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As the Trade Deficit Shrinks,
A Plus for Growth
A weaker dollar and strong overseas demand will shrink the gap

U.S. ECONOMY I The narrowing U.S. trade deficit could give a lift to
economic growth in 2007 for the first time in a dozen years. Surging
exports and slower growth in imports reduced foreign trade's drag on
the economy to virtually zilch in 2006, and the primary factors that
led to the improvement last year are still in place. Most notably, strong
global economic expansion and a softer U.S. dollar
should keep exporters busy, while weaker domestic
demand in the U.S. holds down the appetite for imports.

Indeed, the global economy is managing quite
well without the U.S. leading the charge. According
to the latest semiannual economic forecast from the
International Monetary Fund, world economic growth
should be 4.9% this year, compared with 2.2% for the
U.S. What's more, global growth should be balanced,
with key U.S. trading partners such as the euro zone,
Japan, and Canada expected to fare well this year (chart).

The U.S. Census Bureau's February foreign-trade data
did show an increased risk that trade will pose a small
drag on the economy in the first quarter. Adjusted for
changes in import and export prices, the merchandise
trade deficit widened a bit.

But the February results are no cause for alarm.
Without adjusting for price changes, the trade gap
narrowed to $58.4 billion as a drop in imports, driven
by lower oil prices, more than covered a one-month $2.8
billion decline in exports. In addition, many economists
who are forecasting that trade will be a plus to economic
growth this year also expected a slight setback in the first
quarter. That isn't a shocker considering the surprising
performance in the fourth quarter, when trade accounted
for nearly two-thirds of the 2.5% annualized gain in real
gross domestic product.

THE FUNDAMENTALS SUPPORT a solid rebound in
exports during the coming months. For starters, a weaker
dollar is providing a competitive boost. Since early 2002,
the greenback has fallen nearly 30% against a trade-
weighted basket of major currencies such as the euro and
yen (but excluding the yuan). A declining dollar reduces
the prices of goods or services in foreign-currency terms.
This allows U.S. companies to gain precious market share
just by holding prices steady in dollar terms.

Further declines in the dollar appear likely. The
divergence in global and U.S. growth will probably mean
foreign central banks, particularly the European Central
Bank and Bank of England, will raise interest rates while
the Federal Reserve stays on hold. Diversification of

foreign reserves among developing and oil-producing
nations into other currencies and assets could also exert
some downward pressure on the greenback.

More important for U.S. manufacturers, however,
is the continued strength in foreign capital spending.
Global economic growth has been no slower than 4.9%
in the past three years. This sustained level of strong
economic expansion soaked up a lot of excess capacity.
Many factories abroad are operating flat out. In the euro
zone the capacity utilization rate climbed to 84.4% in
the first quarter, the highest level since 2000. In Japan,
the utilization rate hit a more-than-15-year high in
December. But the limits in capacity extend beyond
manufacturers, as the demand for commodities by China
and other countries is straining the infrastructures of
resource-rich nations such as Australia and Brazil.

The need to build new
factories, expand ports,
and pave more roads
means increased demand
for capital equipment,
which is likely to be good
news for U.S. makers of
big ticket items such as
construction equipment
and other capital goods.
The March industrial
production data showed
capital-goods makers
were busier. And the

March reading on export orders by the Institute for
Supply Management improved.

Expanding businesses overseas are also hiring
workers, which is leading to tighter labor markets
and improved domestic demand. Around the world,
consumer spending is rising, helping to drive demand for
U.S. consumer goods. Exports of consumer goods are on
a tear, up 13.3% from a year ago in February.

WHILE THE PICTURE for exports looks good, slower
import growth will ultimately determine whether the
trade balance provides some support to U.S. economic
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expansion. To understand why, just look at the numbers.
Imports of goods and services were nearly 1Vz times as
large as exports in 2006. That means in order for the
trade gap to narrow, exports must grow more than 50%
faster than imports.

Import growth has been moving in the right direction.
In the year ended in February, imports of goods, adjusted
for inflation, are up only 2.6% (chart). That's down from
a 8.9% growth rate in the year ended in August, 2006.
The outlook for subdued growth in imports remains
favorable. The housing recession and growing caution
among businesses with regard to domestic investment
plans should ease demand for foreign capital goods and
industrial supplies.

U.S. purchases of foreign-made consumer goods are
what merit the most attention now. On the surface, the
March retail sales report showed continued strength in
consumer spending, but a 3.1% jump in gasoline sales,
due to higher pump prices, implies that consumers are
experiencing a decline in purchasing power. If gas climbs
above $3 per gallon nationwide, and stays there a while,
it will probably cool down imports of consumer goods.

ALTHOUGH THE STARS are currently aligned for an
improving trade balance this year, risks still exist. On
the export side, protectionist urges could backfire. As
the Presidential election season heats up, campaign
rhetoric and political pressure to level additional
tariffs and duties on China will probably grow. But
politicians know such actions would run the risk of
retaliatory measures by Beijing just as China is growing

in importance as an export market. In 2006, exports
to China grew by 31.7%, to $55.2 billion, making it the
No. 4 destination for U.S. exports.

Chances for a narrower trade deficit this year would
also take a hit if the U.S. economy does better than
expected. That's because imports are directly linked to

the health of business
investment and
consumer spending.
Given the trade math,
it wouldn't take much
of an acceleration in
imports to offset a
strong gain in exports.

Right now, U.S.
economic growth is
widely expected to
improve gradually
during the course of the
year as the drag from

housing diminishes. However, a quicker revival in the
U.S. economy that would lead to another widening in the
trade gap would certainly outweigh any potential boost
that trade could provide.

Even if all does go as expected this year and the trade
balance narrows, making additional progress won't be
easy. It will be awfully hard for exports to consistently
outpace imports by the huge margin needed. But
the latest signs that the global economy may be less
dependent on the U.S. as the primary engine of growth
does offer hope.

Housing Provides Some Inflation Relief
INFLATION PRESSURES remained
stubbornly high in March. But a
let-up could be coming soon. Fallout
from the housing recession looks set
to put a lid on what have been rapidly
rising rental and housing costs.

The consumer price index, less
food and energy, was up 2.5% from
a year ago in March. A lot of the
upward pressure in core inflation
has come from
rents, up 4.6% on
a yearly basis. Rent
data are also used
by the Bureau of
Labor Statistics as
an input to calculate
homeowners' cost of
shelter, referred to as
"owner's equivalent
rent." This price
index rose 4.1% from
a year ago.

But shelter costs

should settle down soon. Looking
at vacancy rates and shelter costs in
24 cities used by the BLS to calculate
inflation, Goldman Sachs economist
Seamus Smyth found that shelter
inflation eased when vacancy rates
rose above the long-term average.
"These empty housing units are
essentially excess supply on the
market" Smyth writes in a research

note to clients.
Vacancy rates

are currently quite
high. In the last
quarter of 2006, the
homeowner vacancy
rate hit a record 2.7%,
while the rate among
rentals was 9.8%,
vs. a 7.1% historical
average.

Further downward
pressure on rent costs
is likely. According to

the National Association of Realtors,
new multifamily homes are still being
added in some saturated markets,
such as Philadelphia and Atlanta.
What's more, many condominiums
are being converted into rental units.

As increased supply holds down
rents, it will also lead to a slowdown
in homeowners' shelter costs. That
would have a real impact as owners'
equivalent rent accounts for nearly
31% of core CPI and rents almost 8%.

Lower shelter inflation could
also play a role in monetary policy.
The Federal Reserve's preferred
inflation measure, the core personal
consumption expenditures price
index, also uses owners' equivalent
rent, although it is given less weight.
If the economy were to weaken
further, lower core inflation would
remove a big hurdle to cutting
interest rates.
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