the state. According to the USDA, the
size of Idaho’s dairy herd has nearly doubled from 208,000 cows in 1994 to 404,000 cows in 2003.
Over this same period, milk production more than doubled from 3.8 billion gallons to 8.8 billion
gallons because of the increased output per cow. The amount of milk sold to plants also more than
doubled during this time. Milk cash receipts grew from a little under one-half billion dollars in 1994 to
over one billion dollars in 2003. Unfortunately, the Gem State’s food processing sector’s long-awaited
employment gains have not offset the losses it has experienced in recent years. This sector’s
employment last peaked at 17,263 in 1997. After experiencing a 5.2% loss in 2004, Idaho food
processing employment is projected to rise 0.9% in 2005, and about 1.0% annually in 2006, 2007, and
2008. In the last year, employment should be 15,699, which is about 1,600 below its 1997 peak.
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Construction: Idaho’s construction sector Idaho Construction Employment
broadcast mixed signals in the middle of last & Housing Starts
year, with Idaho housing starts performing 0 enploymen

above  expectations and  construction 40000

employment falling below projections. ldaho
housing starts are covered first. Estimates
based on data that has become available since
the October 2004 Forecast was produced
show there were 376 more housing starts in
the second quarter of 2004 than had been
forecast in the fall. These data also show the
third quarter was much stronger than had been 10000 |
anticipated in the October 2004 Forecast. At
that time, Idaho housing starts had peaked in
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decline over the forecast period. The current data show housing starts rose steeply in the third quarter
of 2004 instead of declining, with both single- and multiple-units showing significant increases. ldaho
single-unit starts swelled to over 16,300 in the third quarter of 2004, which were nearly 1,800 more
than had been previously forecast. There were nearly 750 more multiple-units starts than had been
previously projected. Despite the higher housing starts, Idaho construction employment was actually
lower than in the previous forecast. Specifically, it had been predicted in the October 2004 Forecast
that construction employment would increase at a 11.7% annual rate to 39,980 in the second quarter of
2004. The current employment data show the number of construction jobs did increase, but to only
39,368. In the third quarter of 2004, there were 538 fewer jobs than had been previously forecasted.
The new data have changed some of the details of the Idaho housing and construction projections, but
their general outlooks remain unchanged from the previous forecast. For example, it was previously
forecast that ldaho housing starts had peaked in the second quarter of 2004 and then would slowly
decline thereafter. The current Idaho housing forecast calls for starts to peak in the third quarter of last
year, then decline slowly over the forecast horizon. The reasons for the declines are the same for both
forecasts. Eventually housing starts will succumb to rising mortgage rates and slower population
growth. While these factors may cause the construction sector to sputter, this important engine of
economic growth is not expected to collapse. Over the forecast period total 1daho housing starts are
expected to fall from 18,077 in 2004 to 13,968 in 2008. Thus, while Idaho housing starts represent a
decline from high levels of activity, they remain high by historical standards. Likewise, the Idaho
construction employment declines from 39,031 in 2004 to 34,181 in 2008 represents a comfortable
margin above its historical average.

Nongoods-Producing Industries: The importance of the state’s nongoods-producing sector cannot be
overstated. Like its national counterpart, the nongoods-producing sector accounts for the lion’s share of
nonfarm Idaho jobs and is expected to be the state’s top job producer over the forecast period.
Nongoods-producing employment accounts for eight of every ten nonfarm jobs in Idaho. The two
largest nongoods employers are services and trade, representing three-fourths of nongoods-producing
employment, or over 60% of Idaho total nonfarm employment. The services category is the larger of
the two categories. The three largest services components are: professional and business services;

education and health services; and leisure
Idaho Nonfarm Employment and hospitality services. The next largest
group consists of financial services;
transportation, warehousing, and utilities;
and other services. The smallest sector is
information services. The trade sector

R — i consists of its retail and wholesale
components. The retail component

. Non Goods o Enplomer i 0B accounted for over 73,000 jobs in 2004
and is roughly three times the size of the

= ] . wholesale component. The nongoods-
producing sector usually leads overall job

0001 - Tl growth, and this decade is no exception.
For example, the number of nongoods jobs

. - R expanded at a 1.9% annual pace from
ULTQ 2000 through 2004, while ldaho total

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 nonfarm employment greW 13% per year-

The services component has risen faster in
recent years than the trade component. While Idaho services employment has increased in every year
since 2000 through 2004, trade employment expanded only in 2004. Professional and business services
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should be one of strongest performers during the next few years. After experiencing a relatively anemic
showing in 2003, professional and business services employment should expand an average of 3.9%
per year through 2008. Education and health services employment should benefit from increased
demand for health services caused by the aging population. Education and health services should grow
3.1% annually. Leisure and hospitality services employment is forecast to increase an average of 2.8%
annually. Financial services employment growth is projected to average 2.4%, while transportation,
warehousing, and utilities are expected to average 1.2% growth. Other services should advance 1.6%
yearly. Idaho’s high-quality labor force should continue to attract call centers, with the number of
information services jobs growing 3.6% annually. Retail trade should average 2.1% growth over the
forecast period, while wholesale trade advances at a 2.0% yearly pace.

Government: Idaho’s state and local Idaho Government Employment
government sector is forecast to
experience tepid employment growth
over the next few years. Specifically,
after a 3.5% jump in 2004, the number of
jobs will advance by less than 0.5%
annually in the remaining years of the
forecast. This is a marked change from
the 1990s when state and local
employment combined averaged more
than 3% growth per year. This job spurt
resulted from the state’s population
boom in the 1990s. ldaho’s population
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60,000 +
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grew over 27%, or an average of about "]
2.5% per year from 1990 to 2000. In
Comparison, the U.S. economy grew 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
about half as fast during that decade.

Idaho owes a great deal of this population growth to migration. The Gem State was relatively
unscathed by the 1990-91 recession, which made it an attractive oasis in an economic desert. It was
particularly attractive to Californians seeking to escape the ravages of one of the Golden State’s most
devastating downturns. Not only was California reeling from the 1990-91 recession, but it was also
suffering the impacts of defense industry consolidations and military base closures. New arrivals
poured into Idaho at such a pace that in the early 1990s net migration was higher than the number of
births. The state’s rapid population increase strained all levels of government. This put governments in
catch-up mode for a good portion of the 1990s. As a result, ldaho state and local government
employment growth averaged 3.0% from 1991 to 2000. As the U.S. economy boomed in the late
1990s, net migration into the Gem State tapered off. By the end of that decade net migration dipped
below 13,000—which was less than its peak of 27,168 in 1993. It is expected to decline steadily over
the forecast period, dropping well below 8,000 in 2008. Idaho’s total population is forecast to grow
about 1.5% per year. As Idaho’s population growth slows, so will its state and local government
employment. As was mentioned above, beginning with 2005 state and local employment should
expand by less than 0.5% per year. Virtually all the growth will take place in the education-related
component of government, with the noneducation component remaining essentially flat. It should be
noted that the huge increase in Idaho non-education related employment in 2004 results form a data
revision, so it should be used with caution. On an annual basis, Idaho noneducation related employment
should advance 4.1% in 2004, but remain flat for 2005 to 2008. In comparison, the state’s education
employment is projected to increase just less than 1.0% per year. The federal government component is
a relatively small part of Idaho employment. It accounted for 13,620 jobs in 2003, which is much less

o
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than the nearly 100,000 state and local government jobs in Idaho. Unlike state and local employment,
the number of federal jobs in Idaho is set by factors beyond its borders. Federal budget writers in
Washington, D.C. mainly determine federal employment in Idaho. The return of federal deficits does
not bode well for Idaho federal government employment. Federal government employment in Idaho is
expected to shrink slowly over the next few years, going from 13,133 in 2004 to 12,906 in 2008.
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FORECASTS COMPARISON

Idaho has a dynamic economy whose growth is influenced by a myriad of local, national, and
international factors. Therefore, changes to the projected values of such diverse variables as oil
prices, interest rates, and national housing starts can have an effect at the state level. In order to
account for the effects of such changes on the state's economy, each issue of the Idaho Economic
Forecast uses Global Insight's most recent forecast of the U.S. economy. Additional data, such
as company-specific expansions and/or contractions are also considered.

The following comparison table shows how the outlooks for several key Idaho and national
economic series have changed from the October 2004 to the January 2005 ldaho Economic
Forecast. The January 2005 ldaho Forecast is based on Global Insight's November 2004
baseline forecast and the October 2004 Idaho Forecast is driven by Global Insight's September
2004 baseline U.S. macroeconomic forecast.

A comparison of several key variables shows how the outlooks for the national and state economies
have changed since the October 2004 Idaho Economic Forecast was published. A review of several
macroeconomic variables shows the short-run outlook for the U.S. economy is virtually unchanged.
The forecasts for both nominal and real GDP is higher in every year compared to the previous
forecasts. However, these changes are small enough to be negligible. For example, nominal GDP is no
more than 0.2% higher in any year of the forecast. Similarly, real GDP is just 0.1% higher in most
years of the forecast compared to the previous projections. National personal income is a mixed bag.
Both nominal and real U.S. personal incomes are lower in 2004 and 2005 compared to the October
2004 predictions. This reverses beginning in 2006, when the current forecasts of real and nominal
personal incomes are stronger than was previously estimated. However, as in the case of U.S. GDP,
these differences are insignificant. The outlook for inflation has improved or worsened depending on
what measure is used. For example, the most-quoted measure, the consumer price index, shows
inflation is slightly higher than had been previously forecast. On the other hand, the current forecast of
the implicit price deflator for consumer spending on goods and services show inflation is lower than in
October 2004. The differences are insignificant. This was also the case with employment. The number
of U.S. jobs was increased by no more than 0.1% per year compared to the previous forecast.

The changes to ldaho’s employment forecast were very similar to those at the national level.
Specifcally, differences between the January 2005 and October 2004 forecasts were slight. In the
current forecast, Idaho nonfarm employment is 0.2% above its October 2004 counterpart in 2004, but it
is 0.2% lower in 2008. A review of Idaho personal income shows this measure is clearly lower than its
October 2004 counterpart. However, this decline is mostly due to a revision to the historical personal
income data that lowered the starting points for both real and nominal Idaho personal incomes.
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JANUARY 2005 AND OCTOBER 2004 FORECASTS

GDP (BILLIONS)
Current $
% Difference
2000 Chain-Weighted
% Difference

PERSONAL INCOME - CURR $
Idaho (Millions)
% Difference
U.S. (Billions)
% Difference

PERSONAL INCOME - 2000 $
Idaho (Millions)
% Difference
U.S. (Billions)
% Difference

TOTAL NONFARM EMPLOYMENT
Idaho
% Difference
U.S. (Thousands)
% Difference

GOODS PRODUCING SECTOR
Idaho
% Difference
U.S. (Thousands)
% Difference

NONGOODS PRODUCING SECTOR
Idaho
% Difference
U.S. (Thousands)
% Difference

FINANCIAL MARKETS
Federal Funds Rate
Bank Prime Rate
Mort Rate, Existing Homes

INFLATION
GDP Price Deflator
Personal Cons Deflator
Consumer Price Index

IDAHO ECONOMIC FORECAST
FORECASTS COMPARISON
DIFFERENCES BETWEEN

1999

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%
0.0%
0.0%

0.0
0.0
0.0

Forecast Begins the THIRD Quarter of 2004

2000

0
0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%
0.0%
0.0%

0.0
0.0
0.0

2001

0.0%

0.0%

128
0.4%

0.0%

125
0.4%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%
0.0%
0.0%

0.0
0.0
0.0
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2002

0
0.0%

0.0%

-254
-0.7%

0.0%

-243
-0.7%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%
0.0%
0.0%

0.0
0.0
0.0

2003

0
0.0%

0.0%

-429
-1.2%

0.0%

-406
-1.2%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%
0.0%
0.0%

0.0
0.0
0.0

2004

13
0.1%
12
0.1%

-499
-1.3%

-0.1%

-445
-1.3%
-4
0.0%

1,152
0.2%

53
0.0%

270
0.3%
-21
-0.1%

881
0.2%
74
0.1%

0.0%
0.0%
0.0%

0.0
-0.1
0.0

2005

11
0.1%

0.0%

-442
-1.1%

-0.1%

-417
-1.2%

-0.1%

828
0.1%
85
0.1%

787
0.8%
-135
-0.6%

41
0.0%
220
0.2%

-0.2%
-0.2%
-0.4%

0.1

0.0

2006

31
0.2%
15
0.1%

-452
-1.1%
22
0.2%

-365
-1.0%
30
0.3%

740
0.1%
202
0.1%

903
0.9%
-197
-0.9%

-163
0.0%
399
0.4%

-0.1%
-0.1%
-0.1%

0.1
-0.1
0.0

2007

0.0%
10
0.1%

-622
-1.4%

0.0%

-474
-1.2%
17
0.2%

-52
0.0%
103
0.1%

1,005
1.0%
-230
-1.0%

-1,057
-0.2%
333
0.3%

0.0%
0.0%
0.1%

-0.1
-0.2
0.0



ALTERNATIVE FORECASTS

Global Insight has assigned a 60% probability of occurrence to its November 2004 baseline forecast of
the U.S. economy. The major features of this forecast include:

« Real GDP increases 4.4% in 2004, 3.2% in 2005, 3.0% in 2006, 3.1% in 2007 and 3.1% in
2008;

« U.S. nonfarm employment grows 1.0% in 2004, 1.7% in 2005, 1.2% in 2006, and 0.8% in
both 2007 and 2008;

« the U.S. civilian unemployment rate rises slightly over time;

« consumer inflation is 2.7% in 2004, 2.2% in 2005, 1.3% in 2006, and 1.7% in 2007, and 1.9%
in 2008; and

« the federal unified budget deficit peaks at $413 billion in 2004 then gradually declines to
$288 billion in 2008.

OPTIMISTIC SCENARIO

The Optimistic Scenario has been assigned a 20% probability of occurrence. A few key assumptions
distinguish the Optimistic Scenario from the baseline. In this Scenario, total factor productivity is higher
than in the baseline. This helps the economy expand faster without rekindling inflation. Job growth is also
stronger, while budget deficits are much smaller. This Scenario assumes stronger foreign growth boosts
exports despite a stronger dollar. In addition to these key assumptions, oil prices are lower and construction
is stronger.

These assumptions produce a rosier outlook than in the baseline. Although economic growth and job gains
are stronger, inflation is actually lower than in the baseline thanks to the strong dollar and higher
productivity gains. The lower inflation rate allows the Federal Reserve to be more accommodating than in
the baseline. Real GDP rises 4.4% in 2004, 3.6% in 2005, 3.7% in 2006, 3.7% in 2007, and 3.5% in 2008.
In the baseline, real GDP grows 4.4% in 2004, 3.2% in 2005, 3.0% in 2006, 3.1% in 2007, and 3.1% in
2008. In the Optimistic Scenario, nonfarm employment advances 1.1% in 2004, 1.9% in 2005, 1.5% in
2006, 1.1% in 2007, and 1.0% in 2008. The labor market’s strength is also evident in the civilian
unemployment rate, which declines from 5.5% to 5.2% over the forecast horizon. In contrast, the
unemployment rate gradually increases over the forecast period in the baseline case. Nonfarm employment
grows 1.0% in 2004, 1.7% in 2005, 1.2% in 2006, 0.8% in 2007, and 0.8% in 2008.

The higher U.S. productivity presents a mixed outlook for Idaho. Specifically, total nonfarm employment
advances slightly faster than in the baseline this year and next, but grows slower than the baseline in 2007
and 2008. The cumulative result is Idaho nonfarm employment in the Optimistic Scenario is slightly lower
But this is not the case for all Idaho employment sectors. As the table shows, Idaho goods-producing
employment actually remains stable in the Optimistic Scenario. It declines steadily in the Baseline
Scenario. The nongoods-producing sector is not as well off. Its employment does grow over the forecast
period, but it lags its baseline counterpart. The largest differences between the Optimistic and Baseline
scenarios lie with Idaho personal income. Both nominal and real personal incomes grow slower over the
forecast period than in the baseline. This occurs because the higher productivity dampens unit labor cost,
which lowers Idaho wage growth. The lower wage growth has a cascading effect on several components of
Idaho personal income.
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PESSIMISTIC SCENARIO

The Pessimistic Scenario has also been assigned 20% probability of occurrence. A significant feature of
the Pessimistic Scenario is the re-emergence of inflation. The pickup of inflation reflects higher oil prices,
a weaker dollar, two-and-one half years of accommodative monetary policy, and loose fiscal policy. In
addition, higher prices are fueled by the ability of businesses to pass more of their costs to their
customers. Two other factors cause prices to rise faster than in the baseline. There may actually be less
spare manufacturing capacity than is currently believed, since rapid technological advances may have
rendered obsolete much of the idle capacity the Federal Reserve has been including in its estimates of
capacity. Global growth is hampered by the anti-growth regulatory and social policies in Europe.
Consumer prices rise 2.7% in 2004, 2.6% in 2005, 2.5% in 2006, 2.5% in 2007, and 2.8% in 2008. The
Federal Reserve responds to the higher inflation by quickening the pace of its tightening. By the end of
2005, the federal funds rate is at 4.5%. The federal funds rate eventually peaks at 7.5%. Between the
higher interest rates and persistently high-energy prices, consumer confidence retreats and consumers rein
in their discretionary spending.

The economy does not sink into a recession in this scenario, but merely fails to come as close to its
potential. Real GDP is one-half percentage point lower in 2005 and 2006 than its baseline counterparts.
As mentioned, inflation is higher, despite the weaker aggregate economy. Nonfarm employment grows
slower than in the baseline. As a result, the unemployment rate climbs from about 5.5% in 2005 to over
6.0% in middle of 2006, where it remains until the second half of 2008.

In this Scenario, the outlook for Idaho employment is lower than in the Baseline Scenario, but the
personal income forecast is stronger. Specifically, Idaho nonfarm employment advances 1.6% in 2005,
1.4% in 2006, 1.6% in 2007, and 1.7% in 2008. In this Scenario, Idaho goods-producing employment
shrinks nearly twice as fast as in the baseline. As a result, there are about 2,100 fewer goods-producing
jobs in this scenario compared to the baseline. This being the case, the nongoods-producing sector is the
engine for job growth. However, it advances slower than it does in the baseline. Interestingly, ldaho
nominal personal income increases faster than its baseline counterpart, due in large part to the higher
predicted inflation.
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GDP (BILLIONS)
Current $
% Ch
2000 Chain-Weighted
% Ch

PERSONAL INCOME - CURR $
Idaho (Millions)
% Ch
U.S. (Billions)
% Ch

PERSONAL INCOME - 2000 $
Idaho (Millions)
% Ch
U.S. (Billions)
% Ch

TOTAL NONFARM EMPLOYMENT
Idaho
% Ch
U.S. (Thousands)
% Ch

GOODS-PRODUCING SECTOR
Idaho
% Ch
U.S. (Thousands)
% Ch

NONGOODS-PRODUCING SECTOR
Idaho
% Ch
U.S. (Thousands)
% Ch

SELECTED INTEREST RATES
Federal Funds
Bank Prime
Existing Home Mortgage

INFLATION
GDP Price Deflator
Personal Cons Deflator
Consumer Price Index

IDAHO ECONOMIC FORECAST

BASELINE AND ALTERNATIVE FORECASTS

JANUARY 2005
BASELINE OPTIMISTIC
2005 2006 2007 2008 2005 2006 2007 2008
12,352 12,948 13,584 14,275 12,371 12,998 13,667 14,382
5.3% 4.8% 4.9% 5.1% 5.5% 5.1% 5.1% 5.2%
11,187 11,524 11,884 12,254 11,231 11,646 12,074 12,499
3.2% 3.0% 3.1% 3.1% 3.6% 3.7% 3.7% 3.5%
38,919 41,042 43,139 45,459 38,718 40,438 42,089 43,942
5.1% 5.5% 5.1% 5.4% 4.6% 4.4% 4.1% 4.4%
10,109 10,657 11,209 11,826 10,111 10,665 11,222 11,832
4.9% 5.4% 5.2% 5.5% 4.9% 5.5% 5.2% 5.4%
35,430 36,788 37,947 39,165 35,409 36,566 37,467 38,417
3.2% 3.8% 3.2% 3.2% 3.1% 3.3% 2.5% 2.5%
9,203 9,552 9,860 10,189 9,247 9,644 9,990 10,344
2.9% 3.8% 3.2% 3.3% 3.4% 4.3% 3.6% 3.5%

596,683 607,474 618,150 628,093

1.6% 1.8% 1.8% 1.6%
133,501 135,058 136,200 137,296
1.7% 1.2% 0.8% 0.8%

104,605 103,636 102,899 102,175

-01% -09% -0.7% -0.7%
22,135 22,174 22,120 22,106
1.2% 02% -02% -0.1%

492,079 503,837 515,252 525,918
2.0% 2.4% 2.3% 2.1%
111,366 112,884 114,080 115,190

1.8% 1.4% 1.1% 1.0%
2.6% 3.4% 3.5% 3.9%
5.6% 6.4% 6.5% 6.9%
6.2% 6.6% 6.8% 7.3%
2.0% 1.8% 1.7% 1.9%
1.9% 1.6% 1.9% 2.1%
2.2% 1.3% 1.7% 1.9%

597,075 608,017 618,303 627,838
1.7% 1.8% 1.7% 1.5%
133,866 135,863 137,408 138,721
1.9% 1.5% 1.1% 1.0%

104,997 104,969 104,926 104,912

0.3% 0.0% 0.0% 0.0%
22,180 22,405 22,490 22,509
1.4% 1.0% 0.4% 0.1%

492,078 503,047 513,377 522,926
2.0% 2.2% 2.1% 1.9%
111,686 113,458 114,918 116,212

2.0% 1.6% 1.3% 1.1%
2.4% 3.1% 3.3% 3.4%
5.4% 6.1% 6.3% 6.4%
5.9% 6.2% 6.3% 6.6%
1.7% 1.3% 1.4% 1.7%
1.7% 1.3% 1.4% 1.7%
1.7% 0.9% 1.4% 1.6%

Forecast Begins the THIRD Quarter of 2004
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PESSIMISTIC

2005 2006
12,326 12,900
5.1% 4.7%
11,146 11,378
2.9% 2.1%
39,110 41,656
5.6% 6.5%
10,112 10,670
4.9% 5.5%
35,442 36,716
3.2% 3.6%
9,164 9,404
2.5% 2.6%
596,706 605,189
1.6% 1.4%
133,339 134,279
1.6% 0.7%
104,729 102,949
0.0% -1.7%
22,126 21,972
1.1% -0.7%
491,977 502,240
2.0% 2.1%
111,213 112,307
1.6% 1.0%
3.4% 5.3%
6.4% 8.3%
6.6% 8.0%
2.1% 2.5%
2.4% 2.8%
2.6% 2.5%

2007

13,605
5.5%
11,679
2.6%

44,470
6.8%
11,317
6.1%

38,120
3.8%
9,701
3.2%

614,577
1.6%
135,094
0.6%

101,432
-1.5%
21,661
-1.4%

513,145
2.2%
113,433
1.0%

7.1%
10.1%
9.1%

2.7%
2.8%
2.5%

2008

14,380
5.7%
11,975
2.5%

47,660
7.2%
12,045
6.4%

39,644
4.0%
10,019
3.3%

625,003
1.7%
136,118
0.8%

100,080
-1.3%
21,459
-0.9%

524,923
2.3%
114,659
1.1%

7.4%
10.4%
9.4%

3.1%
3.1%
2.8%



Exchange Rate Movements and the U.S. International Balance Sheet
Michele Cavallo

The U.S. current account deficit has been growing for several years, as the country has
been importing increasingly more than it has been exporting. In 1992, the current account
deficit was 0.8% of GDP, and by the end of 2003, it had soared to an unprecedented 4.8%
of GDP.

To finance this widening deficit, the U.S. has had to borrow massively from foreigners,
resulting in large net financial inflows. Many have pointed to these inflows as the main
reason for the rising net U.S. indebtedness to foreigners; in 1992, U.S. net indebtedness
was 7% of GDP, and at the end of 2003 it was over 24% of GDP.

Net foreign indebtedness is measured by the "net international investment position,” or
NIIP, which is calculated annually by the U.S. Bureau of Economic Analysis. The NIIP is
negative when the value of U.S. investments abroad is less than the value of foreign
investments in the U.S., and it is positive in the reverse case. The size of the negative
NIIP has raised concerns in some quarters about whether current account deficits of this
magnitude are sustainable. For example, if foreign investors, both private and official,
had accumulated a disproportionate share of U.S.-issued securities in their portfolios,
then they might want to pull their money out of the U.S. and diversify into non-U.S.
assets. Doing so would shrink the pool of resources available for the U.S. to finance its
foreign borrowing and, according to many, that could lead to higher interest rates. Higher
interest rates, in turn, could put a damper on aggregate demand and lead to slower
economic growth

Recent research has examined the evolution of the NIIP and has found that current
account deficits and the associated net financial inflows are not the only factors
influencing it; rather, research finds that changes in asset prices and especially in
exchange rates have played an important role recently because of their effect on the
values of the stocks of assets and liabilities that make up the NIIP.

In this Economic Letter, | review this literature, discuss these determinants of the NIIP,
and provide some evidence on their relative quantitative importance. In particular, the
evidence suggests that since the late 1990s, exchange rate movements have had a more
significant effect on the value of U.S. assets abroad and, therefore, have played a larger
role in shaping the evolution of the NIIP.

This article originally appeared in the Number 2004-25; September 10, 2004 FRSB Economic
Letter. Opinion’s expressed in this article are those of the authors and do not necessarily reflect
the views of the management of the Federal Reserve Bank of San Francisco or the Board of
Governors of the Federal Reserve System.
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What is the NIIP, and what are its determinants?

The U.S. NIIP reflects the U.S. international balance sheet. On one side of the ledger is
the value of the accumulated stock of U.S. claims on foreigners; this would include, for
example, the shares or bonds of, say, German firms held by U.S. residents. On the other
side is the value of the accumulated stock of foreign claims on U.S. residents; this would
include, for example, shares or bonds of U.S. firms held by German residents. The
difference between the two is the NIIP, and when claims of foreigners on the U.S. are
greater than U.S. claims on foreigners, it represents the net foreign indebtedness of the
U.S. economy.

The types of assets and liabilities included in this measure go well beyond corporate
securities like shares and bonds. For example, U.S. claims on foreigners include other
private assets, such as the value of U.S. direct investment abroad (U.S. subsidiaries and
branches in foreign countries) and U.S. bank loans and trade credits. They also include
official reserve assets (such as gold and foreign currency reserves) and government assets
(such as foreign treasury bills).

Among the most important determinants of the NIIP—and the most commonly referred
to until recently—are net financial inflows. For example, consider today's current account
deficit in the U.S. In order to pay for the excess of imports over exports, the U.S. must
borrow funds from foreigners, and, by the same token, foreigners must purchase
liabilities issued by the U.S. Hence, a current account deficit generates net borrowing
from abroad. These financial transactions are recorded as net financial inflows and imply
an increase in the stock of net U.S. liabilities to foreigners and a deterioration in the NIIP.

But another determinant of the NIIP to consider is valuation adjustment. This occurs
through changes in the value of the stock of foreign assets owned by U.S. residents and in
the value of the stock of U.S. liabilities held by foreigners. Changes in the values of these
U.S. assets and liabilities reflect fluctuations both in asset prices and in exchange rates.

Valuation adjustments arising from asset price fluctuations occur when the prices of
existing equity shares change. For example, when the price of the shares of a U.S. firm
owned by a German investor increases, so does the value of his asset holdings of that
firm. Therefore, it leads to a deterioration of the U.S. NIIP. In the same way, when the
share prices of a U.S. firm fall, so does the value of the foreign investor's asset holdings,
leading to an improvement in the U.S. NIIP. Conversely, when the price of foreign assets
held by U.S. investors increases, the U.S. NIIP improves, while a drop in those prices
leads to a decrease in the value of the gross asset position and to a deterioration of the
U.S. NIIP.

When assets or liabilities are denominated in foreign currencies, exchange rate
movements may also create valuation adjustments affecting the dollar equivalent of the
value of gross U.S. assets and liabilities. As a substantial fraction of U.S. claims on
foreigners is denominated in foreign currencies (39% according to Tille 2004), exchange
rate movements generate corresponding gains or losses on these assets. For example, an
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appreciation of the dollar drives down the dollar value of assets held by U.S. investors
that are denominated in foreign currencies. In contrast, most U.S. liabilities to foreigners
are denominated in dollars; so their value is basically not affected by exchange rate
movements. Therefore, holding other things equal, a dollar appreciation results in a
deterioration of the NIIP; and, correspondingly, when the dollar depreciates, the dollar
value of foreign-currency denominated assets held by U.S. investors increases, resulting
in an improvement in the U.S. NIIP.

Why do valuation adjustments matter now?

Before the late 1990s valuation

adjustments had only a small impact on
the NIIP—in other words, net financial
inflows arising from the current account

Figure 1
U.5.: change in NIIP vs. change in net financial
Mows (NFF)

deficit and changes in the NIIP traced each "¢ of GDP
other closely for the most part. 2 -
NIIP

In the late 1990s, however, the two began I A

to diverge significantly. Figure 1 plots net 0 £
financial inflows and annual changes in
the U.S. NIIP from 1997 to 2003, the last
year of available data. As the figure
shows, in 1999, for example, net financial
inflows amounted to about 2.5% of GDP,
but the change in the NIIP was actually
positive at 1% of GDP; on a cumulative
basis, from 1998 to 2003 the net financial
inflows required to fund the ongoing : . . . . _
current account deficits amounted to 97 9% 99 00 0l 02 03
21.9% of GDP, while the U.S. NIIP

deteriorated by only 11.8%. The difference

between these numbers suggests how important valuation adjustments have been in
shaping the recent behavior of the U.S. NIIP. Specifically, valuation adjustments have
added a significant counterbalance to the increase in the U.S. NIIP arising from the
current account deficit.

A key reason for the growing importance of valuation adjustments for the U.S. NIIP is
the country's increased financial integration with the rest of the world over the last two
decades. The volumes of both gross assets and gross liabilities increased sharply in the
U.S., and, as a result, asset price and exchange rate fluctuations generated larger capital
gains and losses.

Similar results have been found for other countries. Lane and Milesi-Ferretti (2001)
reported that for industrialized countries, such as Australia, Austria, Finland, the
Netherlands, New Zealand, Sweden, Switzerland, the U.K, as well as the U.S., the
correlation between the current account and changes in the NIIP is low or even negative,
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suggesting the increased importance of valuation adjustments for short-run movements in
the NIIP. Like the U.S., these countries have developed a significant degree of financial
integration with the rest of the world and built up substantial gross international
investment positions (see also Obstfeld and Rogoff 2001 and Lane and Milesi-Ferretti
2003). In a subsequent study, Lane and Milesi-Ferretti (2004) found similar patterns for
some emerging economies, such as Hungary, Indonesia, Mexico, and Thailand.

Which matters more—asset price changes or exchange rate movements?

Tille (2003) explores the relative importance of asset price changes and exchange rate
changes for valuation adjustments. He finds that between 1999 and 2001 valuation
adjustments were responsible for 37% of the worsening of the U.S NIIP, and, of that,
30% can be imputed to exchange rate changes; specifically, the appreciation of the dollar
during that period had a substantial impact on the value of assets held by U.S. residents
that were denominated in foreign currencies, while asset price declines played a
quantitatively limited role. Tille (2004) also reports that during the late 1990s and up to
2002 it was common for valuation adjustments caused by exchange rate movements to
influence the NIIP substantially—on the order of 2% of GDP.

Why did exchange rate movements become so important? The main reason is the surge in
U.S. holdings of assets denominated in foreign currencies—these amounted to 15% of
GDP in 1992 and to 24% at end of 2002 (Tille 2004). More recently, the relative
importance of exchange rates appears to continue to hold. During 2002 and 2003, as the
dollar depreciated substantially, valuation adjustments arising from exchange rate
changes cushioned the deterioration of the U.S. NIIP. As the figure illustrates, net
financial inflows amounted to about 5.4% of GDP in 2002 and 5% in 2003, while the
ration of the NIIP to GDP actually improved by 0.26% between those two years. The
improvement is accounted for by valuation adjustments, and the bulk of it by exchange
rate movements.

Conclusions

The increase in the degree of financial integration of the U.S. with the rest of the world
has widened the channel by which valuation adjustments, and particularly exchange rate
movements, can affect the NIIP. For example, a depreciation of the dollar can improve
the NIIP, as gross assets are exposed to valuation adjustments due to exchange rate
movements, while gross liabilities are not; this valuation effect of exchange rate
movements is equivalent to a transfer of wealth from foreign countries to the U.S.
Likewise, an increase in the value of the dollar worsens the NIIP and it is equivalent to a
wealth transfer from the U.S. to the foreign countries it borrows from.

The consequences of exchange rate movements for a country that borrows in dollars, as

many emerging market economies do, however, are quite different. A depreciation of its
own currency increases the burden of its foreign borrowing and worsens its NIIP.
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All this is not to say, however, that we need not pay attention to the relation between the
NIIP and the current account deficit. Rather, as Gourinchas and Rey (2004) have pointed
out, the valuation adjustment through exchange rates is particularly helpful in explaining
short-term and medium-term changes in the Nl1IP—that is, over at most a couple of years.
Longer-term developments in the NIIP, however, are more deeply rooted in trade and the
associated condition of current accounts.
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