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Domestic Developments

Since the October Greenbook, we have received a great deal of information on economic
and financial developments that has led us to reduce the projected increase in real GDP
over the coming year. Conditions in financial markets, which improved a bit in October,
have deteriorated over the intermeeting period, and throughout the forecast period the
price of crude oil is expected to remain at a higher level than we previously projected. In
addition, the incoming data on spending, most notably in the household sector, have been
more downbeat than we were expecting. The recent readings on factory output have been
a bit softer as well. Meanwhile, further improvement in the external sector appears to be
providing only a slight offset this quarter to the weakening in domestic demand. As a
result, we now think that real GDP will be little changed in the fourth quarter and will
increase less than 1% percent in 2008—the latter down almost Y2 percentage point from
the last Greenbook. We continue to believe that, by 2009, conditions in mortgage and
other financial markets will have improved and the drag from higher energy prices will
lessen, thereby promoting a gradual strengthening in economic activity. As a result, we
expect that real GDP will rise 2 percent in 2009.

An important factor in our revisions to the forecast this time around was a further
reassessment of prospects for residential construction. We now believe that, through
early 2008, disruptions to mortgage lending, spreading foreclosures, and falling house
prices are likely to lead to a deeper drop in sales and construction than we anticipated in
the last Greenbook. And we project that the subsequent recovery will come even more
slowly than we expected as mortgage markets take longer to right themselves,
homebuyers become convinced more gradually that homes are attractive investments, and
homebuilders are forced to make additional production adjustments to reduce their
inventory overhangs. We now project that a lower trough for starts in the first half of
next year will be followed by a shallower recovery. As another consequence of
developments in financial markets, we have factored in greater restraint on capital
spending than we previously assumed. In addition, the higher level of oil prices will be a
drag on both consumer and business spending in 2008 as a result of lower real income
and the reduced pace of business sales. The improved outlook for net exports in this
forecast provides a modest offset to the other changes in the economic outlook.

The news on prices has pushed top-line inflation higher in the near term. Longer-run
inflation expectations appear to have changed little, and core inflation still appears likely
to remain relatively stable over the forecast period at 2 percent in 2008 and 1.9 percent in
2009. The forecast for resource utilization now shows some additional easing in labor
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Key Background Factors Underlying the Baseline Staff Projection
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and product markets; labor costs are projected to continue to rise at a moderate rate; and,
beyond the near term, prices of core nonfuel imported goods are still expected to increase
only modestly despite the drop in the dollar.

Key Background Factors

We view the deterioration in financial market conditions as implying greater restraint on
spending than was the case in the October Greenbook. Accordingly, in this forecast we
have assumed that the federal funds rate is reduced 25 basis points at the December
FOMC meeting and is held at 4% percent through mid-2009. Then, with inflation edging
down, a noticeable degree of economic slack remaining, and real GDP increasing at a
subpar rate, we assume that the federal funds rate is lowered again, to 4 percent in the
second half of 2009. In contrast, futures quotes imply that market participants expect the
rate to be cut considerably further, to about 3 percent in early 2009. Yields on longer-
term Treasuries are about 40 basis points below their level at the time of the October
Greenbook. We assume that those yields will rise gradually during the next two years as
the market’s outlook for the federal funds rate moves closer to ours and as term
premiums widen.

The outlook for mortgage finance has worsened over the intermeeting period. Secondary
markets for nonprime loans remain closed, and spreads on prime jumbo loans have risen
further. Spreads on prime conforming loans have also risen, and Fannie Mae and Freddie
Mac have increased fees to guarantee mortgages pooled into agency mortgage-backed
securities. They have also modestly tightened underwriting standards, which may reduce
options for borrowers who want to refinance a nonprime loan. We do not anticipate
much improvement in mortgage markets until the spring, and a full adjustment to the new
environment for mortgage lending is likely to extend into mid-2009. In addition, we now
expect house prices to weaken more over the forecast period than we previously assumed.
We project that house prices, as measured by the OFHEO purchase-only index, which
decreased at an annual rate of 1 percent in the third quarter, will fall at roughly a

3 percent annual rate through 20009.

Corporate credit markets now appear to be, on balance, tighter than we had assumed in
the last forecast. In particular, yield spreads on speculative-grade corporate bonds have
widened noticeably, as have spreads on leveraged loans. The syndication of loans for
previously committed leveraged buyouts has stalled again, and those loans are making
their way onto bank balance sheets. Spreads on asset-backed and unsecured lower-rated
commercial paper, which narrowed during October, have turned up again, with year-end
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pressures accounting for only part of the increase. Asset-backed commercial paper has
continued to run off. In addition, spreads on commercial-mortgage-backed securities
have risen sharply further, and issuance has been curtailed.

Equity prices have fluctuated significantly since the last Greenbook but, on net, are down
3 percent, and the equity premium has widened a fair bit. For the forecast period, we
have adhered to our usual assumption that stock prices will increase, on average,

6% percent per year, consistent with our estimate of the required return to equities in
recent years.

Regarding fiscal policy, the Congress has made little progress on the budget for fiscal
year 2008, but we have maintained our key assumptions for fiscal policy. Importantly,
we continue to assume that relief from the alternative minimum tax will be extended
through fiscal 2009 without any offset to the resulting revenue loss. The unified budget
deficit, which narrowed to $163 billion in fiscal 2007, is expected to widen to

$261 billion in fiscal 2008 and $284 billion in fiscal 2009—about $40 billion more each
year than we showed in the October Greenbook. The more significant deterioration in
the budget outlook that we are now expecting is largely the result of the lower individual
and corporate tax bases that are part of the changes to our economic forecast. In all, we
estimate that the impetus to the rise in real GDP from federal fiscal policy was

0.2 percentage point in calendar year 2007 and that it will continue to be 0.2 percentage
point in 2008 before dropping to 0.1 percentage point in 2009.

The real foreign exchange value of the dollar is expected to average about % percent
lower this quarter than we expected in the October Greenbook, and we continue to
assume that the dollar will decline modestly over the projection period. Although we
anticipate that foreign real GDP will rise a bit more slowly in the near term than we
previously thought, we continue to expect solid increases of 3 percent in 2008 and
3Y4 percent in 2009.

The spot price of West Texas intermediate (WTI) crude oil has been volatile since the
time of the October Greenbook. This forecast begins with the spot price about $2 per
barrel higher than at the time of the previous Greenbook. However, far-dated futures
prices are up considerably more, reflecting mounting concerns about longer-term supply
prospects. In our current projection, we assume that the price per barrel of WTI crude oil
will decline slowly from an average of $90 in the fourth quarter of this year to $85 at the
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end of 2009. On balance, this path for oil prices is about $6 per barrel higher in 2008,
and $8 per barrel higher in 2009, than in the October Greenbook.

Recent Developments and the Near-Term Outlook

We now expect that the level of real GDP will be little changed, on balance, in the
current quarter after having increased at an annual rate of 5 percent in the third quarter.

A number of factors contribute to this uneven quarterly pattern in the pace of economic
activity: Most important, final sales are anticipated to slow from the surprisingly robust
annual rate of 4 percent recorded in the third quarter to a pace of just %2 percent in the
current quarter. The deceleration is projected to be pronounced across all major
categories of private final sales—consumer spending, business fixed investment,
residential construction, and net exports. In addition, inventory investment is expected to
slow; after a step-up that contributed 1 percentage point to the change in real GDP in the
third quarter, we expect it to be held down this quarter by a sharp run-off in motor vehicle
stocks. In the government sector, the ongoing rise in real federal purchases for defense is
anticipated to be slower than in the preceding two quarters and to further contribute to the
overall deceleration in real GDP this quarter.

The slower pace of demand associated with goods-producing industries is expected to
lead to a dip in manufacturing industrial production in the fourth quarter. A lower rate of
motor vehicle assemblies plus cuts in the production of construction supplies contribute
importantly to the decline, and apart from a moderate uptrend in the output of high-tech
goods, production in other sectors is also anticipated to weaken somewhat. As a result,
capacity utilization in manufacturing is expected to drop to 80 percent from the recent
high of 80% percent in the third quarter.

The labor market remained relatively tight through October, but a few signs of some
slackening have emerged recently. In particular, initial claims for unemployment
insurance have moved up slightly, on average, since early October, and consumer surveys
suggest that households perceive labor market conditions to have worsened. We are
projecting that private payroll jobs increased 100,000 in November but will taper off to
75,000 in December and that the unemployment rate will remain at 4.7 percent.

After robust gains at midyear, real personal consumption expenditures (PCE) were about
unchanged in September and October. Sales of light motor vehicles continued to run at
an annual rate of slightly more than 16 million units for a fourth month through
November. Other spending turned sluggish as concerns about developments in housing
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Summary of the Near-Term Outlook
(Percent change at annual rate except as noted)

2007:Q3 2007:Q4
Measure Oct. | Dec. | Oct. | Dec.
GB GB GB GB
Real GDP 3.3 5.0 1.4 1
Private domestic final purchases 2.0 2.1 3 -2
Personal consumption expenditures 3.2 2.7 2.3 13
Residential investment -224 -20.3 -32.8 -30.0
Business fixed investment 6.2 101 3.2 4.4
Government outlays for consumption
and investment 3.2 3.9 3.1 2.4
Contribution to growth
(percentage points)
Inventory investment -3 1.0 .6 -4
Net exports 1.3 14 .0 A

and financial markets appeared to weigh on consumer sentiment and as higher top-line
inflation eroded gains in real income. Those negative influences seem to have been a bit
greater than we thought at the time of the October Greenbook, and we now expect them
to exert more restraint on consumer spending in coming months. Furthermore, the BEA
revised down its estimate of wage and salary income for the second quarter, which
lowered the level of personal income more than $40 billion; factoring in the faster rise in
energy prices this quarter as well, we currently estimate that this year’s increase in real
disposable personal income will be 2% percent, compared with our projection of

2%, percent in the last Greenbook. After having increased at an annual rate of 2.7 percent
in the third quarter, real PCE is projected to rise at an annual rate of 1.3 percent in the
current quarter—1 percentage point below our previous forecast.

Sales of new and existing homes in September and October were, on average,
significantly lower than during the summer, and the contraction in the construction of
new single-family homes intensified. The declines in single-family starts and, especially,
permit issuance were greater than we had expected and suggest that activity in coming
months will run below the levels we had expected at the time of the October Greenbook.
In the near term, the substantial bounceback in multifamily starts in October from the
surprisingly low level in September provides some offset to overall outlays for residential
construction in the fourth quarter. However, the lower trajectory for homebuilding now
shows through to a larger drop in residential investment in the first quarter of 2008.
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The incoming indicators suggest a moderate increase in business fixed investment in the
fourth quarter. Trends in construction put in place through October and information on
drilling and mining activity through November suggest that investment in nonresidential
structures will post a solid increase at an annual rate of 4% percent in the fourth quarter.
Real outlays for equipment and software are projected to be up at an annual rate of

4%, percent. We are anticipating a solid gain in outlays for computers and software this
quarter, but spending for communications equipment appears to have slumped. For
transportation, outlays for medium and heavy trucks seem to have finally stabilized, and
purchases of light vehicles appear to have risen. However, orders and shipments of
nondefense capital goods excluding transportation and high-tech equipment suggest that
business spending for these items will flatten out in the fourth quarter after sizable
increases in the preceding two quarters.

In the government sector, data through October from the federal government’s Monthly
Treasury Statement were consistent with a moderate increase in real outlays for defense
this quarter after very rapid gains in the second and third quarters. Federal nondefense
purchases are expected to continue to edge up at less than a 1 percent annual rate. At the
state and local level, the information on employment and construction put in place
through October suggests that real outlays will increase at an annual rate of about

2%, percent, close to the pace of recent quarters.

Inventory accumulation at nonfarm businesses stepped up noticeably in the third quarter.
Much of the increase was in the motor vehicle sector, in which producers have already
curtailed assemblies this quarter in an effort to run off excess stocks. For other
businesses, the softening of final sales that appears to be under way is expected to lead to
a modest amount of unintended accumulation in the current quarter. Altogether, after
having boosted the third-quarter rise in real GDP by 1 percentage point, inventory
investment in the fourth quarter is slower and is thus projected to shave 0.4 percentage
point from the change in real GDP.

We are projecting another strong increase in exports this quarter, although we do not
expect a gain as outsized as that in the third quarter. Imports are anticipated to increase at
about the same pace as in the third quarter; a slowing in the rise in core imports is likely
to be offset by a rebound in real imports of oil. On balance, after having contributed
more than 1Y, percentage points to the change in real GDP in the third quarter, real net
exports are projected to contribute just 0.1 percentage point this quarter.
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The sharp acceleration in energy prices and another relatively large increase in food
prices are projected to push up top-line PCE price inflation from an annual rate of

1% percent in the third quarter to a rate of 3% percent in the fourth quarter, % percentage
point higher than anticipated in the October Greenbook. As we expected, core PCE price
inflation has also moved up a bit from the low rates recorded in the spring. The third-
quarter estimate now shows core PCE inflation at an annual rate of 1.8 percent, and we
are projecting core PCE price inflation of 2.2 percent this quarter; both figures are

0.2 percentage point higher than in our previous projection.

The Longer-Term Outlook

A key factor influencing the longer-term outlook continues to be the implications of the
turmoil in financial markets. As noted previously, financial conditions have tightened
since the time of the last Greenbook. And we are interpreting currently available
information as suggesting that these conditions may have begun to affect not only
residential construction but also other household spending and perhaps capital spending
by some firms. Moreover, we now anticipate that tighter financial conditions will impose
more restraint on economic activity over the coming year than we previously thought.

By 2009, we expect this restraint—while still important—to have eased.

On balance, changes in the other key conditioning factors for this forecast also tilt
slightly to a weaker outlook in 2008 and 2009. Although the foreign exchange value of
the dollar has fallen further and interest rates for high-quality borrowers are lower in this
forecast, oil prices are higher and the stock market and real income are lower than we
previously assumed. Thus, we now expect that real GDP will increase 1.3 percent in
2008 and 2.1 percent in 2009.

Household spending. We now anticipate that consumer spending will increase more
slowly next year than we projected in the October Greenbook. The downward revision to
income in the second quarter of this year and the higher level of energy prices imply that
real income is currently lower than previously projected, and we expect that continued
bad news on home prices and mortgage market developments will hold consumer
sentiment around recent low levels. The somewhat steeper decline in house prices and
the lower level of the stock market in this forecast imply a lower level of household
wealth and, thus, some additional drag on spending compared with our previous forecast.
And we have factored in some drag on consumer spending from financial stress beyond
the traditional channels of income and wealth. All told, we have marked down the
increase in real PCE in 2008 to 1% percent. In 2009, real PCE is projected to rise
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Projections of Real GDP
(Percent change at annual rate from end of
preceding period except as noted)

2007: | 2008:
Measure H2 H1 2008 | 2009
Real GDP 2.5 1.0 1.3 2.1
Previous 2.4 1.6 1.7 2.2
Final sales 2.2 1.2 1.3 2.1
Previous 2.2 1.6 1.8 2.1
PCE 2.0 1.4 15 2.2
Previous 2.7 15 1.7 2.1
Residential investment -256.3 -226 -14.6 -2.3
Previous 277 -16.1 -75 2.0
BFI 7.3 .6 .6 2.4
Previous 4.7 2.2 1.9 3.0
Government purchases 3.1 2.1 1.6 .8
Previous 3.2 2.1 1.7 1.0
Exports 13.0 7.0 7.0 6.7
Previous 12.2 7.1 6.9 6.3
Imports 4.3 4 2.1 4.1
Previous 4.4 1.7 2.7 45
Contribution to growth
(percentage points)
Inventory change 3 -2 0 .0
Previous 2 .0 -1 A
Net exports g g 5 A
Previous .6 .6 4 .0

2Y4 percent; real income gains are projected to pick up as the pace of economic activity
firms and energy prices continue to fall, and the fallout from the stress in financial
markets is expected to diminish.

Residential investment. With the outlook for mortgage finance having worsened and
home values anticipated to depreciate somewhat more than we thought earlier, we are
expecting a greater slump in home sales in coming quarters than we previously projected.
Accordingly, we have deepened the contraction in homebuilding; starts of new single-
family houses are expected to bottom out at 810,000 units in 2008—roughly 100,000
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units lower than in our October forecast. In addition, the upturn in housing starts over the
remainder of the forecast period is even more subdued than we previously projected.
Although the gradual improvement in mortgage credit availability that we are
anticipating should promote some recovery in sales, the lower levels of income, wealth,
and expected capital gains on homes in this forecast work to damp demand. In 2009, new
single-family starts are expected to begin a very gradual recovery, reaching an annual rate
of only 830,000 units by the second half of the year—about 200,000 units below our
previous forecast. That level of new construction should be consistent with a reduction in
the inventory of unsold homes from its current rate of 8 months of sales to about

4%, months by the end of 2009. Multifamily starts are anticipated to remain close to
300,000 units per year during the forecast period. We project that real investment in
residential construction will drop 14%4 percent in 2008 and 2% percent in 2009.

Business investment. Although the trajectory of our projection for business investment
is shaped principally by changes in the pace of business output, we continue to expect
that the higher cost of capital, modestly tighter standards on business lending, and the
heightened uncertainty that have been associated with the turbulence in financial markets
will also restrain capital spending in coming quarters. Taken together, these influences
are expected to slow the rise in business spending on equipment and software (E&S)
from our estimate of almost 4 percent this year to % percent in 2008. Next year, the
weakness in capital spending is projected to extend across most major categories of
equipment. Outlays for high-tech equipment are expected to slow noticeably, in part
because of poor earnings at financial services firms, which are major purchasers of high-
tech equipment. High fuel costs and uncertainty about potential consolidation of
domestic airlines are apt to restrain purchases of new aircraft. Outside of the high-tech
and transportation categories, business spending on equipment is projected to decline
2Y4 percent. Like E&S, business investment in nonresidential structures is projected to
decelerate sharply from a robust rise of 13Y4 percent this year to %2 percent in 2008.
Although elevated energy prices should continue to spur increases in drilling and mining,
smaller increases in sales and employment, along with more-difficult financing
conditions, are expected to curtail new spending on office, commercial, and industrial
facilities. By 2009, as financial conditions continue to improve and the outlook for a
recovery in sales brightens, outlays for E&S are projected to rise 3 percent, and
nonresidential investment is projected to move up 1 percent.

Government spending. Our outlook for real government purchases continues to show a
gradual deceleration in spending at both the federal and the state and local levels. For
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federal spending, the trajectory largely reflects the deceleration in outlays for defense
associated with a leveling off of spending for military activities in Iraq and Afghanistan;
real defense outlays are projected to rise at an annual rate of 44 percent in the first half of
2008 and then to slow to an annual rate of 2¥4 percent in the second half and 1% percent
in 2009. Meanwhile, federal nondefense spending is anticipated to be little changed over
the four quarters of 2008 and then to increase 1 percent in 2009. State and local
governments are anticipated to slow the rise in their spending—to 1% percent in 2008
and less than 1 percent in 2009—in response to the budget pressures that are likely to
arise as the revenue flow from sales, income, and property taxes decelerates.

Net exports. Export demand is anticipated to continue making significant contributions
to domestic production over the next two years, supported by continued solid expansion
of economic activity abroad and the effect of past and projected depreciation of the
dollar. With domestic demand rising only slowly in 2008, imports are projected to
increase modestly for a second year before accelerating some in 2009 as domestic
demand firms and prices of core nonfuel imports decelerate. All told, real net exports of
goods and services contribute about ¥z percentage point to the change in real GDP in
2008 and a little less than ¥4 percentage point in 2009—slightly more in both years than
in the October Greenbook. (The International Developments section provides more
detail on the outlook for the external sector.)

Aggregate Supply, the Labor Market, and Inflation

Our forecast of aggregate supply is unchanged in this projection. We continue to expect
that potential real GDP will increase at an annual rate of a bit more than 2 percent over
the forecast period and that structural productivity will rise at an annual rate of

1%, percent. With the lower path for real output in this forecast, the current small degree
of tightness in product and labor markets becomes a small degree of slack in resource
utilization by the middle of next year.

Productivity and the labor market. Over the first three quarters of 2007, the
combination of relatively strong gains in output and a gradual slowdown in labor demand
pushed the level of productivity in the nonfarm business sector above our estimate of its
structural trend. As is typical when output decelerates sharply, which it is now projected
to do, productivity is also projected to decelerate markedly, rising at an annual rate of less
than %2 percent, on average, in the current quarter and the first quarter of 2008 and then at
a rate of 1Y% percent in the second and third quarters. Over that period, net additions to
private payrolls are expected to slip to an average of 30,000 per month, pushing up the
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Decomposition of Structural Labor Productivity
Nonfarm Business Sector
(Percent change, Q4 to Q4, except as noted)

1974- | 1996- | 2001-
Measure 95 2000 05 2006 | 2007 | 2008 | 2009

Structural labor productivity 15 2.5 2.7 2.0 1.9 1.8 18
Previous 15 2.5 2.7 2.0 19 1.8 18

Contributions®

Capital deepening v 1.4 v v .6 .6 5
Previous v 1.4 v v .6 5 5

Multifactor productivity 5 v 1.8 1.1 1.1 1.1 1.1
Previous 5 v 1.8 11 11 11 11

Labor composition 3 3 3 2 2 2 A

MEMO

Potential GDP 3.0 3.3 2.7 2.2 2.2 2.2 2.1
Previous 3.0 3.3 2.7 2.2 2.2 2.2 2.1

NoOTE. Components may not sum to totals because of rounding. For multiyear periods, the
percent change is the annual average from Q4 of the year preceding the first year shown to Q4 of
the last year shown.

1. Percentage points.

The Outlook for the Labor Market
(Percent change, Q4 to Q4, except as noted)

Measure 2006 | 2007 | 2008 | 2009
Output per hour, nonfarm business 9 2.3 1.3 1.9
Previous 9 2.0 1.8 1.9
Nonfarm private payroll employment 18 1.2 4 T
Previous 1.8 1.1 5 .8
Household survey employment 2.1 4 .6 .8
Previous 2.1 .6 v .8
Labor force participation rate* 66.3 659 657 655
Previous 66.3 66.0 658 656
Civilian unemployment rate’ 4.5 4.7 4.9 5.0
Previous 4.5 4.7 4.8 4.8
MEMO
GDP gap? 4 5 -4 -4
Previous A4 5 .0 1

1. Percent, average for the fourth quarter.

2. Actual less potential GDP in the fourth quarter of the year indicated as a
percent of potential GDP. A negative number thus indicates that the economy
is operating below potential.
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unemployment rate to 4.9 percent by midyear. For the remainder of the forecast period,
productivity is projected to rise at its structural rate. And as the pace of real output picks
up, hiring by private nonfarm businesses is projected to rise to 70,000 per month in 2009.
Nonetheless, even with the slight downtrend in labor force participation that we are
assuming, the jobless rate is projected to edge up further, to 5 percent by the spring of
2009.

Prices and labor costs. Reflecting upward revisions to previously published data, core
PCE price inflation is now expected to average 2 percent over the four quarters of 2007—
Y4 percentage point higher than we showed in the previous forecast—and we are
projecting that pace to persist in 2008. The stability of core inflation reflects a number of
largely offsetting considerations: The indirect effects of energy prices on prices of core
consumer goods and services are likely to be greater in 2008 than in 2007, while the
slight easing of resource pressures and the deceleration in the prices of nonfuel imported
goods should tend to lower core PCE price inflation. In 2009, core PCE inflation is still
projected to edge down to 1.9 percent as the effect of energy prices wanes. Underlying
our forecast for core inflation in both years is an assumption of stable long-run inflation
expectations.

The trajectory of our projection for overall PCE price inflation continues to be shaped
importantly by our assumptions for crude oil prices. The path for oil prices in futures
markets is now substantially higher than had been incorporated in the October
Greenbook, and as a result, the recent unfavorable news on top-line inflation now appears
likely to extend into early 2008. Further increases in the prices of gasoline and fuel oil
around the turn of the year, along with a continued rise in consumer prices of natural gas,
are expected to lead to another very sharp rise in PCE energy prices in the first quarter of
2008. Food prices also are expected to rise a bit faster than core prices at the beginning
of next year. Taken together, our projection for overall PCE price inflation in the first
quarter is 2% percent.

Over the remainder of the forecast period, total PCE price inflation is projected to
moderate to a pace slightly below core PCE inflation. By the middle of 2008, consumer
energy prices are expected to recede as the price of crude oil backs off somewhat. At the
same time, agricultural producers are expected to step up the output of farm products, and
that should help bring consumer food price inflation more in line with core inflation. On
balance, total PCE inflation is projected to drop from 3% percent in 2007 to 2 percent in
2008 and to 1% percent in 20009.
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Inflation Projections
(Percent change, Q4 to Q4, except as noted)

Measure 2006 | 2007 | 2008 | 2009
PCE chain-weighted price index 1.9 3.2 2.0 1.7
Previous 1.9 3.0 1.8 1.7
Food and beverages 2.3 4.6 2.2 2.0
Previous 2.3 45 2.1 2.1
Energy -40 186 18 -13
Previous -4.0 16.1 A4 2.1
Excluding food and energy 2.3 2.0 2.0 1.9
Previous 2.3 1.8 1.9 1.9
Consumer price index 1.9 3.9 2.2 1.8
Previous 1.9 3.7 2.0 1.7
Excluding food and energy 2.7 2.3 2.2 2.1
Previous 2.7 2.3 2.1 2.1
GDP chain-weighted price index 2.7 2.4 2.2 2.0
Previous 2.7 2.0 2.3 2.1
ECI for compensation of private
industry workers 32 32 37 37
Previous 3.2 3.4 3.7 3.7
Compensation per hour,
nonfarm business sector 5.0 3.7 45 4.2
Previous 5.0 4.7 45 4.3
Prices of core nonfuel imports 2.4 2.9 11 9
Previous 2.4 3.0 1.2 7

1. December to December.

Our principal indicators of hourly compensation have recently shown very different rates
of inflation. We now estimate that hourly compensation in the nonfarm business sector,
which tends to fluctuate widely, will increase 3% percent in 2007 after having risen

5 percent in 2006. The employment cost index (ECI) for hourly compensation rose

3Ya percent in 2006 and is expected to do so again in 2007. This year, ECI wages and
salaries have accelerated, but the rise in benefit costs has been unusually slow. In 2008
and 2009, we are projecting a faster rise in benefit costs while wage inflation remains
relatively stable, and our forecast shows increases in overall ECI inflation of 3% percent
in both years. Our projection for nonfarm business hourly compensation is for an
increase of 4% percent in 2008 and 4%, percent in 2009—in line, on average, with its
recent trend.
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Financial Flows and Conditions

After having expanded at an annual rate of 8 percent over the first three quarters of 2007,
domestic nonfinancial debt is expected to increase at a 7 percent pace in the fourth
quarter and 4% percent in 2008 and 2009. This deceleration reflects a projected
slowdown in borrowing across all major sectors of the economy except the federal
government.

Household borrowing is projected to slow markedly in the fourth quarter, restrained
importantly by a reduced rate of mortgage borrowing associated with declining house
prices, sharply lower home sales, and the effects of tighter terms and standards on loans.
As noted above, our projection assumes that house prices in the aggregate will continue
to decline over the forecast period and that home sales will fall further before flattening
out in late 2008 and 2009. In addition, we expect standards and terms on mortgages to
remain tight for some borrowers at least through next year. Other consumer borrowing is
also anticipated to slow in line with the projected deceleration in household spending for
durable goods. All told, we expect that, after a rise of 6% percent this year, household
debt will increase about 3%z percent per year in 2008 and 2009.

Nonfinancial business debt is projected to expand at an annual rate of 9% percent in the
fourth quarter, only slightly below the pace earlier in the year. In 2008 and 2009, this
debt is projected to increase almost 6 percent per year. Net issuance of corporate bonds
is expected to post a sizable gain in the fourth quarter, boosted in part by a number of
large merger and acquisition deals that have already been completed. But outstanding
nonfinancial commercial paper is expected to be flat after net paydowns in the third
quarter. The rise in bank lending appears to be moderating, although it remains sizable,
in part because banks have not been able to syndicate some previously committed loan
agreements to other investors. The resulting bloating of bank balance sheets is expected
to crowd out some other business lending by banks, at least over the next few quarters.
Still, most of the projected slowing in the overall expansion of nonfinancial business debt
in 2008 and 2009 reflects the subsiding of cash-financed mergers and share repurchases.
The increase in federal government debt is now estimated to slow from 5 percent in 2007
to about 4% percent in 2008 and then rebound in 2009 to almost 6 percent. The debt of
state and local governments is projected to decelerate after this year’s strong increase of
10% percent to an average rate of 6% percent over the next two years, as rising interest
rates slow issuance for new capital spending and advance refundings. Concerns of
capital shortfalls and possible ratings downgrades at bond insurers boosted spreads and
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tempered issuance a bit in November. However, we assume that the major insurers
should be able to raise additional capital if such funds are needed to avoid a downgrade.

We expect M2 to increase at an annual rate of about 5% percent in the fourth quarter.
The pickup from the third-quarter pace reflects a shift toward the safe, liquid assets in
M2; this shift was associated with financial market jitters as well as the reduction in the
opportunity cost of holding money as a result of declines in market rates. We expect the
change in the opportunity cost to support a rise of 4% percent in M2 in 2008, somewhat
faster than the increase in nominal GDP. In 2009, M2 is projected to slow to a pace of
4%/ percent.

Alternative Simulations

In this section, we explore alternatives to the staff forecast using simulations of the
FRB/US model. The first scenario assumes that the downturn in the housing market, and
the restraint it imposes on household spending, will prove more severe than in the
baseline. The second scenario considers the possibility that, given the developments in
capital markets, the supply of credit to businesses and households may be much more
restricted than we anticipate. We next consider two upside risks to aggregate demand.
The first is the possibility that we have overstated the drag from financial stress on
private spending outside of residential investment. For the second, we build on the
additional domestic demand of the previous scenario by also assuming that the baseline
paths for the dollar and foreign output will result in better export performance than
assumed in the baseline. The fifth simulation examines the effects of faster growth of
potential output. The sixth scenario presents the implications of firms raising prices more
quickly in response to rising costs, thereby limiting the erosion of their profit margins
that we project in the baseline. We evaluate each of these scenarios under the assumption
that monetary policy responds to the change in the outlook as suggested by an estimated
version of the Taylor rule. In the final scenario, we assume that the federal funds rate
follows a path implied by quotes from the futures markets.

Greater housing correction. The baseline forecast assumes that the housing slump will
intensify: Home prices fall 3 percent per year over the next two years, and home sales
and housing starts fall further before flattening out next year and stage only an anemic
recovery thereafter. These developments, in turn, restrain consumer spending through
standard income and wealth effects. However, we may have underestimated both the
magnitude of these consumption effects and the degree to which housing market
conditions may continue to deteriorate. In this scenario, the sensitivity of household
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Alternative Scenarios
(Percent change, annual rate, from end of preceding period except as noted)

Measure and scenario 2007 2008
H1 H2 H1 H2 2009

Real GDP
Greenbook baseline 2.2 2.5 1.0 16 2.1
Greater housing correction 2.2 2.5 v 1.2 1.7
Credit crunch 2.2 25 -1.3 .6 2.9
Stronger domestic demand 2.2 2.6 1.5 1.9 2.1

With better export performance 2.2 2.6 1.7 2.1 2.3
More room to grow 2.2 25 15 2.3 2.9
Greater cost pressure 2.2 2.5 1.0 14 1.9
Market-based federal funds rate 2.2 2.5 11 2.0 2.9
Unemployment rate*
Greenbook baseline 4.5 4.7 4.8 4.9 5.0
Greater housing correction 4.5 4.7 4.8 5.0 5.3
Credit crunch 45 4.7 51 55 5.4
Stronger domestic demand 4.5 4.7 4.7 4.7 4.8

With better export performance 45 4.7 4.7 4.7 4.7
More room to grow 4.5 4.7 4.8 4.9 5.0
Greater cost pressure 4.5 4.7 4.8 4.9 5.1
Market-based federal funds rate 4.5 4.7 4.8 4.8 4.7
Core PCE inflation
Greenbook baseline 1.9 2.0 2.0 19 19
Greater housing correction 1.9 2.0 2.0 1.9 1.9
Credit crunch 1.9 2.0 2.0 1.9 1.8
Stronger domestic demand 1.9 2.0 2.0 1.9 1.9

With better export performance 1.9 2.0 2.0 1.9 1.9
More room to grow 19 2.0 1.9 1.7 1.7
Greater cost pressure 1.9 2.0 2.1 2.4 2.4
Market-based federal funds rate 1.9 2.0 2.1 2.0 2.1
Federal funds rate
Greenbook baseline 5.3 4.5 4.3 4.3 4.0
Greater housing correction 5.3 4.5 4.2 4.0 3.3
Credit crunch 5.3 45 3.4 2.6 3.3
Stronger domestic demand 5.3 4.5 4.6 4.7 4.3

With better export performance 5.3 4.5 4.6 4.9 4.7
More room to grow 5.3 4.4 4.2 4.1 3.8
Greater cost pressure 5.3 4.5 4.3 4.4 4.3
Market-based federal funds rate 5.3 4.2 3.6 3.1 3.1

1. Percent, average for the final quarter of the period.

spending to real estate wealth is twice as great as assumed in the baseline, putting this
response at the upper end of the range of empirical estimates. In addition, the cumulative
decline in nominal home prices is 15 percent rather than 6 percent, cutting an additional
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$2Y4 trillion from household net worth by the end of 2009 relative to baseline and
eliminating the current overvaluation in house prices suggested by some of the models
we follow. Finally, residential investment falls an additional 10 percent relative to
baseline because households perceive that the long-term expected capital gains associated
with homeownership are appreciably less than we have assumed in the baseline.
However, we do not assume that these developments will induce additional disruption to
the functioning of the financial system. In this scenario, real GDP rises only 1 percent in
2008 and 1% percent in 2009, causing the unemployment rate to reach 5% percent. The
additional slack is too small and emerges too gradually to have an appreciable effect on
inflation over the projection period. In response to weaker real activity, the federal funds
rate falls to 3v4 percent at the end of 20009.

Credit crunch. The recent financial market turbulence has put a number of large
financial institutions under considerable stress, and these pressures will likely restrain
household and business spending through increases in borrowing costs and tighter
lending standards. However, the pressures on the balance sheets of these institutions
could prove to be more severe than assumed in the baseline, and consequently the
financial system may provide significantly less credit than we anticipate. In this scenario,
financial market turbulence leads to a credit crunch, which restricts lending considerably
more than the baseline forecast. Although the magnitude of the resultant fallout for the
real economy is highly uncertain, we assume that, by the second half of next year, the
credit crunch directly depresses the level of real aggregate spending $200 billion at an
annual rate—a decline roughly consistent with the unusual weakness in private spending
seen during the “headwinds” period of the early 1990s. Actual spending and production
fall even more relative to baseline because of the follow-on effects that include declining
payroll employment, falling profits, and a rise in risk spreads on private securities and
loans over comparable Treasury yields. As a result, the economy falls into a recession
early next year and stays there through the third quarter. Real activity begins to recover
thereafter, reflecting an assumed gradual improvement in the functioning of credit
markets and a reduction in the federal funds rate to 2% percent by the fourth quarter of
next year; all told, real GDP in 2009 rises faster than its potential. Under these
conditions, the unemployment rate rises steadily over 2008 and peaks a bit above

5% percent in the first quarter of 2009 before declining slowly over the remainder of the
forecast period. Because the recession is relatively shallow and the monetary easing has
the effect of keeping long-run inflation expectations stable, inflation is only a touch
below baseline in 2009.
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Stronger domestic demand. In the baseline forecast, we have incorporated effects of
financial turmoil on business investment and household spending beyond those implied
by the interest rate and wealth effects in our standard models. But we may have
overstated the magnitude of these financial turmoil effects, especially on activity outside
of the housing sector. In this scenario, we remove the drag on consumer and business
capital spending that we built into our forecast to account for the effects of financial
turmoil. However, we retain our baseline assumptions for the effects of mortgage market
disruption on the housing market. In this scenario, real GDP increases almost

Y5 percentage point faster than baseline in 2008. Inflation is little changed as monetary
policy is a bit tighter than in the baseline.

Stronger domestic demand with better export performance. In addition to possibly
overstating the fallout from recent financial market disruptions outside of housing, we
may also be understating the strength in aggregate demand in other areas; for example,
demand for exports has been strong of late. This scenario builds on the previous
simulation and further assumes that our baseline paths for the exchange rate and foreign
activity lead to better export performance than suggested by our models. Specifically,
over the next two years exports rise a little faster than their 2007 pace—about

2 percentage points per year faster than baseline. As a result, real GDP expands more
than %2 percentage point faster than baseline in 2008, and the unemployment rate remains
at 4% percent through 2009. Monetary policy tightens in response, and the federal funds
rate peaks just below 5 percent in the first half of 20009.

More room to grow. The staff’s estimate of potential GDP growth is below the
consensus among other forecasters. In this scenario, we assume that potential output
expands 2% percent in 2008 and 2009, about %2 percentage point faster than in the
baseline. About one-third of the additional economic potential is assumed to come from
higher labor force participation, while the rest is the result of faster trend productivity
growth. Because financial market participants are assumed to already hold this
alternative view of higher potential growth, asset prices are largely unaffected. All told,
the revision to projected aggregate demand is roughly equal to the revision in aggregate
supply, and resource utilization is little changed from baseline. Because nominal
compensation responds slowly to faster productivity growth, unit labor costs are held
down for an extended period. As a consequence, core inflation and the nominal federal
funds rate are both ¥4 percentage point below the baseline in 2009, leaving the real
federal funds rate little changed.
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Greater cost pressure. In the baseline projection, firms are not able to fully pass on the
labor and energy cost increases they are facing, causing their profit margins to shrink
noticeably. However, we may be underestimating the ability of firms to respond to cost
pressures by raising prices. In this scenario, we assume that firms pass cost increases to
their customers to a greater degree, and as a result, markups decline at about half the rate
in the baseline. In turn, this causes core PCE inflation to run at just under 2%z percent
over the second half of 2008 and in 2009. Real activity is little changed in 2008, but in
2009 real GDP increases about ¥4 percentage point less than in the baseline, and the
unemployment rate is above 5 percent for most of the year.

Market-based federal funds rate. Quotes from futures markets imply a path for the
federal funds rate that declines sharply over the next few quarters and is roughly 1
percentage point below the staff’s assumed path from mid-2008 through the end of 2009.
In this scenario, the federal funds rate follows the path implied by futures markets. Given
our view of the economic fundamentals, the increased stimulus from such a lower path
would boost real GDP growth to nearly 3 percent in 2009 and would add ¥ percentage
point to core inflation.
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Selected Greenbook Projections and
70 Percent Confidence Intervals Derived from
Historical Forecast Errorsand FRB/US Simulations

Measure 2007 2008 2009
Real GDP
(percent change, Q4 to Q4)
Projection 2.3 13 2.1
Confidence interval
Greenbook forecast errors 1.9-2.8 -2-2.8 7-3.4
FRB/US stochastic simulations 2.0-2.6 1-25 .7-3.6

Civilian unemployment rate

(percent, Q4)
Projection 4.7 4.9 5.0
Confidence interval
Greenbook forecast errors 4.6-4.8 4.3-55 4.0-6.0
FRB/US stochastic simulations 4.6-4.8 4453 4.3-5.6
PCE prices

excluding food and energy
(percent change, Q4 to Q4)

Projection 2.0 2.0 19
Confidenceinterval
Greenbook forecast errors 1722 1.3-2.7 1.0-2.9
FRB/US stochastic simulations 1920 1624 14-2.6

Federal fundsrate

(percent, Q4)
Projection 4.5 4.3 4.0
Confidence interval

FRB/US stochastic simulations 4545 3.1-54 2557

Note. Shocks underlying FRB/US stochastic simulations are randomly drawn
from the 1986-2005 set of model equation residuals. Intervals derived from
Greenbook forecast errors are based on the 1986-2005 set of Greenbook historical
errors.
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Forecast Confidence Intervals and Alternative Scenarios under
the Assumption that Monetary Policy Follows an Estimated Taylor Rule

Confidence Intervals based on FRB/US Stochastic Simulations

I Greenbook baseline H Stronger domestic demand (SDD) [ Greater cost pressure
I Greater housing correction B SDD with better export performance mm Market-based federal funds rate
[ Credit crunch 1 More room to grow
Real GDP Unemployment Rate
4-quarter percent change Percent
— 5 — 6.0
90 percent interval
- 4
<~ 5.5
3
5.0
2
4.5
1
70 percent interval
— 4.0
— 0
1 1 1 I 1 1 1 I 1 1 1 I 1 1 1 _1 1 1 1 I 1 1 1 I 1 1 1 I 1 1 1 3 5
2006 2007 2008 2009 2006 2007 2008 2009
PCE Prices excluding Food and Energy Federal Funds Rate
4-quarter percent change Percent
— 3.0 — 7
6
5
4
3
-1 2
1 1 1 I 1 1 1 I 1 1 1 I 1 1 1 05 1 1 1 I 1 1 1 I 1 1 1 I 1 1 1 1
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Class Il FOMC—Restricted (FR)
International Developments

Conditions in financial markets abroad deteriorated over the intermeeting period as
concerns about the U.S. housing sector and exposure to mortgage-related assets
intensified. In advanced foreign economies, term money market yields rose, sovereign
bond yields dropped, and equity indexes declined. Recent indicators suggest that total
foreign GDP growth will slow from a surprisingly strong rate of 4% percent in the third
quarter to 2% percent in the current quarter. Foreign growth is expected to remain near
this pace in early 2008 before picking up to a rate of 3% percent thereafter. This outlook,
which is a little softer over the next year than we previously projected, reflects the
reduced pace of U.S. activity and, for the advanced foreign economies, larger and more-
persistent effects from the turmoil in financial markets. Although we have seen little
evidence pointing to a more substantial slowing of activity abroad, such an outcome
remains an important risk.

Summary of Staff Projections
(Percent change from end of previous period except as noted, s.a.a.r.)

2007 Projection
Indicator : 2008
H1 Q3 2(()20;. 2009
H1 H2
Foreign output 4.3 4.5 2.8 2.9 3.2 3.2
October GB 4.3 3.5 3.1 3.2 3.3 3.2
Foreign CPI 3.0 4.0 3.7 2.4 2.4 2.4
October GB 2.9 4.0 2.6 2.4 2.4 2.4
Contribution to U.S. real GDP growth
(percentage points)
U.S. net exports 0.4 14 0.1 0.7 0.3 0.1
October GB 0.4 1.3 0.0 0.6 0.2 0.0

Note. Change for year measured as Q4/Q4; half-years are Q2/Q4 or Q4/Q2.

Oil prices have been quite volatile since we completed the October Greenbook. Spot
prices spiked to record highs and then reversed course to register little net change.
Futures prices for delivery in 2009, however, have moved up about $8 per barrel. Over
the same period, the nominal trade-weighted exchange value of the dollar has declined
about 2 percent. Accordingly, our starting point for the broad real dollar is a bit lower
than in the previous projection, and we continue to project modest further depreciation.

1-33
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The lower path of the dollar, along with the downward revision to U.S. GDP growth,
results in a somewhat more positive trajectory for the U.S. external sector than in the
previous forecast. After having contributed more than 1v4 percentage points to U.S. GDP
growth in the third quarter, real net exports are expected to contribute 0.1 percentage
point this quarter as export growth moderates. Averaging through the quarterly volatility,
real net exports are projected to continue to rise in 2008 and 2009. The U.S. current
account deficit is projected to average about $820 billion this quarter and next before
declining to $730 billion in 2009. As a share of GDP, the current account deficit declines
from nearly 6 percent at present to about 5 percent in 2009.

Oil Prices

The spot price of West Texas intermediate (WT]I) crude oil hit a record high just short of
$100 per barrel in mid-November amid heightened supply concerns. By December 4, the
spot price had fallen to a bit below $90 on increasing doubts about the strength of the
U.S. economy. On net, the spot price of WTI has risen only about $2 per barrel since we
closed the October Greenbook. Futures prices, however, have moved up significantly
more. We now project that the price of WTI will average $90 per barrel in the current
quarter and then gradually decline to a little less than $85 by the end of 2009. Compared
with the previous Greenbook, this projection is about $6 per barrel higher in 2008 and

$8 higher in 20009.

The higher path for oil prices appears to reflect intensified concerns about supply. Non-
OPEC oil production has fallen short of expectations this year, thus continuing its
disappointing performance of recent years, and OPEC remains reluctant to boost
production significantly; at today’s meeting, the cartel decided not to increase production.
These supply factors have been in play for some time now, but many industry insiders
and observers have recently struck a more pessimistic tone regarding the prospects for
global oil production, both in the near term and further out. In addition, oil prices have
been pressured upward by concerns about declining inventories, some disruptions to oil
shipments, and the depreciation of the dollar.

International Financial Markets

After some improvements in October, foreign financial markets, like those in the United
States, came under renewed stress as concerns about credit losses and asset write-downs
intensified. Market liquidity deteriorated as spreads of term interbank rates over
overnight index swap rates rose substantially for the dollar and sterling and more
moderately for the euro; the widening of these spreads was driven in part by year-end
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funding pressures. The amount of outstanding asset-backed commercial paper issued in
Europe declined further. Yields on long-term sovereign bonds declined 10 to 45 basis
points in the larger advanced foreign economies, as financial uncertainties boosted
demand for safer assets.

Major stock indexes in Europe, Japan, and Canada dropped 5 percent to 8 percent over
the intermeeting period. Bank stocks were hit particularly hard by the recent turmoil in
financial markets. Emerging-market equity prices also fell sharply on balance, but
generally remain above the levels that prevailed in early summer, prior to the onset of the
market turmoil.

The trade-weighted exchange value of the dollar dropped sharply in the period between
the completion of the October Greenbook and the October FOMC meeting; most of the
movement was against the major foreign currencies. Subsequently, however, the dollar
has registered little change on balance. Since the time of our previous projection, the
dollar has depreciated on net against the euro and yen but has appreciated against the
Canadian dollar. Among our other important trading partners, the dollar has weakened
somewhat against the Chinese renminbi and other emerging Asian currencies, but it has
strengthened relative to the Mexican peso and Brazilian real. The net result of these
changes, along with estimated changes in prices here and abroad, is a ¥ percent
downward revision to the starting point of our path for the broad real dollar. We continue
to project a modest rate of depreciation for the broad real dollar over the forecast period.

. The Desk did not intervene during the period
for the accounts of the System or the Treasury.

Advanced Foreign Economies

Real GDP in the advanced foreign economies grew at an annual rate of 3 percent in the
third quarter. This figure is ¥ percentage point higher than estimated in the October
Greenbook, reflecting unexpectedly strong growth in Canada and Japan. We project that
real GDP growth in the advanced foreign economies will step down to 1% percent in the
current and next two quarters, consistent with the tenor of recent indicators, including
retail sales in Canada and the euro area and surveys of purchasing managers in Europe.
The decline in growth is due in part to the lagged effects of previous interest rate hikes
and the projected slowdown in U.S. growth. It also reflects our view that stresses in
financial markets will have a negative effect on economic activity, although the size of
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the effect remains highly uncertain. By the second half of 2008, real GDP growth is
projected to edge up to a 2 percent pace, a rate close to trend.

Our outlook for growth is somewhat lower in the current quarter and in 2008 than it was
in the previous Greenbook. The downward revision results from the weaker projection
for U.S. growth and the recent worsening of financial market conditions; we now believe
that the effects of the financial turmoil will be larger and more protracted than we
previously assumed.

The inflation outlook for these economies is slightly higher than in the October
Greenbook. Factors pushing up our projection include the higher path of oil prices and,
in some countries, higher food prices, as well as higher-than-expected readings on core
inflation in the euro area. We project that four-quarter inflation for the advanced foreign
economies will rise to around 2 percent in the current quarter but slip back to near

1% percent by the end of next year, as food and energy prices level out. Japanese
inflation, however, is expected to rise to just above zero this quarter and to about

Y percent by 20009.

The combination of rising inflation and softening output growth creates a challenge for
central banks. The Bank of Canada lowered its policy rate 25 basis points to 4.25 percent
on December 4; we assume no further moves in Canada over the forecast period. We
assume that the Bank of England will lower its official interest rate a cumulative 50 basis
points in the near term but that the European Central Bank will keep its policy rate on
hold at 4 percent. For the Bank of Japan, we have delayed assumed interest rate hikes but
left the endpoint in 2009 unchanged at 1.25 percent.

Emerging Market Economies

We see little evidence to date that the turmoil in financial markets has affected economic
activity in the emerging market economies. We estimate that real GDP grew at an annual
rate of 6% percent in the third quarter. This estimate is 1% percentage points above that
in the October Greenbook, as GDP data in a number of economies came in above
expectations. For the current quarter, we see growth moderating to 4% percent, down
somewhat from our previous projection, as we expect some payback from the strong
third-quarter performance. By the second half of next year, real GDP growth rises to
about a 5 percent pace, little changed from the previous outlook.
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For emerging Asia, we estimate that real GDP growth slowed to 7% percent in the third
quarter. We expect growth to slow further in the current quarter and to remain near

6 percent over the forecast period. According to staff estimates, growth in China stepped
down considerably in the third quarter, to 8% percent, as the trade surplus narrowed and
investment decelerated. We expect Chinese GDP to expand at a 9 percent pace in the
current quarter, a little lower than our previous forecast because of some moderation in
exports and industrial production for October, and to accelerate slightly in 2008 and
2009. Elsewhere in emerging Asia, real GDP growth also appears to have moderated in
the third quarter, to a still-strong pace of 7 percent. For the forecast period, growth is
expected to step down to about 5 percent, a pace closer to trend, reflecting some
softening in demand for the region’s exports.

For Latin America, we estimate that real GDP expanded at an annual rate of 5% percent
in the third quarter, about 2 percentage points higher than in the October Greenbook.
This revision primarily reflects surprisingly strong data for Mexico, where real GDP rose
at a 6 percent rate on vigorous activity in the services and construction sectors. We
expect growth in Latin America to dip to 2% percent in the current quarter and then
rebound to about 3%2 percent in 2008 and 2009. This contour is primarily driven by the
forecast for Mexico, where we expect some payback from the strong third quarter as well
as less stimulus from the U.S. manufacturing sector in the current quarter.

Four-quarter inflation in the emerging market economies jumped to 4%z percent in the
third quarter because of higher food prices. Additional increases in food prices, related to
adverse weather in Asia, along with the upward revision to oil prices, have led us to mark
up our inflation projection to about 5 percent through the first half of next year.
Thereafter, inflation falls back to 3% percent. This pattern is most pronounced in China,
where four-quarter inflation, boosted by higher vegetables prices, is estimated to have
reached 6%z percent in the current quarter.

Prices of Internationally Traded Goods

We estimate that core import prices will rise at an annual rate of 2% percent in the current
quarter, slightly more slowly than in the third quarter. Core import prices rose briskly in
October; prices for imported foods once again rose sharply, and prices for imported
metals rebounded from a September decline. However, we do not expect further large
increases in these categories, as spot commodity prices for agricultural products have
leveled off on average, and spot prices for metals have fallen.
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For the first quarter of next year, we expect core import prices to rise at a 2% percent
pace, pushed up by the recent decline of the dollar, and then to decelerate to less than a

1 percent pace as the dollar’s effect quickly wanes. The subdued inflation outlook
reflects the projected slowing of the rate of depreciation of the dollar and, consistent with
futures markets, the basically flat path for commodities prices. Compared with the
October Greenbook, this forecast is little changed, as the effect of the lower value of the
dollar is offset by the lower path of commaodity prices.

Staff Projections of Selected Trade Prices
(Percent change from end of previous period excepted as noted; s.a.a.r.)

2007 Projection
Trade category . 2008
H1 Q3 2%047' 2009
H1 H2
Imports
Core goods 3.1 2.8 2.5 15 0.8 0.9
October GB 3.1 2.9 2.7 15 0.8 0.7
Oil (dollars per barrel) 63.84 70.33 8240 8356 82.04 80.32
October GB 63.84 7056 8192 78.19 7515 71.80
Exports
Core goods 6.7 4.4 55 15 0.7 0.8
October GB 6.7 3.1 24 1.0 0.5 0.7

NoOTE. Prices for core exports and nonfuel core imports, which exclude computers
and semiconductors, are on a NIPA chain-weighted basis.

The price of imported oil for multiquarter periods is the price for the final quarter
of the period. Imported oil includes both crude oil and refined products.

We project that core export prices will rise at an annual rate of 5% percent in the current
quarter, a pace faster than in the third quarter and well above the rate in the previous
forecast. Core export prices rose surprisingly sharply in October; soaring prices for
agricultural products and higher prices for petroleum products accounted for most of the
increase, but prices for finished goods also rose moderately.

Over the next several quarters, we project that core export price inflation will slow,
leveling out at an annual rate below 1 percent in the second half of next year. The
slowing is due primarily to the waning effects of the recent increases in prices for oil and
various agricultural products. Further out, core export prices rise at the low rate of
inflation projected for domestically produced goods.
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Trade in Goods and Services

Real net exports added more than 1% percentage points to U.S. GDP growth in the third
quarter, as exports surged and imports increased only moderately. In the current quarter,
we project that real net exports will contribute 0.1 percentage point to GDP growth as
exports decelerate to a still-robust pace. Net exports are expected to add ¥ percentage
point to growth in 2008 and a little less than ¥4 percentage point in 2009, as exports
continue to grow strongly and imports gradually accelerate. These contributions are
about 0.1 percentage point more positive than in the October Greenbook; they reflect a
higher forecast for exports because of the weaker dollar and a lower forecast for imports
because of the downward revision to the projection for U.S. growth.

Real exports of goods and services are estimated to have shot up at an annual rate of

19 percent in the third quarter, led by strong increases in exports of automotive products,
aircraft, and agricultural goods. In the current quarter, we expect export growth to fall to
a still-robust rate of 7Y% percent, as the growth of core exports declines to a pace more
consistent with foreign GDP growth and relative prices. Exports of computers are also
projected to decelerate after strong growth in the third quarter. In contrast, exports of
services and semiconductors are expected to bounce back from relatively weak growth in
the third quarter.

Staff Projections for
Trade in Goods and Services
(Percent change from end of previous period, s.a.a.r.)

2007 Projection
Measure . 2008
H1 | Q3 2%047' 2009
H1 H2
Real exports 43 189 7.4 7.0 6.9 6.7
October GB 43 169 7.7 7.1 6.7 6.3
Real imports 0.5 4.3 4.3 0.7 35 4.1
October GB 0.5 35 5.3 1.7 3.7 4.5

NoTE. Change for year is measured as Q4/Q4; half-years are Q2/Q4 or Q4/Q2.

Export growth is anticipated to moderate over the course of 2008 and 2009. Exports of
core goods are projected to remain strong throughout the forecast period, supported by
past dollar depreciation and continued solid foreign GDP growth. However, exports of
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services, which react more quickly to changes in relative prices, are expected to
decelerate as the impact of recent rapid dollar depreciation fades and the dollar declines
much more slowly over the forecast period. Since the October Greenbook, we have
revised up our projection for total real export growth in 2008 and 2009 about

Y, percentage point on average, reflecting the weaker dollar.

Real imports of goods and services increased at a 4v4 percent rate in the third quarter,
supported by a robust increase in imports of core goods. In the fourth quarter, imports of
core goods are expected to decelerate sharply, in line with the weak projected pace of
U.S. GDP growth. However, total real import growth is expected to hold steady, as the
deceleration in imports of core goods is offset by a seasonal surge in imports of oil and a
rebound in imports of computers after steep declines in the middle of the year. Compared
with the previous Greenbook, our estimate of real import growth is a little stronger for the
third quarter, on account of stronger-than-expected imports in the recent trade data, and a
little weaker for the fourth quarter, partly because of lower projected U.S. GDP growth.

Real import growth is expected to accelerate over the course of 2008 and 2009, as
imports of core goods and services strengthen in response to both a projected pickup in
U.S. growth and a projected decline in import price inflation. Imports of computers and
semiconductors are expected to continue to expand, whereas real imports of oil and
natural gas are expected to be flat on average. Compared with the October Greenbook,
we have revised down our projection for real import growth in 2008 and 2009 in line with
the lower projected path of U.S. GDP growth.

Alternative Simulations

Our baseline projection has the dollar depreciating gradually over the forecast period, but
the dollar could decline more abruptly if foreigners become less willing to acquire the
dollar-denominated assets associated with financing the current account deficit. In our
alternative scenarios, we use the FRB/Global model to illustrate how the macroeconomic
effects of a sharp decline in the dollar may hinge on the response of financial markets. In
particular, we first consider a case in which a sudden depreciation of the dollar has
relatively benign effects, pushing up aggregate demand and interest rates but inducing
little stress in financial markets. We contrast this scenario with a “disorderly” alternative,
in which the initial fall of the dollar is accompanied by shocks that markedly boost the
equity premium and term premiums on longer-term bonds.
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In the first scenario, we consider the effects of a rise in the foreign exchange risk
premium in 2008:Q1 that induces an immediate 10 percent dollar depreciation in the
absence of endogenous changes in domestic or foreign interest rates. The depreciation of
the dollar stimulates U.S. net exports, raising real GDP growth 0.4 percentage point
relative to baseline in 2008 and 0.5 percentage point in 2009. Core PCE price inflation
rises roughly 0.3 percentage point in 2008:H1 in response to higher import prices and
remains slightly above baseline over the rest of the forecast period. Given higher activity
and prices, the federal funds rate rises 1.1 percentage points above baseline by the end of
2009. The trade balance initially deteriorates because of J-curve effects, but it rises
roughly 0.3 percentage point of GDP by the latter part of the forecast period and
somewhat more thereafter.

The second scenario assumes the same shock to the dollar as in the first scenario but adds
autonomous shocks that boost equity and term premiums 100 basis points. In this case,
real GDP growth falls 0.1 percentage point in 2008 and is unchanged in 2009 (both
relative to baseline), as the contractionary effects of the equity and term premium shocks
offset the stimulative effects of the lower dollar. As in the first scenario, core PCE
inflation rises slightly because of the increase in import prices. With activity and
inflation changing little, the federal funds rate remains essentially unchanged. The trade
balance improves more in this scenario than in the first, as the lower level of U.S. activity
weighs on import demand. Although this scenario suggests that even a “disorderly”
correction would have little adverse effect on the U.S. economy, a great deal of
uncertainty surrounds this assessment; in particular, a disorderly correction may have
larger contractionary effects through channels such as business and consumer sentiment
that are not explicitly modeled in FRB/Global.



I1-42  Class Il FOMC—Restricted (FR) Part 1: Summary and Outlook, December 5, 2007

Alternative Scenarios
10 Percent Dollar Depreciation and Disorderly Correction
(Percent change from previous period, annual rate, except as noted)

2008 2009
H1 H2 H1 H2

Indicator and simulation

U.S. real GDP

Baseline 1.0 1.6 2.0 2.1
10 percent dollar depreciation 1.2 2.2 2.6 2.4
Disorderly dollar correction 0.9 1.5 2.0 2.1
U.S. core PCE prices

Baseline 2.0 1.9 1.9 1.9
10 percent dollar depreciation 2.3 1.9 2.0 2.0
Disorderly dollar correction 2.3 1.9 2.0 1.9
U.S. federal funds rate (percent)

Baseline 425 425 425 40
10 percent dollar depreciation 445 485 515 51
Disorderly dollar correction 435 435 435 4.1
U.S. trade balance (percent of GDP)

Baseline 51 -46 -45 -42
10 percent dollar depreciation 54 -46 -43 -39
Disorderly dollar correction -53 -45 41 -36

NoTE. Half-year changes are measured as Q2/Q4 or Q4/Q2. The federal
funds rate is the average rate for the final quarter of the period. The monetary
authorities in the United States and the major foreign economies adjust their
policy rates according to Taylor rules.
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Evolution of the Staff Forecast
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