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2-Year Treasury Yields During Fed Tightening Cycles
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10-Year TIPS Breakeven Rate
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Exhibit 1
Financial Market Developments
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Exhibit 2
The Case for No Change

o The output gap is expected to persist until the end of 2006.

° The Committee may be quite uncertain whether output growth really has
"regained traction."

° Recent inflation readings have been quite benign.
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The Case for Tightening 25 basis points

® Drop the last two sentences if...

® Retain the last two sentences if...

and policy outlook.

® The current level of the real federal funds rate is still quite accommodative.
® Financial market conditions have eased.

® The upside risks to the inflation outlook may be quite worrisome.

—~ measured pace language is viewed as constraining the scope of future policy action.

—~ measured pace language is viewed as a useful signal of the Committee’s economic
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An explanatory note is provided in Chart 5 of the Bluebook.
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An explanatory note is provided in Chart 6 of the Bluebook.

Alternative Simulation: "Less Room to Grow"
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Table 1: Alternative Language for the September FOMC Announcement

August FOMC

Alternative A

Alternative B

Alternative C

Policy
Decision

The Federal Open Market
Committee decided today to raise its
target for the federal funds rate by
25 basis points to 1-1/2 percent.

The Federal Open Market Committee
decided today to keep its target for the
federal funds rate at 1-1/2 percent.

The Federal Open Market Committee
decided today to raise its target for the
federal funds rate by 25 basis points to
1-3/4 percent.

The Federal Open Market Committee
decided today to raise its target for the
federal funds rate by 25 basis points to
1-3/4 percent.

Rationale

o

expansion going forward

The Committee believes that, even
after this action, the stance of
monetary policy remains
accommodative and, coupled with
robust underlying growth in
productivity, is providing ongoing
support to economic activity.

The Committee believes that the
accommodative stance of monetary
policy, coupled with robust underlying
growth in productivity, is providing
ongoing support to economic activity.

In recent months, output growth has
moderated and the pace of
improvement in labor market
conditions has slowed. This softness
likely owes importantly to the
substantial rise in energy prices. The
economy nevertheless appears
poised to resume a stronger pace of

Even though output appears to have
regained some traction after
moderating earlier this year, the pace of
improvement in labor market
conditions remains modest.

[Unchanged]

After moderating earlier this year
partly in response to the substantial
rise in energy prices, output growth
appears to have regained some
traction, and labor market
conditions have improved
modestly. Fhepaceofmmprovenemt

[Unchanged]

Output appears to be regaining traction, and

labor market conditions have improved
modestly.

Despite the rise in energy prices,
inflation and inflation expectations

Inflation and inflation expectations have

cased in recent months, but elevated energy

prices continue to put upward pressure on
costs and prices.

Assessment
of
Risk

The Committee perceives the upside
and downside risks to the attainment
of both sustainable growth and price
stability for the next few quarters to

expected to be relatively low, the
Committee believes that policy
accommodation can be removed at a
pace that is likely to be measured.
Nonetheless, the Committee will
respond to changes in economic
prospects as needed to fulfill its
obligation to maintain price stability.

to be relatively low, the Committee
believes that policy accommodation can
be removed at a pace that is likely to be
measured. Nonetheless, the
Committee will respond to changes in
economic prospects as needed to fulfill
its obligation to promote price stability
and sustainable growth.

4. Inflation has been somewhat Despite the rise in energy prices,
clevated this year, though a portion inflation and inflation expectations
of the rise in prices seems to reflect have eased in recent months. have eased in recent months.
transitory factors.
5. The Committee perceives the upside
and downside risks to the attainment [Unchanged]
of both sustainable growth and price
stability for the next few quarters are
roughly equal. be are roughly equal.
6. With underlying inflation still With underlying inflation still expected

With underlying inflation st expected
to be relatively low, the Committee
believes that policy accommodation
can be removed at a pace that is likely
to be measured. Nonetheless, the
Committee will respond to changes in
economic prospects as needed to fulfill
its obligation to maintain price
stability.

[Unchanged)|






