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Abstract

This report provides long-run baseline projections for the agricultural sector through 2010.
Projections cover agricultural commodities, agricultural trade, and aggregate indicators of the
sector, such as farm income and food prices. The projections are based on specific assumptions
regarding macroeconomic conditions, policy, weather, and international developments. The
baseline assumes that there are no shocks due to abnormal weather or other factors affecting
global supply and demand. The projections assume that current agricultural law of the 1996
Farm Act remains in effect throughout the baseline. The baseline projections presented are one
representative scenario for the agricultural sector for the next decade. As such, the baseline
provides a point of departure for discussion of alternative farm sector outcomes that could result
under different assumptions. The projections in this report were prepared in September through
November 2000, reflecting a composite of model results and judgmental analysis.

In the initial years of the baseline projections, the agricultural sector continues to recover from
the market situation in the late 1990s when large global production and weak global demand
reduced agricultural commodity prices, U.S. agricultural export value, and market cash receipts
to U.S. farmers, with net farm income maintained only through large marketing loan benefits and
additional emergency and disaster assistance. Economic recovery in many countries strengthens
global demand and trade in the near term. Nonetheless, the buildup of global supplies keeps
agricultural prices under pressure for the next several years, lowering farm income in the absence
of further ad hoc assistance. Longer run developments in the agricultural sector reflect
continuing macroeconomic improvement. While strong export competition continues,
strengthening global economic growth, particularly in developing countries, provides a
foundation for gains in trade and U.S. agricultural exports, resulting in rising market prices,
increases in farm income, and improvement in the financial condition of the U.S. agricultural
sector.
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A Note to Users of USDA Baseline Projections

USDA long-term agricultural baseline projections presented in this report are a Departmental
consensus on a long-run scenario for the agricultural sector. These projections provide a starting
point for discussion of alternative outcomes for the sector.

The scenario presented in this report is not a USDA forecast about the future. Instead, it is a
conditional, long-run scenario about what would be expected to happen under the 1996 Farm Act
and specific assumptions about external conditions. The baseline includes short-term projections
from the October 2000 World Agricultural Supply and Demand Estimates report. Trade
projections in this report for 2001/02 incorporate long-term assumptions concerning weather,
foreign trend yields, and foreign use and do not reflect short-term conditions that may impact
trade that year.

Critical long-term assumptions include:
e U.S. and international macroeconomic conditions;
* U.S. and foreign agricultural and trade policies;
* Funding for U.S. agricultural export programs;
* Growth rates of agricultural productivity, both in the U.S. and abroad; and

* Normal (average) weather.

Changes in any of the assumptions can significantly affect the baseline projections, and actual
conditions that emerge will alter the outcomes.

The baseline projections analysis was conducted by interagency committees in USDA and
reflects a composite of model results and judgmental analysis. The Economic Research Service
has the lead role in preparing the Departmental baseline report. The projections and the report
were reviewed and cleared by the Interagency Agricultural Projections Committee, chaired by
the World Agricultural Outlook Board. USDA participants in the baseline projections analysis
and review include the World Agricultural Outlook Board, the Economic Research Service, the
Farm Service Agency, the Foreign Agricultural Service, the Office of the Chief Economist, the
Office of Budget and Program Analysis, the Risk Management Agency, the Agricultural
Marketing Service, the Natural Resources Conservation Service, and the Cooperative State
Research, Education, and Extension Service.
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Baseline Projections on the Internet
The new USDA baseline projections are available electronically on the Internet at:
http://usda.mannlib.cornell.edu/data-sets/baseline/
Also, the Economic Research Service has a briefing room for baseline projections at:

http://www.ers.usda.gov/briefing/baseline/

Baseline Contacts
Questions regarding these projections may be directed to:
Paul Westcott, Economic Research Service, Room 5188, 1800 M Street, N.W., Washington,
D.C. 20036-5831, phone: (202) 694-5335, e-mail: westcott@ers.usda.gov

Randall Schnepf, Economic Research Service, Room 5026, 1800 M Street, N.W., Washington,
D.C. 20036-5831, phone: (202) 694-5293, e-mail: rschnepf@ers.usda.gov

David Stallings, World Agricultural Outlook Board, Room 5143, 1400 Independence Ave.,
S.W., Washington, D.C. 20250-3812, phone: (202) 720-5715, e-mail:
dstallings@oce.usda.gov
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USDA Agricultural Baseline
Projections to 2010

Interagency Agricultural Projections Committee

Introduction

This report provides long-run baseline projections for the agricultural sector through 2010.
Projections cover agricultural commodities, agricultural trade, and aggregate indicators of the
sector, such as farm income and food prices.

The projections are a conditional scenario with no shocks and are based on specific assumptions
regarding the macroeconomy, agricultural policy, the weather, and international developments.
In particular, the baseline incorporates provisions of the Federal Agriculture Improvement and
Reform Act of 1996 (1996 Farm Act) and assumes that current farm legislation remains in effect
through the projections period. The projections are not intended to be a Departmental forecast of
what the future will be, but instead a description of what would be expected to happen under the
1996 Farm Act, with very specific external circumstances. Thus, the baseline provides a point of
departure for discussion of alternative farm sector outcomes that could result under different
domestic or international assumptions.

The projections in this report were prepared in September through November 2000 in
conjunction with fiscal year 2002 budget analysis. Projections reflect a composite of model
results and judgmental analysis. Normal weather is assumed. The baseline includes short-term
projections from the October 2000 World Agricultural Supply and Demand Estimates report.

Summary of Projections

In the initial years of the baseline projections, the agricultural sector continues to recover from
the market situation of late 1990s that resulted in generally weak agricultural commodity prices.
Large crops had been produced both in the United States and abroad for a number of years and
world agricultural demand was weakened by the global financial crisis. Strong foreign
competition in a weakened global trade setting reduced the value of U.S. agricultural exports and
market cash receipts to U.S. farmers. Net farm income was maintained at levels near the average
of the 1990s only through large marketing loan benefits and additional funds provided to the
sector through emergency and disaster assistance legislation.

Although there remain some lingering effects of the global crisis in the world economy, the
general recovery in crisis countries strengthens global demand and trade early in the baseline and
U.S. agricultural exports rise. The buildup of global supplies keeps agricultural prices under
pressure over the next several years, with marketing loan benefits continuing to have an
important role in the U.S. farm sector. U.S. farm income initially declines, largely reflecting a
reduction in direct government payments to the sector from the high levels of the past several
years.
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Longer run developments in the agricultural sector reflect continuing macroeconomic
improvement. Structural reform in countries most affected by the global financial crisis of the
late 1990s leads to strengthening world economic growth, particularly in developing countries,
providing a foundation for further gains in trade and U.S. agricultural exports. Expanding
production potential in a number of foreign countries, however, results in continued strong
export competition throughout the baseline. Nonetheless, growth in trade leads to rising market
prices, increases in farm income, and improvement in the financial condition of the U.S.
agricultural sector. Consumer food prices are projected to continue a long-term trend of rising
less than the general inflation rate. The trend in consumer food expenditures towards a larger
share for meals eaten away from home is expected to continue.

Macroeconomic Assumptions

The outlook for the world economy over the next 10 years is characterized by strong growth in
almost all regions of the world. World real GDP growth is projected to average about 3.5
percent annually in 2001-2010, compared with 2.6 percent in the previous decade. The
aftermath of the Asian financial crisis is a world that is structurally more sound and poised for
significant growth without major imbalances. Global economic growth is driven by a recovery
from the Asia financial crisis as well as strong and sustained growth in the former Soviet Union,
Africa, and Latin America. There is also a significant narrowing of the differential between the
high growth regions such as Asia and the lower growth regions of Latin America, Africa, and the
transition economies.

Overall, economic growth in developing countries is projected at 5.5 percent for the next decade,
up from 4.8 percent during 1990-2000. This pickup is important for global agricultural demand
because many developing countries have incomes at levels where consumers diversify their diets
and include more meats and other higher valued food products, and where consumption and
imports of food and feed are particularly responsive to income changes. Although lower than
previously recorded, real GDP in the crisis countries of Asia is projected to grow at 5 percent per
year. Significant sustained positive growth is forecast for Africa for the first time since the
1950s. A strengthening of economic growth in Latin America is also projected. The strong
growth projected for South America reflects reduced debt, less government intervention in the
private sector, growing intra-regional trade, and heavier foreign direct investment.

Projected growth in transition economies (countries of the former Soviet Union and Central and
Eastern Europe) of about 3.5 percent over 2000-2010 is significant in comparison to the
economic contraction of the previous decade. Growth is expected to remain strongest among the
countries that are further along in the transformation from centrally planned to market
economies. Countries of Central and Eastern Europe such as Poland, Hungary, and the Czech
Republic are expected to show relatively strong growth, largely due to successful integration into
the global economy. Russia and Ukraine are beginning to show benefits of their transition to a
market economy, with GDP gains of 3.5 to 4 percent projected for the next decade.

Economic growth in developed countries strengthens in the baseline as well, to 2.8 percent in the
projections from 2.3 percent of 1991-2000. Structural adjustments undertaken in many
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developed countries throughout the second part of the 1980s and early 1990s created a
foundation for growth. Low inflation and interest rates also characterize the outlook for
developed economies. Relatively sluggish growth of 1.9 percent is projected for Japan, however,
which continues to face significant structural problems in its economy and financial sector.

The United States is the largest economy in the world with about 25 percent of global economic
activity and is the largest market for foreign goods. The U.S. also has a dominant role in global
financial markets. Thus, despite a very low income elasticity of domestic demand for most farm
products in the United States, the U.S. economy is crucial for U.S. agricultural prospects through
its role in spurring world growth, global agricultural demand and trade, and U.S. agricultural
exports. Following gains of over 4 percent each year during 1997-2000, the U.S. economy is
expected to slow through 2002 as higher world growth and inflation boost interest rates and
tighten credit. U.S. GDP growth then is expected at 3.1 to 3.2 percent for the rest of the baseline,
reflecting growth of the labor force and strong gains in productivity. U.S. productivity will
remain high because of continued improvements in telecommunications- and information-related
technology crucial to the “new economy.” Inflation is projected at under 3 percent as monetary
policy is assumed to be relatively stringent, tightening when significant inflationary pressures are
expected. The appreciation of dollar in the late 1990s during the Asia financial crisis and the
dollar’s continued strength through the baseline will continue to be a negative factor for U.S.
agricultural exports.

Oil prices in the near term are expected to reflect a relatively tight market for petroleum products
into 2002, but as inventories are restored to normal operating levels over the next several years,
oil prices are assumed to decline somewhat from the high levels reached in 2000. From 2003
through the remainder of the baseline, oil prices are projected to rise slightly more than the
general inflation rate. This pattern of near-term decline in oil prices followed by moderate gains
is predicated on the assumptions that new oil discoveries along with new technologies for both
finding and extracting oil will allow for substantial growth in demand without significant energy
inflation. Also, economic growth has become less directly dependent on energy as the economy
has changed from producing goods to a process much more dependent on information and
communication technologies, particularly in North America and Europe. Thus, the projected
growth of real world oil prices should not notably hinder global GDP growth. However, the
agricultural sector is more negatively affected by higher fuel prices. Fuel costs are a relatively
large share of non-farm input costs. Further, fertilizer prices will likely be up in 2001 even as oil
prices fall modestly, due to continued high prices for natural gas, the major feedstock and boiler
fuel in the production of nitrogen based fertilizer.

Agricultural Policy Assumptions

The baseline incorporates provisions of the 1996 Farm Act and assumes a continuation of current
agricultural law through the end of the projections. Also included are agricultural provisions of
appropriations acts for fiscal years 1999-2001 and provisions of the Agricultural Risk Protection

Act of 2000.

Production flexibility contract payments are provided to the sector through fiscal year 2002
under provisions of the 1996 Farm Act. These predetermined aggregate payments are then
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assumed to continue through the remainder of the baseline at a funding level equal to that in
fiscal 2002 of $4.008 billion. Production flexibility contract payments are generally not related
to current plantings or to market prices.

Nearly complete planting flexibility is provided under the 1996 Farm Act, allowing producers to
respond to market prices and net returns, augmented by marketing loan benefits in low price
years. Marketing loan and loan deficiency payment provisions of the 1996 Farm Act have
enabled farmers to realize per-unit revenues that exceed loan rates—many farmers use a two-step
marketing procedure in which they receive program benefits when prices are seasonally low (and
marketing loan benefits high) and then sell their crop later in the marketing year when prices
have risen. This policy effect also raises producers’ expected net returns for these crops, thereby
affecting planting decisions and acreage allocation. Marketing loan benefits and acreage effects
are particularly important in the early years of the baseline when many crop prices are low. The
baseline assumes that marketing assistance loan rates for corn, wheat, upland cotton, and oilseeds
will remain at their legislated maximum levels through crop year 2001/02. Then loan rates for
these crops are assumed to be based on formulas in the 1996 Farm Act, subject to minimum and
maximum levels specified in the law. The rice loan rate is assumed to remain at $6.50 per
hundredweight through the baseline.

Additional emergency and disaster assistance funds have been provided to the farm sector in
recent years, including market loss assistance for contract crops, oilseed payments, and crop loss
assistance payments. No further ad hoc assistance such as these is assumed in the baseline.

The 2000 Appropriations Act reinstated funding for cotton user marketing certificates (the Step 2
program). The dairy price support program has been extended through the end of calendar 2001.

The baseline assumes that the Conservation Reserve Program (CRP) will gradually build from its
recent level of about 33.8 million acres to its maximum authorized level of 36.4 million acres by
2003, with program authority extended to allow enrollment to remain at that level. New CRP
enrollments reflect periodic regular signups and continuous signups, with a competitive selection
process used for CRP enrollments.

The baseline assumes full compliance with all bilateral and multilateral agreements affecting
agriculture and agricultural trade. Projections assume full compliance with the internal support,
market access, and export subsidy provisions of the Uruguay Round Agreement on Agriculture.
The baseline assumes no accession to the World Trade Organization (WTO) by China or
Taiwan; no enlargement of the European Union (EU) beyond its current 15 members; no
implementation of more liberalized trade among the countries of the Asia-Pacific Economic
Cooperation; and no expansion of the North American Free Trade Agreement. Agricultural and
trade policies in individual foreign countries are assumed to continue to evolve along their
current paths.

Annual quantity and expenditure levels for the Export Enhancement Program (EEP) are assumed
to be in compliance with reductions in the UR agreement. Commodity projections in the
baseline assume small EEP expenditures in fiscal 2001 (for poultry, only), with the program then
assumed to be fully used starting in fiscal year 2002. The baseline assumes some growth in the

4 USDA Baseline Projections, February 2001



total P.L. 480 program level through fiscal year 2006 with no change assumed for later years.
Program levels projected for GSM-102 and GSM-103 credit guarantee programs increase in
fiscal year 2002 and then are constant in nominal dollars for the rest of the baseline.

Crops

In the initial years of the baseline, many crops continue to adjust to a period of low prices of the
past several years. Marketing loan benefits provide some safety net assistance to producers in
these years, augmenting market returns. In the longer run, more favorable global economic
growth supports increases in trade and U.S. agricultural exports, although strong export
competition continues.

Planted acreage for the eight major U.S. field crops (corn, sorghum, barley, oats, wheat, rice,
upland cotton, and soybeans) declines over the next two years before turning upward for the
remainder of the baseline. By 2010, total planted area for these crops reaches 259 million acres,
approaching the high level of plantings for these crops attained in 1996. Planting flexibility of
current agricultural legislation facilitates acreage movements by allowing producers to respond
to market prices and returns, augmented by marketing loan benefits in low price years.
Marketing loan benefits influence the aggregate level of plantings as well as the cropping mix in
the early years of the baseline when many prices are relatively low, but projected acreage gains
in the longer term reflect land drawn into production based on strengthening market incentives as
world demand grows. Yield gains for many crops mitigate some of the need for increasing total
land use.

Export markets continue to increase in importance for many U.S. field crops. Gains in
disappearance for U.S. wheat, sorghum, and cotton are driven by exports, with U.S. trade
showing larger absolute gains and growth rates than domestic demand. U.S. wheat exports rise
steadily in the baseline but face competition from the EU, which is projected to be able to export
wheat without subsidies throughout the baseline. Cotton exports benefit from Step 2 payments,
with exports strengthening in the latter part of the baseline following the phaseout of the Multi-
Fiber Arrangement’s import quotas. Sorghum export gains reflect increasing trade to Mexico.
Corn and soybean oil exports also grow at faster rates than domestic use, although absolute
increases in domestic use are larger than trade gains, reflecting the relative sizes of the utilization
categories. The corn sector faces strong competition in global trade from Argentina, muting U.S.
corn export gains somewhat. Projected utilization gains for soybeans, soybean meal, and rice are
primarily driven by domestic demand, with larger absolute increases and growth rates in
domestic use than exports. Exports of soybeans and products have stronger gains in the first half
of the baseline as low market prices discourage foreign production and encourage domestic
crushing, with U.S. producers receiving marketing loan benefits. Later in the baseline when
prices strengthen, foreign production rises and increased competition lead to declines in U.S.
soybean exports. U.S. rice exports are expected to fall slowly throughout the baseline as U.S.
rice prices increase faster than world prices, making U.S. rice exports less competitive in some
markets.

Domestic demand for many crops is projected to grow slightly faster than population. Growth in
domestic use of rice reflects a greater emphasis on dietary concerns and an increasing share of
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the U.S. population of Asian and Latin American descent. Gains in corn used for ethanol and
corn sweeteners exceed population growth rates. Increases in domestic soybean crush are largest
in the first half of the projections when soybean prices are low, but continue to reflect strong
growth in poultry production and demand for soybean meal throughout the baseline. Domestic
wheat use rises gradually, mainly reflecting gains in food use. Additionally, increases in cotton
textile imports in the second half of the baseline after liberalization of restrictions on cotton
textile import quotas lead to declining domestic mill use of cotton.

The ratios of ending stocks to use are declining over the baseline for corn, wheat, and soybeans,
with nominal prices rising. For rice, ending stocks-to-use ratios are projected to be relatively
constant throughout the projections. Stocks-to-use ratios for cotton increase initially and then are
relatively stable for the rest of the baseline.

Livestock

Relatively low grain and soybean meal prices in the initial years of the baseline encourage
livestock sector expansion, although biological lags in the production process delay higher
output for beef in the near term. In the longer run, moderate feed price increases through much
of the baseline, replenishment of forage supplies, low inflation, domestic demand strength, and
gains in meat exports are expected to contribute to producer returns that encourage higher total
red meat and poultry production, with a growing proportion being poultry.

Beef cattle inventories have continued to be held down by droughts and poor forage conditions
over the past several years, which have encouraged more heifers to be placed in feedlots rather
than retained for calving even as cattle returns have improved. The length of the biological lag is
likely to prevent beef cow herd expansion before 2003-2004. Beef cow numbers then rise
through the remainder of the baseline, pushing the cattle herd up to more than 106 million head
by the end of the projections. Additionally, shifts toward a breeding herd of larger-framed,
higher-grading cattle and heavy slaughter weights partially offset the need for further expansion
of cattle inventories. The beef production mix continues to shift toward a larger proportion of
higher-quality fed beef, with almost all steers and heifers being feedlot fed. Beef production also
continues to move toward a higher graded product being directed toward the export and domestic
hotel-restaurant markets. The United States remains the primary source of high quality, fed beef
for export, including exports for hotel-restaurant trade, largely to Pacific Rim nations. The
United States becomes a net beef exporter near the end of the baseline.

The pork sector will continue to transform into a more vertically coordinated industry with a mix
of production and marketing contracts. Increased vertical coordination in pork production will
lower production costs and improve pork quality and product consistency, allowing pork to
increasingly challenge beef in the hotel-restaurant market as well as at retail. Larger, more
efficient pork producers will market a greater percentage of the hogs over the next 10 years.
With a more vertically coordinated industry structure, the hog cycle is dampened. Pork
production rebounds through 2002 with a moderate contraction in 2003-2004, before rising
gradually through the rest of the baseline. The United States is an important net pork exporter, in
part reflecting environmental constraints in a number of competing countries that limit their
production gains. Prospects for long-term growth markets for U.S. pork exports remain focused
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on Pacific Rim nations and Mexico. Canada will increasingly compete for trade in these
markets.

The broiler and turkey industries have kept production costs from increasing at the full rate of
inflation through technological advancements and improved production management practices,
including taking advantage of economies of size through increasing horizontal and vertical
integration. Further technological improvements are expected to occur during the baseline,
although efficiency gains are likely to be smaller than in the past. Broiler production grows
steadily throughout the projections, with gains slowing to about 2 percent annually at the end of
the baseline. Processed products and fast food markets are important sources of domestic growth
for the poultry sector. Competition in global poultry markets holds U.S. poultry exports to
moderate gains. Asian imports are projected to expand through the baseline, even with growing
domestic broiler production in China. Increasing exports are also expected to Russia, Mexico,
Central America, and the Caribbean.

Decreases in real prices of meats combined with increases in real disposable income allow U.S.
consumers to purchase more total meat with a smaller proportion of disposable income.
Although small reductions in per capita consumption are projected for beef and pork, significant
increases in per capita consumption of relatively lower priced poultry will continue. Thus,
poultry gains a larger proportion of both total meat consumption and total meat expenditures. On
a retail weight basis, poultry consumption is projected to be nearly as large as red meat
consumption by the end of the baseline.

Per capita consumption of eggs rises moderately in the baseline as greater use of eggs in
processed products offsets declining shell egg use per person.

Milk production grows despite slowly declining cow numbers as strengthening milk-feed price
ratios, improved management, and dairy productivity gains push milk output per cow higher.
Productivity gains in the dairy sector will reflect the continued structural shift to larger-sized
operations as many traditional dairy farms, particularly smaller operations, will experience
income stress caused by lower real milk prices and will exit the industry. Domestic dairy
demand is expected to show slow growth in the baseline.

Farm Income and Farm Financial Conditions

Over the last few years, net farm income has been maintained at levels near the average of the
1990s mostly because of large marketing loan benefits and additional funds provided to the
sector in emergency and disaster assistance legislation. These government payments balanced
lower farm cash receipts during this period of generally low commodity prices. Large crops had
been produced both in the United States and abroad for a number of years, and world agricultural
demand was weakened by the global financial crisis. With the baseline assuming no further ad
hoc government assistance and with production flexibility contract payments scheduled to
decline, farm income is initially lower as gains in commodity prices and cash receipts in the
sector do not match the reduction in government payments. Further, production expenses for
energy-related inputs, such as fuels and fertilizer, have been boosted due to price increases for oil
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and natural gas. Despite some cash flow difficulties in the sector, a strong financial position
achieved during the 1990s will help farmers through this period.

In the longer run, the outlook for the sector improves as large global commodity supplies are
reduced, agricultural demand and exports strengthen, and prices rise, leading to gains in farm
income and greater stability in aggregate financial conditions. Beyond 2002, net farm income
gradually moves upward for the rest of the baseline to more than $56 billion by the end of the
projections. As direct government payments fall and then level off, the agriculture sector
increasingly relies on the marketplace for its income. Government payments, which represented
about 9 percent of gross cash income in 1999 and 2000, account for only about 2 percent of gross
cash income in the latter part of the projections. Both crop and livestock receipts are up in
nominal terms due to larger production and higher prices. Production expenses increase in the
baseline, with expenses for non-farm origin inputs rising faster than expenses for farm-origin
inputs. Cash operating margins tighten somewhat early in the projections, with cash expenses
increasing to 79-80 percent of gross cash income over the next few years before falling back to
76 percent later in the baseline.

With reduced farm income and cash flow over the next few years, debt management will be
crucial to the financial condition of the agricultural sector. In the longer run, increasing farm
incomes and relatively low interest rates assist in asset accumulation and debt management, thus
leading to an improved balance sheet for the farm sector. Farm asset values rise only moderately
in the initial years of the projections before strengthening more rapidly through the rest of the
baseline in response to improving farm income prospects. Farm debt rises less rapidly than asset
values. As a result, after 2003, debt-to-asset ratios continue the downward trend of the last 15
years from the high levels of over 20 percent in the mid-1980s, declining to about 14 percent by
the end of the baseline. With asset values increasing more than debt, farm equity rises
significantly. Increasing farm income in the baseline and rising farm equity lead to improvement
in the financial condition of the farm sector.

Food Prices and Expenditures

Retail food prices in the baseline are projected to rise less than the general inflation rate,
continuing a long-term trend. The largest price increases generally occur among the more highly
processed foods, such as cereals and bakery products. Prices of these foods are related more to
the costs of processing and marketing than to the costs of farm commodities. Expenditures for
meals eaten away from home account for a growing share of food spending, reaching nearly 50
percent of total food spending by the end of the baseline.

Agricultural Trade

Relatively strong growth in the volume of global and U.S. agricultural trade is projected during
the next 10 years, aided by ample global supplies and steady demand growth. Demand prospects
are driven by the outlook for healthy economic growth in most of Asia, Latin America, North
Africa, and the Middle East, moderate gains in developed countries, and continued progress
toward freer trade through ongoing unilateral policy reforms and existing multilateral
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agreements. The solid prospects for trade expansion in these regions are expected to more than
offset the relatively weak growth in parts of Asia, Africa, and the former Soviet Union.

Global and U.S. commodity prices and trade value have been weak in recent years because of
large stocks resulting from weakened global demand and large production in the late 1990s.
Even with continued output and productivity gains in exporting countries, commodity prices and
export earnings are projected to strengthen in the baseline because of steady growth in import
demand and reduced U.S. and foreign stocks.

Future trends in China’s agricultural trade are key in the global outlook for commodity trade and
prices. The baseline includes steady growth in China’s imports of most commodities. However,
policy rather than market forces determine much of China’s trade in agricultural commodities
and significant uncertainties exist regarding future policies in China. The size of China’s
agricultural economy increases the potential significance of these issues for world trade.

The baseline shows improved trade growth for several bulk commodities during 2000-10,
compared with the 1980s and 1990s. Projected growth in wheat and coarse grains trade is
particularly strong compared with recent performance, and cotton trade is projected to improve
from the contraction of the 1990s. The expansion of grain trade is broad based, driven by rising
incomes in developing regions, diet diversification, and increased demand for livestock products
and feeds. The phase out of the Multi-Fiber Arrangement (MFA) by 2005 is expected to boost
demand for raw cotton in developing countries, while gradually shifting demand in developed
countries from raw cotton to processed cotton products (textiles and apparel).

Global trade in soybeans and products is projected to continue growing, but at a much slower
rate than the rapid growth of the 1990s. Continued strong gains in developing-country demand
for feed protein is projected to be mostly offset by reduced demand in the EU that results from
slowed livestock output and increased substitution of grain for protein feeds following Agenda
2000 reforms. Growth in soybean oil trade is projected slower than the very high rate achieved
in the 1990s due to increased crushing in developing countries and competition from other oils,
particularly palm oil.

U.S. export volume is projected to strengthen for wheat, coarse grains, and soybeans and
products, rise gradually for raw cotton, and decline for rice. U.S. wheat, coarse grain, and
soybean and soybean product exports expand along with world trade, although continued strong
competition is expected in these markets. U.S. wheat and coarse grain exports compete with
unsubsidized EU wheat and barley throughout the projection period. Argentina is expected to
remain a strong competitor for coarse grain market share. Eastern Europe also begins to make its
presence felt as an exporter in world corn markets early in the projection period. U.S. raw cotton
exports remain strong through the baseline, increasing gradually in the second half of the decade
due to rising global demand following the MFA phase out. U.S. rice exports are expected to fall
during 2000-10 as domestic demand outpaces U.S. production. U.S. exports of soybeans and
products continue to grow, albeit at a much slower pace compared with the 1990s, reflecting
projected trends in world trade and increasing competition from Argentina and Brazil.
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Global meat trade and U.S. meat exports are projected to recover from the recent slowdown in
East Asian and Russian demand, showing strong and steady growth during 2000-10. Prospects
for meat trade are supported by the economic rebound in key Asian markets, and by already-
negotiated reductions in trade barriers. However, Russian imports are projected to increase
gradually and surpass the record levels reached in the late 1990s by the end of the projection
period.

The total value of U.S. agricultural exports is projected to rise to $76 billion by 2010, up from
about $51 billion in 2000. Both bulk and high-valued products are expected to show strong
export growth. Their shares in total U.S. exports remain stable, with high-valued products
continuing to account for the larger share, about 63 percent of the total. The growth expected in
bulk-export value lends strength to total export earnings, in contrast to the average annual
decline in bulk commodity export value in the 1990s. U.S. agricultural imports are forecast to
grow from $38.9 billion in fiscal year 2000 to $53.4 billion in 2010, reflecting the expansion of
the domestic economy and the dollar’s exchange value. The resulting agricultural trade surplus
rises to $22.6 billion in fiscal year 2010, up from $12 billion in 2000 but still well below the
record export surplus of 1996.
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Macroeconomic Assumptions

This section presents the macroeconomic projections underlying the USDA baseline.' Factors

affecting the domestic macroeconomic projections are presented first, followed by a discussion
of the conditions determining the international projections. The projections presented this year
are characterized by strong global growth driven by a rapid recovery from the global financial

crisis as well as strong and what appears to be the beginning of sustained growth in the former
Soviet Union (FSU), Africa, and Latin America.

The global financial crisis that took place in the late 1990s changed trade policies, trade patterns,
and interest rates, and led to major exchange rate depreciations in dollar terms. These changes
have had the expected consequence of reducing foreign demand for U.S. farm products at a time
of worldwide agricultural surpluses. Although the dramatic changes that took place during the
crisis are largely behind us, the lingering impact both in the United States and abroad will

continue for years to come. In the last several years of the 1990s, currencies of our agricultural
competitors depreciated relative to the dollar more than did currencies in our major export

markets (Figure 1). The overall impact was a slump in U.S. agricultural exports. Baseline
assumptions do not anticipate any significant change in relative exchange rates, a continued
negative factor for U.S. agricultural exports. In contrast, the substantial increase in worldwide

economic growth, particularly focused on low-income and other developing countries, should be
a positive factor to drive increased import demand for agricultural products.

Figure 1
Real Agricultural Trade-Weighted Exchange Rates
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' The macroeconomic assumptions used in the baseline were completed in August 2000.
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Domestic Macroeconomic Projections

U.S. economic conditions are crucial to U.S. agricultural prospects, despite a very low income-
elasticity of domestic demand for most farm products. U.S. GDP growth spurs world growth,
since the United States is the largest single market for foreign goods as well as the largest
economy. U.S. financial markets also dominate world financial markets. The growth of
developing economies and the relative strength of the dollar strongly influence farm export
demand and prices. Further, U.S. inflation, energy prices, and interest rates directly influence
agricultural production costs.

The United States had very high growth and low inflation between 1995 and 2000. Remarkably
strong productivity growth has been a key component of the high-growth, low-inflation
economy. GDP growth averaged 4.3 percent while inflation, as measured by the GDP deflator,
averaged less than 2 percent. Short-term Treasury bill rates averaged 5 percent and 10-year
Treasury bond yields averaged 6 percent during this period. In 2000, the unemployment rate fell
to about 4.0 percent, the lowest annual rate since 1969. In 2000, GDP growth is projected to be
5.1 percent, the ninth year of the current economic expansion.

The strong dollar and sharply rising oil prices in 1999 and 2000 hurt U.S. agriculture. While
strong world growth helped keep manufactured exports strong, record crop supplies and a
continued strong dollar kept agricultural export values well below the levels of 1996.

Farm, raw industrial material, and manufactured imports surged due to strong U.S. income
growth and a strong dollar. Overall exports grew but imports grew more, pushing the trade
deficit to record high levels. Nevertheless, large capital inflows from trade-surplus countries
resulted in continued low long-term U.S. Treasury bond interest rates even as the Federal
Reserve raised short-term rates to forestall a new surge in inflation. As corporate bond interest
rates were relatively stable, lending rates and credit standards for small borrowers rose sharply.
Strong U.S. and world growth, particularly in Asia, and a tightening of crude oil supplies by
OPEC caused oil prices to rise sharply, which further widened the U.S. trade deficit and added to
farm expenses. Core inflation (overall inflation minus energy and food price changes) rose
modestly.

Near-term U.S. Macroeconomic Outlook

The 1995-2000 equipment investment boom will continue into 2001, fueled by the contributions
of productivity-boosting equipment sales to business cost savings. These savings will be
reflected in enhanced labor productivity, allowing rising real wages and thereby boosting
consumer spending. Faster world growth will modestly improve the U.S. trade deficit.
However, high oil prices will dampen the trade deficit improvement.

Bottlenecks in specific labor markets will boost inflation modestly and moderate employment
growth. The baseline assumes short-term interest rates will be up in 2001 to keep inflation in
check. The expected increase in world growth, high oil prices, and higher inflation will lead to
higher long-term interest rates and tighter lending standards.
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Most industry analysts expect home, appliance, and auto demand growth to slow from the rapid
pace of recent years as record per capita levels of housing and car ownership have been reached.
The expected saturation in housing and consumer durables demand combined with higher
interest rates, tighter credit, and high oil prices will keep consumer spending gains and GDP
growth modest in the near-term.

The U.S. Economy, 2003 to 2010 Projections Overview

Longer-term macroeconomic projections are based on trend GDP growth assumptions for 2003-
2010, with 2002 used as a transition year from the short-term forecasts. Near-term moderating
GDP growth will continue into 2002 as GDP growth falls to 2.6 percent, below the long-term
trend. Then, growth returns to a long-term sustainable rate of 3.2 percent per year through 2007,
slowing to 3.1 percent per year as baby boomers retire in large numbers in 2008 to 2010.

Oil Market Balances in 2003. Oil price projections assume a long-run equilibrium of supply
and demand by 2003. The current market pricing of oil company equities reflects the view that
increases in earnings from high crude oil prices are not sustainable due to eroding OPEC market
power. Thus, the crude oil market is assumed in the baseline to revert to pricing based on the
fundamentals of demand and supply in 2 to 3 years.

Financial Markets in 2003-2010 Similar to 1996. Projected financial market variables such as
interest rates reflect a balance of supply and demand for loanable funds consistent with world
and U.S. growth assumptions. Moody's AAA bond rates are assumed to average 6.6 percent in
2003-2010. Core inflation is 2.9 percent as reflected in the CPI. An unemployment rate of 4.6
percent is assumed, reflecting effective full employment. Projected labor compensation grows
about 1 percent above inflation.

Underlying Policy and Aggregate Supply Assumptions for 2003-2010
* Fiscal policy will result in structural Federal budget surpluses for the forecast horizon.

* Monetary policy will be relatively stringent, as the Federal Reserve policy will tighten
when significant inflationary pressures are expected, keeping inflation below 3 percent.
The three-month Treasury bill yield will average 4.7 percent.

* Trend labor productivity growth will average from 1.9 to 2.2 percent in 2000 to 2010.

* Energy markets will return to balance in 2003. Thereafter, real crude oil prices will rise 0.4
percent per year, roughly consistent with the Energy Information Administration’s January
2000 Annual Long Term Outlook and the more recent long-term projections of the
International Energy Agency.

* Employment growth is expected to average 1.1 to 1.2 percent a year through 2010, which is

broadly consistent with Bureau of Labor Statistics projections. This projection is consistent
with the tightened welfare and disability qualifications now in place and expected
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immigration, as well as the age structure of the working population and the continuing
pattern of retirement prior to social security eligibility.

World GDP growth is expected to be about 3.5 percent from 2005 to 2010. Since the U.S. is 25
percent of the world economy, world growth is jointly determined with U.S. GDP growth.

Domestic Macroeconomic Projection Highlights

The trend baseline assumptions avoid introducing spurious cycles into forecasts dependent
on these projections. These trends are consistent with standard macroeconomic stylized
facts, such as an increasing capital-to-labor ratio and high total factor productivity raising
labor productivity.

Long-term trend GDP growth is 3.2 percent. Disposable income and consumer spending
growth are expected to grow at a trend 3.0 percent per year. Disposable income growth will
be partly the result of growth in real compensation in a labor market that has the
unemployment rate below 5.0 percent. A pickup in the personal savings rate relative to the
low savings rate of 2000 is expected. Such low personal savings rates are not sustainable in
the medium term and the increase in savings will be a major force slowing GDP growth in
2002.

The investment required to achieve continued high productivity growth implies augmenting
domestic savings with a net inflow of foreign funds. This will result in continued trade
deficits and will prevent a significant drop in real long-term interest rates despite continued
budget surpluses and modest increases in the personal savings rate. The continuing trade
deficit and accompanying inflow of funds is consistent with a stable real value of the dollar.
While likely to shrink from current high levels, the trade deficit will continue to be
substantial.

Inflation as measured by the annual GDP deflator is projected to average 2.7 percent from
2003 to 2010, almost as low as that in the early 1960s. The sharp runup in oil prices seen in
the second half of 1999 is expected to turn around in early 2001, with relative stability by
2003. The trend growth in oil prices thereafter is expected to result in average real crude oil
prices comparable to those of 1996 by the end of the projection horizon.

Major Issues Shaping the U.S. Macroeconomic Assumptions

Three major issues are involved in the baseline domestic macroeconomic forecast:

14

How is trend GDP growth justified?

How did the large revisions made in historical macroeconomic variables in the National
Income and Product Accounts change the baseline forecast for the economy and what does
that mean for agricultural market analysis?
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*  What are the near-term and long-term prospects for oil prices and what are the implications
for the general economy and the agricultural sector?

These issues are discussed in the following three boxes.

U.S. Long-term GDP Growth Prospects

Projected trend total factor productivity growth (the portion of growth not accounted for by
capital or labor growth) for 2000-2010 is 1.5 percent annually--as fast as that of the 1990s,
although it represents a slowdown from productivity gains of the last 5 years (table 1). Despite
data revisions boosting historical GDP growth, the recent and projected productivity growth is
largely due to real structural changes in the U.S. economy reflected in aggregate supply and
demand changes of the last decade.

The trend GDP growth for the decade from 1990 to 2000 is 3.3 percent. The portion of that
growth attributable to capital is the share of capital income relative to overall national income
(assumed to be 30 percent) times the annualized growth rate in the capital stock. Capital stock
grew 2.67 percent during 1990-2000, which when multiplied by 0.3 is a 0.8 percent annualized
contribution to total economic growth. The labor share is similarly computed, resulting in a
labor contribution of 1.0 percent (0.7*1.43) to annualized economic growth. The remaining 1.5
percent is the residual GDP growth unexplained by capital or labor, and is attributed to total
factor productivity (TFP) for 1990-2000. These results are in table 1.

Total factor productivity is everything not explicitly attributable to labor or capital. It is the only
non-measurable part of the productivity formula and it is always computed as the percentage

Table 1. Historical and projected GDP growth accounting

Selected time Capital Labor Total factor
periods GDP growth contribution contribution productivity
Average annual percentage change

1950-1960 3.5 1.1 1.1 1.3
1960-1970 4.2 1.2 1.6 1.5
1970-1980 3.2 1.0 1.7 0.5
1980-1990 3.3 0.8 1.3 1.1
1990-2000 3.3 0.8 1.0 1.5
1995-2000 43 1.0 1.2 2.1
2000-2010 forecast 3.2 0.8 0.9 1.5

Sources: Historical BEA and BLS data from Haver Analytics; forecasts,
USDA/ERS. Computations assume growth contributions are 30 percent from
capital and 70 percent from labor. For methodological details, see N. Gregory
Mankiw, Macroeconomics , 4th edition, 2000, page 129.

--continued
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U.S. Long-term GDP Growth Prospects--continued

change remaining after subtracting the contributions of capital and labor to GDP growth. The
improved quality of workers due to an increasing share of the workforce with a college
education, the widespread use of telecommunications equipment in business, as well as
measurement errors in capital and labor measurement and dozens of other factors are included in
imputed total factor productivity.

Was the 1990s Decade Really New?

The 1990s began with a relatively mild recession lasting 3 quarters starting in mid-1990 and
ending in early 1991. This recession was due largely to an oil price shock affecting an economy
that had structural imbalances, continuing from the 1970s and 1980s. For the remainder of the
1990s the U.S. economy showed accelerating growth.

The annualized growth rate went from 2.3 percent in 1990-1995 to 4.3 percent in 1995-2000.
The extraordinary surge of 4.3-percent GDP growth in the last half of the 1990s reflected a
double-digit annual growth in equipment and software investment and a boost in TFP. TFP
picked up in part because of low real oil prices; increasingly effective use of personal computers,
telecommunications equipment, and software to lower costs and increase output; and increased
perceived job insecurity, as measured by a decline in number of days lost to strikes.

The baseline assumes total factor productivity growing at a 1.5 percent annual rate, as fast as in
the last decade but more slowly than in the last half of the decade. This strength reflects
continued improvements due to Internet and telecommunications related technology (the new
economy factor). We expect a slowdown from the recent rapid pace of growth in capital stock,
returning to the rate of the 1980s and an average of the 1990s, about 0.8 percent. Finally,
because of an expected modest slowdown in the growth of the labor force, the baseline assumes
the contribution from labor to overall growth slows to 0.9 percent per annum, down from the 1-
percent annual contribution of the 1990s. Together, these three assumptions imply an underlying
annual trend GDP growth rate of 3.2 percent.

16 USDA Baseline Projections, February 2001




U.S. GDP Growth Revisions

Conceptual and statistical revisions by the Bureau of Economic Analysis (BEA) of the
Commerce Department to the historical national income and product accounts were released at
the end of 1999. One of the major factors incorporated into the accounts adjusted for
shortcomings in the treatment of technological change. As a result, estimates of historical GDP
and productivity growth were revised upward. The details of the revisions are presented in
several articles from The Survey of Current Business, at http://www.bea.doc.gov/bea/an1.htm.

Highlights of the revisions include:

. Current-dollar (nominal) gross domestic product (GDP) was revised up for all years from
1975 to 1999, primarily because of a definitional change that recognized software
purchases as investment spending.

. Nominal personal consumption expenditures (PCE) for non-durable goods were revised
up for all years beginning with 1975. In particular, nominal consumer food expenditures
were revised up. Beginning with 1993, nominal non-durable goods spending was revised
up by increasingly large amounts that reached $46.5 billion for 1998. The revisions were
primarily accounted for by food--increasingly large upward revisions to purchased meals
and beverages that were offset partly by downward revisions to food purchased for off-
premise consumption.

. The revised estimates of real GDP show an average annual growth rate for the 1957-1999
period of 3.4 percent, 0.2 percentage points higher than that shown in the previously
published estimates.

. Upward revisions to the growth of real GDP begin in 1977, with no change in previous
years. For 1977-92, the growth rate of real GDP was revised up 0.3 percentage point to
2.9 percent, and for 1992-98, it was revised up 0.4 percentage point to 3.6 percent. Most
analysts believe the 1995-1999 GDP growth of 3.1 percent was raised by at least 0.5
percentage point due to the data revisions.

Implications for the Baseline

The trend GDP growth of 2.6 percent assumed in the February 2000 USDA baseline could be as
high as 3.2 percent or as low as 2.9 percent under the new NIPA revisions. If the prior trend
GDP projection is increased to reflect the 0.5 percent consensus estimate of the difference
between the old GDP data and the new GDP data for 1995-1999, the revised 2000 baseline trend
GDP annual growth rate would be 3.1 percent.

--continued

USDA Baseline Projections, February 2001 17




U.S. GDP Growth Revisions -- continued

The trend GDP growth rate assumed in this baseline report reflects the data changes and a
slightly more optimistic view about the rest of the world’s GDP growth, yielding a trend U.S.
GDP growth rate of 3.2 percent. This growth slows to 3.1 percent towards the end of the
projections as baby boomers start to retire in large numbers. Thus, the 2001 baseline GDP
growth rate is essentially the same as the 2000 baseline GDP growth rate, adjusted for the GDP
data revisions and higher assumed rest-of-world growth. Changes in disposable income and
consumer spending growth in the 2001 baseline compared to the 2000 baseline are also largely
due to the NIPA revisions in historical data.

Because of these historical data revisions, an analyst using one of the affected variables (such as
disposable income, GDP, or aggregate consumption) as a demand shifter in a forecasting model
should re-estimate those equations using the revised NIPA data. A defensible alternative
procedure until this re-estimation can be completed is to reduce GDP growth by 0.5 percentage
point in the current forecasting model.
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Energy Prices, the World Economy, and U.S. Agriculture: Now and Later

Energy prices, particularly petroleum prices, have been extremely volatile over the last several
years. Spot crude oil prices have gone from below $10 per barrel in late 1998 to above $30 per
barrel in mid-2000.

The slowdown of the Asian economy, which spilled over into other parts of the developing
world, resulted in slow world economic growth in late 1997 and 1998. Weak world GDP growth
led to falling demand and lower prices for crude oil. In response, most oil-producing nations
expanded supplies, attempting to keep revenues up. Crude oil prices bottomed out in December
1998 when the refiners’ acquisition cost of imported crude dropped to $9.38 per barrel, roughly
half the price of October 1997.

The Asian and world economy turned around sharply in late 1998 and in 1999, while the United
States continued to have very strong growth. So, when the Asian economy bounced back, the
demand for oil was extremely strong. At the same time, OPEC members, with the cooperation
of non-OPEC oil producers (such as Russia, Norway, Oman, and Mexico), curtailed oil supply.
As a result of higher demand and tighter supply, crude oil prices tripled.

The intermediate oil price outlook through 2002 is expected to reflect a relatively tight market.
The longer-term real oil price is assumed in the baseline to remain above the long-term
equilibrium price expected by most of the 11 major forecasts reviewed by the Energy
Information Administration (http://www.eia.doe.gov/oiaf/aco/forecast.html), but below their
high oil price scenario.

Petroleum demand in this forecast will not move up as rapidly as it did in 1998 to 2000. The
major reasons for slower petroleum demand growth are (1) an expected moderation in near-term
U.S. and Asian growth, and (2) increased energy efficiency induced by relatively high petroleum
product prices and continuing substitution of natural gas for petroleum-based fuels. The sharp
drawdown of crude oil inventories over 1998 to the middle of 2000 reflected a very tight market
for petroleum products, which will almost certainly last into 2002.

OPEC’s market power is expected to erode as the cost of quota compliance in terms of lost oil
volume exceeds the benefits of continuing high prices for some of the OPEC producers. Further,
the oil supply will further expand as non-OPEC producers expand crude output to enhance oil
revenues. By 2003, the baseline assumes that oil supply will balance demand as inventories are
restored to normal operating levels.

In the longer term, new supplies from West Africa’s coast and the Caspian Sea, coupled with
continued gains in crude oil yields from oil field extraction technology, will keep supply
growing. The projected strengthening in world GDP growth, even with continued energy
efficiency improvements, will likely shift petroleum demand out. The net result of the growth of
demand and supply suggests a trend growth in the real crude oil price of about 0.4 percent per

--continued
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Energy Prices, the World Economy, and U.S. Agriculture: Now and Later -- continued

year. The baseline oil price forecast is in line with the International Energy Agency’s projections
from the International Energy Outlook 2000 (http://www.eia.doe.gov/oiaf/ieo/index.html). This
relatively slow growth of real world oil prices should not notably hinder global GDP growth.

Implications for the U.S. Economy and the Agricultural Sector

Implications for the overall U.S. economy of the current and projected short-term energy
situation are negligible because the magnitude of the real oil price increase is small. The
September 2000 surge in West Texas Intermediate (WTI) crude to $33.88 a barrel was
equivalent to $19.64 in 1987 dollars, only $4.64 real 1987 dollars above the average post war
$15 real oil price. Even if the oil price remains at the September 2000 level, the real price of
crude still would be far lower than during the oil price shocks of 1974, 1979, and 1990. So,
while a $19.64 real oil price is above average, it is low compared to the almost $49 real price per
barrel of 1979. Impacts of higher oil prices on the U.S. economy are further muted because of
improvements in energy efficiency--the domestic energy and petroleum intensity (the amount of
energy per dollar of real GDP) is now less than half of what it was in 1973.

The agricultural sector, however, is more negatively affected by higher fuel prices. Fuel costs
are a relatively large share of non-farm input costs. Also, natural gas substitution for petroleum-
based fuels will keep the price of natural gas high. Natural gas is the major feedstock and boiler
fuel in the production of nitrogen based fertilizer. Natural gas price rises will be translated into
higher fertilizer prices now and in the immediate future.

20 USDA Baseline Projections, February 2001




International Macroeconomic Assumptions2

The outlook for the world economy over the next 10 years is characterized by strong growth in
almost all regions of the world. The aftermath of the Asian financial crisis is a world that is
structurally more sound and poised for significant growth without major imbalances. Although
we anticipate that long-run growth rates in the Asian crisis countries are lower than they were
before the crisis, significantly high real GDP growth rates of about 5 percent per year are
forecast for these countries. Significant sustained positive growth is forecast for Africa for the
first time since the 1950s and for Russia for the first time since the breakup of the Soviet Union.
In both cases, positive per capita income growth is foreseen after long periods of per capita
income declines. Although we anticipate positive GDP growth in Japan, the longer-term outlook
for sluggish growth there is an important negative feature of the longer-term global outlook.
Continued large trade deficits in the United States are another potential problem for the longer-
term outlook.

There are two distinct phases of the world economic forecast. In the near to midterm, crisis
recovery dominates the outcome, while in the longer-term structural reform leads to renewed
sustained economic growth in the crisis countries but at a lower rate than previously recorded.
Combined with this renewed growth in the crisis countries is higher growth in Africa and Latin
America. Indeed, it is hard to find a comparable historical period of consistent and sustained
growth on such a broad country basis under conditions of macroeconomic stability. It is also
hard to find a comparable period of such high-sustained growth throughout the world without
significant inflationary pressures.

Oil prices are assumed to decline somewhat over the next several years from the high levels
reached in 2000, and then to rise slightly more than the general inflation rate for the remainder of
the baseline. This near-term decline in oil prices followed by moderate gains is predicated on the
assumptions that new oil discoveries, such as those in Kazakhstan, along with new technologies
for both finding and extracting oil will allow for substantial growth in demand without
significant energy inflation. Also, economic growth itself has changed from a process of
producing goods to a process much more dependent on information and communication
technologies. This transformation, which is particularly evident in North America and Europe,
has reduced the direct dependence on energy and is expected to have widespread impacts
throughout the world.

In the aftermath of the global crisis of 1997-98, world real GDP is projected to grow an average
of 3.5 percent between 2001 and 2005, compared with 2.6 percent during 1991-2000 (table 3).
The United States continues to sustain the longest expansion in history, while the EU countries
are beginning to benefit from their monetary union. Although unemployment in the EU is still
high compared with the United States and Japan, it has fallen below 10 percent for the first time
in 20 years. Prospects for Europe are better than they have been for a long time.

The crisis countries of Asia recovered much more rapidly than at first anticipated. However, the
structural reforms that would provide the fundamentals for long-term sustained high-level

’The international macroeconomic assumptions used in the baseline were completed in October 2000.
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growth have not been undertaken to nearly the degree that would be desired. Consequently,
projected growth for these countries is not as high as before the crisis, although still
considerable. While growth for the next decade of 6.7 percent is projected to be somewhat
slower in East and Southeast Asia than the 7.3 percent annual rate of the 1990s, the countries of
the region have recovered remarkably well from the financial crisis.

Latin American growth is projected to increase substantially to an average of 4.6 percent
between 2001-2010, significantly higher than the 3.2 percent growth of the 1990s. Growth in
Africa and the transition economies of Eastern Europe and the former Soviet Union are projected
to experience even higher growth relative to the historical period. For Africa, growth is
projected to increase from 2.6 to 4.4 percent. The transition economies are projected to
experience growth of 3.6 percent compared with a rate in the 1990s of -3.3 percent per year. In
both cases, significant per capita income growth is expected for the first time in more than a
decade. The developed economies, including the United States, are also projected to grow at
higher rates than in the 1991-2000 period, 2.8 compared with 2.3 percent. Inflation is expected
to continue at unusually low levels in both the developed and developing countries. The real
price of oil is expected to return to relatively low levels through much of the projections period.

Overall, projected world growth is stronger than in any period since the 1960s, with almost all
regions of the world expected to experience above-average growth. There is also a significant
narrowing of the differential between the high growth regions such as Asia and the lower growth
regions of Latin America, Africa, and the transition economies.

Developed Economies

In the coming decade, real GDP growth will increase in the developed economies from the
relatively low rates of the 1990s. The structural adjustments undertaken throughout the second
part of the 1980s and into the 1990s created a solid foundation for future growth. Low inflation
and interest rates will help countries produce output close to potential levels. Government
budgets, except in Japan, will be largely balanced. However, external imbalances may persist,
particularly the large U.S. trade deficits with Japan and China. Among the major economies,
only the United States will continue to carry a large current account deficit, although it is
expected to decline somewhat over the projections period. The continued large trade deficits for
the United States are predicated on the assumption that countries around the world will still want
to accumulate dollars as a reserve currency. If the euro begins to challenge the dollar’s role as an
alternative reserve currency, then a significant relative depreciation of the dollar would be
expected and the competitive outlook for U.S. trade would improve substantially.

European Union. The monetary union between qualified EU members and introduction of a
single currency enhances the efficiency of cross-border trade and investment within the EU.
More uniform fiscal policies, as well as disciplined monetary policy guided by the German-based
central bank, should lead to more stable growth prospects early in the baseline. The European
economy is projected to expand by 2.8 percent on average between 2001 and 2005 and 2.6
percent from 2005 to 2010. This is a substantial increase from the 2-percent growth experience
in the 1990s. Population will stabilize so that virtually all income growth will translate into per
capita gains.
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Unemployment will remain high relative to the United States, near 10 percent, but should
gradually fall to 8 percent as more flexible wage and employment policies are adopted. This is a
significant change from the very persistent double-digit unemployment rate over the 1990s.
Inflation should be well controlled as a strong unified currency, the euro, acts as an anchor for
price stability. Fiscal consolidation by member countries will reduce inflationary expectations
and lower long-term interest rates. The euro is projected to depreciate in real terms over the next
several years, and then stabilize for the rest of the projections as the currency becomes used for
world trade and international reserves. Because of the monetary union, national differences in
real interest rates will disappear, at least for the countries in the union--financial markets will
encompass the whole region, and thus investment opportunities will depend less on the relative
availability of capital in each country.

Greater intra-European trade should encourage price arbitrage of homogeneous products and
services, providing comparable prices across countries for both producers and consumers. As
capital moves freely across borders, investors and producers would be able compete on more
equal terms across countries, despite the lack of transnational mobility of workers. Even without
formal eastward enlargement, closer integration with Eastern Europe also opens more trade and
investment opportunities in the transition economies, particularly the former Soviet Union. As
the transition economies gain higher per capita incomes, imports from the EU should rise
accordingly.

Japan. Japan’s economy continues to face significant structural problems, including a large
fiscal deficit, sluggish consumer spending, and very large nonperforming loans that burden the
banking system. Current growth in the GDP is the result of government deficit spending,
particularly on public works projects. The government hopes to induce self-sustaining economic
growth by restoring consumer confidence and reviving financial activity and investments by
addressing private-sector debt problems. Projected slow growth to 2010 assumes some success
in these efforts, but also reflects the difficulty of the tasks. Added to the current economic
difficulties is the anticipated decline in size of the labor force in the last part of the projection
period, which could lead to lower output unless labor productivity improves. Japan’s share of
world GDP is projected to decline from a peak of almost 13 percent in 1991 to about 9.5 percent
by 2010.

A major issue for Japan’s economy is the excess of savings over investment, as manifested in its
sizable current account surplus. This fundamental imbalance, together with non-tariff barriers
that restrict imports and foreign investment, keep the domestic economy isolated from global
competition. High internal costs in the non-manufacturing industries such as farming, housing,
and electric power generation have held back investors as well as consumers. More deregulation
will encourage domestic demand, specifically private consumption and investment, as well as
boost imports.

The yen is expected to continue a slow appreciation as Japan maintains a large trade surplus.
Deregulation of Japan’s financial market is also likely to boost the yen as foreign capital funds
are attracted. Opening Japan’s retail and insurance markets to foreign competition will lower
prices of goods and services.
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Canada. Canada’s growth pattern in the 1990s roughly tracked the U.S. GDP, but at a slightly
slower rate, 2.6 percent for Canada against 3.2 percent for the United States. Because of the
close integration of trade and investment, projections over the next 10 years have Canada
growing at approximately the same rate as the United States, 3.2 percent. NAFTA has reinforced
the growing integration of the two economies. Canada has consistently had a trade surplus with
the United States in the 1990s, the destination for 82 percent of its exports. A competitive
Canadian dollar significantly influenced this pattern. A steady depreciation against the U.S.
dollar since 1990 averaging 3.9 percent a year has helped boost the Canadian currency’s real
exchange rate competitiveness. The baseline assumes a continuation of this pattern at a rate of
depreciation below 1 percent per year.

The future growth path for Canada depends to a large extent on the pace of U.S. economic
activity, augmented by growing trade with Asia and Mexico. Already considerable, Canadian
trade with Asia should further expand as APEC relationships become closer. Although Asian
growth is projected to be somewhat slower in the aftermath of the crisis, as a region, Asia will
still continue to grow faster than any other region. Canadian trade with Mexico is already on the
rise, stimulated by NAFTA. The country’s trade surplus is projected to continue growing.

The overhaul of Canada’s fiscal policy from large deficit to surplus is principally responsible for
the country’s bright growth prospects. Less government spending and more funds available for
private investment and consumption allowed market forces to revive previously anemic growth
as interest rates significantly fell. Low inflation and interest rates are expected to carry healthy
GDP expansion through the next decade. Also, foreign debt (as a percentage of GDP) will fall
by 35 percent over the next 10 years. Domestic demand in the short- and long-term will be led
by fixed capital formation. Gross national savings as a share of GDP will increase to around 22
percent compared to 19 percent for the United States.

Transition Economies

Among the transition economies, countries that are further along in the transformation to market
economies are experiencing higher growth than those that have only recently carried out reforms.
The first group includes Poland, the Baltic countries, the Czech Republic, Hungary, the Slovak
Republic, Croatia, and Slovenia. The second group includes Bulgaria, Romania, Russia,
Ukraine, and other countries of the former Soviet Union. The principal measure of the success
of reform, which also coincides with higher GDP growth, is the degree of integration into the
global economy--trade flows, investment flows, and currency convertibility. More liberalized
trade arrangements, foreign direct investment, and portfolio inflows indicate the integration and
relative competitiveness with the world at large, particularly with Europe and the other advanced
economies. Russia and the Ukraine are completing the adjustment associated with the transition
from centrally planned to market economies. Significant growth occurred in 2000 and the
baseline assumes that growth will continue throughout the next decade. However, important
problems still are prevalent and growth is projected to be slower than in the more progressive
Central European countries even in the out years