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Domestic Developments

Real gross domestic product (GDP) is now estimated to have increased at a solid pace in
the second quarter; however, the available indicators point to a sharp deceleration in
economic activity in the third quarter. Some of the factors that had provided a substantial
boost to activity last quarter—most notably, net exports and government purchases—
appear likely to make much smaller contributions in the current quarter. More
fundamentally, consumer spending has softened appreciably in recent months, and
housing construction remains on a steep downtrend. No doubt, some of the weakness in
the household sector reflects the ongoing deterioration in the labor market; the
unemployment rate moved above 6 percent in August. But the effects of the earlier run-
up in oil prices, weakening balance sheets, and restrictive financial conditions have also
put many households and businesses under considerable pressure. All told, we project
real GDP to rise at an annual rate of about % percent in the second half of 2008, much the
same as in our forecast in the July/August Greenbook.

As in previous forecasts, we anticipate that the restraint on household and business
spending associated with financial market turmoil will gradually ease over the course of
the forecast period. This improvement, coupled with a diminishing drag on activity from
the earlier increase in oil prices and the end of the contraction in the housing market,
leads to a modest acceleration in economic activity beginning in 2009. Indeed, we
project that the pace of real GDP growth will step up to about 2 percent in 2009 and to
2% percent in 2010. Relative to the last Greenbook, our forecast for growth in 2009 is
just a touch lower, as the added boost to activity from a lower path for crude oil prices in
this projection is more than offset by an upward shift in the path of the exchange value of
the dollar and weaker foreign activity. We have also marked up our forecast of the
unemployment rate—it now averages 6% percent next year—in light of both its recent
jump and the slightly weaker economy in this forecast. With economic growth projected
to move above potential in 2010, the unemployment rate drifts back below 6 percent by
the end of that year.

The outlook for both core and overall PCE inflation over the next two years has changed
little since the July/August Greenbook. We continue to project core inflation to edge
lower over the projection period—from 2.4 percent in 2008 to 2.1 percent in 2009 and
1.9 percent in 2010—as the prices of imports, energy, and other commodities decelerate
and the margin of resource slack remains relatively wide. In 2009 and 2010, we project
overall PCE prices to move roughly in line with core prices.
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Key Background Factors

Given the somewhat weaker prospects for economic activity, we have revised the
monetary policy assumption underlying our projection. We now assume that the
Committee will hold the federal funds rate steady at 2 percent until the middle of next
year, rather than starting to tighten policy just after the turn of the year. With the later
onset of tightening, we assume that the federal funds rate reaches 2% percent by the end
of 2009, 25 basis points below the level assumed in the last Greenbook, and that it rises
to 3 percent by the end of 2010. Financial market participants have lowered their
expected path for the federal funds rate by much more; indeed, by the end of 2010, the
market’s expected path has shifted down % percentage point. As a result of these
revisions, the market’s outlook for the federal funds rate is now similar to our path
through 2010.

Reflecting the revision to the market’s outlook for monetary policy and an apparent
decline in term premiums, long-term Treasury yields have fallen about ¥ percentage
point since we closed the July/August Greenbook. We are assuming that long-term
Treasury yields will drift up over the next two years as the 10-year window moves
beyond the low short rates prevailing in the near term.

The financial headwinds facing the economy remain substantial. Since the close of the
last Greenbook, deepening concerns about asset quality have pushed up premiums on
credit default swaps for investment and commercial banks. In short-term funding
markets, Libor spreads have drifted up from already elevated levels. Yields on
speculative-grade corporate bonds have edged up further, and those on investment-grade
bonds have declined less than comparable-maturity Treasury yields. The federal takeover
earlier this week of Fannie Mae and Freddie Mac reduced some uncertainty that had been
weighing on markets and appears to have resulted in a decline in conforming fixed
mortgage rates. Although this action essentially eliminated the odds of an outright failure
of the government-sponsored enterprises (GSESs) and the associated macroeconomic tail
risks, our early assessment is that it will have a limited effect on our baseline projection.

In light of recent developments, we have lowered the assumed starting level of the fixed
mortgage rate 50 basis points. We expect the mortgage rate will edge down over the
forecast period as its spread over the 10-year Treasury yield narrows somewhat further
with the improvement in economic activity. The starting level for the Baa corporate rate
has been revised down about 20 basis points, and we continue to expect that this rate will
trend down through 2010 as the outlook for the business sector brightens.
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Key Background Factors Underlying the Baseline Staff Projection
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Judgmental Effects of Financial Market Turmoil in the Staff Projection

Over the past year, financial market conditions
have deteriorated substantially, likely
contributing to the weakening that has occurred
in economic activity. But the infrequency of
episodes of financial turmoil, difficult
econometric identification problems, and the
absence of a generally accepted paradigm for
real-financial linkages suggest that our standard
models probably do not fully capture the effects
of changes in financial conditions on real GDP.
A related problem is that our models also appear
to miss the types of nonlinear effects that may
occur during periods of marked economic
deceleration. For these reasons, we have
employed supplementary analyses and models to
account for these factors in our judgmental
projections over the past year.

To quantify the extent of financial turmoil, we
have used two types of financial data: indicators
of stress from capital markets, such as risk
spreads and volatility measures, and indicators of
bank lending conditions from the Senior Loan
Officers’ Opinion Survey (SLOOS). These
measures are meant to capture nonprice rationing
and other channels that are not fully represented
in our standard models. In the chart on the facing
page, we have plotted a financial stress index
along with an index of changes in bank credit
standards for the major loan categories
constructed from the SLOOS. In our empirical
work, we have also employed a measure from the
SLOOS that focuses on changes in standards on
commercial and industrial loans and one that uses
the first principal component of responses to
seven questions. All of these measures show a
clear deterioration in financial conditions over the
past year.

The empirical methods that we use to inform our
views on the effects of financial turmoil on real

activity fall into two broad classes. The first
method isolates the portion of FRB/US spending
equation residuals that are correlated with
movements in financial stress, then uses these
correlations to project residuals for simulations of
the FRB/US model. The second method
incorporates indicators of stress within small-
scale VAR models. Each method has its merits
and drawbacks, as do the data that underlie them.
Indeed, quantifying the magnitude and dynamics
of stress effects is difficult whatever the method,
and the confidence interval around any estimate
is large. The accompanying table summarizes
estimates from a range of models and data. As
the note to the table indicates, projected stress is
generated endogenously within a model in some
instances and phased out exogenously in others.
Although all of the exercises incorporate a
gradual fading of the financial stress, the rate at
which it fades varies in the different scenarios.

The effects of the financial turmoil are difficult to
disentangle from other types of nonlinear effects
that often seem to occur during cyclical
slowdowns but are not well captured by standard
models. For example, in the current episode, the
unusually low readings on consumer sentiment—
which we think have contributed to the weakness
in spending—yprobably reflect reactions to both
financial turmoil and broader recession concerns.
Similarly, financial accelerator effects are in
force in any business cycle episode to some
extent; after all, bank lending standards normally
vary inversely with the business cycle.
Moreover, financial conditions this year, as
always, have not only affected real activity but
have responded themselves to observed or
expected economic outcomes. And because both
of the last two recessions were also accompanied
by financial distress, the empirical effects that we
(continued on next page)
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(continued)

have identified are likely capturing some portion
of these “recession effects” as well. For all of
these reasons, we do not attempt in our projection
to disentangle effects that stem purely from
financial turmoil from those that might normally
occur during a period of very weak economic
activity.

The judgmental adjustments to the staff forecast
to encompass these influences are shown in the
bottom row of the table. All told, we estimate
that these effects will have held down the level of
real GDP by 1% percent by the end of this year,
consistent with the range of model estimates
shown in the table. For the coming year, the
various estimates imply that financial turmoil
should restrain GDP growth next year even as
financial conditions start to improve. On net, the
drag on the level of GDP is projected to increase
just a bit further to 2 percent by the end of 2009
before diminishing to 1% percent in 2010 (not
shown). We view these adjustments as consistent
with a phasing out over the next year of the extra-
model effects described above. The drag from

Measures of Financial Turmoil
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financial conditions more broadly, however, will
last into 2010 as foreclosures continue and lower
real estate values restrain lending as a part of the
normal course of the cycle. Only in 2011 do we
envision the economy returning to normal levels of
activity, providing some boost to GDP growth.

Selected Estimates of Effects of Financial Turmoil on Real GDP

Percent deviation from Q4 baseline level

Data source Methodology 2007 2008 2009
Senior loan officers’ survey
Index of survey responses FRB/US? -0.3 -3.2 -4.7
Commercial loan credit standards VAR -0.4 -1.3 -2.2
Change in bank credit standards® VAR! -0.0 -0.7 -1.3
Capital markets data
9-variable stress index FRB/US* -0.1 -1.4 -2.0
9-variable stress index FRB/US? -0.4 -2.0 -2.5
9-variable stress index VAR! -0.0 -0.4 -1.6
Memo item: Projection adjustments Staff judgment -0.3 -1.8 -2.0

1. Stress treated as endogenous and simulated as part of a system of equations.
2. Stress treated as exogenous and phased out over four quarters.
3. Series shown as the dashed line in the chart; includes both business and consumer lending standards.
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Equity prices have fallen more than 3 percent, on net, since we closed the July/August
Greenbook, leaving our estimate of the equity premium at its highest level in the past two
decades. We continue to project that the equity premium will decline over the forecast
period; by the end of 2010, we assume that it will have retraced slightly more than half of
its run-up since mid-2007. As a result, we have equity prices rising at an annual rate of

8 percent over the rest of this year and 12 percent, on average, over 2009 and 2010.

As for house prices, the rate of decline in the second quarter was a bit slower than we had
assumed in the last Greenbook, and we have edged up our house price forecast in the near
term. We now expect the purchase-only price index published by the Office of Federal
Housing Enterprise Oversight to drop at an annual rate of about 6% percent through the
middle of 2009, with the declines tapering off over the remainder of the forecast period.
In total, this index of house prices is projected to fall roughly another 9 percent before
stabilizing in late 2010.

As in the July/August Greenbook, we expect federal fiscal policy to provide an impetus
to real GDP growth on an average annual basis of about % percentage point in 2008,
primarily reflecting steep increases in defense spending, the stimulus rebates, and the
temporary extended unemployment compensation (TEUC) program. In 2009 and 2010,
fiscal policy is essentially a neutral factor for economic growth.

We are now expecting larger unified budget deficits than we were in July. In fiscal year
2008, we expect the deficit to total $403 billion, $45 billion more than in the July/August
Greenbook. The incoming data on federal receipts have been a bit weaker than we
anticipated, while federal spending has risen much more than we projected, primarily
because of outlays by the Federal Deposit Insurance Corporation (FDIC) to cover insured
deposits at failed financial institutions. In response to both the greater-than-expected
outlays for deposit insurance since July and the FDIC’s expansion of the problem-bank
watch list in August, we now expect FDIC outlays for deposit insurance to be $20 billion
in fiscal 2008 and then remain at an elevated level of $12 billion next year. Also, we
anticipate the Treasury’s decision to place Fannie Mae and Freddie Mac in
conservatorship with the Federal Housing Finance Agency to raise the expected budget
costs to the Treasury for these institutions. The Treasury’s expected outlays for
purchasing equity and mortgage-backed securities of Fannie and Freddie are highly
uncertain, but we put in a placeholder for these costs of $20 billion in calendar 2008 and
$60 billion in 2009, well above the Congressional Budget Office’s $25 billion estimate
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for the total cost that we had assumed in the July/August Greenbook.' All told, we now
expect the unified budget deficit to increase to $455 billion in fiscal 2009, about

$60 billion more than in the last Greenbook. The deficit is projected to narrow a bit in
fiscal 2010 to $430 billion, primarily because we currently assume that the elevated
outlays for deposit insurance and GSE support do not persist into 2010.

The foreign exchange value of the dollar has moved up roughly 5 percent since the time
of the last Greenbook. We carried the higher level forward and trimmed slightly the
projected rate of depreciation of the real trade-weighted dollar to about 2% percent
annually over the next two years. After rising at a 1% percent rate in the first half of this
year, foreign GDP growth is expected to remain sluggish in the second half before
reviving to about 3 percent in 2009 and 3% percent in 2010, roughly in line with the
growth of potential output. Compared with the last Greenbook, the projected pace of
foreign economic activity is a good bit slower this year and somewhat slower next year,
reflecting softer-than-expected incoming readings for both advanced and emerging
economies.

The spot price of West Texas intermediate (WTI) crude oil has fallen markedly in recent
weeks and now stands at $103 per barrel, about $20 per barrel below its level at the time
of the July/August Greenbook. The recent drop in oil prices appears to reflect, in part,
the belief that slower world economic growth will curb the demand for oil. In addition,
the International Energy Agency reported somewhat greater supply from Saudi Arabia in
recent months. So far, the hurricane season has left oil facilities in the Gulf of Mexico
relatively unscathed.? Consistent with futures prices, we expect WTI to edge up to about
$107 by the end of 2009 and to hold at that level in 2010.

Recent Developments and the Near-Term Outlook

Real GDP is now estimated to have risen at an annual rate of 3% percent in the second
quarter, nearly 1 percentage point more than we projected in the July/August Greenbook.
To a significant degree, this upside surprise to growth reflects a stronger-than-expected
contribution from net exports that we do not expect to be repeated. More broadly, the

! The Congressional Budget Office’s estimate in July was based on their assumption at that time that
there probably was a better than 50 percent chance that the Treasury would not have to use their authority
to provide financial assistance to the GSEs. Because the GSEs have now been moved into conservatorship
and because the Treasury has committed to purchasing both mortgage-backed securities and equity from
the GSEs, we have assumed that the expected federal budget costs have increased.

2 However, the return to production of some oil and natural gas platforms that were evacuated in
advance of Hurricane Gustav will be further delayed by Hurricane Ike.
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Summary of the Near-Term Outlook
(Percent change at annual rate except as noted)

2008:Q2 2008:Q3 2008:Q4

Measure July/ July/ July/
Aug. | Sept. | Aug. | Sept. | Aug. | Sept.
GB GB | GB GB | GB | GB

Real GDP 2.7 35 v .6 4 11
Private domestic final purchases 1.1 1.3 -1 -12 -39 -21
Personal consumption expenditures 2.0 1.7 1.6 -5 -28 -16
Residential investment -19.4  -134 -241 -17.6 -29.7 -20.0
Business fixed investment 3.3 35 27 1 23 T

Government outlays for consumption
and investment 4.1 4.1 15 1.9 1.7 17

Contribution to growth
(percentage points)

Inventory investment -1.4 -1.5 -5 .6 27 15
Net exports 2.3 3.1 1.0 4 8 1.0

ongoing deterioration in labor market conditions, widespread declines in industrial
production (IP), and recent soft readings on consumer spending point to a marked
deceleration in real GDP in the second half of the year. This downshift in the pace of
activity likely reflects the effects on spending of restrictive credit conditions, declining
household wealth, and the waning influence of the tax rebates. The quarterly pattern of
growth has been modified to reflect our view that the tax rebates contributed more to
consumer spending growth in the second quarter—and thus less in the third—than we
had previously anticipated.

In the labor market, private payroll employment declined another 100,000 in August,
while the unemployment rate jumped 0.4 percentage point, to 6.1 percent. Although the
decline in payrolls was close to our forecast, we were surprised by the extent of the
increase in unemployment. Preliminary readings on the number of individuals filing for
extended unemployment compensation suggest that some of the unexpected rise in the
jobless rate may stem from a larger effect on measured unemployment from the TEUC
program than we had built into the July/August projection. However, the jump in the
unemployment rate and the elevated readings on regular initial claims in recent weeks
suggest to us that labor market conditions have deteriorated somewhat more than we had
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previously anticipated.® We have carried forward this more negative outlook for the labor
market into the forecast period, with private payrolls projected to fall, on average, by
about 110,000 per month over the remainder of this year and the unemployment rate
expected to average 6Y4 percent in the fourth quarter, ¥ percentage point above our
projection in the last Greenbook.*

Activity in the manufacturing sector has also been sluggish in recent months. After
falling at an annual rate of nearly 4 percent in the second quarter, manufacturing output is
projected to decline 2 percent in the current quarter and then rise a little over 1 percent in
the fourth quarter. Although motor vehicle assemblies moved up in June and July from
their strike-depressed pace, they dropped sharply in August in response to weak sales; in
addition, automakers slashed their planned assembly rates for the third quarter from
previously announced levels, and they expect production to remain near that reduced
pace in the fourth quarter. In light of these developments, we have marked down total
motor vehicle production by about ¥ million units in both the third and fourth quarters.
Outside of motor vehicles, manufacturing IP is expected to edge down, on net, over the
second half of this year, with the weakness widespread across categories.’

After three moderate monthly increases, real consumer spending declined in June and
July. The strength in spending in the spring and the weakness this summer were both
greater than we had anticipated, and the pattern of these surprises led us to reassess our
view about the timing (but not the overall magnitude) of the rebate effect on
consumption. We now think that the rebates provided a larger boost to spending in the
second quarter and a smaller boost in the current quarter than we had built into the
July/August Greenbook. Apart from these timing effects, consumer spending appears to
be on a weaker trajectory than was the case earlier this year; sentiment remains gloomy,
housing and equity wealth are falling, conditions in the labor market have deteriorated,
and credit conditions have tightened further. As a result, we now project real PCE to

® Although we had expected the introduction of the TEUC program to result in an increase in initial
claims for regular unemployment insurance benefits in the early weeks of the program (as individuals filing
for TEUC benefits were deemed eligible for regular benefits), we think that most of that effect probably
would have passed by the end of August. Our guess is that the TEUC program is currently boosting the
level of the unemployment rate by ¥ percentage point.

* The monthly pattern of employment is likely to be distorted by the Boeing strike that began on
September 6. Our working assumption is that the strike will last about one month, in line with the length of
the previous Boeing strike in 2005. On this assumption, the change in private payrolls is expected to be
held down by 27,000 in September and boosted by the same amount in October.

® The effect of the Boeing strike on aircraft production is expected to hold down the change in
manufacturing IP in September by % percentage point.
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decline at an annual rate of about % percent in the third quarter, in contrast with the

1% percent increase in our previous forecast. We continue to expect real PCE to decline
further in the fourth quarter as rebate-induced spending dissipates, but the drop-off is not
as large as we had assumed in the last Greenbook.

In the housing sector, single-family starts have continued to slide—to an annual rate of
640,000 units in July. Meanwhile, sales of new and existing homes have basically moved
sideways in recent months, although they remain at very low levels.® This flat pace of
sales together with the further declines in new residential construction have allowed
homebuilders to make progress in reducing the number of unsold homes. Even so, the
overhang of new home inventories still looks quite high, and we expect single-family
starts to continue to trend down over the remainder of the year. All told, real residential
investment is projected to decline at an annual rate of close to 20 percent in the second
half of 2008, a pace that would subtract roughly % percentage point from real GDP
growth over that period.

Real investment in equipment and software (E&S) fell at an annual rate of 3% percent in
the second quarter as a precipitous decline in business outlays for motor vehicles
outweighed a moderate gain in high-tech expenditures and an uptick in spending on other
capital goods. More recently, the incoming data on orders and shipments of equipment
outside of the transportation and high-tech sectors suggest that demand for these goods is
holding up somewhat better than we had expected, and we have revised up our near-term
outlook for spending in this category. Even so, with economic activity slowing and with
credit more difficult to obtain, we expect business spending on E&S to remain relatively
weak over the remainder of the year. Specifically, we project real E&S outlays to decline
at an annual rate of 3 percent in the current quarter and then to turn up at about a

4 percent pace in the fourth quarter.’

Nonresidential construction spending appears to have risen much faster in the first half of
this year than we assumed in the July/August Greenbook. Part of the upside surprise
reflects sizable increases in outlays for drilling and mining structures, apparently in
response to the high prices for crude oil and natural gas; we expect robust gains for these
structures to continue over the remainder of the year. Excluding drilling and mining,

® The first-time homebuyer tax credit is assumed to provide a small boost to home sales beginning this
quarter.

" This swing in growth is exaggerated by the strike at Boeing, which seems likely to cause a temporary
drop in deliveries of domestic aircraft this quarter.
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construction spending also advanced at a vigorous pace in the first half, but nominal
expenditures turned down in July, and forward-looking indicators, such as the
architectural billings index, remain weak. Furthermore, greater financing constraints and
soaring costs for building materials will likely weigh on investment demand in the second
half of this year. As a result, we expect real construction outlays in this category to
flatten out this quarter and to decline sharply in the fourth quarter.

In the government sector, real federal expenditures on consumption and gross investment
are projected to rise at a 2% percent pace in the third quarter, led by a sizable increase in
defense spending. Given the appropriations now in place and the likelihood of a
continuing resolution to cover appropriations in the fourth quarter and into early next
year, we expect defense spending to increase at nearly a 5 percent rate in both the third
and fourth quarters; in contrast, real nondefense spending is expected to edge down in
both of these quarters. Meanwhile, we expect growth of real purchases by state and local
governments to slow from an annual rate of 2% percent in the second quarter to about
1Y, percent in the second half, as these governments begin to adjust to tighter budget
conditions.

We estimate that net exports added a remarkable 3 percentage points to real GDP growth
in the second quarter as exports surged and imports, most notably of oil, dropped sharply.
Export growth is expected to slow but remain solid in the second half of the year, while
imports decline slightly further; as a result, the external sector’s contribution to GDP
growth is expected to average about % percentage point over this period.

Real nonfarm inventories were drawn down considerably in the second quarter, and our
projection has stocks falling by another sizable amount in the current quarter before
leveling out in the fourth quarter. We expect automakers to keep production low enough
to bring motor vehicle stocks to comfortable levels in coming months. Outside of motor
vehicles, the pattern of inventory investment is influenced importantly by our
assumptions about the response to the effects of the tax rebates. In particular, we
continue to assume that, in the first instance, firms have been meeting roughly half of the
stimulus-induced demand for their products by drawing down inventories. Over the
longer term, as the prospects for demand become clearer, they rebuild their stocks to
more normal levels. These assumptions have the effect of tempering the production
response to rebate spending in the near term and prolonging it by a few quarters.
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The latest readings on core inflation have come in noticeably above the relatively low
readings of last spring, likely reflecting some pass-through of high energy and import
prices as well as the disappearance of some factors that we think temporarily held down
inflation earlier this year; indeed, the latest readings have been a little higher than we
expected. We now expect core inflation to rise to an annual rate of nearly 3 percent in
the third quarter before slowing to about 2% percent in the fourth quarter. Price increases
for consumer food and energy continued to come in quite high in July, pushing our
projection of overall PCE inflation in the current quarter to 5% percent. However, the
sharp drop in crude oil prices since July is starting to feed through to consumer energy
prices and should help hold down overall inflation—to about % percent—in the fourth
quarter. In contrast, food price inflation has continued to run ahead of even the more
pessimistic outlook that we adopted in the previous Greenbook, and we have marked up
our projection for these price increases over the second half of this year.

The Medium-Term Outlook

The pace of economic activity is expected to pick up over the next two years as financial
conditions gradually improve, the contraction in housing construction comes to a close,
and the drag from the past run-up in oil prices fades away. After rising 1% percent this
year, real GDP is projected to expand about 2 percent in 2009, a touch lower than in the
July/August Greenbook, and about 2% percent in 2010. The small downward revision to
GDP growth next year primarily reflects the contractionary effect of the dollar’s recent
appreciation and weaker foreign activity, which more than outweighs the boost from the
lower path of crude oil prices.

Household sector. As noted above, an end to the contraction in residential construction
in our forecast remains an important source of the improvement in economic activity
projected over the next two years. In this regard, we see the recent signs of some
stabilization in housing demand as encouraging. We continue to expect that home sales
will rise next year as credit conditions improve, real household incomes turn up, and the
favorable effects of house price declines on affordability begin to outweigh their negative
influence on expected house price changes. As the improvement in housing demand
further reduces the overhang of unsold homes, we expect new construction to turn up
next year as well. In particular, single-family housing starts are projected to bottom out
early next year at an annual rate of about 540,000 units and then move up gradually to an
860,000 unit pace by the end of 2010. Consistent with our forecast of housing starts, we
expect real residential investment to remain a significant negative for real GDP growth in
early 2009 before turning positive in 2010.
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Projections of Real GDP
(Percent change at annual rate from end of
preceding period except as noted)

Measure 2008 2009 | 2010
H1 H2
Real GDP 2.2 .8 2.1 2.7
Previous 1.8 .6 2.2
Final sales 2.9 -2 1.6 2.8
Previous 2.5 -5 1.4
PCE 1.3 -1.1 1.9 2.6
Previous 1.6 -7 1.2
Residential investment | -19.5 -18.8 -6.2 17.1
Previous -22.0 -26.9 -8.3
BFI 3.0 A4 -3 49
Previous 1.9 -2.5 -.6
Government purchases 3.0 1.8 1.3 .8
Previous 3.1 1.6 15
Exports 9.1 5.6 5.6 5.1
Previous 8.1 7.0 7.5
Imports -4.2 -5 2.8 4.9
Previous -3.0 A 2.4
Contribution to growth
(percentage points)
Inventory change -8 1.0 4 -1
Previous -7 1.1 7
Net exports 1.9 .8 3 -1
Previous 15 9 6

The basic contour of real consumer spending is unchanged from the July/August
Greenbook. After essentially no growth in 2008, consumer spending is projected to rise
about 2 percent in 2009 as real income growth increases, consumer sentiment improves,
and credit conditions begin to recover. For 2010, we look for the increase in
consumption expenditures to move back up to about 2% percent, reflecting further gains
in both real income and household wealth and an improvement in borrowing conditions.
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Business investment. We expect business expenditures on capital equipment to remain
tepid in the first half of 2009 as sales prospects and financial conditions generally remain
unfavorable. By the middle of next year, however, investment in E&S should begin to
rise more rapidly in response to an acceleration in business output and some slackening in
financial headwinds. For next year as a whole, we project real E&S outlays to increase
about 3 percent. In 2010, we expect E&S spending to rise 8% percent as sales prospects
continue to improve.

Real investment in nonresidential structures is projected to fall 6¥4 percent in 20009,

a slightly faster rate of decline than in the previous Greenbook. We have scaled back
considerably the projected rise in investment in drilling and mining structures in response
to the lower path of oil and natural gas prices in this forecast. At the same time, our
projection that building construction will turn down sharply next year is largely
unrevised; financing conditions for this sector are expected to remain tight for some time,
and we anticipate that the current economic weakness will soon show through more
noticeably to building activity. In 2010, we project that the contraction in business
construction will gradually ebb as economic activity picks up and credit conditions in this
sector begin to improve.

We continue to expect inventory investment to return to positive territory by early 2009.
Stockbuilding should rise over the course of next year as final demand gains speed and
uncertainties about the economic outlook diminish; inventory investment should then
flatten out in 2010 at a level consistent with the pace of sales. Given this pattern,
inventory investment is projected to contribute about ¥ percentage point to real GDP
growth in 2009 and is roughly a neutral influence in 2010.

Government spending. We continue to expect government spending at both the federal
and state and local levels to decelerate over the projection period. Given our fiscal
assumptions, growth in real federal consumption and investment is projected to step
down to a little less than 3 percent in 2009 and 2 percent in 2010 from 4% percent in
2008. Given mounting budget pressures, we expect real purchases in the state and local
sector to increase just ¥z percent next year and to be essentially flat in 2010.

Net exports. After advancing 7% percent in 2008, real exports are expected to decelerate
to growth of 5% percent in 2009 and 5 percent in 2010 as the impetus from past rapid
dollar depreciation fades. Real imports, which appear likely to decline this year, are
projected to move up in 2009 and rise at a solid pace in 2010 as the U.S. economy
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recovers and import prices rise more slowly. All told, after having added nearly

1% percentage points in 2008, net exports are expected to contribute only about

Y4 percentage point to real GDP growth in 2009 and to subtract about ¥ percentage point
in 2010. (The International Developments section provides more detail on the outlook
for the external sector.)

Aggregate Supply, the Labor Market, and Inflation

In response to the annual revision to the national income and product accounts (NIPA),
we nudged down our estimates of growth of structural labor productivity and potential
GDP by about 0.1 percentage point per year from 2004 to 2006. However, we have made
no significant changes to our estimates over the forecast period. Structural labor
productivity is still assumed to rise 2 percent per year in 2008 and 2009, and we have
extended that assumption into 2010; similarly, our projected growth rate for potential
GDP remains at 2% percent per year. Given these adjustments, real GDP is still
estimated to have been about % percent below potential in the second quarter of this year.
With actual GDP projected to rise more slowly than potential over the next year and a
half, the output gap widens to negative 1% percent of GDP by the end of 2009 before
narrowing a bit in 2010.

Productivity and the labor market. Although productivity growth in recent quarters
has been surprisingly strong, that strength followed a period in which productivity was
unusually weak, and the current level of productivity is not far from our estimate of its
trend. Our sense is that businesses will continue to keep a tight rein on staffing levels.
Accordingly, we expect productivity to rise at a pace close to trend, on average, over the
projection period.

As noted earlier, we expect employment to continue to contract in coming months, when
activity is projected to be especially weak. With the growth of real output expected to
pick up gradually next year, employment should begin to turn up as well. Following
sizable declines in the second half of this year, we project increases in private payroll
employment to average about 65,000 per month in 2009 and 90,000 per month in 2010.
The unemployment rate is expected to hold near 64 percent through 2009 and then to
edge down to just under 6 percent by the end of 2010.

Prices and labor costs. Although larger-than-expected increases in recent monthly data
on consumer prices have led us to raise our projection for core inflation a bit this year, we
continue to expect it to fall back during the next two years as the upward pressure from
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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 | 06 2007 | 2008 | 2009 | 2010
Structural labor productivity 15 2.5 2.6 2.1 2.0 2.0 2.0
Previous 15 2.5 2.7 2.1 2.0 2.0 ..

Contributions®

Capital deepening v 1.4 v v 5 5 v
Previous 4 1.4 g .6 5 5 ce

Multifactor productivity 5 v 1.6 1.2 13 13 1.2
Previous 5 v 1.7 1.2 1.3 1.3 ce

Labor composition 3 3 3 2 2 2 A

MEMO

Potential GDP 3.0 3.4 2.6 2.5 2.5 2.5 2.4
Previous 3.0 3.4 2.7 2.5 2.5 2.5

NoTE. 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 2007 | 2008 | 2009 | 2010
Output per hour, nonfarm business 2.7 2.4 1.8 2.1
Previous 2.9 2.1 1.8
Nonfarm private payroll employment 9 -9 v 9
Previous 9 -8 8 .
Household survey employment A4 -6 .6 1.0
Previous 4 -6 4 .
Labor force participation rate* 66.0 66.0 657 655
Previous 66.0 659 65.6 .
Civilian unemployment rate* 4.8 6.2 6.2 5.9
Previous 4.8 59 59
MEMO
GDP gap? -2 12 -16  -14
Previous 1 13  -15 .

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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Inflation Projections
(Percent change, Q4 to Q4, except as noted)

Measure 2007 | 2008 | 2009 | 2010
PCE chain-weighted price index 35 35 2.2 1.9
Previous 3.4 3.7 2.4
Food and beverages 4.5 6.1 3.2 2.1
Previous 45 5.4 3.1 ..
Energy 19.1 108 1.2 .8
Previous 196 174 2.5 .
Excluding food and energy 2.2 2.4 2.1 1.9
Previous 2.1 2.3 2.2
Consumer price index 4.0 4.0 2.3 2.0
Previous 4.0 4.4 2.5
Excluding food and energy 2.3 2.6 2.3 2.1
Previous 2.3 2.5 2.4 .
GDP chain-weighted price index 2.6 2.9 2.2 19
Previous 2.6 2.2 2.3
ECI for compensation of private
industry workers 30 29 31 30
Previous 3.0 3.4 3.4 -
Compensation per hour,
nonfarm business sector 3.6 4.1 3.9 3.6
Previous 4.4 4.2 41
Prices of core nonfuel imports 3.4 7.1 1.0 1.3
Previous 3.3 6.9 1.4

1. December to December.

rising energy and materials prices recedes, core nonfuel import prices decelerate, and
resource utilization remains slack. Reflecting these considerations, our projection calls
for core PCE inflation to slow from 2.4 percent in 2008 to 2.1 percent in 2009 and to
1.9 percent in 2010.

Overall PCE inflation is projected to slow from 3%z percent this year to 2% percent in
2009. This decline in inflation mainly reflects the sharp deceleration in energy prices
now under way as a result of the recent decline in crude oil prices. We also expect a
noticeable step-down in food price inflation next year as crude food costs decelerate in
line with current futures-markets expectations. In 2010, overall PCE inflation is expected
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to slow further—to just below 2 percent—reflecting a further deceleration in food and
energy prices and the projected slowing in core inflation.

Hourly compensation has continued to rise moderately this year. Average hourly
earnings rose 3%z percent over the 12 months ending in August, about ¥z percentage point
less than its pace in the previous 12-month period. In addition, compensation per hour in
the nonfarm business sector was revised down % percentage point in both 2006 and 2007
following the NIPA revision and by a similar amount, on average, in the first half of this
year with the receipt of the first-quarter unemployment insurance records. We now
project that hourly compensation will rise at an annual rate of about 4 percent in 2008,
roughly the same rate of change as in the previous three years, and then decelerate over
the projection period to 3% percent in 2010 in response to slack labor markets. We also
received a surprisingly low reading for ECI compensation inflation in the second quarter,
particularly for benefits. As a result, we revised the annual rate of change in the
employment cost index down to about 3 percent over the projection period, compared
with nearly 3%z percent in the last Greenbook.

The Long-Term Outlook

We have extended the staff forecast to 2013 using the FRB/US model, adjusted to
incorporate staff assessments of long-run potential output growth, fiscal policy, and
foreign economic conditions. The contour of the long-run outlook depends on several
key assumptions:

e Monetary policy aims to stabilize PCE inflation at 1% percent, consistent with the
discussion of longer-term inflation forecasts provided by FOMC participants in June.

e Risk premiums on corporate bonds and equity continue to fall back to historically
more normal levels beyond 2010 as financial-market strains abate.

e Fiscal policy is an essentially neutral factor at all levels of government.

e Beyond 2010, foreign real GDP expands 3¥4 percent per year while the dollar
depreciates 1% percent per year in real terms; nominal crude oil prices are roughly
flat, consistent with far-dated futures prices. Under these assumptions, the current
account deficit diminishes to about 3 percent of GDP by 2013, and movements in
prices of energy and imports have only minor implications for domestic inflation.

e The NAIRU remains flat at 4% percent, and potential GDP continues to expand about
2% percent per year from 2011 to 2013.
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The Long-Term Outlook
(Percent change, Q4 to Q4, except as noted)

Measure 2008 2009 2010 2011 2012 2013
Real GDP 15 21 2.7 33 31 2.8
Civilian unemployment ratet 6.2 6.2 5.9 5.3 4.9 4.7
PCE prices, tota 35 2.2 19 18 17 17
Core PCE prices 24 21 19 18 17 17
Federal funds rate! 2.0 25 3.0 3.3 3.8 4.2

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

Core inflation enters 2011 somewhat above the assumed long-run objective, accompanied
by considerable economic slack. As the lingering effects of financial turmoil continue to
fade away and residential construction extends its recovery, real GDP expands 3 percent
per year, on average, from 2011 to 2013 despite a gradual rise in the federal funds rate to
4%, percent. With actual output growth outpacing its potential, the unemployment rate
falls back to the NAIRU by late 2013. Given the persistent (albeit diminishing) slack and
tightening monetary policy over this period, inflation moves down to 1.7 percent in 2012
and 2013.

Financial Flows and Conditions

Domestic nonfinancial debt rose at an annual rate of about 4% percent in the first half of
2008, down from 8% percent last year; we expect debt will increase at an average annual
rate of about 4% percent through the end of 2010.

In the household sector, debt expanded at an annual rate of 2% percent in the first half of
this year, well below the nearly 7 percent rise in 2007, as the rise in mortgage debt
slowed dramatically. We expect overall household debt to increase at a subdued pace of
less than 1% percent, on average, through the end of 2009, before picking up moderately
in 2010. The projection of a slow rise in overall household debt is mainly the result of
the persistent weakness expected in home mortgage borrowing amid falling home prices
and tighter standards on mortgage loans. In addition, we anticipate that the growth of
consumer credit will be tempered by tight lending conditions for other forms of
household debt and sluggish increases in consumer durables spending.

The debt of nonfinancial businesses rose at an annual rate of 62 percent in the first half
of this year after increasing 13 percent in 2007; we expect that it will increase at an
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average annual pace of 4% percent through the end of 2010.2 The slowdown reflects
mainly the current and projected tightness of financial conditions as well as a projected
moderation in the pace of cash-financed mergers and acquisitions.

Federal government debt increased at an annual rate of 7 percent in the first half of 2008
and is expected to rise at a 10% percent pace in the second half of this year. While the
inflow of federal revenues is projected to slow with economic activity, federal spending
accelerates, boosted by FDIC outlays to resolve failed financial institutions and by the
costs associated with the takeover of Fannie Mae and Freddie Mac. Federal debt growth
is expected to rise 9% percent in 2009 as outlays to cover deposit insurance and GSE-
related costs are expected to remain elevated and revenue growth picks up only slowly
with the expected recovery in economic activity. Federal debt growth is anticipated to
slow to 7% percent in 2010 as revenue growth increases and outlays to cover troubled
financial institutions subside.

State and local government debt increased at an annual rate of 2 percent in the first half
of this year. Debt growth was held down by the rising costs of municipal debt financing
amid mounting concerns over the financial health of bond insurers and by the collapse of
the market for auction rate securities. Over the next two and half years, we expect state
and local debt to expand at a more typical pace, roughly 7 percent annually on average, as
conditions in the municipal bond market improve.

After having increased at an annual rate of 7% percent in the first half of 2008, M2 is
projected to rise at an average rate of just 2% percent through the end of 2010, held down
by the anticipated increases in M2 opportunity costs.

Alternative Simulations

In this section, we illustrate risks to the staff forecast using simulations of the FRB/US
model. In the first scenario, financial conditions deteriorate more and remain strained for
longer than in the baseline, leading to weaker real activity. In the second scenario, the
various forces buffeting the economy are the same as in the baseline, but households and
firms respond more negatively, in line with what typically occurs in recessions. The third
scenario, in contrast, considers the more optimistic possibility that financial conditions

® The figure for 2007 reflects revisions to the Flow of Funds accounts that will be released to the public
on September 18. The revised data show that the expansion of business debt slowed more sharply since
mid-2007 than do the currently published data; the revision is largely the result of the incorporation of new
information on syndicated business loans held by institutional investors.
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Alter native Scenarios
(Percent change, annual rate, from end of preceding period except as noted)

' 2008 2012-
Measure and scenario 2009 | 2010 | 2011 13
H1 | H2

Real GDP
Greenbook extension 22 0.8 21 2.7 33 29
M ore-persistent headwinds 22 -0.1 0.2 22 39 35
Typica recession 2.2 -15 1.0 3.7 4.4 34
Financial rebound 22 14 29 3.2 34 2.6
Stronger aggregate supply 23 11 2.6 3.2 3.8 34
Costly reallocation 22 -0.3 16 26 34 29
Unanchored inflation expectations 2.2 0.7 21 25 31 2.8
Unemployment rate!
Greenbook extension 53 6.2 6.2 59 53 4.7
More-persistent headwinds 53 6.3 6.9 6.9 6.0 4.8
Typical recession 53 6.5 7.0 6.6 55 4.4
Financial rebound 53 6.1 59 5.4 4.7 4.4
Stronger aggregate supply 53 6.2 6.1 5.7 51 44
Costly reallocation 53 6.2 6.6 6.2 5.4 4.8

Unanchored inflation expectations 53 6.2 6.2 6.0 5.4 4.9
Core PCE inflation

Greenbook extension 2.2 2.7 21 1.9 18 17
More-persistent headwinds 2.2 2.7 21 19 16 14
Typical recession 2.2 2.7 2.0 17 15 14
Financial rebound 22 2.7 21 19 19 19
Stronger aggregate supply 22 2.6 17 13 12 1.0
Costly reallocation 2.2 2.7 2.3 22 21 18

Unanchored inflation expectations 22 3.2 2.8 25 2.4 2.3
Federal funds ratet

Greenbook extension 21 20 25 3.0 3.3 4.2
M ore-persistent headwinds 21 16 0.4 0.6 19 3.8
Typica recession 21 10 0.2 16 3.0 44
Financial rebound 21 2.2 35 4.4 4.6 4.8
Stronger aggregate supply 21 2.0 21 2.2 24 31
Costly reallocation 21 20 2.3 3.0 3.6 4.3

Unanchored inflation expectations 21 21 32 39 4.0 4.7
1. Percent, average for the final quarter of the period.

will improve more quickly and restrain spending by less than we anticipate in the
baseline. The next two scenarios investigate risks associated with the supply side of the
economy. First, we consider the possibility that the NAIRU may be lower and structural
productivity growth faster than we estimate, both in the past and future. Next, we explore
a contrasting risk—that recent disruptions to the economy may temporarily boost the
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NAIRU and depress productivity growth. The final scenario outlines the implications of
an unanchoring of inflation expectations. In each of these scenarios, we assume that
monetary policy responds to changes in the baseline scenario as prescribed by an
estimated Taylor rule.

More-persistent headwinds. Our baseline forecast assumes an easing of financial
market strains over the next year. In this scenario, credit losses and solvency concerns
are instead assumed to intensify into next year and remain elevated through 2010, with
adverse consequences for asset prices, the cost of borrowing, and credit availability. Risk
premiums on conventional mortgages, investment-grade private securities, and corporate
equities move up about 50 basis points from their current levels and remain high over the
next two years. Problems in the housing market deepen in this environment, causing
home prices to decline an additional 10 percent relative to baseline by the end of next
year. The confluence of these events causes household and business spending to weaken
appreciably. Real GDP is close to flat through next year, pushing the unemployment rate
to almost 7 percent by the end of 2009. Monetary policy responds by cutting the federal
funds rate to less than ¥ percent by the end of 2009, which contributes to a gradual
recovery thereafter. The additional slack subtracts, on average, about ¥ percentage point
from core inflation in the 2011-13 period.

Typical recession. In contrast with the previous scenario, here we assume that overall
financial conditions are the same as in baseline. However, these forces induce
households and businesses to curtail their spending in a manner typical of their behavior
in recessions, rather than in the somewhat smaller but more drawn out manner
incorporated in the baseline. Specifically, for each category of private spending outside
of housing, we assume a shortfall in outlays relative to fundamentals that is typical of that
seen in the last six recessions. Combined with the baseline weakness in residential
construction, these assumptions cause real GDP to decline at an annual rate of 1% percent
in the second half of this year and to increase only 1 percent in 2009. This weakness is
sufficient to push the unemployment rate to 7 percent by the end of next year and to put
modest downward pressure on inflation. In response, the federal funds rate falls almost
to zero next year and does not move back up to 2 percent until early 2011. This
accommaodative policy sets the stage for a strong recovery beginning in 2010.
Nevertheless, inflation runs somewhat below baseline through 2013 because of the
additional slack in this scenario.
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Financial rebound. Our baseline outlook is predicated on a gradual easing in risk
spreads on loans, bonds, and corporate equity and on a slow improvement in the
willingness of banks to supply credit. But financial conditions could improve more
rapidly than we expect, implying a faster rebound in aggregate spending. In this
scenario, risk spreads return to more typical levels by early next year. In addition, the
assumed restraint on private spending from tighter lending standards and other stress
factors in the baseline fades much more rapidly. As a result, real GDP increases at an
annual rate of about 3 percent in 2009 and 3% percent in 2010, and the unemployment
rate falls below 5 percent in 2011. Stronger real activity leads to a faster and more
pronounced tightening of monetary policy; the federal funds rate rises to 3% percent by
the end of next year and to 4% percent by 2010. With less slack, inflation is a bit higher
than in the baseline.

Stronger aggregate supply. We have not interpreted the large gain in output per hour
over the past year as signaling an acceleration in its longer-run trend and project that
structural labor productivity will continue to expand at an annual rate of 2 percent. We
also have not read the moderate pace at which nominal wage rates have been rising over
the past few years as a manifestation of greater labor market slack. In this scenario, we
assume instead that structural labor productivity has risen, and continues to rise,

Y5 percentage point faster than in the baseline; moreover, the NAIRU is assumed to be
4%, percent rather than the staff’s estimate of 4% percent. With additional labor market
slack and higher productivity, labor costs are lower than in the baseline, and the projected
deceleration in prices over the next two years is more pronounced; core inflation falls to
1Y, percent in 2010. More favorable supply-side conditions also imply more favorable
prospects for permanent household income and corporate earnings and thus stronger
spending and employment growth. Real GDP expands more than 2% percent next year
and 3% percent in 2010, and the unemployment rate declines a bit more rapidly, reaching
5%, percent by late 2010. Because this faster growth is consistent with less inflationary
pressure—reflecting the lower labor costs due to the lower NAIRU and the higher
productivity—there is less need for monetary tightening than in the baseline. As a result,
the nominal federal funds rate runs a little below 2% percent, on average, over the next
two years.

Costly reallocation. The implosion of the housing market, high energy costs, and the net
decline in the dollar in recent years are inducing reallocations of labor and capital across
sectors, and these reallocations could raise equilibrium unemployment and slow overall
productivity growth for a time. Reflecting this risk, the scenario incorporates a
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temporary increase of ¥ percentage point in the effective NAIRU and a temporary
decline of ¥ percentage point in structural productivity growth over the next two years
relative to baseline. This shock initially implies less slack in labor markets, which, along
with weaker productivity, implies higher trend unit labor costs that boost inflation. In
addition, less favorable supply-side conditions cause households and firms to trim their
expenditures in response to the weaker outlook for income and earnings, although not as
much as the decline in potential output. The conflicting signals coming from more slack
in product markets and higher inflation result in a monetary policy that is similar to
baseline.

Unanchored inflation expectations. Although long-term inflation expectations seem to
have edged up over the past few years, the increase has been small relative to the large
step-up in headline inflation. In this scenario, we assume that this relative stability in
expectations comes to an end. Both short- and long-term inflation expectations move up
about %2 percentage point relative to baseline by the end of this year. As a result, core
PCE inflation rises above 3 percent in the second half of this year and runs at close to

3 percent next year. Under the estimated Taylor rule (which responds to actual rather
than expected inflation), the federal funds rate increases only gradually, implying that
real short-term interest rates do not rise above baseline levels until 2010, causing inflation
to moderate only slowly.



Domestic Developments Class Il FOMC—Restricted (FR) 1-25

Selected Greenbook Projections and 70 Per cent Confidence I ntervals Derived
from Historical Greenbook Forecast Errorsand FRB/US Simulations

Measure 2008 2009 2010 2011 2012 2013
Real GDP
(percent change, Q4 to Q4)
Projection 15 21 27 33 31 2.8
Confidence interval
Greenbook forecast errors 7-2.3 537 1.34.1 e ... -
FRB/US stochastic simulations 921 934 1.34.1 1.849 1547 1.2-4.4

Civilian unemployment rate

(percent, Q4)
Projection 6.2 6.2 5.9 5.3 4.9 47
Confidence interval
Greenbook forecast errors 5.9-6.4 5.5-6.8 4969 . . .
FRB/US stochastic simulations 6.0-6.4 5.7-6.6 5.3-6.4 4.6-5.9 4.2-5.6 3.9-54

PCE prices, total
(percent change, Q4 to Q4)

Projection 35 2.2 19 18 17 17
Confidence interval
Greenbook forecast errors 3.0-3.9 1331 .6-3.1 . - -
FRB/US stochastic simulations 3.1-3.8 1.5-3.0 1.1-27 1.0-27 .8-2.7 .8-2.7

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

Projection 24 21 1.9 1.8 1.7 1.7
Confidence interval
Greenbook forecast errors 2.1-2.8 1528 .8-3.0 e e -
FRB/US stochastic simulations 2326 1.7-2.6 1425 1.2-25 1.0-24 1.0-25

Federal fundsrate

(percent, Q4)

Projection 20 25 3.0 3.3 3.8 4.2
Confidence interval

FRB/US stochastic simulations 1.6-24 1.3-38 1.6-4.6 1.8-4.9 2456 2.8-6.0

Notes: Intervals derived from Greenbook forecast errors are based on projections made from 1987-2007.
Shocks underlying FRB/US stochastic simulations are randomly drawn from the 1987-2007 set of
model equation residuals.

... Not applicable. The Greenbook forecast horizon has typically extended about two years.
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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

Hm Greenbook extension W Financial rebound 1 Costly reallocation
I More-persistent headwinds B Stronger aggregate supply 3 Unanchored inflation expectations
[ Typical recession

Real GDP Unemployment Rate
4-quarter percent change Percent
— 6 — 75
90 percent interval — 5
70 percent interval
4
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2
1
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IIIIIIIIIIIIIIIIIIIIIIIIIII_1 IIIIIIIIIIIIIIIIIIIIIIIIIII 35
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4-quarter percent change Percent
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Class Il FOMC—Restricted (FR)
International Developments

Our near-term outlook for foreign economic activity is even gloomier than in the
previous Greenbook. Based on surprisingly weak incoming data, we revised downward
our estimate of output growth in the second quarter by nearly 1 percentage point in both
the advanced and emerging market economies. We expect that overall foreign growth
will remain sluggish in the second half of this year before strengthening in 2009, as
financial market stresses begin to ease and U.S. activity picks up. However, given
continued unsettled conditions in financial markets, troubled housing sectors, and
negative sentiment in many countries, there are significant downside risks to the recovery
scenario both in advanced and developing economies.

Sizable recent declines in oil and some food commodity prices should allow headline
inflation in our trading partners to fall substantially from its recent elevated pace.
Moreover, slower growth in foreign real activity is expected to eventually have a
restraining influence on price inflation. Relative to the July/August Greenbook, we have
revised downward our forecast for foreign consumer price inflation about % percentage
point in the second half of this year, in line with the downward revisions to our forecast
for the path of oil and other commodity prices.

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

Projection
Indicator 2007 | 2008 2008
H1 2009 | 2010
Q3 Q4
Foreign output 4.2 1.7 1.8 2.0 3.0 35

July/Aug. Greenbook 4.1 2.4 2.4 25 3.3

Foreign CPI 3.6 5.1 4.4 2.7 2.6 2.4
July/Aug. Greenbook 3.6 5.1 5.1 3.3 2.7

Contribution to growth (percentage points)
U.S. net exports 0.8 1.9 0.7 1.0 0.3 -0.1
July/Aug. Greenbook 0.8 15 1.0 0.8 0.6

Note. Changes for years measured as Q4/Q4; half-year is measured as Q2/Q4.
Not applicable.
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Against the backdrop of heightened pessimism about growth prospects abroad, the
foreign exchange value of the dollar has risen about 5 percent against a broad group of
our trading partners’ currencies since the time of the previous Greenbook. Starting from
this higher level, we project that the broad real dollar will depreciate by about 2% percent
per year over the forecast period, largely in response to pressures associated with the
financing of the persistent U.S. current account deficit.

Real exports surged in the second quarter of this year, supported by rapid expansions in
capital goods and industrial supplies, and real imports fell, led by a drop in real oil
imports. As a result, real net exports contributed 3.1 percentage points to U.S. GDP
growth in the second quarter. This contribution was % percentage point larger than we
had anticipated in the previous Greenbook, mainly reflecting much stronger-than-
expected exports in June. We expect the contribution from net exports to step down to
about ¥ percentage point in the second half of 2008, as export growth moderates and the
contraction in imports abates. This contribution should diminish further thereafter,
eventually becoming slightly negative in 2010, as imports expand in response to the
projected pickup in U.S. growth. Compared with the previous Greenbook, our projection
of the contribution is little changed on average in the second half of this year and about ¥4
percentage point weaker in 2009.

Oil and Other Commodity Prices

Oil prices continued to decline in recent weeks, with the spot price of West Texas
Intermediate (WTI) crude oil closing at $103.26 per barrel on September 9, about $20
lower than at the time of the previous Greenbook. Since peaking in July at over $145 per
barrel, the spot price of WTI has fallen 30 percent. The price of the December 2016
futures contract has also fallen since the July/August Greenbook, closing about $10 per
barrel lower at $107.66 per barrel on September 9. Given the path of futures prices, we
project that the price of WTI crude oil will average about $103 in the fourth quarter of
this year, then edge up to $107 by the end of 2010. Relative to the July/August
Greenbook, this projection is about $16 per barrel lower, on average, across the forecast
period.

The decline of oil prices during the intermeeting period appears to reflect the weakening
outlook for global economic activity as well as some favorable supply-side
developments. Recent data released by the International Energy Agency indicate that
Saudi Arabia increased production more than 5 percent (or ¥z million barrels per day) late
in the second quarter and maintained production at this higher level through August.
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Oil prices have declined despite recent threats to supply from increased geopolitical
tensions and hurricanes. Market reaction to the conflict between Russia and Georgia has
thus far been muted, and the recent passage of Hurricane Gustav through the Gulf of
Mexico occurred with minimal damage to oil production infrastructure. Hurricane Ike is
not expected to cause much damage either. Oil prices have shown little reaction to
today’s announcement of OPEC’s intention to scale back production by ¥ million barrels
per day.

Nonfuel commodity prices have generally fallen since the July/August Greenbook.
These declines appear mainly attributable to the weakening global economic outlook,
though improved supply conditions have also contributed to a sharp drop in the prices of
certain agricultural products, including corn and soybeans. Given recent price
movements and the path of futures prices, we now project that our trade-weighted
average of nonfuel commaodity prices will decline at an annual rate of about 14 percent
during the third and fourth quarters before flattening out over the remainder of the
forecast period. The revised forecast differs noticeably from the previous Greenbook, in
which we projected that commodity prices would remain roughly unchanged from their
elevated second-quarter levels.

International Financial Markets

The dollar has appreciated broadly since the time of the last Greenbook, with the major
currencies index up 6% percent. The dollar gained over 12 percent against sterling and
10 percent against the euro after releases of weaker-than-expected macroeconomic data
and widespread downward revisions to growth forecasts for the United Kingdom and the
euro area. The index of the dollar against our other important trading partners rose nearly
4 percent as growth prospects in emerging market economies also deteriorated and
despite the intervention of several central banks to support their currencies. As a result of
these developments, the starting point for the projected path of the staff’s broad real
index of the dollar is 5 percent higher than in the previous Greenbook. We project that
over the forecast period the broad real value of the dollar will decline at an annual rate of
about 2% percent, a bit less than in the previous forecast.

Despite the softening outlook in Europe, the Bank of England (BoE) and the European
Central Bank (ECB) left their policy rates unchanged since the previous Greenbook,
citing concerns about inflation being well above target. Financial market quotes suggest
some decline in BoE and ECB policy rates by early next year.
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Foreign Holdings of Agency Debt Securities

Evolving concerns about Fannie Mae and
Freddie Mac have had discernable effects on
the foreign demand for their securities. The
most recent information on foreign official
holdings of GSE-issued debt securities comes
from (confidential) daily data on custody
holdings at the Federal Reserve Bank of New
York. These holdings decreased from $987
billion at their peak on July 15 to $953
billion on September 9 (top left panel). The
reduction was concentrated in holdings of
short-term securities. Official holdings of
mortgage-backed securities (MBS) issued by
Fannie Mae and Freddie Mac decreased
slightly, and holdings of their coupon bonds
also edged down. In the two days following
the U.S. government’s announcement on
September 7 regarding the GSEs, total
custody holdings changed little on balance.
The reduction in official holdings of agencies
since July was more than offset by an
increase in official holdings of U.S. Treasury
securities.

The most comprehensive information on
overall foreign holdings of agency debt, both
official and private, comes from the Treasury
International Capital (TIC) system, which
estimates the value of these holdings at
$1,566 billion as of July 2008." Foreign
holdings of equity issued by the GSEs are
considerably smaller; as of June 2007, the
time of the latest detailed survey of foreign
holdings, foreign investors held only about
$20 billion in GSE equity.

Foreign investors’ holdings of agency debt
have grown markedly in recent years,
rising from 10 percent of total agency debt
outstanding in 2001 to 21 percent as of
June 2008 (upper right panel). Between
2004 and 2007, foreign investors’ net
acquisitions of agencies accounted for
more than half of the total increase in
agency debt securities outstanding, but this
pattern has changed in 2008, as foreign
acquisitions accounted for only 10 percent
of the increase in agency debt in the first
half of the year.

Since mid-2006, foreign official holdings
of agency debt securities have exceeded
foreign private holdings (the lower left
panel) and now account for nearly two-
thirds of all agencies held by foreigners.
Whereas foreign official holdings rose
through the middle of this year, private
holdings began to turn down in March,
with an especially large drop in July.

Focusing on overall foreign holdings
(bottom right panel), as of July 2008 China
was the largest holder of agency securities
($560 billion, or 36 percent of the total).
Japan was a distant second ($245 billion),
followed by Russia ($138 billion) and the
United Kingdom ($99 billion).

! Custody holdings at the FRBNY are reported at face value, whereas TIC data on these holdings are at market value.
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Foreign Holdings of Agency Debt Securities
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Conditions in European money markets appear to have worsened a bit since the previous
Greenbook. Spreads between three month sterling Libor and overnight index swap (OIS)
rates increased, as U.K. markets responded to continuing declines in house prices and
associated concerns over securities valuations. The ECB’s decision to tighten its
collateral framework appeared to drive spreads on some European asset-backed securities
higher, but spreads between euro Libor and OIS rates were little changed. The demand
for dollar funding in continental Europe appears to still be substantial. The initial 84-day
auctions of U.S. dollars held at the ECB and Swiss National Bank, auctions conducted in
conjunction with the first U.S. Term Auction Facility auctions of 84-day funds, were
substantially oversubscribed. The 28-day auctions also drew heavy bidding.

Global stock markets have generally declined since the previous Greenbook. Stock
markets in Japan have fallen 7 percent, while some emerging market stock markets,
notably in China, have experienced even sharper declines. However, European stock
markets have declined only modestly despite weakening economic outlooks and large
ongoing write-downs by European banks.

Advanced Foreign Economies

After contracting slightly in the second quarter, real GDP in the advanced foreign
economies is forecast to grow only % percent at an annual rate in the third and fourth
quarters, roughly %2 percentage point lower than in the previous Greenbook. Several
factors account for the weak near-term growth outlook, including continued elevated oil
and commaodity prices, softening export markets, relatively tight credit conditions,
plummeting consumer and business confidence, and significant housing corrections in
several key economies. Moreover, we expect only a modest degree of monetary and
fiscal stimulus.

Near-term prospects appear weakest in the United Kingdom, where the further
deterioration in housing and financial markets and record low consumer confidence have
reinforced our view that the U.K. economy will contract in the second half of this year.
Output in the euro area fell almost 1 percent in the second quarter, and indicators for the
third quarter, including retail sales and industrial production, have come in uniformly
weak, leading us to mark down second-half growth to roughly % percent. In Canada, we
expect growth to remain anemic in the second half of this year as exports to the United
States continue to fall. We expect Japan’s economy to recover from its sharp second-
quarter contraction, but to remain sluggish.
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We project that growth in the advanced foreign economies will rise to 2% percent, close
to its potential rate, by the end of 2009 and remain at that pace thereafter, as U.S. growth
picks up and financial conditions improve. Our forecast is about ¥4 percentage point
lower in 2009 than in the previous Greenbook, primarily reflecting a reassessment of the
underlying strength of the industrial economies in light of very poor incoming data.

On average, we expect inflation in the advanced foreign economies to peak in the current
quarter on a four-quarter basis and moderate thereafter, as the contribution from oil and
food prices diminishes and slower economic growth restrains inflationary pressures. In
the euro area, some moderation in inflation is already evident in data for August, and we
project that inflation will continue to fall through the remainder of the year, easing to
around 2 percent in 2010. In the United Kingdom, inflation is expected to peak at

5 percent in the fourth quarter, reflecting sharp upward adjustments in utility prices, and
to remain above the BoE’s 2 percent target until 2010. Overall, our forecast for
consumer price inflation in the advanced economies is slightly lower than in July,
primarily reflecting the sharp downward adjustment in the path of oil and other
commodity prices.

Given the weaker growth outlook and the slightly more benign inflation outlook, we now
assume that monetary policy will be slightly easier in most advanced economies than in
the previous Greenbook. We see the BoE and the ECB holding policy rates steady
through the end of the year before cutting rates in the first half of 2009. We assume that
the Bank of Canada will ease policy in the fourth quarter of 2008, while the Bank of
Japan keeps its rate steady at %2 percent before tightening policy in the second half of next
year.

Emerging Market Economies

We estimate that real GDP growth in the emerging market economies fell 1 percentage
point in the second quarter, to an annual rate of 3 percent. This estimate is % percentage
point lower than in the July/August Greenbook. Weakening exports, as well as tepid
domestic demand in some countries, weighed on activity. For the remainder of this year
and through the first half of next year, our outlook continues to call for subpar growth, as
sluggish activity in the advanced economies depresses emerging market exports, and as
monetary tightening in response to higher inflation tempers domestic demand. Although
we see the slowdown in the second quarter as due partly to temporary factors, we have
passed some of the weakness forward and have revised downward our outlook for the
second half of the year by % percentage point. In line with the subsequent recovery of
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activity in the advanced economies, we see growth returning to around 5% percent, a
pace in line with trend, by the end of forecast period. However, there are clear downside
risks to our growth outlook for emerging market economies. In addition to the possibility
that advanced economies may prove weaker than we are currently projecting, financial
stresses in emerging market economies have increased recently and may become even
more acute going forward.

Four-quarter inflation in the emerging market economies rose to 6% percent in the second
quarter, driven by increases in the prices of food and energy. In China, inflation peaked
earlier this year and continued to decline in August. Data from July and August indicate
that inflation has begun to fall in several other emerging market economies as well. We
expect that inflation in these economies will decline to a rate just above 3 percent by the
end of the forecast period, due both to the flattening out of prices for oil and other
commodities and to some tightening of monetary policy. Relative to the previous
Greenbook, the outlook for inflation is slightly lower due to the downward revision to the
paths for oil and commodity prices.

Prices of Internationally Traded Goods

Core import prices continued to increase sharply in July, largely reflecting higher prices
for material-intensive products, especially chemicals and steel. However, in contrast to
the previous two months, prices for finished goods, especially capital goods excluding
computers and semiconductors, also rose considerably. Given these data, we now project
that core import prices will increase at an annual rate of 7% percent in the third quarter,
almost 2 percentage points higher than was projected in the previous Greenbook.

The higher path for the dollar and lower commodity prices should have a restraining
effect on import prices by later this year. Accordingly, we project that core import price
inflation will decline sharply, to about 2 percent, in the fourth quarter and dip below 1
percent in the first quarter of next year. Thereafter, we project that core import price
inflation will run slightly over 1 percent as commodity prices level off and the dollar
depreciates at only a modest pace. Relative to the previous Greenbook, we have revised
downward our forecast of import price inflation by 1 percentage point in the first quarter
of 2009 and about ¥ percentage point over the remainder of 2009, reflecting the stronger
path for the dollar and weaker commodity price forecast.

After increasing at a 12 percent pace in the first quarter, core export prices rose
14, percent in the second quarter, driven by higher prices for exported industrial
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supplies. We expect core export price inflation to slow in the third quarter to 10 percent,
reflecting lower rates of inflation for metals and nonfuel intermediate inputs. The
projected flattening out of commodity prices is expected to push core export price
inflation down to 1% percent by the end of 2010.

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

Projection
Trade category 2007 ZOHOlB: 2008
2009 | 2010
Q3 | Q4
Imports
Core goods 3.4 9.5 7.5 2.1 1.0 1.3
July/Aug. Greenbook 3.3 9.9 5.8 2.2 14
Oil (dollars per barrel) 80.11 108.51 111.71 98.35 102.07 102.39
July/Aug. Greenbook | 80.11 108.60 113.29 117.07 118.77
Exports
Core goods 6.2 131 9.9 1.0 1.5 1.2
July/Aug. Greenbook 6.4 109 5.9 2.3 1.6

NOTE. Prices for core exports exclude computers and semiconductors. Prices for
core imports exclude computers, semiconductors, oil, and natural gas. Both prices
are on a National Income and Product Account 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.

... Not applicable.

Trade in Goods and Services

Real exports of goods and services surged at an annual rate of 13%4 percent in the second
quarter, with growth widely distributed across categories of goods as well as destinations.
The second-quarter increase was 2%z percentage points higher than estimated in the
previous Greenbook. We project that the dollar’s sizable depreciation during the past
couple of years will support export growth of 5% percent in the second half of 2008. We
expect that the strike at Boeing will disrupt aircraft exports in the third quarter and
assume that a resolution of the strike will allow aircraft exports to recover in the fourth
quarter. After continuing apace in 2009, total exports are expected to decelerate a bit in
2010 as the stimulative influence of previous dollar depreciation fades, offsetting the
effects of strengthening growth abroad. Compared with the previous Greenbook, we
have lowered our forecast for export growth by about 1% percentage points in the second
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half of 2008 and in 2009 on account of the higher projected path for the dollar and
weaker outlook for foreign economic activity.

Real imports of goods and services declined at an annual rate of 7% percent in the second
quarter, led by a steep fall in real imports of oil that partly reflects residual seasonality.
The second-quarter decline in imports was about 2¥4 percentage points larger than
estimated in the last Greenbook, as imports came in weaker than expected in the trade
data for June. Real imports are expected to fall slightly in the second half of 2008,
notwithstanding some rise in oil imports, as weak U.S. activity and higher import prices
restrain imports of non-oil goods. Real import growth is expected to pick up in 2009 and
then rise further in 2010, as U.S. growth strengthens and non-oil import price inflation
abruptly steps down. Lower projected real imports of oil have led us to revise down our
forecast for overall import growth in the fourth quarter by 1v4 percentage points, while
the stronger dollar contributes to a modest upward revision in 20009.

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

Projection
Measure 2007 20H018: 2008
2009 | 2010
Q3 | Q4
Real imports 1.1 -4.2 -.8 -3 28 49
July/Aug. Greenbook 1.0 -3.0 -.6 8 24
Real exports 89 91 40 72 56 51
July/Aug. Greenbook 84 81 68 73 75

NOTE. Changes for years are measured as Q4/Q4; half-year is measured as Q2/Q4.

Alternative Simulations

Although our baseline projection has the dollar depreciating gradually over the forecast
period, it is possible that the dollar may extend its recent upturn. In our first alternative
scenario, we use the FRB/Global model to examine the implications of a continued
appreciation of the dollar. In particular, we consider the effects of a sequence of shocks
to the foreign exchange risk premium that begin in the fourth quarter of 2008 and induce
the dollar to appreciate by 10 percent after four quarters in the absence of endogenous
changes in domestic or foreign interest rates. The appreciation of the dollar causes U.S.
net exports to contract, reducing real GDP growth 0.3 percentage point relative to
baseline in 2009 and 0.4 percentage point in 2010. Core PCE price inflation declines
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about 0.1 percentage point over the forecast period, mainly in response to lower prices for
imported goods. Given lower activity and prices, the federal funds rate declines nearly
100 basis points below baseline by the end of the forecast period. The trade balance
initially improves because of J-curve effects but deteriorates about 0.2 percentage point
of GDP by the end of the forecast period and considerably more thereafter.

It is possible, however, that any number of factors may reverse the dollar’s recent
appreciation and precipitate a much more sizable decline in the dollar than is
incorporated into our baseline forecast. Such a decline, by itself, would lead simply to
the mirror image of the scenario described above: Dollar depreciation induces a rise in
GDP growth, increase in inflation, and narrowing of the trade deficit. But it is also
possible that dollar depreciation could be associated with a more generalized flight from
dollar assets that widens risk premiums in domestic asset markets. To explore this
possibility, we consider a “disorderly” decline scenario that combines two elements:

(1) shocks to the foreign exchange risk premium, beginning in the fourth quarter of 2008,
that would cause the dollar to depreciate 10 percent in the absence of endogenous
changes in domestic or foreign interest rates and (2) shocks that boost term and equity
premiums by 100 basis points over four quarters.

In this scenario, real GDP growth remains nearly unchanged over the forecast period, as
the stimulative effects on net exports associated with a weaker dollar are offset by the
contractionary effects of higher term and equity premiums on domestic demand. Core
PCE inflation rises slightly as the dollar’s depreciation boosts import prices. With
activity and inflation changing little, the federal funds rate nudges up by the end of the
forecast period. Notwithstanding initial J-curve effects, the combination of a weaker
dollar and sizable decline in U.S. domestic demand contribute to an improvement in the
trade balance of about ¥ percentage point of GDP by the end of the forecast period, with
a considerably larger improvement thereafter. All told, the shocks incorporated in this
scenario generate little net effect on output and inflation. However, a disorderly
correction might very well have larger contractionary effects through channels such as
business and consumer sentiment that are not explicitly modeled in FRB/Global.
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Alternative Scenarios:
Dollar Appreciation and a Disorderly Decline in the Dollar
(Percent change from previous period, annual rate, except as noted)

. . . 2008 2009
Indicator and simulation 2010 2011-13
H2 H1 H2
U.S. real GDP
Baseline 0.8 1.9 2.3 2.7 3.0
Dollar appreciation 0.8 1.7 1.9 2.3 3.2
Disorderly dollar decline 0.8 1.9 2.3 2.7 2.6

U.S. PCE prices
excluding food and energy

Baseline 2.7 2.3 2.0 1.9 1.7
Dollar appreciation 2.6 2.2 1.9 1.8 1.6
Disorderly dollar decline 2.8 25 2.1 2.0 1.9
U.S. federal funds rate

(percent)

Baseline 2.0 2.0 2.5 3.0 3.7
Dollar appreciation 2.0 1.9 2.1 2.1 3.2
Disorderly dollar decline 2.0 21 2.7 3.3 35
U.S. trade balance

(percent share of GDP)

Baseline -4.0 -3.7 -3.6 -3.5 -3.1
Dollar appreciation -3.9 -3.5 -3.5 -3.7 -3.8
Disorderly dollar decline 41 -39 -3.6 -3.0 -1.7

NoTE. H1is Q2/Q4; H2 is Q4/Q2. The federal funds rate is the average rate for the final
quarter of the period.
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Evolution of the Staff Forecast

Current Account Balance
Percent of GDP
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