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2011 Annual Report Errata

On p. 83, under “Performance of bank holding companies” the fourth sentence was printed incorrectly and has
been revised. (5/24/12)
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Letter of Transmittal

Board of Governors of the Federal Reserve System
Washington, D.C.

May 2012
The Speaker of the House of Representatives:

Pursuant to the requirements of section 10 of the Federal Reserve Act, I am pleased to submit the ninety-eighth
annual report of the Board of Governors of the Federal Reserve System.

This report covers operations of the Board during calendar year 2011.

Sincerely,

Ben Bernanke
Chairman
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Overview

The Federal Reserve, the central bank of the United
States, is a federal system composed of a central gov-
ernmental agency—the Board of Governors—and 12
regional Federal Reserve Banks.

The Board of Governors, located in Washington,
D.C., consists of seven members appointed by the
President of the United States and supported by a
2,400-person staff. Besides conducting research,
analysis, and policymaking related to domestic and
international financial and economic matters, the
Board plays a major role in the supervision and regu-
lation of U.S. financial institutions and activities, has
broad oversight responsibility for the nation’s pay-
ments system and the operations and activities of the
Federal Reserve Banks, and plays an important role
in promoting consumer protection, fair lending, and
community development.

About this Report

This report covers Board and System operations and
activities during calendar-year 2011. The report
includes 11 sections:

* Monetary Policy and Economic Developments.
Section 1 provides adapted versions of the Board’s
semiannual monetary policy reports to Congress.

* Federal Reserve Operations. Section 2 provides a
summary of Board and System activities in the
areas of supervision and regulation; Section 3, in
consumer and community affairs; and Section 4, in

For More Background on Board
Operations

For more information about the Federal Reserve
Board and the Federal Reserve System, visit the
Board’s website at www.federalreserve.gov/
aboutthefed/default.ntm. An online version of this
Annual Report is available at www.federalreserve
.gov/pubs/alpha.htm.

by the Board in 2011, including new or amended
rules and regulations and other actions as well as
the deliberations and decisions of the Federal Open
Market Committee (FOMC); Section 8 summa-
rizes litigation involving the Board.'

* Statistical Tables. Section 9 includes 14 statistical
tables that provide updated historical data concern-
ing Board and System operations and activities.

* Federal Reserve System Audits. Section 10 provides
detailed information on the several levels of audit
and review conducted in regards to System opera-
tions and activities, including those provided by
outside auditors and the Board’s Office of Inspec-
tor General.

* Federal Reserve System Organization. Section 11
provides listings of key officials at the Board and in
the Federal Reserve System, including the Board of
Governors, its officers, FOMC members, several
System councils, and Federal Reserve Bank and
Branch officers and directors.

Reserve Bank operations.

About the Federal Reserve System

* Dodd-Frank Act Implementation and Other
Requirements. Section 5 summarizes the Board’s
efforts in 2011 to implement provisions of the
Dodd-Frank Wall Street Reform and Consumer
Protection Act as well as the Board’s compliance
with the Government Performance and Results Act
of 1993.

The Federal Reserve System, which serves as the
nation’s central bank, was created by an act of Con-
gress on December 23, 1913. The System consists of
a seven-member Board of Governors with headquar-
ters in Washington, D.C., and the 12 Reserve Banks
located in major cities throughout the United States.

* Policy Actions and Litigation. Section 6 and
Section 7 provide accounts of policy actions taken

I For more information on the FOMC, see the Board’s website at
www.federalreserve.gov/monetarypolicy/fomc.htm.


http://www.federalreserve.gov/monetarypolicy/fomc.htm
http://www.federalreserve.gov/aboutthefed/default.htm
http://www.federalreserve.gov/aboutthefed/default.htm
http://www.federalreserve.gov/boarddocs/rptcongress
http://www.federalreserve.gov/boarddocs/rptcongress
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The Federal Reserve Banks are the operating arms of
the central banking system, carrying out a variety of
System functions, including operating a nationwide
payment system,; distributing the nation’s currency
and coin; under authority delegated by the Board of
Governors, supervising and regulating a variety of
financial institutions and activities; serving as fiscal
agents of the U.S. Treasury; and providing a variety
of financial services for the Treasury, other govern-
ment agencies, and other fiscal principals.

The maps below and opposite identify Federal
Reserve Districts by their official number, city, and
letter designation.
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Monetary Policy and Economic

Developments

As required by section 2B of the Federal Reserve Act,
the Federal Reserve Board submits written reports to
the Congress that contain discussions of “the con-
duct of monetary policy and economic developments
and prospects for the future.” The Monetary Policy
Report to the Congress, submitted semiannually to the
Senate Committee on Banking, Housing, and Urban
Affairs and to the House Committee on Banking and
Financial Services, is delivered concurrently with tes-
timony from the Federal Reserve Board Chairman.

The following discussion is an annual review of U.S.
monetary policy and economic developments in 2011.
It includes the text, tables, and selected figures from
the February 29, 2012, report; the figures have been
renumbered, and therefore the figure numbers differ
from those in the report. Also included are the text
and table from Parts 1-3 of the July 13, 2011, report;
Part 4 of that report is identical to the addendum to
the minutes of the June 21-22, 2011, meeting of the
Federal Open Market Committee (FOMC) and is
presented with those minutes in the “Minutes” sec-
tion of this annual report.

The complete Monetary Policy Reports are available
on the Board’s website. Other materials in this annual
report related to the conduct of monetary policy
include the minutes of the 2011 meetings of the
FOMC (see the “Minutes” section on page 173) and
statistical tables 1-4 (see the “Statistical Tables”
section on page 311).

Monetary Policy Report
of February 2012

Part 1
Overview: Monetary Policy
and the Economic Outlook

Economic activity in the United States expanded at a
moderate rate in the second half of 2011 following an
anemic gain in the first half, and the moderate pace

of expansion appears to have continued into the
opening months of 2012. Activity was held down in
the first half of 2011 by temporary factors, particu-
larly supply chain disruptions stemming from the
earthquake in Japan and the damping effect of
higher energy prices on consumer spending. As the
effects of these factors waned over the second half of
the year, economic activity picked up. Conditions in
the labor market have improved since last summer,
with an increase in the pace of job gains and a
noticeable reduction in the unemployment rate.
Meanwhile, consumer price inflation has stepped
down from the temporarily high levels observed over
the first half of 2011, as commodity and import
prices retreated and as longer-term inflation expecta-
tions remained stable. Looking ahead, growth is
likely to be modest during the coming year, as several
factors appear likely to continue to restrain activity,
including restricted access to credit for many house-
holds and small businesses, the still-depressed hous-
ing market, tight fiscal policy at all levels of govern-
ment, and some slowing in global economic growth.

In light of these conditions, the Federal Open Market
Committee (FOMC) took a number of steps during
the second half of 2011 and early 2012 to provide
additional monetary policy accommodation and
thereby support a stronger economic recovery in the
context of price stability. These steps included modi-
fying the forward rate guidance included in postmeet-
ing statements, increasing the average maturity of the
Federal Reserve’s securities holdings, and shifting the
reinvestment of principal payments on agency securi-
ties from Treasury securities to agency-guaranteed
mortgage-backed securities (MBS).

Throughout the second half of 2011 and early 2012,
participants in financial markets focused on the fiscal
and banking crisis in Europe. Concerns regarding the
potential for spillovers to the U.S. economy and
financial markets weighed on investor sentiment,
contributing to significant volatility in a wide range
of asset prices and at times prompting sharp pull-
backs from risk-taking. Strains eased somewhat in a


www.federalreserve.gov/monetarypolicy/mpr_default.htm
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number of financial markets in late 2011 and early
this year as investors seemed to become more confi-
dent that European policymakers would take the
steps necessary to address the crisis. The more posi-
tive market sentiment was bolstered by recent U.S.
data releases, which pointed to greater strength, on
balance, than investors had expected. Nonetheless,
market participants reportedly remain cautious
about risks in the financial system, and credit default
swap spreads for U.S. financial institutions have wid-
ened, on net, since early last summer.

After rising at an annual rate of just ¥ percent in the
first half of 2011, real gross domestic product (GDP)
is estimated to have increased at a 2% percent rate in
the second half.! The growth rate of real consumer
spending also firmed a bit in the second half of the
year, although the fundamental determinants of
household spending improved little: Real household
income and wealth stagnated, and access to credit
remained tight for many potential borrowers. Con-
sumer sentiment has rebounded from the summer’s
depressed levels but remains low by historical stan-
dards. Meanwhile, real investment in equipment and
software and exports posted solid gains over the sec-
ond half of the year. In contrast, the housing market
remains depressed, weighed down by the large inven-
tory of vacant houses for sale, the substantial volume
of distressed sales, and homebuyers’ concerns about
the strength of the recovery and the potential for fur-
ther declines in house prices. In the government sec-
tor, real purchases of goods and services continued to
decline over the second half of the year.

Labor market conditions have improved. The unem-
ployment rate moved down from around 9 percent
over the first eight months of 2011 to 8% percent in
January 2012. However, even with this improvement,
the jobless rate remains quite elevated. Furthermore,
the share of the unemployed who have been jobless
for more than six months, although down slightly
from its peak, was still above 40 percent in January—
roughly double the fraction that prevailed during the
economic expansion of the previous decade. Mean-
while, private payroll employment gains averaged
165,000 jobs per month in the second half of 2011, a
bit slower than the pace in the first half of the year,
but gains in December and January were more
robust, averaging almost 240,000 per month.

! The numbers in this report are based on the Bureau of Eco-
nomic Analysis’s (BEA) advance estimate of fourth-quarter
GDP, which was released on January 27, 2012. The BEA will
release a revised estimate on February 29, 2012.

Consumer price inflation stepped down in the second
half of 2011. After rising at an annual rate of

3Y% percent in the first half of the year, prices for per-
sonal consumption expenditures (PCE) rose just

12 percent in the second half. PCE prices excluding
food and energy also decelerated, rising at an annual
rate of roughly 1% percent in the second half of
2011, compared with about 2 percent in the first half.
The decline in inflation was largely in response to
decreases in global commodity prices following their
surge early in 2011, as well as a restoration of supply
chains for motor vehicle production that had been
disrupted after the earthquake in Japan and some
deceleration in the prices of imported goods other
than raw commodities.

The European fiscal and banking crisis intensified in
the second half of the year. During the summer, the
governments of Italy and Spain came under signifi-
cant financial pressure and borrowing costs increased
for many euro-area governments and banks. In early
August, the European Central Bank (ECB)
responded by resuming purchases of marketable debt
securities. Although yields on the government debt of
Italy and Spain temporarily moved lower, market
conditions deteriorated in the fall and funding pres-
sures for some governments and banks increased fur-
ther. Over the second half of the year, European
leaders worked toward bolstering the financial back-
stop for euro-area governments, reinforcing the fiscal
discipline of those governments, and strengthening
the capital and liquidity positions of banks. Addi-
tionally, the ECB made a significant injection of euro
liquidity via its first three-year refinancing operation,
and central banks agreed to reduce the price of U.S.
dollar liquidity based on swap lines with the Federal
Reserve. Since December, following these actions,
yields on the debt of vulnerable European govern-
ments declined to some extent and funding pressures
on European banks eased.

A number of sources of investor anxiety—including
the European crisis, concerns about the sustainability
of U.S. fiscal policy, and a slowdown in global
growth—weighed on U.S. financial markets early in
the second half of 2011. More recently, these con-
cerns eased somewhat, reflecting actions taken by
global central banks as well as U.S. data releases that
pointed to greater strength, on balance, than market
participants had anticipated. Broad equity prices fell
notably in August but subsequently retraced, and
they are now little changed, on net, since early July.
Corporate bond spreads remain elevated. Partly as a
result of the forward guidance and ongoing maturity



extension program provided by the Federal Reserve,
market participants expect the target federal funds
rate to remain low for a longer period than they
thought early last July, and Treasury yields have
moved down significantly. Meanwhile, measures of
inflation compensation over the next five years
derived from yields on nominal and inflation-indexed
Treasury securities are little changed, on balance,
though the forward measure 5-to-10 years ahead
remains below its level in the middle of last year.

Among nonfinancial corporations, larger and higher-
credit-quality firms with access to capital markets
took advantage of generally attractive financing con-
ditions to raise funds in the second half of 2011. On
the other hand, for smaller firms without access to
credit markets and those with less-solid financial situ-
ations, borrowing conditions remained more chal-
lenging. Reflecting these developments, investment-
grade nonfinancial corporations continued to issue
debt at a robust pace while speculative-grade issuance
declined, as investors’ appetite for riskier assets
diminished. Similar issuance patterns were evident in
the market for syndicated loans, where investment-
grade issuance continued to be strong while that of
higher-yielding leveraged loans fell back. In addition,
commercial and industrial (C&I) loans on banks’
books expanded strongly, particularly for larger
domestic banks that are most likely to lend to big
firms. According to the January Senior Loan Officer
Opinion Survey on Bank Lending Practices
(SLOOS), domestic banks eased terms on C&lI loans
and experienced increased loan demand during the
fourth quarter of the year, the latter development in
part reflecting a shift in some borrowing away from
European banks.” By contrast, although credit sup-
ply conditions for smaller firms appear to have eased
somewhat in the last several months, they remained
tighter relative to historical norms than for larger
firms. Commercial mortgage debt continued to
decline through the third quarter of 2011, albeit at a
more moderate pace than in 2010.

Household debt appears to have declined at a slightly
slower pace in the second half of 2011 than in the
first half, with the continued contraction in mortgage
debt partially offset by growth in consumer credit.
Even though mortgage rates continued to be near
historically low levels, the volume of new mortgage
loans remained muted. The smaller quantity of new
mortgage origination reflects potential buyers’ lack

2 The SLOOS is available on the Federal Reserve Board’s website
at www.federalreserve.gov/boarddocs/SnLoanSurvey.
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of either the down payment or credit history required
to qualify for these loans, and many appear reluctant
to buy a house now because of concerns about their
income prospects and employment status, as well as
the risk of further declines in house prices. Delin-
quency rates on most categories of residential mort-
gages edged lower but stayed near recent highs, and
the number of properties in the foreclosure process
remained elevated. Issuance of consumer asset-
backed securities in the second half of 2011 ran at
about the same rate as it had over the previous

18 months. A modest net fraction of SLOOS respon-
dents to both the October and January surveys indi-
cated that they had eased their standards on all cat-
egories of consumer loans.

Measures of the profitability of the U.S. banking
industry have edged up, on net, since mid-2011, as
indicators of credit quality continued to show signs
of improvement and banks trimmed noninterest
expenses. Meanwhile, banks’ regulatory capital ratios
remained at historically high levels, as authorities
continued to take steps to enhance their regulation of
financial institutions. Nonetheless, conditions in
unsecured interbank funding markets deteriorated.
Strains were particularly evident for European finan-
cial institutions, with funding costs increasing and
maturities shortening, on balance, as investors
focused on counterparty credit risk amid growing
anxiety about the ongoing crisis in Europe. Given
solid deposit growth and modest expansion in bank
credit across the industry, most domestic banks
reportedly had limited need for unsecured funding.

Concerns about the condition of financial institu-
tions gave rise to heightened investor anxiety regard-
ing counterparty exposures during the second half of
2011. Responses to the December Senior Credit Offi-
cer Opinion Survey on Dealer Financing Terms, or
SCOOS, indicated that dealers devoted increased
time and attention to the management of concen-
trated credit exposures to other financial intermedi-
aries over the previous three months, and 80 percent
of dealers reported reducing credit limits for some
specific counterparties.> Respondents also reported a
broad but moderate tightening of credit terms appli-
cable to important classes of counterparties over the
previous three months, importantly reflecting a wors-
ening in general market liquidity and functioning as
well as a reduced willingness to take on risk.

3 The SCOOS is available on the Federal Reserve Board’s website
at www.federalreserve.gov/econresdata/releases/scoos.htm.
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In order to support a stronger economic recovery
and help ensure that inflation, over time, is at levels
consistent with its dual mandate, the FOMC pro-
vided additional monetary policy accommodation
during the second half of 2011 and early 2012. In
August, the Committee modified its forward rate
guidance, noting that economic conditions were
likely to warrant exceptionally low levels for the fed-
eral funds rate at least through mid-2013. The
FOMC decided at its September meeting to extend
the average maturity of its Treasury holdings, and to
reinvest principal payments from its holdings of
agency debt and agency MBS in agency MBS rather
than in Treasury securities.* Finally, at the Commit-
tee’s January 2012 meeting, the FOMC modified its
forward guidance to indicate that it expected eco-
nomic conditions to warrant exceptionally low levels
for the federal funds rate at least through late 2014.
The Committee noted that it would regularly review
the size and composition of its securities holdings
and is prepared to adjust those holdings as appropri-
ate to promote a stronger economic recovery in the
context of price stability.

In addition to these policy actions, the Federal
Reserve took further steps to improve communica-
tions regarding its monetary policy decisions and
deliberations. At the Committee’s January 2012
meeting, the FOMC released a statement of its
longer-run goals and policy strategy in an effort to
enhance the transparency, accountability, and effec-
tiveness of monetary policy and to facilitate well-
informed decisionmaking by households and busi-
nesses. The statement emphasizes the Federal
Reserve’s firm commitment to pursue its congres-
sional mandate to promote maximum employment,
stable prices, and moderate long-term interest rates.
To clarify how it seeks to achieve these objectives, the
FOMC stated that inflation at the rate of 2 percent,
as measured by the annual change in the PCE price
index, is most consistent over the longer run with the
Federal Reserve’s statutory mandate. While noting
that the Committee’s assessments of the maximum
level of employment are necessarily uncertain and
subject to revision, the statement indicated that the
central tendency of FOMC participants’ current esti-
mates of the longer-run normal rate of unemploy-
ment is between 5.2 and 6.0 percent. It stressed that
the Federal Reserve’s statutory objectives are gener-

4 Between the August 2010 and September 2011 FOMC meet-
ings, principal payments from securities held on the Federal
Reserve balance sheet had been reinvested in longer-term Treas-
ury securities.

ally complementary, but when they are not, the Com-
mittee will follow a balanced approach in its efforts
to return both inflation and employment to levels
consistent with its mandate.

In addition, the January Summary of Economic Pro-
jections (SEP) provided information for the first time
about FOMC participants’ individual assessments of
the appropriate timing of the first increase in the tar-
get federal funds rate given their view of the eco-
nomic situation and outlook, as well as participants’
assessments of the appropriate level of the target fed-
eral funds rate in the fourth quarter of each year
through 2014 and over the longer run. The SEP also
included qualitative information regarding individual
participants’ expectations for the Federal Reserve’s
balance sheet under appropriate monetary policy.

The economic projections in the January SEP (pre-
sented in Part 4 of this report) indicated that FOMC
participants (the members of the Board of Gover-
nors and the presidents of the 12 Federal Reserve
Banks) generally anticipated aggregate output to
increase at a somewhat faster pace in 2012 than in
2011. Although the participants marked down their
GDP growth projections slightly compared with
those prepared in November, they stated that the eco-
nomic information received since that time showed
continued gradual improvement in the pace of eco-
nomic activity during the second half of 2011, as the
influence of the temporary factors that damped
activity in the first half of the year subsided. How-
ever, a number of additional factors, including ongo-
ing weakness in the housing sector, modest growth in
real disposable income, and the restraining effects of
fiscal consolidation, suggested that the pace of the
recovery would be modest in coming quarters. Par-
ticipants also read the information on economic
activity abroad, particularly in Europe, as pointing to
weaker demand for U.S. exports. As these factors
wane, FOMC participants anticipated that the pace
of the economic expansion will gradually strengthen
over the 2013-14 period, pushing the rate of increase
in real GDP above their estimates of the longer-run
rate of output growth. With real GDP expected to
increase at a modest rate in 2012, the unemployment
rate was projected to decline only a little this year.
Participants expected further gradual improvement in
labor market conditions over 2013 and 2014 as the
pace of output growth picks up. They also noted that
inflation expectations had remained stable over the
past year despite fluctuations in headline inflation.
Most participants anticipated that both headline and



core inflation would remain subdued over the
2012-14 period at rates at or below the FOMC’s
longer-run objective of 2 percent.

With the unemployment rate projected to remain
elevated over the projection period and inflation
expected to be subdued, most participants expected
that the federal funds rate would remain extraordi-
narily low for some time. Six participants anticipated
that, under appropriate monetary policy, the first
increase in the target federal funds rate would occur
after 2014, and five expected policy firming to com-
mence during 2014. The remaining six participants
judged that raising the federal funds rate sooner
would be required to forestall inflationary pressures
or avoid distortions in the financial system. All of the
individual assessments of the appropriate target fed-
eral funds rate over the next few years were below the
participants’ estimates of the longer-run level of the
federal funds rate. Eleven of the 17 participants
placed the target federal funds rate at 1 percent or
lower at the end of 2014, while 5 saw the appropriate
rate as 2 percent or higher.

A sizable majority of participants continued to judge
the level of uncertainty associated with their projec-
tions for real activity and the unemployment rate as
exceeding the average of the past 20 years. Many also
attached a greater-than-normal level of uncertainty
to their forecasts for inflation. As in November, many
participants saw downside risks attending their fore-
casts of real GDP growth and upside risks to their
forecasts of the unemployment rate; most partici-
pants viewed the risks to their inflation projections as
broadly balanced. Participants also reported their
assessments of the values to which key macroeco-
nomic variables would be expected to converge over
the longer term under appropriate monetary policy
and in the absence of further shocks to the economy.
The central tendencies of these longer-run projec-
tions were 2.3 to 2.6 percent for real GDP growth
and 5.2 to 6.0 percent for the unemployment rate. In
light of the 2 percent inflation that is the objective
included in the statement of longer-run goals and
policy strategy adopted at the January meeting, the
range and central tendency of participants’ projec-
tions of longer-run inflation were all equal to

2 percent.
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Part 2
Recent Economic
and Financial Developments

Real gross domestic product (GDP) increased at an
annual rate of 2% percent in the second half of 2011,
according to the advance estimate prepared by the
Bureau of Economic Analysis, following growth of
less than 1 percent in the first half (figure 1). Activity
was held down in the first half of the year by tempo-
rary factors, particularly supply chain disruptions
stemming from the earthquake in Japan and the
damping effect of higher energy prices on consumer
spending. As the effects of these factors waned over
the second half of the year, the pace of economic
activity picked up. But growth remained quite mod-
est compared with previous economic expansions,
and a number of factors appear likely to continue to
restrain the pace of activity into 2012; these factors
include restricted access to credit for many house-
holds and small businesses, the depressed housing
market, tight fiscal policy, and the spillover effects of
the fiscal and financial difficulties in Europe.

Conditions in the labor market have improved since
last summer. The pace of private job gains has
increased, and the unemployment rate has moved
lower. Nonetheless, at 84 percent, the jobless rate is
still quite elevated. Meanwhile, consumer price infla-

Figure 1. Change in real gross domestic product, 2005-11

Percent, annual rate
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Note: Here and in subsequent figures, except as noted, change for a given period
is measured to its final quarter from the final quarter of the preceding period.

Source: Department of Commerce, Bureau of Economic Analysis.
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tion stepped down from the higher levels observed
over the first half of last year, as commodity and
import prices retreated while longer-term inflation
expectations remained stable.

The fiscal and banking crisis in Europe was a pri-
mary focus of financial markets over the course of
the second half of 2011 and early 2012. Growing
concerns regarding the potential for spillovers to the
U.S. economy and financial markets weighed on
investor sentiment, contributing to significant volatil-
ity in a wide range of asset prices. Nonetheless, devel-
opments in financial markets have been mixed, on
balance, since July. Unsecured dollar funding markets
became significantly strained, particularly for Euro-
pean institutions, though U.S. institutions generally
did not appear to face substantial funding difficulties.
Risk spreads on corporate debt stayed elevated, on
net, but yields on corporate bonds generally moved
lower. Broad equity prices, which declined signifi-
cantly in July and August, subsequently returned to
levels near those seen in early July. Credit conditions
for most large nonfinancial firms were accommoda-
tive and corporate profit growth remained strong.

In response to a pace of economic growth that was
somewhat slower than expected, the Federal Reserve
provided additional monetary policy accommodation
during the second half of 2011 and early 2012. Partly
as a result, Treasury yields moved down significantly,
and market participants pushed out the date at which
they expect the federal funds rate to move above its
current target range of 0 to % percent and built in
expectations of a more gradual pace of increase in
the federal funds rate after liftoff.

Domestic Developments
The Household Sector

Consumer Spending and Household Finance

Real personal consumption expenditures (PCE) rose
at an annual rate of about 2 percent in the second
half of 2011, following a rise of just 12 percent in
the first half of the year (figure 2). Part of the spend-
ing gain was attributable to a fourth-quarter surge in
purchases of motor vehicles following very weak
spending last spring and summer stemming from the
damping effects of the earthquake in Japan on motor
vehicle supply. Even with the step-up, however, PCE
growth was modest compared with previous business
cycle recoveries. This subpar performance reflects the
continued weakness in the underlying determinants
of consumption, including sluggish income growth,

Figure 2. Change in real personal consumption

expenditures, 2005-11
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Source: Department of Commerce, Bureau of Economic Analysis.

sentiment that remains relatively low despite recent
improvements, the lingering effects of the earlier
declines in household wealth, and tight access to
credit for many potential borrowers. With consumer
spending subdued, the saving rate, although down
from its recent high point, remained above levels that
prevailed prior to the recession.

Real income growth is currently estimated to have
been very weak in 2011. After rising 2 percent in
2010, aggregate real disposable personal income
(DPI)—personal income less personal taxes, adjusted
for price changes—was essentially flat in 2011. The
wage and salary component of real DPI, which
reflects both the number of hours worked and aver-
age hourly wages adjusted for inflation, rose at an
annual rate of 1 percent in 2011. The increase in real
wage and salary income reflected the continued,
though tepid, recoveries in both employment and
hours worked; in contrast, hourly pay was little
changed in real terms.

The ratio of household net worth to DPI dropped
back a little in the second half of 2011, reflecting fur-
ther declines in house prices and equity values. The
wealth-to-income ratio has hovered close to 5 in
recent years, roughly the level that prevailed prior to
the late 1990s, but well below the highs recorded dur-
ing the boom in house prices in the mid-2000s. Con-
sumer sentiment, which dropped sharply last sum-
mer, has rebounded since then; nevertheless, these
gains only moved sentiment back to near the top of
the range that has prevailed since late 2009.



Household debt—the sum of both mortgage and
consumer debt—continued to move lower in the sec-
ond half of 2011. Since peaking in 2008, household
debt has fallen a total of 5 percent. The drop in debt
in the second half of 2011 reflected a continued con-
traction in mortgage debt that was only partially off-
set by a modest expansion in consumer credit.
Largely due to the reduction in overall household
debt levels in 2011, the debt service ratio—the aggre-
gate required principal and interest payment on exist-
ing mortgages and consumer debt relative to
income—also decreased further and now is at a level
last seen in 1994 and 1995 (figure 3).

The moderate expansion in consumer credit in the
second half of 2011, at an annual rate of about

4'% percent, has been driven primarily by an increase
in nonrevolving credit, which accounts for about
two-thirds of total consumer credit and is composed
mainly of auto and student loans. Revolving con-
sumer credit (primarily credit card lending), while
continuing to lag, appeared to pick up somewhat
toward the end of the year. The increase in consumer
credit is consistent with recent responses to the
Senior Loan Officer Opinion Survey on Bank Lend-
ing Practices (SLOOS). Indeed, modest net fractions
of banks in both the October and January surveys
reported that they had eased standards on all major
categories of consumer loans, and that demand had
strengthened for auto and credit cards loans on bal-
ance. However, data on credit card solicitations sug-
gest that lenders in that area are primarily interested
in pursuing higher-quality borrowers.

Figure 3. Household debt service, 1984-2011

Percent of disposable income
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Note: The data are quarterly and extend through 2011:Q3. Debt service payments
consist of estimated required payments on outstanding mortgage and consumer
debt.

Source: Federal Reserve Board, “Household Debt Service and Financial Obliga-
tions Ratios,” statistical release.
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Indicators of consumer credit quality generally
improved. Delinquency rates on credit card loans
moved down in the second half of 2011 to the low
end of the range observed in recent decades. Delin-
quencies and charge-offs on nonrevolving consumer
loans also generally improved. Moreover, a majority
of respondents to the January SLOOS reported that
they expect further improvement in the quality of
credit card and other consumer loans this year.

Interest rates on consumer loans held fairly steady,
on net, in the second half of 2011 and into 2012.
Interest rates on new-auto loans continued to be
quite low, while rates on credit card loans remained
stubbornly high. Indeed, spreads of credit card inter-
est rates to the two-year Treasury yield are very
elevated.

Consumer asset-backed securities (ABS) issuance in
the second half of 2011 was in line with that of the
previous 18 months. Securities backed by auto loans
continued to dominate the market, while issuance of
credit card ABS remained weak, as growth of credit
card loans has remained subdued and most major
banks have chosen to fund such loans on their bal-
ance sheets. Yields on ABS and their spreads over
comparable-maturity swap rates were little changed,
on net, over the second half of 2011 and early 2012
and remained in the low range that has prevailed
since early 2010.

Housing Activity and Finance

Activity in the housing sector remains depressed by
historical standards (figure 4). Although affordability
has been boosted by declines in house prices and his-

Figure 4. Private housing starts, 1998-2012
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Note: The data are monthly and extend through January 2012.
Source: Department of Commerce, Bureau of the Census.



12 98th Annual Report | 2011

torically low interest rates for conventional mort-
gages, many potential buyers either lack the down
payment and credit history to qualify for loans or are
discouraged by ongoing concerns about future
income, employment, and the potential for further
declines in house prices. Yet other potential buyers—
even those with sufficiently good credit records to
qualify for a mortgage insured by one of the housing
government-sponsored enterprises (GSEs)—continue
to face difficulty in obtaining mortgage financing.
Moreover, much of the demand that does exist has
been channeled to the abundant stock of relatively
inexpensive, vacant single-family houses, thereby lim-
iting the need for new construction activity. Given
the magnitude of the pipeline of delinquent and fore-
closed homes, this factor seems likely to continue to
weigh on activity for some time.

Nonetheless, recent indicators of housing construc-
tion activity have been slightly more encouraging. In
particular, from July 2011 to January 2012, new
single-family homes were started at an average
annual rate of about 455,000 units, up a bit from the
pace in the first half of 2011. In the multifamily mar-
ket, demand for apartments appears to be increasing
and vacancy rates have fallen, as families who are
unable or unwilling to purchase homes are renting
properties instead. As a result, starts in the multifam-
ily sector averaged about 200,000 units at an annual
rate in the second half of 2011, still below the
300,000-unit rate that had prevailed for much of the
previous decade but well above the lows recorded in
2009 and early 2010.

House prices, as measured by several national
indexes, fell further over the second half of 2011. One
such measure with wide geographic coverage—the
CoreLogic repeat-sales index—fell at an annual rate
of about 6 percent in the second half of the year.
House prices are being held down by the same fac-
tors that are restraining housing construction: the
high number of distressed sales, the large inventory
of unsold homes, tight mortgage credit conditions,
and lackluster demand. The inventory of unsold
homes likely will remain high for some time, given
the large number of homes that are already in the
foreclosure pipeline or could be entering the pipeline
in the coming months. As a result of the cumulative
decline in house prices over the past several years,
roughly one in five mortgage holders owe more on
their mortgages than their homes are worth.

Indicators of credit quality in the residential mort-
gage sector continued to reflect strains on homeown-

Figure 5. Mortgage interest rates, 1995-2012
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tract rates on 30-year mortgages.

Source: Federal Home Loan Mortgage Corporation.

ers confronting depressed home values and high
unemployment. In December, serious delinquency
rates on prime and near-prime loans stood at 5 per-
cent and 13 percent for fixed- and variable-rate loans,
respectively. While delinquencies on variable-rate
mortgages for both prime and subprime borrowers
have moved down over the past two years, delinquen-
cies on fixed-rate mortgages have held steady at levels
near their peaks in early 2010.°> Meanwhile, delin-
quency and charge-off rates on second-lien mort-
gages held by banks also are at elevated levels, and
they have declined only slightly from their peaks.

The number of properties at some stage of the fore-
closure process remained elevated in 2011. This high
level partly reflected the difficulties that mortgage
servicers continued to have with resolving deficien-
cies in their foreclosure procedures. Resolution of
these issues could eventually be associated with a sus-
tained increase in the pace of completed foreclosures
as servicers work through the backlog of severely
delinquent loans.

Interest rates on fixed-rate mortgages fell steadily
during the second half of 2011 and in early 2012
(figure 5), though not as much as Treasury yields,
leaving spreads to Treasury securities of comparable
maturities wider. The ability of potential borrowers
to obtain mortgage credit for purchase transactions
or refinancing continued to be limited. In part, the
low level of mortgage borrowing reflected character-

5 A mortgage is defined as seriously delinquent if the borrower is
90 days or more behind in payments or the property is in
foreclosure.



Figure 6. Credit scores on new prime mortgages, 2003-11
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istics of the would-be borrowers, most prominently
the widespread incidence of negative equity and
unemployment. In addition, credit supply conditions
remained tight. Indeed, it appeared that some lenders
were reluctant to extend mortgages to borrowers with
less-than-pristine credit even when the resulting loans
would be eligible for purchase or guarantee by
GSEs.° One manifestation of this constriction was
the fact that the distribution of credit scores among
borrowers who succeed in obtaining mortgages had
shifted up significantly (figure 6). As a result of these
influences, the pace of mortgage applications for
home purchase declined, on net, over the second half
of 2011 and remains very sluggish. The same factors
also appear to have limited refinancing activity,
which remains subdued compared with the large
number of households that would potentially benefit
from the low rates available to high-quality
borrowers.

The outstanding stock of mortgage-backed securities
(MBS) guaranteed by the GSEs was little changed,
on net, over the second half of 2011. The securitiza-
tion market for mortgage loans not guaranteed by a
housing-related GSE or the Federal Housing Admin-
istration continued to be essentially closed.

¢ For example, only about half of lenders reported to LoanSifter
data services that they would offer a conventional fully docu-
mented mortgage with a 90 percent loan-to-value ratio for bor-
rowers with FICO scores of 620.
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The Business Sector

Fixed Investment

Real spending by businesses for equipment and soft-
ware (E&S) rose at an annual rate of about 11 per-
cent over the second half of 2011, a pace that was a
bit faster than in the first half (figure 7). Much of this
strength was recorded in the third quarter. Spending
growth dropped back in the fourth quarter, to 5 per-
cent, likely reflecting—among other influences—
heightened uncertainty of business owners about
global economic and financial conditions. Although
spending by businesses for high-tech equipment has
held up reasonably well, outlays for a broad range of
other E&S slowed appreciably. More recently, how-
ever, indicators of business sentiment and capital
spending plans generally have improved, suggesting
that firms may be in the process of becoming more
willing to undertake new investments.

After tumbling throughout most of 2009 and 2010,
real investment in nonresidential structures other
than drilling and mining turned up last spring, rising

Figure 7. Change in real business fixed investment,
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at a surprisingly brisk pace in the second and third
quarters of 2011. However, investment dropped back
in the fourth quarter. Conditions in the sector remain
difficult: Vacancy rates are still high, prices of exist-
ing structures are low, and financing conditions for
builders are still tight. Spending on drilling and min-
ing structures also dropped back in the fourth quar-
ter, but outlays in this category should continue to be
supported by elevated oil prices and advances in tech-
nology for horizontal drilling and hydraulic
fracturing.

Inventory Investment

Real inventory investment stepped down a bit in the
second half of 2011. Stockbuilding outside of motor
vehicles increased at a modest pace, and surveys sug-
gest that firms are generally comfortable with their
own, and their customers’, current inventory posi-
tions. In the motor vehicle sector, inventories were
drawn down in the second half, as the rise in sales
outpaced the rebound in production following the
supply disruptions associated with the earthquake in
Japan last spring.

Corporate Profits and Business Finance

Operating earnings per share for S&P 500 firms con-
tinued to rise in the third quarter of 2011, increasing
at a quarterly rate of nearly 10 percent. Fourth-
quarter earnings reports by firms in the S&P 500
published through late February indicate that this
measure has remained at or near its pre-crisis peaks
throughout the second half of 2011.

In the corporate sector as a whole, economic profits,
which had been rising rapidly since 2008, increased
further in the second half of 2011. This relatively
strong profit growth contributed to the continued
robust credit quality of nonfinancial firms in the sec-
ond half of 2011. Although the ratio of liquid assets
to total assets on the balance sheets of nonfinancial
corporations edged down in the third quarter, it
remained at a very high level, and the aggregate ratio
of debt to assets—a measure of corporate leverage—
stayed low. With corporate balance sheets in gener-
ally healthy shape, credit rating upgrades once again
outpaced downgrades, and the bond default rate for
nonfinancial firms remained low. In addition, the
delinquency rate on commercial and industrial (C&I)
loans at commercial banks continued to decline and
stood at around 1'% percent at year-end, a level near
the low end of its historical range. Most banks
responding to the January SLOOS reported that they
expected further improvements in the credit quality
of C&l loans in 2012.

Borrowing by nonfinancial corporations continued at
a reasonably robust pace through the second half of
2011, particularly for larger, higher-credit-quality
firms. Issuance of investment-grade bonds pro-
gressed at a strong pace, similar to that observed in
the first half of the year, buoyed by good corporate
credit quality, attractive financing conditions, and an
improving economic outlook. In contrast to higher-
grade bonds, issuance of speculative-grade bonds
dropped in the second half of the year as investors’
appetite for riskier assets waned. In the market for
syndicated loans, investment-grade issuance moved
up in the second half of 2011 from its already strong
first-half pace, while issuance of higher-yielding syn-
dicated leveraged loans weakened.

C&l loans on banks’ books grew steadily over the
second half of 2011. Banks reportedly competed
aggressively for higher-rated credits in the syndicated
leveraged loan market, and some nonfinancial firms
reportedly substituted away from bond financing
because of volatility in bond spreads. In addition,
according to the SLOOS, some domestic banks
gained business from customers that shifted away
from European banks. Although domestic banks
reported little change, on net, in lending standards
for C&I loans, they reduced the spreads on these
loans as well as the costs of credit lines. Banks that
reported having eased their credit standards or terms
for C&I loans over the second half of 2011 unani-
mously cited increased competition from other banks
or nonbank sources of funds as a factor.

Borrowing conditions for smaller businesses contin-
ued to be tighter than those for larger firms, and their
demand for credit remained relatively weak. How-
ever, some signs of easing began to emerge. Surveys
conducted by the National Federation of Indepen-
dent Business showed that the net fraction of small
businesses reporting that credit had become more dif-
ficult to obtain relative to the previous three months
declined, on balance, during the second half of 2011.
Moreover, the January 2012 SLOOS found that
terms for smaller borrowers had continued to ease,
and about 15 percent of banks, on net, reported that
demand for C&I loans from smaller firms had
increased, the highest reading since 2005. Indeed,
C&lI loans held by regional and community banks—
those not in the 25 largest banks and likely to lend
mostly to middle-market and small firms—advanced
at about a 6 percent annual rate in the second half of
2011, up from a 2% percent pace in the first half.



Commercial mortgage debt has continued to decline,
albeit at a more moderate pace than during 2010.
Commercial real estate (CRE) loans held on banks’
books contracted further in the second half of 2011
and early 2012, though the runoff appeared to ebb
somewhat in 2011. That slowing is more or less con-
sistent with recent SLOOS responses, in which mod-
erate net fractions of domestic banks reported that
demand for such loans had strengthened. In the
January survey, banks also reported that, for the first
time since 2007, they had raised the maximum loan
size and trimmed spreads of rates on CRE loans over
their cost of funds during the past 12 months. By
contrast, life insurance companies reportedly
increased their holdings of CRE loans, especially of
loans issued to higher-quality borrowers. Although
delinquency rates on CRE loans at commercial banks
edged down further in the fourth quarter, they
remained at high levels, especially on loans for con-
struction and land development; delinquencies on
loans held by life insurance companies remained
extraordinarily low, as they have done for more than
a decade. Vacancy rates for most types of commercial
properties are still elevated, exerting downward pres-
sure on property prices and impairing the perfor-
mance of CRE loans.

Conditions in the market for commercial mortgage-
backed securities (CMBS) worsened somewhat in the
second half of the year. Risk spreads on highly rated
tranches of CMBS moved up, on balance, and about
half of the respondents to the December Senior
Credit Officer Opinion Survey on Dealer Financing
Terms (SCOOS) indicated that liquidity conditions in
the markets for such securities had deteriorated
somewhat. Issuance of CMBS slowed further, but did
not halt completely. Delinquency rates on CRE loans
in CMBS pools held steady just below 10 percent.

In the corporate equity market, gross issuance
dropped significantly in the third quarter amid sub-
stantial equity market volatility, but it retraced a part
of that decline in the fourth quarter as some previ-
ously withdrawn issues were brought back to the
market. Net equity issuance continued to decline in
the third quarter, reflecting the continued strength of
cash-financed mergers and share repurchases.

The Government Sector

Federal Government

The deficit in the federal unified budget remains very
wide. The budget deficit for fiscal year 2011 was
$1.3 trillion, or 8% percent of nominal GDP—a level
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comparable with deficits recorded in 2009 and 2010
but sharply higher than the deficits recorded prior to
the onset of the financial crisis and recession. The
budget deficit continued to be boosted by spending
that was committed by the American Recovery and
Reinvestment Act of 2009 (ARRA) and other stimu-
lus policy actions as well as by the weakness of the
economy, which has reduced tax revenues and
increased payments for income support.

Tax receipts rose 6% percent in fiscal 2011. However,
the level of receipts remained very low; indeed, at
around 15Y: percent of GDP, the ratio of receipts to
national income is only slightly above the 60-year
lows recorded in 2009 and 2010. The rise in revenues
in fiscal 2011 was the result of a robust increase of
more than 20 percent in individual income tax pay-
ments that reflected strong final payments on 2010
income. Social insurance tax receipts fell about 5 per-
cent in fiscal 2011, held down by the temporary

2 percentage point reduction in payroll taxes enacted
in 2010. Corporate taxes also fell around 5 percent in
2011, with the decline largely the result of legislation
providing more-favorable tax treatment for some
business investment. In the first four months of fiscal
2012, total tax receipts increased 4 percent relative to
the comparable year-earlier period.

Total federal outlays rose 4 percent in fiscal 2011.
Much of the increase relative to last year is attribut-
able to the earlier unwinding of the effects of finan-
cial transactions, such as the repayments to the Treas-
ury of obligations for the Troubled Asset Relief Pro-
gram, which temporarily lowered measured outlays
in fiscal 2010. Excluding these transactions, outlays
were up about 2 percent in 2011. This small increase
reflects reductions in both ARRA spending and
unemployment insurance payments as well as a sub-
dued pace of defense and Medicaid spending. By
contrast, net interest payments rose sharply, reflect-
ing the increase in federal debt. Spending has
remained restrained in the current fiscal year, with
outlays (adjusted to exclude financial transactions)
down about 5 percent in the first four months of fis-
cal 2012 relative to the comparable year-earlier
period.

As measured in the national income and product
accounts (NIPA), real federal expenditures on con-
sumption and gross investment—the part of federal
spending that is a direct component of GDP—de-
creased at an annual rate of about 3 percent in the
second half of 2011, a little less rapidly than in the
first half of the year (figure 8). Defense spending fell
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Figure 8. Change in real government expenditures on
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at an annual rate of about 4 percent in the second
half of the year, a somewhat sharper pace of decline
than in the first half, while nondefense purchases
were unchanged over this period.

Federal debt surged in the second half of 2011, after
the debt ceiling was raised in early August by the
Budget Control Act of 2011.7 Standard and Poor’s
(S&P), which had put the U.S. long-term sovereign
credit rating on credit watch negative in June, down-
graded that rating from AAA to AA+ following the
passage of the act, citing the risks of a continued rise
in federal government debt ratios over the medium
term and declining confidence that timely fiscal
measures necessary to place U.S. public finances on a
sustainable path would be forthcoming. Other credit
rating agencies subsequently posted a negative out-
look on their rating of U.S. sovereign debt, on similar
grounds, but did not change their credit ratings.
These actions do not appear to have affected partici-
pation in Treasury auctions, which continued to be
well subscribed. Demand for Treasury securities was
supported by market participants’ preference for the
relative safety and liquidity of such securities. Bid-to-
cover ratios were within historical ranges, and indica-
tors of foreign participation remained near their

7 On May 16, the federal debt reached the $14.294 trillion limit,
and the Secretary of the Treasury declared a “debt issuance sus-
pension period” for the Civil Service Retirement and Disability
Fund, permitting the Treasury to redeem a portion of existing
Treasury securities held by that fund as investments and to sus-
pend issuance of new Treasury securities to that fund as invest-
ments. The Treasury also began suspending some of its daily
reinvestment of Treasury securities held as investments by the
Government Securities Investment Fund of the Federal
Employees’ Retirement System Thrift Savings Plan.

recent levels. Federal debt held by the public, as
a percentage of GDP, continued to rise in the third
quarter, reaching about 68 percent.

State and Local Government

State and local governments remain under significant
fiscal strain. Since July, employment in the sector has
declined by an average of 15,000 jobs per month, just
slightly under the pace of job losses recorded for the
first half of 2011. Meanwhile, reductions in real con-
struction expenditures abated after a precipitous
drop in the first half of 2011. As measured in the
NIPA, real state and local expenditures on consump-
tion and gross investment decreased at an annual rate
of about 2 percent in the second half of 2011, a
somewhat slower pace of decline than in the first half
of the year (figure 8).

State and local government revenues appear to have
increased modestly in 2011. Notably, at the state
level, third-quarter tax revenues rose 5% percent over
the year-earlier period, with the majority of the states
experiencing gains. However, this increase in tax rev-
enues was partly offset by a reduction in federal
stimulus grants. Tax collections have been less robust
at the local level. Property tax receipts have been
roughly flat, on net, since the start of 2010 (based on
data through the third quarter of 2011), reflecting the
downturn in home prices. Furthermore, many locali-
ties have experienced a decrease in grants-in-aid from
their state government.

Issuance of long-term securities by state and local
governments moved up in the second half of 2011 to
a pace similar to that seen in 2009 and 2010. Issuance
had been subdued during the first half of the year, in
part because the expiration of the Build America
Bonds program led to some shifting of financing
from 2011 into late 2010.

Yields on state and local government securities
declined in the second half of 2011 and into 2012,
reaching levels near the lower end of their range over
the past decade, but they fell to a lesser degree than
yields on comparable-maturity Treasury securities.
The increase in the ratio of municipal bond yields to
Treasury yields likely reflected, in part, continued
concern regarding the financial health of state and
local governments. Indeed, credit default swap (CDS)
indexes for municipal bonds rose, on balance, over
the second half of 2011 but have narrowed somewhat
in early 2012. Credit rating downgrades outpaced
upgrades in the second half of 2011, particularly in
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December, following the downgrade of a municipal
bond guarantor.®

The External Sector

Real exports of goods and services rose at an annual
rate of 4% percent in the second half of 2011,
boosted by continued growth in overall foreign eco-
nomic activity and the lagged effect of declines in the
foreign exchange value of the dollar earlier in the
year (figure 9). Exports of aircraft and consumer
goods registered some of the largest gains. The
increase in export demand was concentrated in the
emerging market economies (EMEs), while exports
to the euro area declined toward the end of the year.

With growth of economic activity in the United
States moderate during the second half of 2011, real
imports of goods and services rose at only about a

3 percent annual rate, down from about 5 percent in
the first half. Import growth was weak across most
trading partners in the second half of last year, with
the notable exception of imports from Japan, which
grew significantly after dropping sharply in the wake
of the March earthquake.

Altogether, net exports contributed about %4 percent-
age point to real GDP growth in the second half of
2011, as export growth outpaced import growth. At
an annual rate, the current account deficit in the third
quarter of 2011 (the latest available data) was

$441 billion, or about 3 percent of nominal GDP, a

8 Downgrades to bond guarantors can affect the ratings of all
municipal securities guaranteed by those firms, as the rating of
a security is the higher of either the published underlying secu-
rity rating or the rating of the entity providing the guarantee.
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touch narrower than the $470 billion deficit recorded
in 2010.

Oil prices moved down, on net, over the second half
of last year. The spot price of West Texas Intermedi-
ate (WTI) crude oil, which jumped to $110 per barrel
last April after a near-complete shutdown of Libyan
oil production, subsequently reversed course and
declined sharply to an average of just under $86 per
barrel in September. The prices of other major
benchmark crude oils also fell over this period,
although by less than the spot price of WTI

(figure 10). The drop in oil prices through September
likely was prompted by the winding down of the con-
flict in Libya as well as growing concern about the
strength of global growth as the European sovereign
debt crisis intensified, particularly toward the end of
summer. From September to January of this year, the
price of oil from the North Sea (the Brent bench-
mark) was essentially flat as the potential implica-
tions of increased geopolitical tensions—most nota-
bly with Iran—have offset ongoing concern over the
strength of global demand and a faster-than-
expected rebound in Libyan oil production. In Feb-
ruary, the price of Brent moved higher, both with
increasing optimism regarding the outlook for global
growth as well as a further heightening of tensions
with Iran. The spot price of WTI crude oil also
increased in February, though by less than Brent, fol-

Figure 10. Prices of oil and nonfuel commodities, 2007-12
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lowing a relatively rapid rise over the final three
months of last year.’

After peaking early in 2011, prices of many non-oil
commodities also moved lower during the remainder
of 2011. Despite moving up recently, copper prices
remain well below their early 2011 level. In agricul-
tural markets, corn and wheat prices ended 2011
down about 20 percent from their relatively high lev-
els at the end of August as global production reached
record levels. In early 2012, however, corn prices
edged up on worries about dry growing conditions in
South America.

After increasing at an annual rate of 6% percent in
the first half of 2011, prices of non-oil imported
goods were flat in the second half. Fluctuations in
prices of imported finished goods (such as consumer
goods and capital goods) were moderate.

National Saving

Total U.S. net national saving—that is, the saving of
U.S. households, businesses, and governments, net of
depreciation charges—remains extremely low by his-
torical standards. After having reached 4 percent of
nominal GDP in 2006, net national saving dropped
over the subsequent three years, reaching a low of
negative 2%z percent in 2009. Since then, the national
saving rate has increased on balance: In the third
quarter of 2011 (the latest quarter for which data are
available), net national saving was negative /2 percent
of nominal GDP. The recent contour of the saving
rate importantly reflects the pattern of federal budget
deficits, which widened sharply in 2008 and 2009, but
have edged down as a share of GDP since then.
National saving will likely remain relatively low this
year in light of the continuing large federal budget
deficit. If low levels of national saving persist over
the longer run, they will likely be associated with
both low rates of capital formation and heavy bor-

 The more rapid rise of WTI than other grades of crude oil at
the end of 2011 reflects the narrowing of a discount that had
opened up between WTI and other grades earlier in the year.
Throughout most of 2011, continued increases in the supply of
oil, primarily from Canada and North Dakota, available to flow
into Cushing, Oklahoma (the delivery point for the WTI crude
oil), and the lack of transportation infrastructure to pass the
supplies on to global markets, depressed the price of WTI rela-
tive to other grades of crude oil. In mid-November, however,
plans were announced to reverse the flow of a key pipeline that
currently transports crude oil from the Gulf Coast into Cush-
ing. By raising the possibility of alleviating the supply glut of
crude oil in the Midwest, the announcement of this flow rever-
sal has led spot WTTI prices to rise to a level that is more in line
with the price of other grades of crude oil.

rowing from abroad, limiting the rise in the standard
of living of U.S. residents over time.

The Labor Market

Employment and Unemployment

Conditions in the labor market have improved some
of late. Private payroll employment gains averaged
165,000 jobs per month in the second half of 2011, a
bit slower than the pace in the first half of the year,
but gains in December and January were more
robust, averaging almost 240,000 per month

(figure 11). The unemployment rate, which hovered
around 9 percent for much of last year, is estimated
to have moved down noticeably since September,
reaching 8% percent in January, the lowest reading in
almost three years (figure 12).

Although the recent decline in the jobless rate is
encouraging, the level of unemployment remains
very elevated. In addition, long-duration joblessness
continues to account for an especially large share of
the total. Indeed, in January, 5% million persons
among those counted as unemployed—about 43 per-
cent of the total-—had been out of work for more
than six months, figures that were only a little below
record levels (figure 13). Moreover, the number of
individuals who are working part time for economic
reasons—another indicator of the underutilization of
labor—remained roughly twice its pre-recession
value.

Figure 11. Net change in private payroll employment,
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Figure 12. Civilian unemployment rate, 1978-2012
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Productivity and Labor Compensation

Labor productivity growth slowed last year. Produc-
tivity had risen rapidly in 2009 and 2010 as firms
strove to cut costs in an environment of severe eco-
nomic stress. In 2011, however, with operations
leaner and workforces stretched thin, firms needed to
add labor inputs to achieve the desired output gains,
and output per hour in the nonfarm business sector
rose only 2 percent.

Increases in hourly compensation remained subdued
in 2011, restrained by the wide margin of labor mar-
ket slack. The employment cost index, which meas-

ures both wages and the cost to employers of provid-
ing benefits, for private industry rose just 2% percent

Figure 13. Long-term unemployed, 1978-2012
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in nominal terms in 2011. Nominal compensation per
hour in the nonfarm business sector—derived from
the labor compensation data in the NIPA—is esti-
mated to have increased only 134 percent in 2011,
well below the average gain of about 4 percent in the
years before the recession. Adjusted for the rise in
consumer prices, hourly compensation was roughly
unchanged in 2011. Unit labor costs rose 14 percent
in 2011, as the rise in nominal hourly compensation
outpaced that of labor productivity in the nonfarm
business sector. In 2010, unit labor costs fell almost

1 percent.

Prices

Consumer price inflation stepped down in the second
half of 2011. After rising at an annual rate of

3" percent in the first half of the year, the overall
PCE chain-type price index increased just 172 percent
in the second half (figure 14). PCE prices excluding
food and energy also decelerated in the second half of
2011, rising at an annual rate of about 1% percent,
compared with roughly 2 percent in the first half. The
recent contour of consumer price inflation has
reflected movements in global commodity prices,
which rose sharply early in 2011 but have moved
lower during the second half of the year. Information
from the consumer price index and other sources sug-
gests that inflation remained subdued through Janu-
ary 2012, although energy prices have turned up
more recently.

The index of consumer energy prices, which surged
in the first half of 2011, fell back in the second half
of the year. The contour mainly reflected the rise and
subsequent reversal in the price of crude oil; however,

Figure 14. Change in the chain-type price index for
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gasoline prices started to rise again in February fol-
lowing a recent upturn in crude oil prices. Consumer
natural gas prices also fell at the end of 2011, as
unseasonably mild temperatures and increases in sup-
ply from new domestic wells helped boost inventories
above typical levels. All told, the overall index of
consumer energy prices edged lower during the sec-
ond half of 2011, compared with an increase of
almost 30 percent in the first half of the year.

Consumer prices for food and beverages exhibited a
similar pattern as that of energy prices. Prices for
farm commodities rose briskly early last year, reflect-
ing the combination of poor harvests in several coun-
tries that are major producers along with the emerg-
ing recovery in the global economy. These commod-
ity price increases fed through to higher consumer
prices for meats and a wide range of other more-
processed foods. With the downturn in farm com-
modity prices late in the summer, the index of con-
sumer food prices rose at an annual rate of just

3% percent in the second half of 2011 after increas-
ing 62 percent in the first half.

Prices for consumer goods and services other than
energy and food have also slowed, on net, in recent
months. Core PCE prices had been boosted in the
spring and summer of 2011 by a number of transi-
tory factors, including the pass-through of the first-
half surge in prices of raw commodities and other
imported goods and a boost to motor vehicle prices
that stemmed from supply shortages following the
earthquake in Japan. As the impulse from these fac-
tors faded, core PCE price inflation stepped down so
that, for 2011 as a whole, core PCE price inflation
was just 1% percent.

Survey-based measures of near-term inflation expec-
tations are down since the middle of 2011. Median
year-ahead inflation expectations as reported in the
Thomson Reuters/University of Michigan Surveys of
Consumers (Michigan survey), which had risen
sharply earlier in the year reflecting the run-up in
energy and food prices, subsequently fell back as
those prices decelerated. Longer-term expectations
have remained generally stable. In the Michigan sur-
vey, the inflation rate expected over the next 5 to

10 years was 2.9 percent in February, within the
range that has prevailed over the past 10 years; in the
Survey of Professional Forecasters, conducted by the
Federal Reserve Bank of Philadelphia, expectations
for the increase in the price index for PCE over the
next 10 years remained at 2% percent, in the middle
of its recent range.

Measures of inflation compensation derived from
yields on nominal and inflation-indexed Treasury
securities declined early in the second half of 2011 at
both medium-term and longer-term horizons, likely
reflecting a worsening in the economic outlook and
the intensification of the European fiscal crisis. More
recently, inflation compensation estimates over the
next five years have edged back up, apparently
reflecting investors’ more optimistic economic out-
look, and is about unchanged, on net, for the period.
However, the forward measure of five-year inflation
compensation five years ahead remains about

55 basis points below its level in the middle of last
year.

Financial Developments

In light of the disappointing pace of progress toward
meeting its statutory mandate to promote maximum
employment and price stability, the Federal Open
Market Committee (FOMC) took a number of steps
to provide additional monetary policy accommoda-
tion during the second half of 2011 and early 2012.
These steps included increasing the average maturity
of the Federal Reserve’s securities holdings, shifting
the reinvestment of principal payments on agency
securities from Treasury securities to agency-
guaranteed MBS, and strengthening the forward rate
guidance included in postmeeting statements.

Financial markets were buffeted over the second half
of 2011 and in early 2012 by changes in investors’
assessments of the ongoing European crisis as well as
in their evaluation of the U.S. economic outlook. As
a result, developments in financial market conditions
have been mixed since July. Unsecured dollar funding
markets, particularly for European institutions,
became significantly strained, though domestic
financial firms generally maintained ready access to
short-term unsecured funding. Corporate bond
spreads remained elevated, on net, while broad equity
prices were little changed, although they exhibited
unusually high volatility. Partially reflecting addi-
tional monetary policy accommodation, Treasury
yields moved down significantly. Similarly, investors
pushed out the date at which they expect the federal
funds rate to rise above its current target range, and
they are currently anticipating a more gradual pace
of increase in the funds rate following liftoff than
they did last July.

Monetary Policy Expectations and

Treasury Rates

In response to the steps taken by the FOMC to
strengthen its forward guidance and provide addi-
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tional support to the economic recovery, market par-
ticipants pushed out further the date when they
expect the federal funds rate to first rise above its cur-
rent target range of 0 to % percent and scaled back
their expectations of the pace at which monetary
policy accommodation will be removed. On balance,
quotes on overnight index swap (OIS) contracts, as of
late February, imply that investors anticipate the fed-
eral funds rate will rise above its current target range
in the fourth quarter of 2013, about four quarters
later than the date implied in July. Investors expect,
on average, that the effective federal funds rate will be
about 70 basis points by late 2014, roughly 165 basis
points lower than anticipated in mid-2011."°

Yields on nominal Treasury securities declined sig-
nificantly over the second half of 2011 (figure 15).
The bulk of this decline occurred in late July and
August, in part reflecting weaker-than-anticipated
U.S. economic data and increased investor demand
for the relative safety and liquidity of Treasury secu-
rities amid an intensification of concerns about the
situation in Europe. Following the FOMC announce-
ment of the maturity extension program (MEP) at its
September meeting, yields on longer-dated Treasury

19 When interest rates are close to zero, determining the point at
which financial market quotes indicate that the federal funds
rate will move above its current range can be complicated. The
path described in the text is the mean of a distribution calcu-
lated from OIS rates. Alternatively, one can use similar deriva-
tives to calculate the most likely, or “modal,” path of the federal
funds rate, a measure that tends to be more stable. This alterna-
tive measure has also moved down, on net, since the middle of
2011, but it suggests a flatter overall trajectory for the target
federal funds rate, according to which the effective rate does not
rise above its current target range through the end of 2015.
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securities declined further, while yields on shorter-
dated securities held steady at very low levels.'! On
net, yields on 2-, 5-, and 10-year Treasury notes have
declined roughly 10, 65, and 110 basis points from
their levels in mid-2011, respectively. The yield on the
30-year bond has dropped about 120 basis points.
Though liquidity and functioning in money markets
deteriorated notably for several days at the height of
the debt ceiling debate last summer, neither the
downgrade of the U.S. long-term sovereign credit rat-
ing by S&P in August nor the failure of the Joint
Select Committee on Deficit Reduction to reach an
agreement in November appeared to leave a perma-
nent imprint on the Treasury market. Uncertainty
about longer-term interest rates, as measured by the
implied volatility on 10-year Treasury securities,
moved sideways through most of the second half of
2011 and then declined late in the year and into 2012,
reflecting improved sentiment in financial markets
following a number of policy actions by central
banks and some signs of strengthening in the pace of
economic recovery.

Measures of market functioning suggest that the
Treasury market has continued to operate smoothly
since mid-2011 despite the S&P downgrade in
August. Bid—asked spreads for most Treasury securi-
ties were roughly unchanged, though they have wid-
ened a bit, on net, for the 30-year bond since August.
Dealer transaction volumes have remained within
historically normal ranges.

Short-Term Funding Markets

Conditions in unsecured short-term dollar funding
markets deteriorated, on net, over the second half of
2011 and in early 2012 amid elevated anxiety about
the crisis in Europe and its implications for European
firms and their counterparties. Funding costs
increased and tenors shortened dramatically for
European institutions throughout the third and into
the fourth quarter. Funding pressures eased some-
what late in the year following the European Central
Bank’s (ECB) first injection of euro liquidity via a
three-year refinancing operation and the reduction of
the price of U.S. dollar liquidity offered by the ECB
and other central banks; they subsequently eased fur-
ther following the passage of year-end. On balance,
spreads of London interbank offered rates (LIBOR)
over comparable-maturity OIS rates—a measure of
stress in short-term bank funding markets—have

""" As of February 24, the Open Market Desk had sold $223 bil-
lion in shorter-term Treasury securities and purchased $211 bil-
lion in longer-term Treasury securities.
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widened considerably since July, particularly for ten-
ors beyond one month, though they have moved
down since late last year. Indeed, throughout much
of the third and fourth quarters, many European
institutions were reportedly unable to obtain unse-
cured dollar funding at tenors beyond one week.
Additionally, more-forward-looking measures of
interbank funding costs—such as the spread between
a three-month forward rate agreement and the rate
on an OIS contract three to six months ahead—
moved up considerably in the second half of 2011
and have only partially retraced in 2012 (figure 16).
Despite the pressures faced by European financial
institutions, U.S. firms generally maintained ready
access to short-term unsecured funding markets.
Against a backdrop of solid deposit growth and
modest expansion in bank credit across the industry,
most domestic banks reportedly had limited need for
unsecured funding.

Pressures were also evident in the commercial paper
(CP) market. Issuance in the United States of unse-
cured financial CP and negotiable certificates of
deposit by entities with European parents declined
significantly in the second half of 2011. By contrast,
the pace of issuance by U.S. firms edged down only
slightly, on net, over the period. On balance, spreads
of rates on unsecured A2/P2 commercial paper over
equivalent maturity AA-rated nonfinancial CP rose a

Figure 16. LIBOR minus overnight index swap rate, 2007-12
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bit for both overnight and 30-day tenors. AA-rated
asset-backed CP spreads increased more notably over
the second half of 2011 but largely retraced following
year-end.

In contrast to unsecured dollar funding markets,
signs of stress were largely absent in secured short-
term dollar funding markets. For example, in the
market for repurchase agreements (repos), bid—asked
spreads for most collateral types were little changed.
In addition, despite a seasonal dip around year-end,
volumes in the triparty repo market were largely
stable on balance. That said, the composition of col-
lateral pledged in the repo market moved further
away from equities and fixed-income collateral that is
not eligible for open market operations, shifting even
more heavily toward Treasury and agency securities
as counterparty concerns became more evident.
Respondents to the SCOOS in both September and
December noted a continued increase in demand for
funding across collateral types but reported a general
tightening in credit terms under which several securi-
ties types are financed. In addition, market partici-
pants reportedly became somewhat less willing to
fund riskier collateral types at longer tenors as year-
end approached. However, year-end pressures
remained muted overall, with few signs of disloca-
tions in either secured or unsecured short-term mar-
kets, and conditions in term funding markets have
improved in early 2012.

Money market funds, a major provider of funds to
short-term funding markets such as those for CP and
for repo, experienced significant outflows across fund
categories in July, as investors’ focus turned to the
deteriorating situation in Europe and to the debt ceil-
ing debate in the United States. Those outflows
largely shifted to bank deposits, resulting in signifi-
cant pressure on the regulatory leverage ratios of a
few large banks. However, investments in money
market funds rose, on net, over the remainder of
2011, with the composition of those increases reflect-
ing the general tone of increased risk aversion, as
government-only funds faced notable inflows while
prime funds experienced steady outflows.

Financial Institutions

Market sentiment toward the banking industry
declined rapidly early in the second half of 2011 as
investors turned their focus on exposures to Euro-
pean sovereigns and financial institutions and on the
possible spillover effects of the European crisis. Some
large U.S. institutions also remained significantly
exposed to legal risks stemming from their mortgage
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banking operations and foreclosure practices.'> More
recently, however, investor sentiment has improved
somewhat following the actions of central banks and
incoming data suggesting a somewhat better eco-
nomic outlook in the United States. On balance,
equity prices for banking organizations have com-
pletely retraced their declines from last summer, while
CDS spreads (figure 17)—which reflect investors’
assessments of and willingness to bear the risk that
these institutions will default on their debt obliga-
tions—have declined from their peaks reached in the
fall, but not all the way back to mid-2011 levels.

Measures of bank profitability edged up, on net, in
recent quarters but remained well below the levels
that prevailed before the financial crisis began.
Although profits at the largest institutions were sup-
ported over that period by reductions in noninterest
expenses, net interest margins remained very low,
capital markets revenues were subdued, loan loss pro-
visions are still somewhat elevated relative to pre-
crisis norms, and a few banks booked large reserves
for litigation risks associated with their mortgage
portfolios.

12 On February 9, it was announced that the federal government
and 49 state attorneys general had reached a $25 billion agree-
ment with the nation’s five largest mortgage servicers to address
mortgage loan servicing and foreclosure abuses. The agreement
does not prevent state and federal authorities from pursuing
criminal enforcement actions related to this or other conduct by
the servicers or from punishing wrongful securitization conduct;
it also does not prevent any action by individual borrowers who
wish to bring their own lawsuits.
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Indicators of credit quality at commercial banks con-
tinued to show signs of improvement. Aggregate
delinquency and charge-off rates moved down,
though they remained quite elevated on residential
mortgages and both residential and commercial con-
struction loans. Loss provisioning has leveled out in
recent quarters near the upper end of its pre-crisis
range. Nonetheless, in the January SLOOS, a large
fraction of the respondents indicated that they expect
credit quality to improve over the next 12 months for
most major loan categories if economic activity pro-
gresses in line with consensus forecasts.

Credit provided by domestic banks—the sum of
loans and securities—increased moderately in the
second half of 2011, its first such rise since the first
half of 2008. Bank credit grew as holdings of agency
MBS expanded steadily and most major loan catego-
ries exhibited improvement in the second half of the
year. The expansion was consistent with recent
SLOOS responses indicating that lending standards
and loan terms eased somewhat and that demand for
loans from businesses and households increased, on
net, in the second half of 2011. In particular, C&I
loans showed persistent and considerable strength
over the second half of 2011 and into early 2012.
Loans to nonbank financial institutions, a category
that tends to be volatile, also grew rapidly over that
period as did holdings of agency MBS. Consumer
loans held by banks edged up in the third and fourth
quarters. Those increases offset ongoing declines in
commercial real estate and home equity loans, both
of which remained very weak.

Regulators continued to take steps to strengthen their
oversight of the financial industry. In particular, a
variety of measures mandated by the Dodd-Frank
Wall Street Reform and Consumer Protection Act of
2010 are being, or are soon to be, implemented,
including enhanced capital and liquidity require-
ments for large banking organizations, annual stress
testing, additional risk-management requirements,
and the development of early remediation plans (see
box 1). As part of those efforts, the Federal Reserve
began annual reviews of the capital plans for U.S.
bank holding companies with total consolidated
assets of $50 billion or more under its Comprehen-
sive Capital Analysis and Review program. Going
into those reviews, reported regulatory capital ratios
of U.S. banking institutions generally remained at
historically high levels over the second half of 2011.

Concerns about the condition of European financial
institutions, coupled with periods of heightened
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Box 1. Financial Stability at the Federal Reserve

The Federal Reserve’s responsibility for promoting
financial stability stems from its role in supervising
and regulating banks, operating the nation’s pay-
ments system, and serving as the lender of last
resort. In the decades prior to the financial crisis,
financial stability policy tended to be overshadowed
by monetary policy, which had come to be viewed
as the principal function of central banks. However,
in the aftermath of the financial crisis, financial sta-
bility policy has taken on greater prominence and is
now generally considered an equally critical respon-
sibility of central banks. As such, the Federal
Reserve has made significant organizational
changes and taken other actions to improve its abil-
ity to understand and address systemic risk. In addi-
tion, its statutory role in maintaining financial stability
has been expanded by the Dodd-Frank Wall Street
Reform and Consumer Protection Act of 2010
(Dodd-Frank Act).

One key feature of the Dodd-Frank Act is its macro-
prudential orientation, as reflected in many of the
provisions to be implemented by the Federal
Reserve and other financial regulators. The macro-
prudential approach to regulation and supervision
still pays close attention to the safety and sound-
ness of individual financial institutions, but it also
takes into account the linkages among those entities
and the condition of the financial system as a whole.
To implement the macroprudential approach, the
Dodd-Frank Act established the multiagency Finan-
cial Stability Oversight Council (FSOC), which is
tasked with promoting a more comprehensive
approach to monitoring and mitigating systemic risk.

attention paid to U.S. securities dealers, raised inves-
tor anxiety regarding counterparty exposure to deal-
ers during the second half of 2011. Indeed, responses
to the December SCOOS suggested that dealers
devoted increased time and attention to the manage-
ment of concentrated credit exposures to dealers and
other financial intermediaries over the previous three
months (figure 18)."° In addition, survey respondents
reported that they had reduced aggregate credit limits
for certain specific institutions. Investors appeared to
be particularly concerned about the stability of fund-
ing in the event of financial market stress because
most dealer firms are highly reliant on short-term
secured funding.

13 Following the failure of a primary dealer, the Federal Reserve
Bank of New York implemented a risk-management program
that required primary dealers to post margin on forward-settling
agency MBS transactions.

The Federal Reserve is one of 10 voting members
of the FSOC.

A significant aspect of the macroprudential approach
is the heightened focus on entities whose failure or
financial distress could result in outsized destabiliz-
ing effects on the rest of the system. Under the
Dodd-Frank Act, the Federal Reserve is responsible
for the supervision of all systemically important
financial institutions (SIFIs), which include both large
bank holding companies and nonbank financial firms
designated by the FSOC as systemically important.
Even before the Dodd-Frank Act was enacted, the
Federal Reserve was making organizational
changes to facilitate the incorporation of systemic
risk considerations into the supervisory process.
Notably, it created the Large Institution Supervision
Coordinating Committee (LISCC) to bring an inter-
disciplinary and cross-firm perspective to the super-
vision of large, complex financial institutions; the
LISCC acts to ensure that the financial positions of
these large institutions are strong enough to with-
stand adverse shocks. A similar body has been set
up to help in the oversight of systemically important
financial market utilities.

The Federal Reserve has also established the Office
of Financial Stability Policy and Research (OFS) to
help the Federal Reserve more effectively monitor
the financial system and develop policies for mitigat-
ing systemic risks. The OFS’s function is to coordi-
nate and analyze information bearing on financial
stability from a wide range of perspectives and to
place the supervision of individual institutions within
a broader macroeconomic and financial context. In

(continued on next page)

Respondents to the December SCOOS reported a
broad but moderate tightening of credit terms appli-
cable to important classes of counterparties over the
previous three months. This tightening was especially
evident for hedge fund clients and trading real estate
investment trusts.'* The institutions that reported
having tightened credit terms pointed to a worsening
in general market liquidity and functioning and a
reduced willingness to take on risk as the most
important reasons for doing so. Indeed, for each type
of collateral covered in the survey, notable net frac-
tions of respondents reported that liquidity and func-
tioning in the underlying asset market had deterio-
rated over the previous three months. Dealers
reported that the demand for funding most types of
securities continued to increase over the previous

14 Trading real estate investment trusts invest in assets backed by
real estate rather than directly in real estate.



Box 1. Financial Stability at the Federal

addition, the Federal Reserve works with other U.S.
agencies and international bodies on a range of
issues to strengthen the financial system.

Systemic financial risks can take several forms.
Some risks can be described as structural in nature
because they are associated with structural features
of financial markets and thus are largely indepen-
dent of economic conditions; these include, for
example, the risk posed by a SIFI whose failure can
have outsized effects on the financial system or the
degree to which money market mutual funds are
susceptible to liquidity pressures. Other risks can be
described as cyclical in nature and include, for
example, elevated asset valuations and excessive
credit growth that arise in buoyant economic times
but can unwind in destabilizing ways should condi-
tions change. Attentiveness to both types of risk is
critical in the monitoring of systemic risk and the for-
mulation of appropriate macroprudential policy responses.

The Federal Reserve has taken steps to identify
structural vulnerabilities in the financial system and
to devise policies to mitigate the associated risks.
For example, in December 2011, the Board released
a proposal to strengthen the regulation and supervi-
sion of large bank holding companies and systemi-
cally important nonbank financial firms. The proposal
comprises a wide range of measures, including risk-
based capital and leverage requirements, liquidity
requirements, stress tests, single-counterparty credit
limits, and early remediation requirements. In addi-
tion, in October 2011, the Board approved a final
rule to implement the resolution plan (living will)
requirement of the Dodd-Frank Act, which is

three months, particularly the demand for term fund-
ing with a maturity greater than 30 days, which
increased for all security types.

Net investment flows to hedge funds in the third and
fourth quarters were reportedly significantly smaller
than in the first half of the year as hedge funds
markedly underperformed the broader market in
2011. Information from a variety of sources suggests
that the use of dealer-intermediated leverage has
declined, on balance, since mid-2011. Indeed, while
the use of dealer-intermediated leverage was roughly
unchanged for most types of counterparties accord-
ing to September and December SCOOS respon-
dents, about half of those surveyed indicated that
hedge funds’ use of financial leverage, considering
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Reserve—continued

intended to reduce the likelihood that the failure of a
SIFl—should it occur—would cause serious damage
to the financial system. In all of its rulemaking
responsibilities, the Federal Reserve is attentive to
the international dimension of financial regulation. It
is also working with its regulatory counterparts to
improve the quality and timeliness of financial data.

The Federal Reserve is likewise moving forward to
address cyclical systemic risks. To identify such
risks, it routinely monitors a number of items—in-
cluding, for example, measures of leverage and
maturity mismatch at financial intermediaries—and
looks for signs of a credit-induced buildup of sys-
temic risk. In addition, it conducts regular stress
tests of the nation’s largest banking firms; these
tests are based on detailed confidential data about
the balance sheets of the firms and provide a com-
prehensive, rigorous assessment of how the firms’
financial conditions would likely evolve over a multi-
year period under adverse economic and financial
scenarios. Meanwhile, efforts are under way to
evaluate and develop new macroprudential tools
that could help limit future buildups of cyclical sys-
temic risk.

In summary, the Federal Reserve has taken a series
of actions to implement the relevant provisions of
the Dodd-Frank Act and to meet its broader financial
stability responsibilities in a timely way. The Federal
Reserve has made important changes to its organi-
zational structure to support a macroprudential
approach to supervision and regulation, and it has
instituted processes for identifying and responding
to sources of systemic risk.

the entire range of transactions with such clients, had
decreased somewhat.

Corporate Debt and Equity Markets

On net since July of last year, yields on investment-
grade corporate bonds have declined notably, while
those on speculative-grade corporate debt posted
mixed changes. However, reflecting a decline in inves-
tor risk-taking amid concerns about the European
situation and heightened volatility in financial mar-
kets, spreads of these yields to those on comparable-
maturity Treasury securities widened notably in the
third quarter and have only partly retraced since that
time (figure 19). In the secondary market for lever-
aged loans, the average bid price dropped in line with
the prices of other risk assets in August but has
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Figure 18. Net percentage of dealers reporting increased

attention to exposure to other dealers, 2010-11

Percent
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Note: The data are drawn from a survey conducted four times per year; the last
observation is from the December 2011 survey, which covers 2011:Q4. Net per-
centage equals the percentage of institutions that reported increasing attention
(“increased considerably” or “increased somewhat”) minus the percentage of
institutions that reported decreasing attention (“decreased considerably” or
“decreased somewhat”).

Source: Federal Reserve Board, Senior Credit Officer Opinion Survey on Dealer
Financing Terms.

recovered since then, as institutional investors—
which include collateralized loan obligations, pension
funds, insurance companies and other funds invest-
ing in fixed-income instruments—have reportedly
continued to exhibit strong appetites for higher-
yielding leveraged loans against a backdrop of little
new supply of such loans. Liquidity in that market

Figure 19. Spreads of corporate bond yields over
comparable off-the-run Treasury yields, by securities
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shown are the yields on 10-year bonds less the 10-year Treasury yield.

Source: Derived from smoothed corporate yield curves using Merrill Lynch bond
data.

has recovered recently after a sharp deterioration
during the summer.

Broad equity prices are about unchanged, on bal-
ance, since mid-2011 but exhibited an unusually high
level of volatility. Equity markets fell sharply in late
July and early August in response to concerns about
the European crisis, the U.S. debt ceiling debate, and
a possible slowdown in global growth. Equity prices
roughly retraced these losses during the fourth quar-
ter of 2011 and early 2012, reflecting somewhat
better-than-expected economic data in the United
States as well as actions taken by major central banks
to mitigate the financial strains in Europe. Nonethe-
less, equity prices have remained highly sensitive to
news regarding developments in Europe. Implied
volatility for the S&P 500 index, calculated from
option prices, ramped up in the third quarter of 2011
but has since reversed much of that rise.

Amid heightened stock market volatility over the
course of the second half of 2011, equity mutual
funds experienced sizable outflows. Loan funds,
which invest primarily in LIBOR-based syndicated
leveraged loans, also experienced outflows as retail
investors responded to loan price changes following
indications that the Federal Reserve would keep
interest rates lower for longer than previously antici-
pated. With declining yields on fixed-income securi-
ties boosting the performance of bond mutual funds,
these funds, including speculative-grade and munici-
pal bond funds, attracted net inflows.

Monetary Aggregates and
the Federal Reserve’s Balance Sheet

The M2 monetary aggregate expanded at an annual
rate of about 12 percent over the second half of
2011."° The rapid growth in M2 appears to be the
result of increased demand for safe and liquid assets
due to concerns about the European situation, com-
bined with a very low level of interest rates on alter-

15 M2 consists of (1) currency outside the U.S. Treasury, Federal
Reserve Banks, and the vaults of depository institutions;
(2) traveler’s checks of nonbank issuers; (3) demand deposits at
commercial banks (excluding those amounts held by depository
institutions, the U.S. government, and foreign banks and official
institutions) less cash items in the process of collection and Fed-
eral Reserve float; (4) other checkable deposits (negotiable order
of withdrawal, or NOW, accounts and automatic transfer ser-
vice accounts at depository institutions; credit union share draft
accounts; and demand deposits at thrift institutions); (5) savings
deposits (including money market deposit accounts); (6) small-
denomination time deposits (time deposits issued in amounts of
less than $100,000) less individual retirement account (IRA)
and Keogh balances at depository institutions; and (7) balances
in retail money market funds less IRA and Keogh balances at
money market funds.



native short-term investments. In addition, a number
of regulatory changes have likely boosted M2 of late.
In particular, unlimited insurance by the Federal
Deposit Insurance Corporation (FDIC) of onshore
noninterest-bearing deposits has made these deposits
increasingly attractive at times of heightened volatil-
ity and uncertainty in financial markets. In addition,
the change in the FDIC assessment base in

April 2011 added deposits in domestic banks’ off-
shore offices, eliminating some of the benefits to
banks of booking deposits abroad and apparently
leading, in some cases, to a decision to rebook some
of these deposits onshore. Indeed, liquid deposits, the
single largest component of M2, grew at an annual
rate of 20 percent in the second half of 2011.'° The
currency component of the money stock grew at an
annual rate of 7 percent over the second half of 2011,
a bit faster than the historical average but a slower
pace than in the first half of the year. The monetary
base—which is equal to the sum of currency in circu-
lation and the reserve balances of depository institu-
tions held at the Federal Reserve—expanded at an
annual rate of 3% percent in the second half of the
year, as the rise in currency more than offset a slight
decrease in reserve balances.'’

The size of the Federal Reserve’s balance sheet
remained at a historically high level throughout the
second half of 2011 and into early 2012 and stood at
about $2.9 trillion as of February 22. The small rise
of about $61 billion since July largely reflected
increases in temporary U.S. dollar liquidity swap bal-
ances with the ECB, which were partially offset by a
decline in securities holdings (table 1). Holdings of
U.S. Treasury securities grew $32 billion over the sec-
ond half of 2011, as the proceeds from paydowns of
agency debt and agency MBS were reinvested in
longer-term Treasury securities until the FOMC deci-
sion in September to switch the reinvestment of those
proceeds to agency MBS; total holdings of MBS
declined into the fall. The subsequent small increase
in MBS holdings reflects the reinvestment of matur-
ing agency debt into MBS. Agency debt declined
about $14 billion over the entire period. The compo-
sition of Treasury holdings also changed over this
period as a result of the implementation of the MEP.

16 Regulation Q, which had prohibited the payment of interest on
demand deposits, was repealed by the Board on July 14. This
repeal may have also contributed, in a small way, to the growth
in M2.

17 The MEP that was announced at the September FOMC meet-
ing was designed to increase the average maturity of the Federal
Reserve’s securities holdings while leaving the quantity of
reserve balances roughly unchanged.
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As of February 24, 2012, the Open Market Desk at
the Federal Reserve Bank of New York (FRBNY)
had purchased $211 billion in Treasury securities
with remaining maturities of 6 to 30 years and sold
$223 billion in Treasury securities with maturities of
3 years or less.

In the second half of 2011 and early 2012, the Fed-
eral Reserve reduced some of its exposure to lending
facilities established during the financial crisis to sup-
port specific institutions. The portfolio holdings of
Maiden Lane LLC, Maiden Lane II LLC, and
Maiden Lane 11 LLC—entities that were created
during the crisis to acquire certain assets from the
Bear Stearns Companies, Inc., and American Inter-
national Group, Inc., or AIG, to avoid the disorderly
failures of those institutions—declined, on net, pri-
marily as a result of asset sales and principal pay-
ments. Of note, the FRBNY sold assets with a face
amount of $13 billion from the Maiden Lane II port-
folio in early 2012 through two competitive processes
conducted by the FRBNY’s investment manager.'®

Use of regular discount window lending facilities,
such as the primary credit facility, continued to be
minimal. Loans outstanding under the Term Asset-
Backed Securities Loan Facility declined and stood
just below $8 billion in late February.

On November 30, 2011, in order to ease strains in
global financial markets and thereby mitigate the
effects of such strains on the supply of credit to U.S.
households and businesses, the Federal Reserve
announced coordinated actions with other central
banks to enhance their capacity to provide liquidity
support to the global financial system.!” The FOMC
authorized an extension of the existing temporary
U.S. dollar liquidity swap arrangements through Feb-
ruary 1, 2013, and the rate on these swap arrange-
ments was reduced from the U.S. dollar OIS rate plus
100 basis points to the OIS rate plus 50 basis points.

' On January 19, 2012, the FRBNY announced the sale of assets
with a face amount of $7.0 billion from the Maiden Lane IT
LLC portfolio through a competitive process. On February 8,
2012, the FRBNY announced the sale of additional assets with
a face amount of $6.2 billion from the Maiden Lane II LLC
portfolio, also through a competitive process. Proceeds from
these two transactions will enable the repayment of the entire
remaining outstanding balance of the senior loan from the
FRBNY to Maiden Lane I LLC.

The Bank of Canada, the Bank of England, the Bank of Japan,
the European Central Bank, the Federal Reserve, and the Swiss
National Bank coordinated this action. In addition, as a contin-
gency measure, the FOMC agreed to establish similar tempo-
rary swap arrangements with these five central banks to provide
liquidity in any of their currencies if necessary.

©
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Table 1. Selected components of the Federal Reserve balance sheet, 2010-12

Millions of dollars

Balance sheet item Dec. 29, 2010 July 6, 2011 Feb. 22,2012

Total assets 2,423,457 2,874,049 2,935,149
Selected assets
Credit extended to depository institutions and dealers
Primary credit 58 5 &
Central bank liquidity swaps 75 0 107,959
Credit extended to other market participants
Term Asset-Backed Securities Loan Facility (TALF) 24,704 12,488 7,629
Net portfolio holdings of TALF LLC 665 757 825
Support of critical institutions
Net portfolio holdings of Maiden Lane LLC, Maiden Lane Il LLC, and Maiden Lane Il

LLC' 66,312 59,637 30,822
Credit extended to American International Group, Inc. 20,282
Preferred interests in AIA Aurora LLC and ALICO Holdings LLC 26,057
Securities held outright
U.S. Treasury securities 1,016,102 1,624,515 1,656,581
Agency debt securities 147,460 115,070 100,817
Agency mortgage-backed securities (MBS)? 992,141 908,853 853,045
Total liabilities 2,366,855 2,822,382 2,880,556
Selected liabilities
Federal Reserve notes in circulation 943,749 990,861 1,048,004
Reverse repurchase agreements 59,246 67,527 89,824
Deposits held by depository institutions 1,025,839 1,663,022 1,622,800

Of which: Term deposits 5113 0 0
U.S. Treasury, general account 88,905 67,270 36,033
U.S. Treasury, Supplementary Financing Account 199,963 5,000 0
Total capital 56,602 51,667 54,594

Note: LLC is a limited liability company.

" The Federal Reserve has extended credit to several LLCs in conjunction with efforts to support critical institutions. Maiden Lane LLC was formed to acquire certain assets of
the Bear Stearns Companies, Inc. Maiden Lane Il LLC was formed to purchase residential mortgage-backed securities from the U.S. securities lending reinvestment portfolio
of subsidiaries of American International Group, Inc. (AIG). Maiden Lane Ill LLC was formed to purchase multisector collateralized debt obligations on which the Financial

Products group of AlG has written credit default swap contracts.
2 Includes only MBS purchases that have already settled.
... Not applicable.

Source: Federal Reserve Board, Statistical Release H.4.1, “Factors Affecting Reserve Balances of Depository Institutions and Condition Statement of Federal Reserve Banks.”

The lower cost spurred increased use of those swap
lines; the outstanding amount of dollars provided
through the swap lines rose from zero in July to
roughly $108 billion in late February.

On the liability side of the Federal Reserve’s balance
sheet, reserve balances held by depository institutions
declined roughly $40 billion in the second half of
2011 and early 2012 while Federal Reserve notes in
circulation increased roughly $57 billion. The Federal
Reserve conducted a series of small-scale reverse
repurchase transactions involving all eligible collat-
eral types and its expanded list of counterparties. The
Federal Reserve also continued to offer small-value
term deposits through the Term Deposit Facility. In
July of last year, the Treasury reduced the balance of
its Supplementary Financing Account at the Federal
Reserve from $5 billion to zero.

International Developments

In the second half of the year, financial market devel-
opments abroad were heavily influenced by concerns
about the heightened fiscal stresses in Europe and the
resultant risks to the global economic outlook. For-
eign real GDP growth stepped up in the third quar-
ter, as Japan rebounded from the effects of its March
earthquake and tsunami, leading to an easing of sup-
ply chain disruptions. In contrast, recent data indi-
cate that foreign economic growth slowed in the
fourth quarter, as activity in the euro area appears to
have contracted and as flooding in Thailand weighed
on growth in several economies in Asia.

International Financial Markets

The foreign exchange value of the dollar has risen
since July about 3% percent on a trade-weighted
basis against a broad set of currencies (figure 20).



Figure 20. U.S. dollar nominal exchange rate, broad index,
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Source: Federal Reserve Board, Statistical Release H.10, “Foreign Exchange
Rates.”

Most of the appreciation occurred in September as
market participants became increasingly pessimistic
about the situation in Europe. Safe-haven flows
buoyed the yen and the Swiss franc, and in response,
the Bank of Japan and the Swiss National Bank
separately intervened to counter further appreciation
of their currencies.

On net in the second half of the year, government
bond yields for Canada, Germany, and the United
Kingdom fell over 100 basis points to record lows,
driven by safe-haven flows as well as a deteriorating
global outlook. By contrast, sovereign bond spreads
for Greece rose steeply, and Spanish and Italian sov-
ereign spreads over German bunds also increased.
Prices of other risky assets were very volatile over the
period as market participants reacted to news about
the crisis. (See box 2.)

As sovereign funding pressures spread to Italy and
Spain in July and August and as concerns also
mounted regarding U.S. fiscal policy and the durabil-
ity of the global recovery, equity prices in the
advanced foreign economies (AFEs) generally
plunged. Those equity markets remained quite vola-
tile but largely depressed through early December,
when market sentiment seemed to take a more con-
certed turn for the better. Although most AFE equity
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indexes remain below their midsummer levels, they
have risen markedly in the past two months. Emerg-
ing markets equity prices followed a path similar to
those in the AFEs. Emerging markets bond and
equity funds experienced large outflows during peri-
ods of heightened concerns about the European cri-
sis, but inflows have resumed more recently.

Euro-area bank stock prices underperformed the
broader market, as concerns about the health of
European banks intensified over the second half of
2011. The CDS premiums on the debt of many large
banks in Europe rose substantially, reflecting market
views of increased risk of default. Quarterly earnings
for many banks were reduced by write-downs on
Greek debt. Although only eight banks failed the
European Banking Authority (EBA) European
Union—wide stress test in July, concerns about the
capital adequacy of large European banks persisted.
Partly in response to these concerns, the EBA
announced in October that banks would be required
to put in place a temporary extraordinary capital
buffer by June 2012, boosting their core Tier 1 risk-
based capital ratio to 9 percent. As market sentiment
about European banks deteriorated over the period,
their access to unsecured dollar funding diminished,
particularly at tenors beyond one week. (See box 3.)
European banks also faced pressure in euro funding
markets. As banks’ willingness to lend excess liquid-
ity to one another decreased, the cost of obtaining
funding in the market rose, and banks relied more
heavily on the ECB for funding. The first three-year
refinancing operation, held by the ECB on Decem-
ber 21, led to a significant injection of new liquidity,
and funding conditions in Europe seemed to improve
gradually in the weeks that followed. Short-term euro
interbank rates declined, euro-area shorter-duration
sovereign bond yields fell sharply, and both govern-
ments and banks were able to raise funds more easily.

The Financial Account

Financial flows in the second half of 2011 reflected
heightened concerns about risk and the pressures in
currency markets resulting from the European crisis.
Based on data for the third quarter and monthly
indicators for the fourth quarter (not shown), foreign
private investors flocked to U.S. Treasury securities
as a safe-haven investment while selling U.S. corpo-
rate securities, especially in months when appetite for
risk was particularly weak. U.S. investors also pulled
back from investments in Europe, significantly reduc-
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Box 2. An Update on the European Fiscal Crisis

The European fiscal crisis intensified in the second
half of 2011, as concerns over fiscal sustainability
spread to additional euro-area economies amid
weakening economic growth prospects and missed
fiscal targets. European financial institutions also
faced sharply reduced access to funds, given their
large exposures to vulnerable sovereigns. In
response, policymakers took steps to improve fiscal
balances, bolster the region’s financial backstop,
and address liquidity shortages for banks. On bal-
ance, market conditions have improved somewhat
since December, but concerns about a possible
Greek default and the adequacy of the financial
backstop for other vulnerable economies have kept
yields on sovereign debt elevated and funding for
European financial institutions limited.

The crisis began in smaller euro-area countries with
high fiscal deficits or debt and vulnerable banking
systems. In 2010 and the first half of 2011, govern-
ments in Greece, Ireland, and Portugal suffered
reduced access to market funding and required
financial assistance from the European Union (EU)
and the International Monetary Fund (IMF). Last
July, sovereign spreads over German bunds rose
markedly for ltaly and Spain, as economic growth
disappointed, doubts increased over political com-
mitment to fiscal consolidation, and calls for the
restructuring of Greek sovereign debt rattled investor
confidence. The deterioration of financial conditions
led to heightened political tensions in vulnerable
economies, contributing to leadership changes in
Greece, ltaly, and Spain later in the fall.

Financial stresses spread quickly to European banks
with large exposures to ltaly, Spain, and the other
vulnerable economies, and access to funding
became limited for all but the shortest maturities and
strongest institutions. In turn, concerns over the
potential fiscal burdens for governments, should
they need to recapitalize financial institutions,
caused sovereign yields to rise sharply in the fall for

ing deposits with European banks and selling securi-
ties from euro-area countries. Overall, U.S. purchases
of foreign securities edged down in the third quarter.

The large purchases of Treasury securities dominated
total private financial flows in the third quarter, a
pattern that likely continued in the fourth quarter.
Net flows by banks located in the United States were
small, but these flows masked large offsetting move-
ments by foreign- and U.S.-owned banks. U.S.
branches of European banks brought in substantial
funds from affiliates abroad over the course of 2011,

other euro-area countries, including Austria, Bel-
gium, and France.

European leaders responded to these developments
with a number of policy measures. In July, amid the
growing realization that Greece would need further
financial assistance, EU and IMF officials
announced plans for a second rescue package,
including a call for limited reduction in the value of
the debt held by private creditors. In February 2012,
in response to Greece’s faltering fiscal performance
and plunging output, the Greek government and its
creditors agreed on an enhanced rescue package,
including a larger reduction in private creditors’
claims. The Greek government and its creditors are
now working to put in place the private-sector debt
exchange and the new official-sector support pro-
gram before a large debt amortization payment
comes due in mid-March.

In recent months, European authorities have also
made progress on plans to improve fiscal gover-
nance within the region. EU members (excluding the
United Kingdom and Czech Republic) have agreed
on the text of a new fiscal compact treaty designed
to strengthen fiscal rules, surveillance, and enforce-
ment. Among other measures, this treaty will require
countries to legislate national fiscal rules, which
should generally limit structural fiscal deficits to

Y2 percent of gross domestic product. The treaty is
expected to be signed in March, after which national
parliaments must ratify it and implement the required
legislation.

Leaders also took a number of steps to increase the
size of the financial backstop for the euro area. The
flexibility, scope, and effective lending capacity of
the €440 billion European Financial Stability Facility
(EFSF), designed to support vulnerable govern-
ments, were increased. Authorities also moved up
the introduction of the European Stability Mecha-
nism (ESM), a permanent €500 billion lending facil-

(continued on next page)

building reserve balances in the first half of the year
and covering persistent declines in U.S. funding
sources. In contrast, U.S. banks, subject to less-severe
market stress, sent funds abroad to meet strong dol-
lar demand.

Inflows from foreign official institutions slowed nota-
bly in the second half of 2011. A number of
advanced countries acquired some U.S. assets, seek-
ing to counteract upward pressure on their currencies
by purchasing U.S. dollars in foreign exchange mar-
kets. However, inflows from official institutions in the
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Box 2. An Update on the European Fiscal Crisis—continued

ity, to July 2012, about a year earlier than originally
planned. This March, euro-area leaders will consider
lifting the €500 billion ceiling on the combined lend-
ing of the EFSF and the ESM. In addition, European
officials called for an expansion of the IMF’s lending
capacity and pledged a joint contribution of

€150 billion toward that goal. Finally, to improve the
functioning of sovereign debt markets, the European
Central Bank (ECB) resumed purchases of euro-
area marketable debt in August, reportedly including
the debt of Italy and Spain.

Policymakers also took steps to support financial
markets and institutions affected by the sovereign
crisis. To improve transparency and bolster the abil-
ity of European banks to withstand losses on sover-
eign holdings, the European Banking Authority
(EBA) conducted a second stress test of large EU
financial institutions, the results of which were
released in mid-July, along with detailed information
about banks’ exposures to borrowers in EU coun-
tries. Market concerns about bank capital persisted,
however, and in October, the EBA announced that
large banks would be required to build up “excep-
tional and temporary” capital buffers to meet a core
Tier 1 capital ratio of 9 percent and cover the cost of
marking sovereign exposures to market by the end
of June 2012. In December, the EBA disclosed that
the aggregate required capital buffer for large banks
would be €115 billion if risk-weighted assets were to
remain at the levels they had reached at the end of
September 2011. The banks submitted their capital
plans to their national supervisors for approval, and
the EBA has now summarized these plans. Exclud-
ing the Greek banks and three other institutions that
will be recapitalized separately by national authori-
ties, the remaining 62 banks intend to create capital
buffers equivalent to €98 billion, about 25 percent
larger than their required buffers, and they plan to
use direct capital measures (such as retaining earn-
ings, issuing new shares, and converting hybrid
instruments to common equity) to achieve €75 bil-

EME:s trended down significantly in 2011, especially
in the third and fourth quarters when the strength of
the dollar led to reductions in their intervention activity.

Advanced Foreign Economies

The intensification of the euro-area sovereign debt
crisis was accompanied by a widespread slowing of
economic activity in the AFEs. In the euro area,
financial tensions increased despite the various meas-
ures announced by European leaders to combat the
crisis. Real GDP contracted in the euro area at the
end of last year according to preliminary estimates,
and spillovers from the euro area likely contributed

lion of their buffer. The remainder of the buffer will
be generated by measures that reduce risk-weighted
assets—primarily selling assets and switching from
the standardized to the advanced approach to
measure risk weights. These measures will be sub-
ject to supervisory agreement.

To address spillovers to U.S. dollar funding markets
from stresses in Europe, in late November the Fed-
eral Reserve, the ECB, and four other major central
banks agreed to reduce the fee on draws on their
dollar liquidity swap lines and extend the duration of
such facilities. In early December, the ECB
announced a reduction in its policy interest rate and
its reserve requirement, an easing of rules on collat-
eral for ECB refinancing operations, and the provi-
sion of three-year refinancing to banks to improve
their funding situation. Banks borrowed €489 billion
at the new facility in December, raising the total
amount of outstanding ECB refinancing operations
by roughly €200 billion. A second three-year liquid-
ity operation is scheduled for the end of February.

The improved availability of dollar and euro funds
late in the year, against the background of the other
policies being employed to address the crisis,
appears to have partly allayed market concerns
about banks as well as governments in vulnerable
euro-area countries. Over the past two months,
European banks have seen improvements in their
access to funding, and in vulnerable economies,
credit spreads on the banks and spreads on govern-
ment bonds have generally declined. Nevertheless,
significant risks remain as Europeans struggle to
implement the new Greek program and debt
exchange, meet targets for budgets and bank capi-
tal, and expand the financial backstop. Over the lon-
ger term, the region must meet the difficult chal-
lenges of achieving sustained fiscal consolidation,
stimulating growth, and improving competitiveness.

to the fourth-quarter GDP decline in the United
Kingdom. In Japan, economic activity rebounded
rapidly from the disruptions of the March earth-
quake and tsunami but dipped again in the last quar-
ter of 2011 as exports slumped. In Canada, elevated
commodity prices and a resilient labor market have
supported economic activity, but the export sector is
showing signs of weakening.

Survey indicators suggest that conditions improved
somewhat around the turn of the year, with wide-
spread upticks in different countries’ purchasing
managers indexes. However, uncertainty about the



98th Annual Report | 2011

Box 3. U.S. Dollar Funding Pressures and Dollar Liquidity

Swap Arrangements

As the euro-area crisis intensified, European banks
faced greater dollar funding pressures. Many Euro-
pean banks were especially vulnerable to changes
in investor sentiment through their reliance on short-
term dollar-denominated funding. As market senti-
ment deteriorated, European banks’ access to
medium- and long-term dollar funding markets
diminished markedly, with many unable to obtain
unsecured dollar funding at maturities exceeding
one week. The pullback of U.S. money market funds
(MMFs) from liabilities of euro-area banks beginning
in mid-2011 was an important part of the runoff of
short-term dollar funds, although MMFs were not the
only investors to reduce their exposures to Euro-
pean banks. As a result, many European banks
faced higher dollar funding costs. For example, the
cost for euro-area banks to obtain three-month dol-
lar funding through the foreign exchange (FX) swap
market rose as financial pressures increased. The
cost of dollar funding through this market (the black
line in figure A), as banks borrow euros at the euro
London interbank offered rate (LIBOR) and swap
into dollars in the FX swap market, rose from

40 basis points early last summer to about

200 basis points in late November.

Figure A. Costs of three-month dollar funding through
the foreign exchange swap market, the central bank

swap line, and dollar LIBOR, 2011-12
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Note: The data are daily. The last observation for each series is Febru-

ary 24, 2012. Three-month dollar funding through the foreign exchange (FX)
swap market assumes that the banks first pay euro LIBOR (London inter-
bank offered rate) to obtain euro funding.

Source: Bloomberg.

Although the effects of these dollar funding strains
are difficult to gauge, they pose substantial risks for
the U.S. economy. Large European banks borrow
heavily in dollars partly because they are active in
U.S. markets, purchasing government and corporate
securities as well as making loans to U.S. house-
holds and businesses. A possible response to dollar
funding strains, along with heightened capital
requirements, might be for European banks to sell
their dollar assets or refrain from further dollar lend-
ing, which could in turn result in a reduction of the
credit they supply to U.S. firms and households
while also reducing credit to European and other for-
eign firms involved in trade with the United States.
Therefore, further stresses on European banks
could spill over to the United States by weighing on
business and consumer activity, restraining our
exports, and adding to pressures on U.S. financial
markets and institutions.

To address strains in dollar funding markets, the
Federal Reserve, the European Central Bank (ECB),
and the central banks of Canada, Japan, Switzer-
land, and the United Kingdom announced an agree-
ment on November 30 to revise, extend, and
expand the U.S. dollar swap lines. The revised
agreement lowered the price of dollar funding pro-
vided through the swaps (the red line in figure A) to
a rate of 50 basis points over the dollar overnight
index swap rate, a reduction of 50 basis points in
the rate at which the foreign central banks had been
providing dollar loans since May 2010.

The reduction in dollar funding costs due to the
revised pricing of the central bank swap lines helped
strengthen the liquidity positions of European and
other foreign banks, thereby benefiting the United
States by supporting the continued supply of credit
to U.S. households and businesses while mitigating
other channels of risk. Draws on the swap lines,
especially from the ECB, have been significant. On
December 7, at the first three-month dollar tender
under the new pricing scheme, the ECB allocated
about $51 billion, a substantial increase over previ-
ous operations. As of February 24, the ECB, the
Bank of Japan, and the Swiss National Bank had
about $89 billion, $18 billion, and $0.5 billion out-
standing, respectively, from their dollar swap line
allotments, for a total of about $108 billion. In an
indication that the swap lines have been effective at
reducing overall dollar funding pressure, the cost of
obtaining dollars in the FX swap market has
dropped substantially since November 30. Dollar
LIBOR, which measures dollar funding costs in the
interbank market for U.S. and foreign institutions,
has also declined over the past two months.



resolution of the euro-area crisis continues to affect
investors’ sentiment, while trade and financial spill-
overs weigh on activity for all of the AFEs.

Twelve-month headline inflation remained elevated in
most of the AFEs through the end of 2011, largely
reflecting the run-up in commodity prices earlier last
year and, in some countries, currency depreciation
and increases in taxes. However, underlying inflation
pressures remained contained and, in recent months,
inflation rates have begun to turn down, reflecting
weaker economic activity and, as in the United
States, declines in commodity prices since last spring.
As with output, inflation performance differs signifi-
cantly across countries. Twelve-month headline infla-
tion currently ranges from 3.6 percent in the United
Kingdom, partly due to hikes in utility prices, to
slightly negative in Japan, where deflation resumed
toward the end of 2011 as energy price inflation
moderated.

Several foreign central banks in the AFEs eased mon-
etary policy in the second half of last year. The ECB
cut its policy rate 50 basis points in the fourth quar-
ter, bringing the main refinancing rate back to 1 per-
cent, where it was at the beginning of the year. At its
December meeting, the ECB also expanded its provi-
sion of liquidity to the banking sector by introducing
two three-year longer-term refinancing operations,
reducing its reserve ratio requirement from 2 percent
to 1 percent, and easing its collateral requirements.
The Bank of England has held the Bank Rate at

0.5 percent but announced a £75 billion expansion of
its asset purchase facility in October and a further
£50 billion increase in February that will bring total
asset holdings to £325 billion upon its completion in
May 2012. The Bank of Japan also expanded its asset
purchase program, raising it from ¥15 trillion to ¥20 tril-
lion in October and then to ¥30 trillion in February.

Emerging Market Economies

Many EMEs experienced a slowdown in economic
growth in the third quarter of last year relative to the
pace seen in the first half. Both earlier policy tighten-
ing, undertaken amid concerns about overheating,
and weakening external demand weighed on growth.
However, third-quarter growth in China and Mexico
remained strong, supported by robust domestic
demand. Recent data indicate that the slowdown con-
tinued and broadened in the fourth quarter, as the
financial crisis in Europe softened external demand
and the floods in Thailand impeded supply chains. In
the second half of last year, concerns about the
global economy prompted EME authorities either to
put monetary policy tightening on hold or, in several
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cases—such as Brazil, China, Indonesia, and Thai-
land—to loosen monetary policy.

In China, real GDP growth stepped down to an
annual rate of about 8 percent in the fourth quarter.
Retail sales and fixed-asset investment slowed a
touch but continued to grow briskly, reflecting solid
domestic demand. But net exports exerted a small
drag on growth, as weak external demand damped
exports. Twelve-month headline inflation moderated
to about 4’2 percent in January, as food prices
retreated from earlier sharp rises. With growth slow-
ing and inflation on the decline, Chinese authorities
reversed the course of monetary policy toward easing
by lowering the reserve requirement for large banks
100 basis points to 20.5 percent. In 2011, the Chinese
renminbi appreciated 42 percent against the dollar
and about 6 percent on a real trade-weighted basis;
the latter measure gauges the renminbi’s value
against the currencies of China’s major trading part-
ners and adjusts for differences in inflation rates.

In Mexico, economic activity accelerated in the sec-
ond and third quarters as domestic demand
expanded robustly. However, incoming indicators,
such as tepid growth of exports to the United States,
point to a slowdown in the fourth quarter. Mexican
consumer price inflation rose sharply in the second
half of the year, driven largely by rising food prices
and the removal of electrical energy subsidies. In Bra-
zil, in contrast to most EMEs, GDP contracted
slightly in the third quarter, but incoming indicators
point to a return to growth in the fourth quarter,
partly as a result of several rounds of monetary
policy easing that began in August. As the direction
of capital flows turned to a net outflow, Brazilian
authorities loosened capital controls that had been
introduced earlier in the face of massive inflows and
associated fears of overheating.

Part 3
Monetary Policy:
Recent Developments and Outlook

Monetary Policy over the Second Half

of 2011 and Early 2012

To promote the Federal Open Market Committee’s
(FOMC) objectives of maximum employment and
price stability, the Committee maintained a target
range for the federal funds rate of 0 to % percent
throughout the second half of 2011 and into 2012.
With the incoming data suggesting a somewhat
slower pace of economic recovery than the Commit-
tee had anticipated, and with inflation seen as set-
tling at levels at or below those consistent with its
statutory mandate, the Committee took steps during
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the second half of 2011 and in early 2012 to provide
additional monetary accommodation in order to sup-
port a stronger economic recovery and to help ensure
that inflation, over time, runs at levels consistent with
its mandate. These steps included strengthening its
forward rate guidance regarding the Committee’s
expectations for the period over which economic con-
ditions will warrant exceptionally low levels for the
federal funds rate, increasing the average maturity of
the Federal Reserve’s securities holdings through a
program of purchases and sales, and reinvesting prin-
cipal payments on agency securities in agency-
guaranteed mortgage-backed securities (MBS) rather
than Treasury securities.

On August 1, the Committee met by videoconference
to discuss issues associated with contingencies in the
event that the Treasury was temporarily unable to
meet its obligations because the statutory federal
debt limit was not raised or in the event of a down-
grade of the U.S. sovereign credit rating. Participants
generally anticipated that there would be no need to
make changes to existing bank regulations, the opera-
tion of the discount window, or the conduct of open
market operations.”’ With respect to potential policy
actions, participants agreed that the appropriate
response would depend importantly on the actual
conditions in markets and should generally consist of
standard operations.

The information reviewed at the regularly scheduled
FOMUC meeting on August 9 indicated that the pace
of the economic recovery had remained slow in
recent months and that labor market conditions con-
tinued to be weak. In addition, revised data for 2008
through 2010 from the Bureau of Economic Analysis
indicated that the recent recession had been deeper
than previously thought and that the level of real
gross domestic product (GDP) had not yet regained
its pre-recession peak by the second quarter of 2011.
Moreover, downward revisions to first-quarter GDP
growth and the slow growth reported for the second
quarter indicated that the recovery had been quite
sluggish in the first half of 2011. Private nonfarm
payroll employment rose at a considerably slower
pace in June and July than earlier in the year, and
participants noted a deterioration in labor market

20 Members of the FOMC consist of the members of the Board of
Governors of the Federal Reserve System plus the president of
the Federal Reserve Bank of New York and 4 of the remaining
11 Reserve Bank presidents, who serve one-year terms on a
rotating basis. Participants at FOMC meetings consist of the
members of the Board of Governors of the Federal Reserve
System and all 12 Reserve Bank presidents.

conditions, slower household spending, a drop in
consumer and business confidence, and continued
weakness in the housing sector. Inflation, which had
picked up earlier in the year as a result of higher
prices for some commodities and imported goods as
well as supply chain disruptions resulting from the
natural disaster in Japan, moderated more recently as
prices of energy and some commodities fell back
from their earlier peaks. Longer-term inflation expec-
tations remained stable. U.S. financial markets were
strongly influenced by developments regarding the
fiscal situations in the United States and in Europe
and by generally weaker-than-expected readings on
economic activity, as foreign economic growth
appeared to have slowed significantly. Yields on
nominal Treasury securities fell notably, on net, while
yields on both investment- and speculative-grade cor-
porate bonds fell a little less than those on
comparable-maturity Treasury securities, leaving risk
spreads wider. Broad U.S. stock price indexes
declined significantly.

Most members agreed that the economic outlook
had deteriorated by enough to warrant a Committee
response at the August meeting. Those viewing a
shift toward more accommodative policy as appro-
priate generally agreed that a strengthening of the
Committee’s forward guidance regarding the federal
funds rate, by being more explicit about the period
over which the Committee expected the federal funds
rate to remain exceptionally low, would be a meas-
ured response to the deterioration in the outlook
over the intermeeting period. The Committee agreed
to keep the target range for the federal funds rate at

0 to %4 percent and to state that economic condi-
tions—including low rates of resource utilization and
a subdued outlook for inflation over the medium
run—are likely to warrant exceptionally low levels for
the federal funds rate at least through mid-2013. That
anticipated path for the federal funds rate was viewed
as appropriate in light of most members’ outlook for
the economy.

The data in hand at the September 20-21 FOMC
meeting indicated that economic activity continued
to expand at a slow pace and that labor market con-
ditions remained weak. Consumer price inflation
appeared to have moderated since earlier in the year
as prices of energy and some commodities declined
from their peaks, but it had not yet come down as
much as participants had expected at previous meet-
ings. Industrial production expanded in July and
August, real business spending on equipment and
software appeared to expand further, and real con-



sumer spending posted a solid gain in July. However,
private nonfarm employment rose only slightly in
August, and the unemployment rate remained high.
Consumer sentiment deteriorated significantly fur-
ther in August and stayed downbeat in early Septem-
ber. Activity in the housing sector continued to be
depressed by weak demand, uncertainty about future
home prices, tight credit conditions for mortgages
and construction loans, and a substantial inventory
of foreclosed and distressed properties. Financial
markets were volatile over the intermeeting period as
investors responded to somewhat disappointing news,
on balance, regarding economic activity in the United
States and abroad. Weak economic data contributed
to rising expectations among market participants of
additional monetary accommodation; those expecta-
tions and increasing concerns about the financial
situation in Europe led to an appreciable decline in
intermediate- and longer-term nominal Treasury
yields. Fluctuations in investors’ level of concern
about European fiscal and financial prospects also
contributed to market volatility, particularly in equity
markets, and spreads of yields on investment- and
speculative-grade corporate bonds over those on
comparable-maturity Treasury securities rose signifi-
cantly over the intermeeting period, reaching levels
last registered in late 2009.

In the discussion of monetary policy, most members
agreed that the outlook had deteriorated somewhat,
and that there were significant downside risks to the
economic outlook, including strains in global finan-
cial markets. As a result, the Committee decided that
providing additional monetary accommodation
would be appropriate to support a stronger recovery
and to help ensure that inflation, over time, was at a
level consistent with the Committee’s dual mandate.
Those viewing greater policy accommodation as
appropriate at this meeting generally supported a
maturity extension program that would combine
asset purchases and sales to extend the average matu-
rity of securities held in the System Open Market
Account without generating a substantial expansion
of the Federal Reserve’s balance sheet or reserve bal-
ances. Specifically, those members supported a pro-
gram under which the Committee would announce
its intention to purchase, by the end of June 2012,
$400 billion of Treasury securities with remaining
maturities of 6 years to 30 years and to sell an equal
amount of Treasury securities with remaining
maturities of 3 years or less. They expected this pro-
gram to put downward pressure on longer-term
interest rates and to help make broader financial con-
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ditions more accommodative. In addition, to help
support conditions in mortgage markets, the Com-
mittee decided to reinvest principal received from its
holdings of agency debt and agency MBS in agency
MBS rather than continuing to reinvest those funds
in longer-term Treasury securities as had been the
Committee’s practice since the August 2010 FOMC
meeting. At the same time, the Committee decided to
maintain its existing policy of rolling over maturing
Treasury securities at auction. In its statement, the
Committee noted that it would continue to regularly
review the size and composition of its securities hold-
ings and that it was prepared to adjust those holdings
as appropriate. The Committee also decided to keep
the target range for the federal funds rate at 0 to

Y4 percent and to reaffirm its anticipation that eco-
nomic conditions were likely to warrant exceptionally
low levels for the federal funds rate at least through
mid-2013.

The information reviewed at the November 1-2 meet-
ing indicated that the pace of economic activity
strengthened somewhat in the third quarter, reflect-
ing in part a reversal of the temporary factors that
weighed on economic growth in the first half of the
year. Global supply chain disruptions associated with
the natural disaster in Japan had diminished, and the
prices of energy and some commodities had come
down from their recent peaks, easing strains on
household budgets and likely contributing to a some-
what stronger pace of consumer spending in recent
months. Real equipment and software investment
expanded appreciably, and real personal consump-
tion expenditures (PCE) rose moderately in the third
quarter. However, real disposable income declined in
the third quarter and consumer sentiment continued
to be downbeat in October. In addition, labor market
conditions remained weak as the pace of private-
sector job gains in the third quarter as a whole was
less than it was in the first half of the year. Overall
consumer price inflation was more moderate than
earlier in the year, as prices of energy and some com-
modities declined from their recent peaks, and meas-
ures of longer-run inflation expectations remained
stable. Financial markets were quite volatile and
investor sentiment was strongly influenced by pros-
pects for Europe, as market participants remained
highly attuned to developments regarding possible
steps to contain the fiscal and banking problems
there. Longer-term Treasury yields declined apprecia-
bly, on net, over the period, and yields on investment-
and speculative-grade corporate bonds moved lower,
leaving their spreads to Treasury securities slightly
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narrower. Although equity markets were volatile,
broad U.S. equity price indexes ended the intermeet-
ing period little changed.

Most FOMC members anticipated that the pace of
economic growth would remain moderate over com-
ing quarters, with unemployment declining only
gradually and inflation settling at or below levels con-
sistent with the dual mandate. Moreover, the recovery
was still seen as subject to significant downside risks,
including strains in global financial markets. Accord-
ingly, in the discussion of monetary policy, all Com-
mittee members agreed to continue the program of
extending the average maturity of the Federal
Reserve’s holdings of securities as announced in Sep-
tember. The Committee decided to maintain its exist-
ing policy of reinvesting principal payments from its
holdings of agency debt and agency MBS in agency
MBS and of rolling over maturing Treasury securities
at auction. In addition, the Committee agreed to
keep the target range for the federal funds rate at 0 to
Va percent and to reiterate its expectation that eco-
nomic conditions were likely to warrant exceptionally
low levels for the federal funds rate at least through
mid-2013.

Over subsequent weeks, financial markets appeared
to become increasingly concerned that a timely reso-
lution of the European sovereign debt situation
might not occur despite the measures that authorities
there announced in October; pressures on European
sovereign debt markets increased, and conditions in
European funding markets deteriorated appreciably.
The greater financial stress appeared likely to damp
economic activity in the euro area and potentially to
pose a risk to the economic recovery in the United
States.

On November 28, the Committee met by videocon-
ference to discuss a proposal to amend and augment
the Federal Reserve’s temporary liquidity swap
arrangements with foreign central banks in light of
the increased strains in global financial markets. The
proposal included a six-month extension of the sun-
set date and a 50 basis point reduction in the pricing
on the existing dollar liquidity swap arrangements
with the Bank of Canada, the Bank of England, the
Bank of Japan, the European Central Bank (ECB),
and the Swiss National Bank. In addition, the pro-
posal included the establishment, as a contingency
measure, of swap arrangements that would allow the
Federal Reserve to provide liquidity to U.S. institu-
tions in foreign currencies should the need arise. The
proposal was aimed at helping to ease strains in

financial markets and thereby to mitigate the effects
of such strains on the supply of credit to U.S. house-
holds and businesses, thus supporting the economic
recovery. Most participants agreed that the proposed
changes to the swap arrangements would represent
an important demonstration of the commitment of
the Federal Reserve and the other central banks to
work together to support the global financial system.
At the conclusion of the discussion, almost all mem-
bers agreed to support the changes to the existing
swap line arrangements and the establishment of the
new foreign currency swap agreements.

As of the December 13 FOMC meeting, the data
indicated that U.S. economic activity had expanded
moderately despite some apparent slowing in the
growth of foreign economies and strains in global
financial markets. Conditions in the labor market
seemed to have improved somewhat, as the unem-
ployment rate dropped in November and private
nonfarm employment continued to increase moder-
ately. In October, industrial production rose, and
overall real PCE grew modestly following significant
gains in the previous month. However, revised esti-
mates indicated that households’ real disposable
income declined in the second and third quarters, the
net wealth of households decreased, and consumer
sentiment was still at a subdued level in early Decem-
ber. Activity in the housing market remained
depressed by the substantial inventory of foreclosed
and distressed properties and by weak demand that
reflected tight credit conditions for mortgage loans
and uncertainty about future home prices. Overall
consumer price inflation continued to be more mod-
est than earlier in the year, and measures of long-run
inflation expectations had been stable. The risks asso-
ciated with the fiscal and financial difficulties in
Europe remained the focus of attention in financial
markets over the intermeeting period and contrib-
uted to heightened volatility in a wide range of asset
markets. However, stock prices and longer-term
interest rates had changed little, on balance, since the
November meeting.

Members viewed the information on U.S. economic
activity received over the intermeeting period as sug-
gesting that the economy would continue to expand
moderately. Strains in global financial markets con-
tinued to pose significant downside risks to economic
activity. Members also anticipated that inflation
would settle, over coming quarters, at levels at or
below those consistent with the Committee’s dual
mandate. In the discussion of monetary policy for
the period immediately ahead, Committee members



generally agreed that their overall assessments of the
economic outlook had not changed greatly since
their previous meeting. As a result, the Committee
decided to continue the program of extending the
average maturity of the Federal Reserve’s holdings of
securities as announced in September, to retain the
existing policies regarding the reinvestment of princi-
pal payments from Federal Reserve holdings of secu-
rities, and to keep the target range for the federal
funds rate at 0 to % percent. While several members
noted that the reference to mid-2013 in the forward
rate guidance might need to be adjusted before long,
and a number of them looked forward to considering
possible enhancements to the Committee’s communi-
cations, the Committee agreed to reiterate its antici-
pation that economic conditions were likely to war-
rant exceptionally low levels for the federal funds rate
at least through mid-2013.

The information reviewed at the January 24-25 meet-
ing indicated that U.S. economic activity continued
to expand moderately, while global growth appeared
to be slowing. Labor market indicators pointed to
some further improvement in labor market condi-
tions, but progress was gradual and the unemploy-
ment rate remained elevated. Household spending
had continued to advance at a moderate pace despite
diminished growth in real disposable income, but
growth in business fixed investment had slowed. The
housing sector remained depressed. Inflation had
been subdued in recent months, there was little evi-
dence of wage or cost pressures, and longer-term
inflation expectations had remained stable. Meeting
participants observed that financial conditions had
improved and financial market stresses had eased
somewhat during the intermeeting period: Equity
prices were higher, volatility had declined, and bank
lending conditions appeared to be improving. Partici-
pants noted that the ECB’s three-year refinancing
operation had apparently resulted in improved condi-
tions in European sovereign debt markets. Nonethe-
less, participants expected that global financial mar-
kets would remain focused on the evolving situation
in Europe and they anticipated that further policy
efforts would be required to fully address the fiscal
and financial problems there.

With the economy facing continuing headwinds and
growth slowing in a number of U.S. export markets,
members generally expected a modest pace of eco-

nomic growth over coming quarters, with the unem-
ployment rate declining only gradually. At the same
time, members thought that inflation would run at

levels at or below those consistent with the Commit-
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tee’s dual mandate. Against this backdrop, members
agreed that it would be appropriate to maintain the
existing highly accommodative stance of monetary
policy. They agreed to keep the target range for the
federal funds rate at 0 to %4 percent, to continue the
program of extending the average maturity of the
Federal Reserve’s holdings of securities as
announced in September, and to retain the existing
policies regarding the reinvestment of principal pay-
ments from Federal Reserve holdings of securities. In
light of the economic outlook, most members also
agreed to indicate that the Committee expects to
maintain a highly accommodative stance for mon-
etary policy and anticipates that economic conditions
are likely to warrant exceptionally low levels for the
federal funds rate at least through late 2014, longer
than had been indicated in recent FOMC statements.
The Committee also stated that it is prepared to
adjust the size and composition of its securities hold-
ings as appropriate to promote a stronger economic
recovery in a context of price stability.

FOMC Communications

Transparency is an essential principle of modern cen-
tral banking because it appropriately contributes to
the accountability of central banks to the govern-
ment and to the public and because it can enhance
the effectiveness of central banks in achieving their
macroeconomic objectives. To this end, the Federal
Reserve provides to the public a considerable amount
of information concerning the conduct of monetary
policy. Immediately following each meeting of the
FOMC, the Committee releases a statement that lays
out the rationale for its policy decision, and detailed
minutes of each FOMC meeting are made public
three weeks following the meeting. Lightly edited
transcripts of FOMC meetings are released to the
public with a five-year lag.>! Moreover, since last
April, the Chairman has held press conferences after
regularly scheduled two-day FOMC meetings. At the
press conferences, the Chairman presents the current
economic projections of FOMC participants and
provides additional context for its policy decisions.

The Committee continued to consider additional
improvements in its communications approach in the
second half of 2011 and the first part of 2012. In a
discussion on external communications at the Sep-
tember 20-21 FOMC meeting, most participants
indicated that they favored taking steps to increase

21 FOMC statements, minutes, and transcripts, as well as other
related information, are available on the Federal Reserve
Board’s website at www.federalreserve.gov/monetarypolicy/
fomc.htm.
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further the transparency of monetary policy, includ-
ing providing more information about the Commit-
tee’s longer-run policy objectives and the factors that
influence the Committee’s policy decisions. Partici-
pants generally agreed that a clear statement of the
Committee’s longer-run policy objectives could be
helpful; some noted that it would also be useful to
clarify the linkage between these longer-run objec-
tives and the Committee’s approach to setting the
stance of monetary policy in the short and medium
runs. Participants generally saw the Committee’s
postmeeting statements as not well suited to commu-
nicate fully the Committee’s thinking about its objec-
tives and its policy framework, and they agreed that
the Committee would need to use other means to
communicate that information or to supplement
information in the statement. A number of partici-
pants suggested that the Committee’s periodic Sum-
mary of Economic Projections (SEP) could be used
to provide more information about their views on the
longer-run objectives and the likely evolution of
monetary policy.

At the November 1-2 FOMC meeting, participants
discussed alternative monetary policy strategies and
potential approaches for enhancing the clarity of
their public communications, though no decision was
made at that meeting to change the Committee’s
policy strategy or communications. It was noted that
many central banks around the world pursue an
explicit inflation objective, maintain the flexibility to
stabilize economic activity, and seek to communicate
their forecasts and policy plans as clearly as possible.
Many participants pointed to the merits of specifying
an explicit longer-run inflation goal, but it was noted
that such a step could be misperceived as placing
greater weight on price stability than on maximum
employment; consequently, some suggested that a
numerical inflation goal would need to be set forth
within a context that clearly underscored the Com-
mittee’s commitment to fostering both parts of its
dual mandate. Most of participants agreed that it
could be beneficial to formulate and publish a state-
ment that would elucidate the Committee’s policy
approach, and participants generally expressed inter-
est in providing additional information to the public
about the likely future path of the target federal
funds rate. The Chairman asked the subcommittee
on communications, headed by Governor Yellen, to
give consideration to a possible statement of the
Committee’s longer-run goals and policy strategy,
and he also encouraged the subcommittee to explore
potential approaches for incorporating information

about participants’ assessments of appropriate mon-
etary policy into the SEP.*

At the December 13 FOMC meeting, participants
further considered ways in which the Committee
might enhance the clarity and transparency of its
public communications. The subcommittee on com-
munications recommended an approach for incorpo-
rating information about participants’ projections of
appropriate future monetary policy into the SEP,
which the FOMC releases four times each year. In
the SEP, participants’ projections for economic
growth, unemployment, and inflation are condi-
tioned on their individual assessments of the path of
monetary policy that is most likely to be consistent
with the Federal Reserve’s statutory mandate to pro-
mote maximum employment and price stability, but
information about those assessments has not been
included in the SEP. Most participants agreed that
adding their projections of the target federal funds
rate to the economic projections already provided in
the SEP would help the public better understand the
Committee’s monetary policy decisions and the ways
in which those decisions depend on members’ assess-
ments of economic and financial conditions. At the
conclusion of the discussion, participants decided to
incorporate information about their projections of
appropriate monetary policy into the SEP beginning
in January.

Following up on the Committee’s discussion of
policy frameworks at its November meeting, the sub-
committee on communications presented a draft
statement of the Committee’s longer-run goals and
policy strategy. Participants generally agreed that
issuing such a statement could be helpful in enhanc-
ing the transparency and accountability of monetary
policy and in facilitating well-informed decisionmak-
ing by households and businesses, and thus in
enhancing the Committee’s ability to promote the
goals specified in its statutory mandate in the face of
significant economic disturbances. However, a couple
of participants expressed the concern that a state-
ment that was sufficiently nuanced to capture the
diversity of views on the Committee might not, in
fact, enhance public understanding of the Commit-
tee’s actions and intentions. Participants commented
on the draft statement, and the Chairman encour-
aged the subcommittee to make adjustments to the

22 The subcommittee on communications is chaired by Governor
Yellen and includes Governor Raskin and Presidents Evans and
Plosser.
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Box 4. FOMC Statement Regarding Longer-Run Goals

and Monetary Policy Strategy

Following careful deliberations at its recent meetings,
the Federal Open Market Committee (FOMC) has
reached broad agreement on the following principles
regarding its longer-run goals and monetary policy
strategy. The Committee intends to reaffirm these
principles and to make adjustments as appropriate at
its annual organizational meeting each January.

The FOMC is firmly committed to fulfilling its statu-
tory mandate from the Congress of promoting maxi-
mum employment, stable prices, and moderate long-
term interest rates. The Committee seeks to explain
its monetary policy decisions to the public as clearly
as possible. Such clarity facilitates well-informed
decisionmaking by households and businesses,
reduces economic and financial uncertainty,
increases the effectiveness of monetary policy, and
enhances transparency and accountability, which are
essential in a democratic society.

Inflation, employment, and long-term interest rates
fluctuate over time in response to economic and
financial disturbances. Moreover, monetary policy
actions tend to influence economic activity and
prices with a lag. Therefore, the Committee’s policy
decisions reflect its longer-run goals, its medium-
term outlook, and its assessments of the balance of
risks, including risks to the financial system that
could impede the attainment of the Committee’s
goals.

The inflation rate over the longer run is primarily
determined by monetary policy, and hence the Com-
mittee has the ability to specify a longer-run goal for
inflation. The Committee judges that inflation at the
rate of 2 percent, as measured by the annual change
in the price index for personal consumption expendi-
tures, is most consistent over the longer run with the
Federal Reserve’s statutory mandate. Communicat-
ing this inflation goal clearly to the public helps keep
longer-term inflation expectations firmly anchored,

draft and to present a revised version for the Com-
mittee’s further consideration in January.

At the January 24-25 meeting, the subcommittee on
communications presented a revised draft of a state-
ment of principles regarding the FOMC'’s longer-run
goals and monetary policy strategy. Almost all par-
ticipants supported adopting and releasing the
revised statement (see box 4). It was noted that the
proposed statement did not represent a change in the
Committee’s policy approach. Instead, the statement
was intended to help enhance the transparency,
accountability, and effectiveness of monetary policy.

thereby fostering price stability and moderate long-
term interest rates and enhancing the Committee’s
ability to promote maximum employment in the face
of significant economic disturbances.

The maximum level of employment is largely deter-
mined by nonmonetary factors that affect the struc-
ture and dynamics of the labor market. These factors
may change over time and may not be directly mea-
surable. Consequently, it would not be appropriate to
specify a fixed goal for employment; rather, the Com-
mittee’s policy decisions must be informed by
assessments of the maximum level of employment,
recognizing that such assessments are necessarily
uncertain and subject to revision. The Committee
considers a wide range of indicators in making these
assessments. Information about Committee partici-
pants’ estimates of the longer-run normal rates of
output growth and unemployment is published four
times per year in the FOMC’s Summary of Economic
Projections. For example, in the most recent projec-
tions, FOMC participants’ estimates of the longer-run
normal rate of unemployment had a central tendency
of 5.2 percent to 6.0 percent, roughly unchanged
from last January but substantially higher than the
corresponding interval several years earlier.

In setting monetary policy, the Committee seeks to
mitigate deviations of inflation from its longer-run
goal and deviations of employment from the Commit-
tee’s assessments of its maximum level. These
objectives are generally complementary. However,
under circumstances in which the Committee judges
that the objectives are not complementary, it follows
a balanced approach in promoting them, taking into
account the magnitude of the deviations and the
potentially different time horizons over which employ-
ment and inflation are projected to return to levels
judged consistent with its mandate.

In addition, in light of the decision made at the
December meeting, the Committee provided in the
January SEP information about each participant’s
assessments of appropriate monetary policy. Specifi-
cally, the SEP included information about partici-
pants’ estimates of the appropriate level of the target
federal funds rate in the fourth quarter of the current
year and the next few calendar years, and over the
longer run; the SEP also reported participants’ cur-
rent projections of the likely timing of the appropri-
ate first increase in the target rate given their projec-
tions of future economic conditions. The accompa-
nying narrative described the key factors underlying
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those assessments and provided some qualitative
information regarding participants’ expectations for
the Federal Reserve’s balance sheet. A number of
participants suggested further possible enhancements
to the SEP; the Chairman asked the subcommittee to
explore such enhancements over coming months.

Part 4
Summary of Economic Projections

The following material appeared as an addendum to
the minutes of the January 24-25, 2012, meeting of
the Federal Open Market Committee.

In conjunction with the January 24-25, 2012, Federal
Open Market Committee (FOMC) meeting, the
members of the Board of Governors and the presi-
dents of the Federal Reserve Banks, all of whom par-
ticipate in the deliberations of the FOMC, submitted
projections for growth of real output, the unemploy-
ment rate, and inflation for the years 2012 to 2014
and over the longer run. The economic projections
were based on information available at the time of
the meeting and participants’ individual assumptions
about factors likely to affect economic outcomes,
including their assessments of appropriate monetary
policy. Starting with the January meeting, partici-
pants also submitted their assessments of the path for
the target federal funds rate that they viewed as
appropriate and compatible with their individual eco-
nomic projections. Longer-run projections represent
each participant’s assessment of the rate to which
each variable would be expected to converge over
time under appropriate monetary policy and in the
absence of further shocks. “Appropriate monetary
policy” is defined as the future path of policy that
participants deem most likely to foster outcomes for
economic activity and inflation that best satisfy their
individual interpretation of the Federal Reserve’s
objectives of maximum employment and stable
prices.

As depicted in figure 1, FOMC participants projected
continued economic expansion over the 2012-14
period, with real gross domestic product (GDP) ris-
ing at a modest rate this year and then strengthening
further through 2014. Participants generally antici-
pated only a small decline in the unemployment rate
this year. In 2013 and 2014, the pace of the expan-
sion was projected to exceed participants’ estimates
of the longer-run sustainable rate of increase in real
GDP by enough to result in a gradual further decline
in the unemployment rate. However, at the end of
2014, participants generally expected that the unem-
ployment rate would still be well above their esti-
mates of the longer-run normal unemployment rate

that they currently view as consistent with the
FOMC’s statutory mandate for promoting maximum
employment and price stability. Participants viewed
the upward pressures on inflation in 2011 from fac-
tors such as supply chain disruptions and rising com-
modity prices as having waned, and they anticipated
that inflation would fall back in 2012. Over the pro-
jection period, most participants expected inflation,
as measured by the annual change in the price index
for personal consumption expenditures (PCE), to be
at or below the FOMC’s objective of 2 percent that
was expressed in the Committee’s statement of
longer-run goals and policy strategy. Core inflation
was projected to run at about the same rate as overall
inflation.

As indicated in table 1, relative to their previous pro-
jections in November 2011, participants made small
downward revisions to their expectations for the rate
of increase in real GDP in 2012 and 2013, but they
did not materially alter their projections for a notice-
ably stronger pace of expansion by 2014. With the
unemployment rate having declined in recent months
by more than participants had anticipated in the pre-
vious Summary of Economic Projections (SEP), they
generally lowered their forecasts for the level of the
unemployment rate over the next two years. Partici-
pants’ expectations for both the longer-run rate of
increase in real GDP and the longer-run unemploy-
ment rate were little changed from November. They
did not significantly alter their forecasts for the rate
of inflation over the next three years. However, in
light of the 2 percent inflation that is the objective
included in the statement of longer-run goals and
policy strategy adopted at the January meeting, the
range and central tendency of their projections of
longer-run inflation were all equal to 2 percent.

As shown in figure 2, most participants judged that
highly accommodative monetary policy was likely to
be warranted over coming years to promote a
stronger economic expansion in the context of price
stability. In particular, with the unemployment rate
projected to remain elevated over the projection
period and inflation expected to be subdued, six par-
ticipants anticipated that, under appropriate mon-
etary policy, the first increase in the target federal
funds rate would occur after 2014, and five expected
policy firming to commence during 2014 (the upper
panel). The remaining six participants judged that
raising the federal funds rate sooner would be
required to forestall inflationary pressures or avoid
distortions in the financial system. As indicated in
the lower panel, all of the individual assessments of
the appropriate target federal funds rate over the next
several years were below the longer-run level of the
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Figure 1. Central tendencies and ranges of economic projections, 2012-14 and over the longer run
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Table 1. Economic projections of Federal Reserve Board members and Federal Reserve Bank presidents, January 2012

Percent
Central tendency’ Range?
Variable
2012 | 2013 | 2014 | Longer run 2012 | 2013 | 2014 | Longer run

Change in real GDP 22t027 2.81t03.2 3.3t04.0 2.3t02.6 211t03.0 241038 281043 2.21t03.0

November projection 251029 3.0t03.5 3.0t03.9 24027 231035 2.7t04.0 271045 221t03.0
Unemployment rate 8.2t08.5 7.41t08.1 6.7t07.6 5.21t06.0 7.8108.6 7.0t08.2 6.3t07.7 5.0t06.0

November projection 85t08.7 7.8t08.2 6.8t07.7 521t06.0 811089 75t084 6.5t08.0 5.0t06.0
PCE inflation 141t01.8 14102.0 161t02.0 2.0 131025 141023 1.5t02.1 2.0

November projection 14102.0 151t02.0 151t02.0 171020 141028 141025 15t024 151t02.0
Core PCE inflation® 15t01.8 151t02.0 161t02.0 1.3102.0 141020 141t02.0

November projection 151t02.0 141019 151t02.0 1.3t02.1 141021 14t02.2

Note: Projections of change in real gross domestic product (GDP) and projections for both measures of inflation are from the fourth quarter of the previous year to the fourth
quarter of the year indicated. PCE inflation and core PCE inflation are the percentage rates of change in, respectively, the price index for personal consumption expenditures
(PCE) and the price index for PCE excluding food and energy. Projections for the unemployment rate are for the average civilian unemployment rate in the fourth quarter of the
year indicated. Each participant’s projections are based on his or her assessment of appropriate monetary policy. Longer-run projections represent each participant’s
assessment of the rate to which each variable would be expected to converge under appropriate monetary policy and in the absence of further shocks to the economy. The
November projections were made in conjunction with the meeting of the Federal Open Market Committee on November 1-2, 2011.

" The central tendency excludes the three highest and three lowest projections for each variable in each year.

2 The range for a variable in a given year includes all participants’ projections, from lowest to highest, for that variable in that year.

3 Longer-run projections for core PCE inflation are not collected.

federal funds rate, and 11 participants placed the tar-
get federal funds rate at 1 percent or lower at the end
of 2014. Most participants indicated that they
expected that the normalization of the Federal
Reserve’s balance sheet should occur in a way consis-
tent with the principles agreed on at the June 2011
meeting of the FOMC, with the timing of adjust-
ments dependent on the expected date of the first
policy tightening. A few participants judged that,
given their current assessments of the economic out-
look, appropriate policy would include additional
asset purchases in 2012, and one assumed an early
ending of the maturity extension program.

A sizable majority of participants continued to judge
the level of uncertainty associated with their projec-
tions for real activity and the unemployment rate as
unusually high relative to historical norms. Many also
attached a greater-than-normal level of uncertainty
to their forecasts for inflation, but, compared with
the November SEP, two additional participants
viewed uncertainty as broadly similar to longer-run
norms. As in November, many participants saw
downside risks attending their forecasts of real GDP
growth and upside risks to their forecasts of the
unemployment rate; most participants viewed the
risks to their inflation projections as broadly
balanced.

The Outlook for Economic Activity

The central tendency of participants’ forecasts for the
change in real GDP in 2012 was 2.2 to 2.7 percent.

This forecast for 2012, while slightly lower than the
projection prepared in November, would represent a
pickup in output growth from 2011 to a rate close to
its longer-run trend. Participants stated that the eco-
nomic information received since November showed
continued gradual improvement in the pace of eco-
nomic activity during the second half of 2011, as the
influence of the temporary factors that damped
activity in the first half of the year subsided. Con-
sumer spending increased at a moderate rate, exports
expanded solidly, and business investment rose fur-
ther. Recently, consumers and businesses appeared to
become somewhat more optimistic about the out-
look. Financial conditions for domestic nonfinancial
businesses were generally favorable, and conditions in
consumer credit markets showed signs of
improvement.

However, a number of factors suggested that the
pace of the expansion would continue to be
restrained. Although some indicators of activity in
the housing sector improved slightly at the end of
2011, new homebuilding and sales remained at
depressed levels, house prices were still falling, and
mortgage credit remained tight. Households’ real dis-
posable income rose only modestly through late 2011.
In addition, federal spending contracted toward year-
end, and the restraining effects of fiscal consolidation
appeared likely to be greater this year than antici-
pated at the time of the November projections. Par-
ticipants also read the information on economic
activity abroad, particularly in Europe, as pointing to
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Figure 2. Overview of FOMC participants’ assessments of appropriate monetary policy
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weaker demand for U.S. exports in coming quarters their estimates of the longer-run rates of output
than had seemed likely when they prepared their growth. The central tendencies of participants’ fore-
forecasts in November. casts for the change in real GDP were 2.8 to 3.2 per-
cent in 2013 and 3.3 to 4.0 percent in 2014. Among
Participants anticipated that the pace of the eco- the considerations supporting their forecasts, partici-
nomic expansion would strengthen over the 2013-14 pants cited their expectation that the expansion

period, reaching rates of increase in real GDP above would be supported by monetary policy accommoda-
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tion, ongoing improvements in credit conditions, ris-
ing household and business confidence, and strength-
ening household balance sheets. Many participants
judged that U.S. fiscal policy would still be a drag on
economic activity in 2013, but many anticipated that
progress would be made in resolving the fiscal situa-
tion in Europe and that the foreign economic out-
look would be more positive. Over time and in the
absence of shocks, participants expected that the rate
of increase of real GDP would converge to their esti-
mates of its longer-run rate, with a central tendency
of 2.3 to 2.6 percent, little changed from their esti-
mates in November.

The unemployment rate improved more in late 2011
than most participants had anticipated when they
prepared their November projections, falling from

9.1 to 8.7 percent between the third and fourth quar-
ters. As a result, most participants adjusted down
their projections for the unemployment rate this year.
Nonetheless, with real GDP expected to increase at a
modest rate in 2012, the unemployment rate was pro-
jected to decline only a little this year, with the cen-
tral tendency of participants’ forecasts at 8.2 to

8.5 percent at year-end. Thereafter, participants
expected that the pickup in the pace of the expansion
in 2013 and 2014 would be accompanied by a further
gradual improvement in labor market conditions. The
central tendency of participants’ forecasts for the
unemployment rate at the end of 2013 was 7.4 to

8.1 percent, and it was 6.7 to 7.6 percent at the end of
2014. The central tendency of participants’ estimates
of the longer-run normal rate of unemployment that
would prevail in the absence of further shocks was
5.2 to 6.0 percent. Most participants indicated that
they anticipated that five or six years would be
required to close the gap between the current unem-
ployment rate and their estimates of the longer-run
rate, although some noted that more time would
likely be needed.

Figures 3.A and 3.B provide details on the diversity of
participants’ views regarding the likely outcomes for
real GDP growth and the unemployment rate over
the next three years and over the longer run. The dis-
persion in these projections reflected differences in
participants’ assessments of many factors, including
appropriate monetary policy and its effects on eco-
nomic activity, the underlying momentum in eco-
nomic activity, the effects of the European situation,
the prospective path for U.S. fiscal policy, the likely
evolution of credit and financial market conditions,
and the extent of structural dislocations in the labor
market. Compared with their November projections,
the range of participants’ forecasts for the change in
real GDP in 2012 narrowed somewhat and shifted

slightly lower, as some participants reassessed the
outlook for global economic growth and for U.S. fis-
cal policy. Many, however, made no material change
to their forecasts for growth of real GDP this year.
The dispersion of participants’ forecasts for output
growth in 2013 and 2014 remained relatively wide.
Having incorporated the data showing a lower rate of
unemployment at the end of 2011 than previously
expected, the distribution of participants’ projections
for the end of 2012 shifted noticeably down relative
to the November forecasts. The ranges for the unem-
ployment rate in 2013 and 2014 showed less pro-
nounced shifts toward lower rates and, as was the
case with the ranges for output growth, remained
wide. Participants made only modest adjustments to
their projections of the rates of output growth and
unemployment over the longer run, and, on net, the
dispersions of their projections for both were little
changed from those reported in November. The dis-
persion of estimates for the longer-run rate of output
growth is narrow, with only one participant’s esti-
mate outside of a range of 2.2 to 2.7 percent. By
comparison, participants’ views about the level to
which the unemployment rate would converge in the
long run are more diverse, reflecting, among other
things, different views on the outlook for labor sup-
ply and on the extent of structural impediments in
the labor market.

The Outlook for Inflation

Participants generally viewed the outlook for infla-
tion as very similar to that in November. Most indi-
cated that, as they expected, the effects of the run-up
in prices of energy and other commodities and the
supply disruptions that occurred in the first half of
2011 had largely waned, and that inflation had been
subdued in recent months. Participants also noted
that inflation expectations had remained stable over
the past year despite the fluctuations in headline
inflation. Assuming no further supply shocks, most
participants anticipated that both headline and core
inflation would remain subdued over the 201214
period at rates at or below the FOMC’s longer-run
objective of 2 percent. Specifically, the central ten-
dency of participants’ projections for the increase in
inflation, as measured by the PCE price index, in
2012 was 1.4 to 1.8 percent, and it edged up to a cen-
tral tendency of 1.6 to 2.0 percent in 2014; the central
tendencies of the forecasts for core PCE inflation
were largely the same as those for the total measure.

Figures 3.C and 3.D provide information about the
diversity of participants’ views about the outlook for
inflation. Compared with their November projec-
tions, expectations for inflation in 2012 shifted down
a bit, with some participants noting that the slowing
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Figure 3.A. Distribution of participants’ projections for the change in real GDP, 2012-14 and over the longer run
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Figure 3.B. Distribution of participants’ projections for the unemployment rate, 2012-14 and over the longer run
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Figure 3.C. Distribution of participants’ projections for PCE inflation, 2012-14 and over the longer run
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Figure 3.D. Distribution of participants’ projections for core PCE inflation, 2012-14
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in inflation at the end of 2011 had been greater than
they anticipated. Nonetheless, the range of partici-
pants’ forecasts for inflation in 2012 remained wide,
and the dispersion was only slightly narrower in
2013. By 2014, the range of inflation forecasts nar-
rowed more noticeably, as participants expected that,
under appropriate monetary policy, inflation would
begin to converge to the Committee’s longer-run
objective. In general, the dispersion of views on the
outlook for inflation over the projection period rep-
resented differences in judgments regarding the
degree of slack in resource utilization and the extent

to which slack influences inflation and inflation
expectations. In addition, participants differed in
their estimates of how the stance of monetary policy
would influence inflation expectations.

Appropriate Monetary Policy

Most participants judged that the current outlook—
for a moderate pace of economic recovery with the
unemployment rate declining only gradually and
inflation subdued—warranted exceptionally low lev-
els of the federal funds rate at least until late 2014. In
particular, five participants viewed appropriate policy



firming as commencing during 2014, while six others
judged that the first increase in the federal funds rate
would not be warranted until 2015 or 2016. As a
result, those 11 participants anticipated that the
appropriate federal funds rate at the end of 2014
would be 1 percent or lower. Those who saw the first
increase occurring in 2015 reported that they antici-
pated that the federal funds rate would be 2 percent
at the end of that year. For the two participants who
put the first increase in 2016, the appropriate target
federal funds rate at the end of that year was 12 and
1% percent. In contrast, six participants expected
that an increase in the target federal funds rate would
be appropriate within the next two years, and those
participants anticipated that the target rate would
need to be increased to around 1% to 2% percent at
the end of 2014.

Participants’ assessments of the appropriate path for
the federal funds rate reflected their judgments of the
policy that would best support progress in achieving
the Federal Reserve’s mandate for promoting maxi-
mum employment and stable prices. Among the key
factors informing participants’ expectations about
the appropriate setting for monetary policy were their
assessments of the maximum level of employment,
the Committee’s longer-run inflation goal, the extent
to which current conditions deviate from these
mandate-consistent levels, and their projections of
the likely time horizons required to return employ-
ment and inflation to such levels. Several participants
commented that their assessments took into account
the risks to the outlook for economic activity and
inflation, and a few pointed specifically to the rel-
evance of financial stability in their policy judgments.
Participants also noted that because the appropriate
stance of monetary policy depends importantly on
the evolution of real activity and inflation over time,
their assessments of the appropriate future path of
the federal funds rate could change if economic con-
ditions were to evolve in an unexpected manner.

All participants reported levels for the appropriate
target federal funds rate at the end of 2014 that were
well below their estimates of the level expected to
prevail in the longer run. The longer-run nominal lev-
els were in a range from 3% to 4% percent, reflecting
participants’ judgments about the longer-run equilib-
rium level of the real federal funds rate and the Com-
mittee’s inflation objective of 2 percent.

Participants also provided qualitative information on
their views regarding the appropriate path of the
Federal Reserve’s balance sheet. A few participants’
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assessments of appropriate monetary policy incorpo-
rated additional purchases of securities in 2012, and
a number of participants indicated that they
remained open to a consideration of additional asset
purchases if the economic outlook deteriorated. All
but one of the participants continued to expect that
the Committee would carry out the normalization of
the balance sheet according to the principles
approved at the June 2011 FOMC meeting. That is,
prior to the first increase in the federal funds rate, the
Committee would likely cease reinvesting some or all
payments on the securities holdings in the System
Open Market Account (SOMA), and it would likely
begin sales of agency securities from the SOMA
sometime after the first rate increase, aiming to elimi-
nate the SOMA’s holdings of agency securities over a
period of three to five years. Indeed, most partici-
pants saw sales of agency securities starting no earlier
than 2015. However, those participants anticipating
an earlier increase in the federal funds rate also called
for earlier adjustments to the balance sheet, and one
participant assumed an early end of the maturity
extension program.

Figure 3.E details the distribution of participants’
judgments regarding the appropriate level of the tar-
get federal funds rate at the end of each calendar year
from 2012 to 2014 and over the longer run. Most
participants anticipated that economic conditions
would warrant maintaining the current low level of
the federal funds rate over the next two years. How-
ever, views on the appropriate level of the federal
funds rate at the end of 2014 were more widely dis-
persed, with two-thirds of participants seeing the
appropriate level of the federal funds rate as 1 per-
cent or below and five seeing the appropriate rate as
2 percent or higher. Those participants who judged
that a longer period of exceptionally low levels of the
federal funds rate would be appropriate generally also
anticipated that the pace of the economic expansion
would be moderate and that the unemployment rate
would decline only gradually, remaining well above
its longer-run rate at the end of 2014. Almost all of
these participants expected that inflation would be
relatively stable at or below the FOMC'’s longer-run
objective of 2 percent until the time of the first
increase in the federal funds rate. A number of them
also mentioned their assessment that a longer period
of low federal funds rates is appropriate when the
federal funds rate is constrained by its effective lower
bound. In contrast, the six participants who judged
that policy firming should begin in 2012 or 2013 indi-
cated that the Committee would need to act deci-
sively to keep inflation at mandate-consistent levels
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Figure 3.E. Distribution of participants’ projections for the target federal funds rate, 2012-14 and over the longer run
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0.00- 0.38- 063- 088 1.13- 138 163- 1.88- 213- 238- 263- 288 3.13-
037 062 087 112 137 162 187 212 237 262 287 312 337

Percent range

3.38-
3.62

3.63-
3.87

3.88-
4.12

4.13-
4.37

4.38-
4.62

4.63-
4.87

Number of participants

— 2014

—18
— 16
— 14
—12
—10
— 8
— 6
— 4
— 2
J

0.00- 038- 063- 088 1.13- 138 1.63- 1.88- 213- 238- 263- 288 3.13-
037 062 087 112 137 162 187 212 237 262 287 312 337

Percent range

3.38-
3.62

3.63-
3.87

3.88-
4.12

4.13-
4.37

4.38-
4.62

4.63-
4.87

Number of participants

— Longer run

0.00- 038- 063- 088 1.13- 138 1.63- 1.88- 213- 238- 263- 288 3.13-
037 062 087 112 137 162 187 212 237 262 287 312 337

Percent range

3.38-
3.62

Note: The target funds rate is measured as the level of the target rate at the end of the calendar year or in the longer run.

3.63-
3.87

3.88-
4.12

4.13-
4.37

4.38-
4.62

— 18
— 16
— 14
—12

4.63-
4.87



Table 2. Average historical projection error ranges

Percentage points

Variable 2012 2013 2014
Change in real GDP' +1.3
Unemployment rate’ +0.7
Total consumer prices? +0.9 +1.0 +1.0

Note: Error ranges shown are measured as plus or minus the root mean squared
error of projections for 1991 through 2010 that were released in the winter by
various private and government forecasters. As described in box 5, under certain
assumptions, there is about a 70 percent probability that actual outcomes for real
GDP, unemployment, and consumer prices will be in ranges implied by the
average size of projection errors made in the past. Further information is in David
Reifschneider and Peter Tulip (2007), “Gauging the Uncertainty of the Economic
Outlook from Historical Forecasting Errors,” Finance and Economics Discussion
Series 2007-60 (Washington: Board of Governors of the Federal Reserve System,
November).

1 For definitions, refer to general note in table 1.

2 Measure is the overall consumer price index, the price measure that has been
most widely used in government and private economic forecasts. Projection
is percent change, fourth quarter of the previous year to the fourth quarter of
the year indicated.

and to limit the risk of undermining Federal Reserve
credibility and causing a rise in inflation expecta-
tions. Several were projecting a faster pickup in eco-
nomic activity, and a few stressed the risk of distor-
tions in the financial system from an extended period
of exceptionally low interest rates.

Uncertainty and Risks

Figure 4 shows that most participants continued to
share the view that their projections for real GDP
growth and the unemployment rate were subject to a
higher level of uncertainty than was the norm during
the previous 20 years.>> Many also judged the level of
uncertainty associated with their inflation forecasts
to be higher than the longer-run norm, but that
assessment was somewhat less prevalent among par-
ticipants than was the case for uncertainty about real
activity. Participants identified a number of factors
that contributed to the elevated level of uncertainty
about the outlook. In particular, many participants
continued to cite risks related to ongoing develop-
ments in Europe. More broadly, they again noted dif-
ficulties in forecasting the path of economic recovery
from a deep recession that was the result of a severe
financial crisis and thus differed importantly from
the experience with recoveries over the past 60 years.
In that regard, participants continued to be uncertain
about the pace at which credit conditions would ease
and about prospects for a recovery in the housing

3 Table 2 provides estimates of the forecast uncertainty for the
change in real GDP, the unemployment rate, and total con-
sumer price inflation over the period from 1991 to 2010. At the
end of this summary, box 5 discusses the sources and interpreta-
tion of uncertainty in the economic forecasts and explains the
approach used to assess the uncertainty and risks attending the
participants’ projections.
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sector. In addition, participants generally saw the
outlook for fiscal and regulatory policies as still
highly uncertain. Regarding the unemployment rate,
several expressed uncertainty about how labor
demand and supply would evolve over the forecast
period. Among the sources of uncertainty about the
outlook for inflation were the difficulties in assessing
the current and prospective margins of slack in
resource markets and the effect of such slack on
prices.

A majority of participants continued to report that
they saw the risks to their forecasts of real GDP
growth as weighted to the downside and, accordingly,
the risks to their projections for the unemployment
rate as skewed to the upside. All but one of the
remaining participants viewed the risks to both pro-
jections as broadly balanced, while one noted a risk
that the unemployment rate might continue to
decline more rapidly than expected. The most fre-
quently cited downside risks to the projected pace of
the economic expansion were the possibility of
financial market and economic spillovers from the
fiscal and financial issues in the euro area and the
chance that some of the factors that have restrained
the recovery in recent years could persist and weigh
on economic activity to a greater extent than
assumed in participants’ baseline forecasts. In par-
ticular, some participants mentioned the downside
risks to consumer spending from still-weak house-
hold balance sheets and only modest gains in real
income, along with the possible effects of still-high
levels of uncertainty regarding fiscal and regulatory
policies that might damp businesses’ willingness to
invest and hire. A number of participants noted the
risk of another disruption in global oil markets that
could not only boost inflation but also reduce real
income and spending. The participants who judged
the risks to be broadly balanced also recognized a
number of these downside risks to the outlook but
saw them as counterbalanced by the possibility that
the resilience of economic activity in late 2011 and
the recent drop in the unemployment rate might sig-
nal greater underlying momentum in economic
activity.

In contrast to their outlook for economic activity,
most participants judged the risks to their projections
of inflation as broadly balanced. Participants gener-
ally viewed the recent decline in inflation as having
been in line with their earlier forecasts, and they
noted that inflation expectations remain stable. While
many of these participants saw the persistence of
substantial slack in resource utilization as likely to
keep inflation subdued over the projection period, a
few others noted the risk that elevated resource slack
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Figure 4. Uncertainty and risks in economic projections
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Box 5. Forecast Uncertainty

The economic projections provided by the members
of the Board of Governors and the presidents of the
Federal Reserve Banks inform discussions of mon-
etary policy among policymakers and can aid public
understanding of the basis for policy actions. Con-
siderable uncertainty attends these projections, how-
ever. The economic and statistical models and rela-
tionships used to help produce economic forecasts
are necessarily imperfect descriptions of the real
world, and the future path of the economy can be
affected by myriad unforeseen developments and
events. Thus, in setting the stance of monetary
policy, participants consider not only what appears to
be the most likely economic outcome as embodied in
their projections, but also the range of alternative
possibilities, the likelihood of their occurring, and the
potential costs to the economy should they occur.

Table 2 summarizes the average historical accuracy
of a range of forecasts, including those reported in
past Monetary Policy Reports and those prepared by
the Federal Reserve Board’s staff in advance of
meetings of the Federal Open Market Committee.
The projection error ranges shown in the table illus-
trate the considerable uncertainty associated with
economic forecasts. For example, suppose a partici-
pant projects that real gross domestic product (GDP)
and total consumer prices will rise steadily at annual
rates of, respectively, 3 percent and 2 percent. If the
uncertainty attending those projections is similar to
that experienced in the past and the risks around the
projections are broadly balanced, the numbers
reported in table 2 would imply a probability of about
70 percent that actual GDP would expand within a
range of 1.7 to 4.3 percent in the current year, 1.3 to
4.7 percent in the second year, and 1.2 to 4.8 in the

might put more downward pressure on inflation than
expected. In contrast, some participants noted the
upside risks to inflation from developments in global
oil and commodity markets, and several indicated
that the current highly accommodative stance of
monetary policy and the substantial liquidity
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third year. The corresponding 70 percent confidence
intervals for overall inflation would be 1.1 to 2.9 per-
cent in the current year and 1.0 to 3.0 percent in the
second and third years.

Because current conditions may differ from those
that prevailed, on average, over history, participants
provide judgments as to whether the uncertainty
attached to their projections of each variable is
greater than, smaller than, or broadly similar to typi-
cal levels of forecast uncertainty in the past, as
shown in table 2. Participants also provide judgments
as to whether the risks to their projections are
weighted to the upside, are weighted to the down-
side, or are broadly balanced. That is, participants
judge whether each variable is more likely to be
above or below their projections of the most likely
outcome. These judgments about the uncertainty
and the risks attending each participant’s projections
are distinct from the diversity of participants’ views
about the most likely outcomes. Forecast uncertainty
is concerned with the risks associated with a particu-
lar projection rather than with divergences across a
number of different projections.

As with real activity and inflation, the outlook for the
future path of the federal funds rate is subject to con-
siderable uncertainty. This uncertainty arises primarily
because each participant’s assessment of the appro-
priate stance of monetary policy depends importantly
on the evolution of real activity and inflation over
time. If economic conditions evolve in an unexpected
manner, then assessments of the appropriate setting
of the federal funds rate would change from that
point forward.

currently in the financial system risked a pickup in
inflation to a level above the Committee’s objective.
A few also pointed to the risk that uncertainty about
the Committee’s ability to effectively remove policy
accommodation when appropriate could lead to a
rise in inflation expectations.
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Abbreviations

ABS asset-backed securities

AFE advanced foreign economy

AIG American International Group, Inc.
ARRA American Recovery and Reinvestment Act
CDS credit default swap

C&l commercial and industrial

CMBS commercial mortgage-backed securities
CP commercial paper

CRE commercial real estate

DPI disposable personal income

EBA European Banking Authority

ECB European Central Bank

EME emerging market economy

E&S equipment and software

FDIC Federal Deposit Insurance Corporation
FOMC Federal Open Market Committee; also, the Committee
FRBNY Federal Reserve Bank of New York

GDP gross domestic product

GSE government-sponsored enterprise

LIBOR London interbank offered rate

MEP maturity extension program

MBS mortgage-backed securities

NIPA national income and product accounts
OIS overnight index swap

PCE personal consumption expenditures

repo repurchase agreement

SCOOS Senior Credit Officer Opinion Survey on Dealer Financing Terms
SEP Summary of Economic Projections
SLOOS Senior Loan Officer Opinion Survey on Bank Lending Practices
S&P Standard and Poor’s

SOMA System Open Market Account

WTI West Texas Intermediate



Monetary Policy Report of July 2011

Part 1
Overview: Monetary Policy
and the Economic Outlook

Economic activity continued to recover over the first
half of 2011, but the pace of the expansion has been
modest. The subdued rate of expansion reflects in
part factors that are likely to be temporary, including
the damping effect of higher food and energy prices
on consumer spending as well as supply chain disrup-
tions associated with the tragic earthquake in Japan.
Nonetheless, even after setting aside temporary influ-
ences, the growth of economic activity appears to
have slowed over the first half of this year. Condi-
tions in the labor market remain weak. Although the
average pace of job creation picked up during the
early months of the year, employment growth soft-
ened in May and June and the unemployment rate
edged up. Meanwhile, consumer price inflation
increased noticeably in the first part of the year,
reflecting in part higher prices for some commodities
and imported goods as well as shortages of several
popular models of automobiles. The recent rise in
inflation is expected to subside as the effects of past
increases in the prices of energy and other commodi-
ties dissipate in an environment of stable longer-term
inflation expectations, and as supply chain disrup-
tions in the automobile industry are remediated.

On net, financial market conditions became some-
what more supportive of economic growth in the first
half of 2011, partly reflecting the continued mon-
etary policy accommodation provided by the Federal
Reserve. Yields on Treasury securities and corporate
debt as well as rates on fixed-rate residential mort-
gages fell to very low levels, on balance, over the first
half of the year, and equity prices rose. Borrowing
conditions for households and businesses eased
somewhat further, although credit conditions
remained tight for some borrowers.

After rising at an annual rate of 2% percent in the
second half of 2010, real gross domestic product
(GDP) increased at about a 2 percent rate in the first
quarter of 2011. Available information suggests that
the pace of economic growth remained soft in the
second quarter. Real consumer spending, which had
brightened near the end of 2010, rose at a noticeably
slower rate over the first five months of 2011, as
household purchasing power was constrained by the
weak pace of nominal income growth and by rising
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fuel and food prices, and as consumers remained
downbeat. Meanwhile, the housing market continued
to be weighed down by the large inventory of vacant
houses for sale, the substantial volume of distressed
sales, and by homebuyers’ concerns about the
strength of the recovery and fears of future declines
in house prices. In the government sector, state and
local government budgets continued to be very tight,
as a reduction in federal assistance to those govern-
ments was only partially offset by an increase in tax
collections; in addition, federal spending appears to
have contracted. In contrast, exports—which have
been a bright spot in the recovery—moved up briskly,
and businesses continued to increase their outlays for
equipment and software.

In the labor market, private payroll employment
gains picked up in the first four months of the year,
averaging about 200,000 jobs per month, an improve-
ment from the average of 125,000 jobs per month
recorded in the second half of 2010. However, private
employment gains slowed sharply in May and June,
averaging only 65,000 per month, with the step-down
widespread across industries. Furthermore, the
unemployment rate, which leveled off at around

9 percent in the early months of the year, has edged
up since then, reaching 9.2 percent in June. The share
of the unemployed who have been jobless for six
months or longer remained close to 45 percent, a
post—World War II high.

Consumer price inflation picked up noticeably in the
first part of 2011. Prices for personal consumption
expenditures rose at an annual rate of about 4 per-
cent over the first five months of the year, compared
with an annual rate of increase of a little less than

2 percent during the second half of 2010. A signifi-
cant portion of the rise in inflation was associated
with energy and food prices, reflecting the pass-
through to retail prices of surges in the costs of crude
oil and a wide range of agricultural commodities.
Recently, however, these commodity prices have
apparently stabilized, a development that should ease
pressure on consumer energy and food prices in com-
ing months. Another important source of upward
pressure on inflation during the first half of the year
was a sharp acceleration in the prices of other
imported items. This factor contributed to a pickup
in consumer inflation for items other than food and
energy; over the first five months of this year, such
inflation ran at an annual rate of more than 2 per-
cent, up from an unusually low "4 percent annual rate
of increase over the second half of 2010. Despite the
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increase in inflation, longer-term inflation expecta-
tions remained stable.

In U.S. financial markets, strong corporate profits
and investors’ perceptions that the economic recov-
ery was firming supported a rise in equity prices and
a narrowing of credit spreads in the early part of the
year. By May, however, indications that the economic
recovery in the United States was proceeding at a
slower pace than previously anticipated—as well as a
perceived moderation in global economic growth and
heightened concerns about the persisting fiscal prob-
lems in Europe—weighed on market sentiment,
prompting a pullback from riskier financial assets.
On net over the first half of the year, yields on
longer-term Treasury securities declined. Yields on
corporate debt and other fixed-income products as
well as rates on fixed-rate residential mortgages fell
from already low levels, and credit spreads were little
changed. Broad equity price indexes rose signifi-
cantly, on balance, over the first half of the year;
however, stock prices of banks declined.

By early July, investors had marked down their
expectations for the path of the federal funds rate
relative to the trajectory anticipated at the start of
the year in response to economic and financial devel-
opments and the reiteration by the Federal Open
Market Committee (FOMC) that it expected to
maintain exceptionally low levels of the federal funds
rate for an extended period. These same factors, as
well as safe-haven demands stemming from investor
concerns about global economic growth and about
developments in Europe, contributed to the decline in
nominal Treasury yields. Thus far, uncertainties sur-
rounding the outcome of discussions to raise the U.S.
government’s statutory debt limit do not appear to
have left an appreciable imprint on Treasury prices,
but investors have noted statements by major ratings
agencies regarding the actions the agencies may take
if the fiscal situation is not adequately addressed.
Measures of inflation compensation derived from
yields on nominal and inflation-indexed Treasury
securities fluctuated over the first half of the year in
response to changes in commodity prices and the
outlook for economic growth. On balance, medium-
term inflation compensation edged higher over the
first half of the year, but compensation further out
was little changed.

Large nonfinancial corporations with access to capi-
tal markets took advantage of favorable financial

market conditions to issue debt at a robust pace in
the first half of the year, and issuance of corporate
bonds and syndicated leveraged loans surged. The
portfolios of commercial and industrial loans on
banks’ books expanded as standards and terms for
such loans eased further and demand increased. In
contrast, despite some improvement over the first
half of the year, credit conditions for small businesses
appeared to remain tight and demand for credit by
such firms was subdued. Financing conditions for
commercial real estate assets eased somewhat, but the
fundamentals in commercial real estate markets
stayed extremely weak.

Household debt continued to contract in the first half
of 2011, driven primarily by the ongoing decline in
mortgage debt. Even though mortgage rates
remained near historically low levels, demand for new
mortgage loans was weak, reflecting still-depressed
conditions in housing markets and the uncertain out-
look for the economic recovery and labor markets.
Delinquency rates on most categories of mortgages
edged lower but stayed near recent highs. The num-
ber of homes entering the foreclosure process
declined in the first quarter of 2011, but the number
of properties at some point in the foreclosure process
remained elevated. Mortgage servicers continued to
grapple with deficiencies in their foreclosure proce-
dures; resolution of these issues could eventually be
associated with an increase in the number of foreclo-
sure starts as servicers work through the backlog of
severely delinquent loans more quickly. Revolving
consumer credit—mostly credit card borrowing—
also continued to contract, on net, although at a
slower pace than in 2010. In contrast, nonrevolving
consumer credit, consisting predominantly of auto
and student loans, rose appreciably in 2011, as rates
on most types of these loans remained near the bot-
tom of their historical ranges and as banks eased
standards and terms for such loans. Issuance of con-
sumer asset-backed securities, particularly securities
backed by auto loans, was strong.

Conditions in short-term funding markets changed
little over the first several months of 2011, although
signs of stress for some European financial institu-
tions started to emerge as market participants
became more concerned about potential exposures to
the debts of peripheral European countries. To con-
tinue to support liquidity conditions in global money
markets and to help minimize the risk that strains
abroad could spread to the United States, the FOMC



in June approved an extension of the temporary U.S.
dollar liquidity swap arrangements with a number of
foreign central banks until August 1, 2012.

Responses to the Federal Reserve’s Senior Credit
Officer Opinion Survey on Dealer Financing Terms
(SCOOSY) indicated that dealers continued to gradu-
ally ease price and nonprice terms applicable to
major classes of counterparties over the six months
ending in May, and that demand for funding for a
variety of security types increased over the same
period. Investor appetite for risky assets likely sup-
ported issuance of some debt instruments (including
speculative-grade corporate bonds and syndicated
leveraged loans) and contributed to a narrowing of
risk spreads evident in the first several months of the
year. In addition, information from a variety of
sources, including special questions in the SCOOS,
suggested that the use of dealer-intermediated lever-
age increased modestly among both levered investors
and traditionally unlevered investors, although the
overall use of leverage appeared to be roughly mid-
way between its pre-crisis peak and post-crisis
trough. In recent weeks, however, anecdotal informa-
tion has suggested that investors have pulled back
somewhat from risk-taking and that their use of
leverage has declined.

With the unemployment rate still elevated and infla-
tion expected to subside to levels at or below those
consistent, over the longer run, with the FOMC’s
dual mandate of maximum employment and price
stability, the Committee maintained a target range
for the federal funds rate of 0 to % percent through-
out the first half of 2011. The Committee reiterated
that economic conditions were likely to warrant
exceptionally low levels for the federal funds rate for
an extended period. At the end of June, the Federal
Reserve completed its program of purchasing

$600 billion of longer-term Treasury securities that
was announced in November. In addition, the Com-
mittee maintained its existing policy of reinvesting
principal payments from its agency debt and agency
mortgage-backed securities (MBS) holdings in
longer-term Treasury securities. The Federal Reserve
continued to develop and test tools to eventually
drain or immobilize large volumes of banking system
reserves in order to ensure that it will be able to
smoothly and effectively exit from the current accom-
modative stance of policy at the appropriate time.
The Committee will continue to monitor the eco-
nomic outlook and financial developments, and it
will act as needed to best foster maximum employ-
ment and price stability.
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The size and composition of the Federal Reserve’s
balance sheet continued to evolve over the first half
of the year. As a result of the FOMC'’s policies of
reinvesting principal payments from its securities
holdings and purchasing additional longer-term
Treasury securities, holdings of Treasury securities
rose more than $600 billion and holdings of agency
debt and agency MBS declined about $115 billion.
Emergency credit provided during the crisis contin-
ued to decline: The closing of a recapitalization plan
for American International Group, Inc. (AIG), ter-
minated the Federal Reserve’s direct assistance to
AIG; the Federal Reserve Bank of New York sold
some of the securities held in the portfolio of Maiden
Lane II LLC, a special purpose vehicle that was
established to acquire residential mortgage-backed
securities from AIG; and loans outstanding under
the Term Asset-Backed Securities Loan Facility con-
tinued to decline as improved conditions in securiti-
zation markets allowed borrowers to refinance and
prepay loans made under the facility. On the liability
side of the Federal Reserve’s balance sheet, reserve
balances held by depository institutions rose to

$1.7 trillion, largely as a result of the Federal
Reserve’s longer-term security purchase program.
Federal Reserve notes in circulation also rose. The
Treasury Department’s Supplementary Financing
Account balance at the Federal Reserve declined
from $200 billion early in the year to $5 billion as
part of the Treasury’s efforts to maximize flexibility
in its debt management as the statutory debt limit
approached.

The economic projections prepared in conjunction
with the June FOMC meeting are presented in Part 4
of this report.' In broad terms, FOMC participants
(the members of the Board of Governors and the
presidents of the 12 Federal Reserve Banks) marked
down their forecasts for economic growth in 2011
relative to their forecasts in January and April,
largely as a result of unexpected weakness in the first
half of the year. Nonetheless, participants antici-
pated a modest acceleration in economic output in
both 2012 and 2013 based on the effects of continued
monetary policy accommodation, some further eas-
ing of credit conditions, a waning in the drag from
elevated commodity prices, and some pickup in
spending from pent-up demand. Participants
expected the unemployment rate to trend down over
the near term, though at a slower pace than they
anticipated in January and April. They continued to

! These projections were prepared in late June and thus did not
incorporate more recent eConOmic news.
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anticipate that the unemployment rate at the end of
2013 would remain well above their estimates of the
longer-run rate that they see as consistent with the
Committee’s dual mandate. Participants’ forecasts
indicated a pickup in inflation for 2011 relative to
2010 and their expectations earlier this year. How-
ever, most participants expected that the influence on
inflation of higher commodity prices and supply dis-
ruptions from Japan would be temporary, and that
inflation pressures would remain subdued against a
backdrop of stable commodity prices, well-anchored
inflation expectations, and large margins of slack in
labor markets. As a result, they anticipated that over-
all inflation would step down in 2012 and remain at
that lower level in 2013, moving back in line with
core inflation at levels at or slightly below partici-
pants’ estimates of the longer-run, mandate-
consistent rate of inflation.

Participants generally reported that the levels of
uncertainty attached to their projections for eco-
nomic growth and inflation had risen since April and
were above historical norms. Most participants
judged that the balance of risks to economic growth
was weighted to the downside, whereas in April, a
majority had seen the risks to growth as balanced.
Most participants saw the risks surrounding their
inflation expectations as broadly balanced, while in
April, a majority had judged those risks as skewed to
the upside. Participants also reported their assess-
ments of the rates to which macroeconomic variables
would be expected to converge over the longer run
under appropriate monetary policy and in the
absence of further shocks to the economy. The cen-
tral tendencies of these longer-run projections, which
have not changed since April, were 2.5 to 2.8 percent
for real GDP growth, 5.2 to 5.6 percent for the unem-
ployment rate, and 1.7 to 2.0 percent for the inflation
rate. Because inflation in the long run is largely deter-
mined by monetary policy, the longer-run projections
for inflation can be viewed as the levels of inflation
that FOMC participants consider to be most consis-
tent with the Committee’s mandate to foster maxi-
mum employment and price stability.

Part 2
Recent Economic
and Financial Developments

After increasing at a solid pace in the fourth quarter
of 2010, economic activity expanded more slowly

over the first half of 2011. In the first quarter of this
year, real gross domestic product (GDP) increased at
an annual rate of 1.9 percent; preliminary indicators

suggest that the pace of the recovery remained soft in
the second quarter. Activity in the second quarter
was held down by factors that are likely to be tempo-
rary, including the damping effect of higher food and
energy prices on consumer spending as well as the
supply chain disruptions stemming from the earth-
quake in Japan. But even after setting aside those
effects, the pace of economic expansion in the second
quarter appears to have been subdued.

In the labor market, employment gains picked up
noticeably at the beginning of 2011 but slowed mark-
edly in May and June. The unemployment rate, which
fell in late 2010, held close to 9 percent during the
early months of the year but then edged up, reaching
9.2 percent in June. Furthermore, long-duration job-
lessness remained at near-record levels. Meanwhile,
consumer price inflation moved up noticeably over
the first half of the year, largely in response to rapid
increases in the prices of some commodities and
imported goods as well as the recent supply chain
disruptions. However, longer-term inflation expecta-
tions remained stable.

On balance, financial market conditions became
somewhat more supportive of economic growth over
the first half of 2011, reflecting in part continued
monetary policy accommodation provided by the
Federal Reserve. In the early part of the year, strong
corporate profits and investors’ perceptions that the
economic recovery was firming supported a rise in
equity prices and a narrowing of credit spreads. Since
May, however, indications that the U.S. economic
recovery was proceeding at a slower pace than previ-
ously anticipated, a perceived moderation in global
growth, and heightened concerns about the persisting
fiscal pressures in Europe weighed on investor senti-
ment and prompted a pullback from riskier financial
assets. On net over the first half of the year, yields on
Treasury securities and corporate debt and rates on
fixed-rate residential mortgages declined, and equity
prices rose significantly. Borrowing conditions for
households and businesses eased somewhat further,
although credit conditions continued to be tight for
some borrowers.

Domestic Developments
The Household Sector

Housing Activity and Finance

The housing market remained exceptionally weak in
the first half of 2011. Housing demand continued to
be restrained by households’ concerns about the



strength of the recovery for incomes and jobs as well
as the potential for further declines in house prices;
still-tight credit conditions for potential mortgage
borrowers with less-than-pristine credit also appear
to be damping demand. As a result, sales of single-
family homes showed no signs of sustained recovery
during the first half of the year. With demand weak,
the overhang of vacant properties for sale substan-
tial, distressed sales elevated, and construction
financing tight, new units were started at an average
annual rate of about 410,000 units between January
and May—a bit below the level recorded in the
fourth quarter of 2010 and just 50,000 units above
the quarterly low reached in the first quarter of 2009.

Activity in the multifamily sector has been a bit more
buoyant, as the ongoing reluctance of potential
homebuyers to purchase a home, compounded by
tight mortgage credit standards, appears to have led
to an increase in demand for rental housing. Indeed,
vacancy rates for multifamily rental units have
dropped noticeably, and rents for apartments in mul-
tifamily buildings have moved up. However, construc-
tion financing remains difficult to obtain for many
potential borrowers. Starts in the multifamily sector
averaged 160,000 units at an annual rate in the first
five months of 2011, noticeably above the

100,000 units started in the fourth quarter of 2010
but still well below the 300,000-unit rate that had pre-
vailed for much of the previous decade.

House prices fell further over the first half of 2011.
The latest readings from national indexes show price
declines for existing homes over the past 12 months
in the range of 5 to 8 percent. One such measure with
wide geographic coverage—the CoreLogic repeat-
sales index—fell 8 percent over the 12 months ending
in May to a level that is about 4 percent below the
previous trough in April of 2009. House prices are
being held down by the same factors restraining
housing construction—the large inventory of unsold
homes, the high number of distressed sales, and lack-
luster household demand. The inventory of unsold
homes will likely put downward pressure on house
prices for some time, given the large number of seri-
ously delinquent mortgages that could still enter the
foreclosure inventory. As a result of the decline in
house prices, the share of mortgages with negative
equity has continued to rise: In March 2011, roughly
one in four mortgage holders owed more on their
mortgages than their homes were worth.

Indicators of credit quality in the residential mort-
gage sector continued to reflect strains on homeown-
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ers confronting depressed home values and high
unemployment. Although delinquency rates on most
categories of mortgages edged modestly lower in the
first part of 2011, they stayed at historically high lev-
els. As of May, serious delinquency rates on loans to
prime and near-prime borrowers stood at about

5 percent for fixed-rate loans and 14 percent for
variable-rate loans.” For subprime loans, as of April
(the latest month for which data are available), seri-
ous delinquency rates remained near 20 percent for
fixed-rate loans and 40 percent for variable-rate
loans. The number of homes entering the foreclosure
process declined in the first quarter of 2011, but the
number of properties at some point in the foreclosure
process remained elevated. Mortgage servicers con-
tinued to grapple with deficiencies in their foreclosure
procedures; resolution of these issues could eventu-
ally be associated with an increase in the number of
properties entering the foreclosure process as ser-
vicers work through the backlog of severely delin-
quent loans more quickly.’

Interest rates on fixed-rate mortgages fell, on net,
during the first half of 2011, a move that largely par-
alleled the decline in Treasury yields over the period.
Even with mortgage rates near historically low levels,
access to mortgage credit continued to be restrained
by negative equity and tight lending standards. For
example, the April 2011 Senior Loan Officer Opinion
Survey on Bank Lending Practices (SLOOS) indi-
cated that standards on prime and nontraditional

2 A mortgage is defined as seriously delinquent if the borrower is
90 days or more behind in payments or the property is in
foreclosure.

3 The Federal Reserve, the Office of the Comptroller of the Cur-
rency, the Office of Thrift Supervision, and the Federal Deposit
Insurance Corporation conducted an in-depth interagency
review of practices at the largest mortgage servicing operations
to examine foreclosure practices generally, but with an emphasis
on the breakdowns that led to inaccurate affidavits and other
questionable legal documents being used in the foreclosure pro-
cess. The review found, among other things, critical weaknesses
in foreclosure-governance practices, foreclosure-documentation
processes, and oversight and monitoring of third-party law
firms and other vendors. Based on the findings from the review,
the agencies issued enforcement actions by consent against
14 mortgage servicers in April 2011 to address the significant
deficiencies in mortgage-servicing and foreclosure practices. See
Board of Governors of the Federal Reserve System (2011),
“Federal Reserve Issues Enforcement Actions Related to Defi-
cient Practices in Residential Mortgage Loan Servicing and
Foreclosure Processing,” press release, April 13, www
federalreserve.gov/newsevents/press/enforcement/20110413a
htm; and Board of Governors of the Federal Reserve System
(2011), “Statement for the Record: On Mortgage Servicing,”
testimony submitted to the Subcommittees on Financial Institu-
tions and Consumer Credit and on Oversight and Investiga-
tions, Committee on Financial Services, U.S. House of Repre-
sentatives, Washington, July 7, www.federalreserve.gov/
newsevents/testimony/statement20110707a.htm.


http://www.federalreserve.gov/newsevents/press/enforcement/20110413a.htm
http://www.federalreserve.gov/newsevents/press/enforcement/20110413a.htm
http://www.federalreserve.gov/newsevents/press/enforcement/20110413a.htm
http://www.federalreserve.gov/newsevents/testimony/statement20110707a.htm
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residential mortgages and home equity loans were
about unchanged or moderately tighter during the
first quarter, and that demand for these loans contin-
ued to decline.* The pace of mortgage applications
for home purchases remained very sluggish in the
first half of the year, probably reflecting the strin-
gency of lending terms and the overall weakness of
housing demand. Refinancing activity increased
modestly in the second quarter in response to the
downward drift in interest rates, but such activity
remains subdued compared with that seen in 2010. Over-
all, mortgage debt outstanding continued to contract.

Net issuance of mortgage-backed securities (MBS)
guaranteed by government-sponsored enterprises
(GSEs) expanded slightly in the first half of the year
but remained relatively low, consistent with the slow
pace of mortgage originations to finance home pur-
chases. Net issuance of Ginnie Mae securities
remained considerably more robust than net issuance
of securities by Fannie Mae and Freddie Mac,
reflecting the substantial share of mortgages insured
by the Federal Housing Administration (FHA). The
securitization market for mortgage loans not guaran-
teed by a housing-related GSE or the FHA remained
essentially closed. Yields on agency MBS fell roughly
in line with those on Treasury securities. The Treas-
ury Department announced on March 21 that it
would begin to sell its $142 billion agency MBS port-
folio at a pace of about $10 billion per month; the
announcement appeared to have little lasting effect
on spreads of yields on MBS over those on
comparable-maturity Treasury securities. Through
the end of June, the Treasury had sold MBS with a
current face value of about $34 billion.

Consumer Spending and Household Finance

The rate of increase in consumer spending slowed
appreciably during the first half of the year. After ris-
ing at an annual rate of more than 3 percent in the
second half of 2010, real personal consumption
expenditures (PCE) stepped down to about a 2 per-
cent rate of increase in the first quarter, and available
information suggests that the rise in spending in the
second quarter was quite modest as well. Consumer
outlays in the second quarter were held down in part
by the reduced availability of motor vehicles, espe-
cially for those models affected by the supply chain
disruptions that followed the earthquake in Japan;
purchases of motor vehicles should rebound in com-
ing months as dealer supplies are replenished. More

4 The SLOOS is available on the Federal Reserve Board’s website
at www.federalreserve.gov/boarddocs/SnLoanSurvey.

fundamentally, however, continued consumer pessi-
mism and a slower pace of increase in real household
income, only partly due to temporarily high energy
and food prices, also appear to have weighed on con-
sumption. The saving rate, although continuing to
edge down, remains well above levels that prevailed
prior to the recession.

Despite a temporary reduction in payroll tax rates
beginning in January, aggregate real disposable per-
sonal income—personal income less personal taxes,
adjusted for price changes—was unchanged, on net,
over the first five months of the year after rising

2 percent in 2010. Before taxes, real wage and salary
income, which reflects both the number of hours
worked and average hourly wages adjusted for infla-
tion, was also flat from December to May after hav-
ing risen 1% percent last year. Wage gains have been
restrained by the weakness in the labor market.
Moreover, the purchasing power of wages and sala-
ries has been drained by this year’s run-up in price
inflation. One measure of real wages—average hourly
earnings of all employees, adjusted for the rise in
PCE prices—fell about 1% percent at an annual rate
over the first five months of 2011 after having
increased "2 percent over the 12 months of 2010.

Two other important determinants of consumer out-
lays are also acting as a restraint on spending.
Although the wealth-to-income ratio has trended up
since the beginning of 2009, it remains near the low
end of the range that has prevailed since the mid-
1990s. In addition, consumer sentiment, which had
moved up early in 2011, retreated again when gas
prices spiked in the spring. More broadly, consumer
sentiment seems to have improved little, if any, from
the readings that were typical of 2009 and 2010.

Total household debt contracted at an annual rate of
about 2 percent in the first quarter of the year,
roughly the same pace seen in 2010, as the decline in
mortgage debt noted earlier was only partially offset
by a moderate increase in consumer credit. Tight
credit conditions precluded some households from
obtaining credit, and charge-offs remained elevated
on many categories of loans. The ongoing reduction
in overall household debt levels, combined with low
interest rates and a slight increase in personal income,
resulted in a further decline in the debt service
ratio—the aggregate required principal and interest
payment on existing mortgages and consumer debt
relative to income. Indeed, as of the first quarter of
2011, the debt service ratio was 11.5 percent, the low-
est level seen since 1995.


http:// www.federalreserve.gov/boarddocs/SnLoanSurvey

The modest expansion of consumer credit, which
began in late 2010, reflects a mixed picture. Nonre-
volving consumer credit, which consists largely of
auto and student loans and accounts for about two-
thirds of total consumer credit, rose at an annual rate
of almost 5 percent in the first five months of 2011.
The increase is consistent with responses to the
April 2011 SLOOS, which indicated a sharp rise in
banks’ willingness to make consumer installment
loans and an ongoing easing of terms and standards
on them. However, revolving consumer credit—
mostly credit card borrowing—declined through
April, albeit at a slower pace than in 2010; early esti-
mates point to an increase in May. Although a net
fraction of about 20 percent of banks responding to
the April 2011 SLOOS reported an easing of stan-
dards for approval of credit card applications, access
to credit card loans for borrowers with blemished
credit histories remained limited. In addition, the
contraction in home equity loans, historically a
source of funding for consumer durables and other
large household expenditures, appears to have inten-
sified during the first half of 2011, in part owing to
declines in home equity and still-stringent lending standards.

Indicators of consumer credit quality generally
improved. The delinquency rates on credit card loans,
both at commercial banks and in securitized pools,
retreated to less than 4 percent in the first quarter
and May, respectively—at the low ends of their
ranges over recent decades. Delinquencies on nonre-
volving consumer loans at commercial banks also
edged lower, while delinquencies on auto loans at
captive finance companies were flat, on net, over the
first four months of the year; both of these measures
remained around their historical averages.

Interest rates on consumer loans held fairly steady,
on net, in the first half of 2011. Interest rates on new-
auto loans continued to linger at historically low lev-
els. Rates on credit card loans are around their his-
torical averages, but the spread of these rates to the
two-year Treasury yield is quite wide, in part because
of pricing adjustments made in response to the
Credit Card Accountability Responsibility and Dis-
closure Act, or Credit Card Act, of 2009.°

In the first half of 2011, issuance of consumer asset-
backed securities (ABS) remained at about the same
pace as in 2010 but still well below average issuance
rates prior to the financial crisis. Securities backed by

5 The Credit Card Act includes some provisions that place restric-
tions on issuers’ ability to impose certain fees and to engage in
risk-based pricing.
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auto loans made up a large share of the new supply.
Issuance of credit card ABS, however, remained
weak, as the sharp contraction in credit card lending
limited the need for new funding and as last year’s
accounting rule changes reportedly damped the
attractiveness of securitizing these loans, particularly
since banks remained awash in other sources of
cheap funding.® Yields on ABS and the spreads of
such yields over comparable-maturity interest rate
swap rates were little changed, on net, over the first
half of the year, stabilizing at levels only slightly
higher than those seen prior to the financial crisis.

The Business Sector

Fixed Investment

Real business spending for equipment and software
(E&S) rose at an annual rate of about 10 percent in
the first quarter, roughly the same pace as in the sec-
ond half of 2010. Business purchases of motor
vehicles rose briskly, and outlays on information
technology (IT) capital and on equipment other than
transportation and IT continued to rise at solid rates.
More-recent data on orders and shipments for a
broad range of equipment categories suggest that
E&S spending will likely post another sizable gain in
the second quarter. Spending is being boosted by the
need to replace older, less-efficient equipment and, in
some cases, to expand capacity. One soft spot in the
second quarter will likely be in business purchases of
motor vehicles, which, like consumer purchases, were
held down by the shortages of Japanese nameplate
cars in the wake of the earthquake in Japan, but this
effect should be reversed during the second half of
the year.

By contrast, investment in nonresidential structures
remains at a low level. After falling 17 percent in
2010, real business outlays on structures outside of
the drilling and mining sector fell at an annual rate of
25 percent in the first quarter. Although the incom-
ing data point to a small increase in outlays in the
second quarter, high vacancy rates, continuing price
declines in all but a few markets, and difficult financ-
ing conditions for builders suggest that spending will

¢ Issued by the Financial Accounting Standards Board (FASB),
Statements of Financial Accounting Standards Nos. 166
(Accounting for Transfers of Financial Assets, an Amendment of
FASB Statement No. 140) and 167 (Amendments to FASB Inter-
pretation No. 46( R)) became effective at the start of a compa-
ny’s first fiscal year beginning after November 15, 2009, or, for
companies reporting earnings on a calendar-year basis, after
January 1, 2010. The amendments required many credit card
issuers to bring securitizations onto their balance sheets and
therefore to hold more capital against them.
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be weak for some time to come. However, spending
on drilling and mining structures has continued to
rise at a robust pace in response to elevated oil prices
and advances in technology for horizontal drilling
and hydraulic fracturing.

Inventory Investment

Real inventory investment stepped up in the first
quarter, as stockbuilding outside of motor vehicles
increased somewhat and motor vehicle inventories
were about unchanged following a substantial fourth-
quarter runoff. Outside of the motor vehicle sector,
the inventory-to-sales ratios for most industries cov-
ered by the Census Bureau’s book-value data remain
near the levels observed before the recession, and sur-
veys suggest that inventory positions for most busi-
nesses generally are not perceived as being excessive.
In the motor vehicle sector, the effects of the earth-
quake in Japan and supply constraints on the produc-
tion of some of the most fuel-efficient domestic
nameplate cars led to a sharp drop in inventories in
the second quarter, but some significant rebuilding of
inventories is likely to occur this quarter.

Corporate Profits and Business Finance

Operating earnings per share for S&P 500 firms con-
tinued to rise in the first quarter of 2011, increasing
at a quarterly rate of about 6 percent. With the latest
rise, aggregate earnings per share advanced to their
pre-crisis peak. During much of the first half of the
year, analysts marked up their forecasts of year-
ahead earnings by a modest amount; however, their
forecasts were flat from May to June.

The credit quality of nonfinancial corporations
improved further in the first half of 2011 as firms
continued to strengthen their balance sheets. Liquid
assets remained at record-high levels in the first quar-
ter, and the aggregate ratio of debt to assets—a
measure of corporate leverage—edged lower. Credit
rating upgrades of corporate debt outpaced down-
grades through June, and the six-month trailing bond
default rate for nonfinancial firms remained close to
zero. The delinquency rate on commercial and indus-
trial (C&I) loans at commercial banks decreased in
the first quarter to 2% percent, about the middle of
its range over the past two decades.

Borrowing by nonfinancial corporations remained
robust in the first half of the year, reflecting both
strong corporate credit quality and favorable financ-
ing conditions in capital markets. Gross issuance of
nonfinancial corporate bonds rose to a monthly
record high in May amid heavy issuance of both

investment- and speculative-grade debt. Firms sought
to refinance existing debt, lock in new funding at cur-
rent low yields, and, to a lesser extent, finance merger
and acquisition activity. The amount of unsecured
nonfinancial commercial paper outstanding also
picked up a bit in the first half of the year. Issuance
in the syndicated leveraged loan market reached pre-
crisis levels, partly owing to heavy refinancing activ-
ity and in response to strong demand for floating-rate
assets from institutional investors. Likely reflecting in
part an increased appetite for higher-yielding debt
instruments, the market for collateralized loan obli-
gations (CLOs) showed signs of renewed activity, and
issuance picked up.

After declining sharply in 2009 and 2010, C&I loans
on banks’ books rose at a vigorous pace in the first
half of 2011. The SLOOSs of January 2011 and
April 2011 showed that banks continued to ease stan-
dards and terms for C&I loans. In April, more than
half of the survey’s respondents reported having
trimmed spreads over their cost of funds on loans to
firms of all sizes. Respondents also indicated that
nonprice loan terms have eased; these results were
corroborated by the May 2011 Survey of Terms of
Business Lending (STBL), which suggested that the
average size of loan commitments at domestic banks
and the average maturity of loans drawn on those
commitments have trended up in recent quarters.
Banks responding to the SLOOS also noted an ongo-
ing firming of demand for C&I loans, particularly by
large and medium-sized firms.

For small businesses, borrowing conditions remained
tight. The May STBL revealed that the weighted-
average spread on C&I loan commitments of less
than $1 million stayed stubbornly high in recent
quarters, in contrast to a modest decline in the
spread on commitments of more than $1 million.
However, some signs of improvement in credit avail-
ability for small businesses have emerged in recent
months. In addition to the easing of terms and stan-
dards for C&I loans reported in the April SLOOS,
surveys conducted by the National Federation of
Independent Business showed that the net fraction of
small businesses reporting that credit had become
more difficult to obtain than three months ago has
declined to its lowest level since the financial crisis,
although it remains well above its pre-crisis average.
Moreover, the net percentage of respondents expect-
ing credit conditions to become tighter over the next
three months remained, on average, lower than in
2010. Demand for credit by small businesses is still
weak, with a historically small fraction of such busi-



nesses indicating that they have borrowing needs. In
addition, the fraction of businesses that cited credit
availability as the most important problem that they
faced continued to be small; many firms pointed
instead to weak demand from customers as their
greatest concern.

The fundamentals in commercial real estate (CRE)
markets remained extremely weak in the first half of
2011, although financing conditions for certain CRE
assets did see some modest improvement. Banks’
holdings of CRE loans continued to contract in the
first half of the year, driven by reduced lending for
construction and land development and sizable
charge-offs on existing loans. Although delinquency
rates for CRE loans at commercial banks receded
slightly from recent peaks, they remained at histori-
cally high levels, while the delinquency rate for loans
funded by commercial mortgage-backed securities
(CMBS) also continued to be elevated. Responses to
questions on CRE lending in the April 2011 SLOOS
showed that most domestic banks reported no
change in their lending standards for approving CRE
loans, although a few large banks and foreign banks
reported having eased such standards.

On net, financing conditions for investment-quality
properties—roughly, those with stable rent streams in
large cities—improved in the first half of the year,
although conditions worsened a bit in June with the
more general pullback from risky assets. Secondary-
market spreads for AAA-rated CMBS declined to
multiyear lows through May before retracing some-
what in June, and respondents to the Federal
Reserve’s June 2011 Senior Credit Officer Opinion
Survey on Dealer Financing Terms (SCOOS) indi-
cated that funding for less-liquid legacy CMBS had
increased.” New issuance of CMBS continued to pick
up, with issuance in the first half of 2011 exceeding
that in all of 2010. Renewed investor interest in high-
quality properties has also been evident in investment
flows into, and the share prices for, equity real estate
investment trusts, or REITs.

In the corporate equity market, combined gross issu-
ance of seasoned and initial offerings continued in
the first quarter of 2011 at the same solid pace seen
throughout 2010. At the same time, however, vol-
umes of equity retirements from share repurchases
and cash-financed mergers and acquisitions
remained high and continued to rise.

7 The SCOOS is available on the Federal Reserve Board’s website
at www.federalreserve.gov/econresdata/releases/scoos.htm.
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The Government Sector

Federal Government

The deficit in the federal unified budget remains
elevated. The Congressional Budget Office (CBO)
projects that the deficit for fiscal year 2011 will be
close to §1.4 trillion, or roughly 9 percent of
GDP-—a level comparable to deficits recorded in
2009 and 2010 but sharply higher than the deficits
recorded prior to the onset of the recession and
financial crisis. The budget deficit continues to be
boosted by the effects of the stimulus policies
enacted in recent years, including the provisions of
the American Recovery and Reinvestment Act of
2009 (ARRA) and the Tax Relief, Unemployment
Insurance Reauthorization, and Job Creation Act of
2010. In addition, the weakness in the economy con-
tinues to damp revenues and boost payments for
income support.

Federal receipts have risen rapidly lately—they are up
about 10 percent in the first eight months of fiscal
2011 compared with the same period in fiscal 2010.
Nonetheless, the level of receipts remains low;
indeed, the ratio of receipts to national income is less
than 16 percent, near the lowest reading for this ratio
in 60 years. The robust rise in revenues thus far this
fiscal year is largely a result of strong growth in indi-
vidual income tax receipts, likely reflecting some
step-up in the growth of nominal wage and salary
income and an increase in capital gains realizations.
Corporate taxes in the first eight months of the fiscal
year were up only about 5 percent from last year, as
the effect of strong profits growth on receipts was
partially offset by recent legislation providing more-
favorable tax treatment for some business investment.

Total federal outlays have risen nearly 6 percent in
the first eight months of fiscal 2011 relative to the
comparable year-earlier period. Much of the increase
in outlays this year relative to last has been related to
financial transactions. In particular, repayments to
the Treasury of obligations for the Troubled Asset
Relief Program lowered measured outlays last year
and hence reduced the base figure for this year’s
comparison. Excluding these transactions, outlays
were up less than 2 percent this year. This relatively
small increase in outlays reflects reductions in both
ARRA spending and unemployment insurance pay-
ments as well as a subdued pace of defense spending.
By contrast, net interest payments have increased
sharply, while most other spending has increased at
rates comparable to fiscal 2010.


http://www.federalreserve.gov/econresdata/releases/scoos.htm
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As measured in the national income and product
accounts (NIPA), real federal expenditures on con-
sumption and gross investment—the part of federal
spending that enters directly into the calculation of
real GDP—fell at an annual rate of close to 8 percent
in the first quarter. Defense spending, which tends to
be erratic from quarter to quarter, plunged almost 12 per-
cent and nondefense purchases were unchanged.

Federal Borrowing

Federal debt expanded at a somewhat slower pace in
the first half of this year than in 2010. On May 16,
the federal debt reached the $14.294 trillion limit,
and the Treasury began to implement extraordinary
measures to extend its ability to fund government
operations.® The Treasury estimates that if the Con-
gress does not raise the debt limit, the capacity of
these extraordinary measures will be exhausted on
August 2. Thus far, financial market participants do
not seem to be pricing in significant odds of a “tech-
nical default.” However, the risk of such a default
has been noted by the rating agencies. In June,
Moody’s Investors Service, Fitch Ratings, and Stan-
dard & Poor’s each indicated that they may down-
grade, to varying degrees, the credit rating of some or
all U.S. debt securities if principal or interest pay-
ments are missed. Moody’s noted that even if default
is avoided, its rating outlook would depend on the
achievement of a credible agreement on substantial
deficit reduction. In mid-April, Standard & Poor’s
revised its outlook for the federal government’s AAA
long-term and A-1+ short-term sovereign credit rat-
ings to negative, citing “material risks” that policy-
makers might fail to reach an agreement within the
next two years on how to address medium- and long-
term fiscal imbalances.

Federal debt held by the public reached about 65 per-
cent of nominal GDP in the second quarter of 2011
and, according to CBO projections, will surpass

70 percent of GDP in 2012. Despite continued high
levels of federal government financing needs and the
concerns raised by the debt limit, Treasury auctions
have been generally well received so far this year. For
the most part, bid-to-cover ratios and indicators of

8 On May 16, the Secretary of the Treasury declared a “debt issu-
ance suspension period” for the Civil Service Retirement and
Disability Fund, permitting the Treasury to redeem a portion of
existing Treasury securities held by that fund as investments and
to suspend issuance of new Treasury securities to that fund as
investments. The Treasury also began suspending some of its
daily reinvestment of Treasury securities held as investments by
the Government Securities Investment Fund of the Federal
Employees’ Retirement System Thrift Savings Plan.

foreign participation at auctions fell within historical
ranges. Demand for Treasury securities likely contin-
ued to be supported by heightened investor demand
for relatively safe and liquid assets in light of fiscal
troubles in some European countries. However, for-
eign net purchases of Treasury securities and the
pace of growth of foreign custody holdings of Treas-
ury securities at the Federal Reserve Bank of New
York moderated, on net, during the first half of the
year.

State and Local Government

State and local governments remained under signifi-
cant fiscal pressure in the first half of 2011. Over the
first six months of the year, these governments cut an
average of 28,000 jobs per month, similar to the pace
of job loss observed in 2010. Real construction
expenditures have also declined. After falling mod-
estly in 2010, real structures investment by state and
local governments plunged in the first quarter of
2011, and available information on nominal con-
struction through May suggests that construction
spending continued to decline in recent months.
Although federal stimulus funds have boosted con-
struction expenditures on highways and other trans-
portation infrastructure, other types of construction
spending—most notably construction of schools—
have been declining. Capital expenditures are not
typically subject to balanced budget requirements.
Nevertheless, the payments of principal and interest
on the bonds used to finance capital projects are gen-
erally made out of operating budgets, which are sub-
ject to balanced budget constraints. As a result, state
and local governments have had to make difficult
choices even about this form of spending.

State and local revenues appear to have risen moder-
ately over the first half of this year. Many states
reported strong revenue collections during the
income tax filing season, but federal stimulus grants,
while still sizable, have begun to phase out. At the
local level, property tax collections appear to be soft-
ening as the sharp declines in house prices increas-
ingly show through to assessments and hence to col-
lections. Thus, despite the recent good news on state
revenues, the state and local sector is likely to con-
tinue to face considerable budgetary strain for a
while. Moreover, many state and local governments
will need to set aside money in coming years to
rebuild their employee pension funds after the finan-
cial losses sustained over the past couple of years and
to fund health-care benefits for their retired
employees.



State and Local Government Borrowing

While conditions in the municipal bond market
improved somewhat in the first half of the year, those
conditions continue to reflect ongoing concerns over
the financial health of state and local governments.
On balance this year, yields on long-term general
obligation bonds fell somewhat more than those on
comparable-maturity Treasury securities; however,
the ratio of municipal bond yields to Treasury yields
remained high by historical standards. Credit default
swap (CDS) spreads for many states narrowed to
their lowest levels in at least a year but remain well
above their pre-crisis levels, while downgrades of the
credit ratings of state and local governments contin-
ued to outpace upgrades by a notable margin during
the first half of the year.

Issuance of long-term securities by state and local
governments dropped to multiyear lows in the first
half of 2011. In part, the decline is a consequence of
the outsized issuance seen in the fourth quarter of
2010, when states and municipalities rushed to issue
long-term bonds before the expiration of the Build
America Bond program at the end of the year.” How-
ever, the recent weakness likely also reflected tepid
investor demand. Mutual funds that invest in long-
term municipal bonds experienced heavy net out-
flows late last year and in January 2011. Net redemp-
tions slowed substantially in subsequent months, and
flows have been roughly flat since May.

The External Sector

Both real exports and imports of goods and services
expanded at a solid pace in the first quarter of 2011.
Real exports increased at an annual rate of 7"z per-
cent, supported by continued robust foreign demand
and the lower value of the dollar. Most major catego-
ries of exports rose, with industrial supplies, capital
goods, and automotive products posting the largest
gains. Across trading partners, exports to Canada,
Mexico, and other emerging market economies
(EMESs) were particularly strong, while exports to the
European Union (EU) and China were about flat.
Data for April and May suggest that exports contin-
ued to grow at a robust pace in the second quarter.

After moving up only modestly in the second half of
2010, real imports of goods and services accelerated
noticeably in the first quarter of this year, increasing

° The Build America Bond program, authorized under the
ARRA, allowed state and local governments to issue taxable
bonds for capital projects and receive a subsidy payment from
the Treasury for 35 percent of interest costs.
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at an annual rate of almost 5% percent, reflecting a
return to a more normal pace of expansion. Imports
of all major categories increased, with these gains
fairly broad based across trading partners. Data for
April and May indicate that, despite some drag from
the disruptions to automotive imports from Japan
following the earthquake, imports of goods and ser-
vices have continued to rise at a moderate pace.

All told, net exports made a small positive contribu-
tion of almost Y4 percentage point to real GDP
growth in the first quarter of 2011. The current
account deficit widened slightly from an average
annual rate of $465 billion in the second half of
2010 to $477 billion, or about 3% percent of GDP, in
the first quarter of this year; the widening resulted
primarily from the increase in the price of

imported oil.

The spot price of West Texas Intermediate (WTI)
crude oil continued its ascent into the early months
of 2011, rising sharply from around $90 per barrel at
the beginning of the year to peak at almost $115 by
late April. The increase over the first four months of
the year likely reflected continued robust growth in
global oil demand, particularly in the EMEs, coupled
with supply disruptions and the potential for further
disruptions due to the political unrest in the Middle
East and North Africa (MENA) region. In recent
weeks, the spot price of WTTI has fallen back to under
$100 per barrel because of increasing concerns that
global activity might be decelerating. On June 23, the
International Energy Agency decided to release

60 million barrels of oil from strategic reserves over
the following 30 days. The price of the far-dated
futures contracts for crude oil (that is, the contracts
expiring in December 2019) mostly fluctuated in the
neighborhood of $100 during the first half of the
year, implying that the markets viewed the run-up in
oil prices seen earlier in the year as partly transitory.

Over the first quarter, prices for a broad variety of
nonfuel commodities also moved up significantly. As
with oil, these increases were supported primarily by
continued strength in global demand, especially from
the EMEs. In addition, tight supply conditions
played a significant role in pushing up prices for
many food commodities. At the onset of the second
quarter, prices stabilized and generally began to
retreat amid growing uncertainty about the outlook
for the global economy, falling back to around the
elevated levels registered at the start of this year (see
box 1).
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Box 1. Commodity Price Developments

Despite recent declines, nominal prices for many
commodities are near record highs. The increase in
commodity prices since 2002 runs counter to the
trend over the prior two decades of declining real
prices. The earlier trend decline in part reflected the
aftermath of a spike in commodity prices in the
1970s, which eventually boosted supply and cur-
tailed demand for commodities. The relatively low
real commodity prices of the 1980s and 1990s, in
turn, set the stage for the pickup in prices over the
past decade, as underinvestment in new supply
capacity left commodity markets ill-prepared to meet
a surge in demand linked to rapid growth in global
real gross domestic product (GDP). The pickup in
world GDP growth was led by the emerging market
economies (EMEs). As EME growth is relatively com-
modity intensive, the concentration of world GDP
growth in these economies added to upward pres-
sures on demand for commodities and thus their prices.

EME demand has been important for growth in global
consumption of various commodities over the past
decade. For oil, metals, and soybeans, the entire
increase in consumption over the period is attribut-
able to the EMEs, particularly China. For corn,
increased U.S. ethanol production also has been an
important factor in boosting consumption.

While demand for commodities has been strong,
growth of supply has been relatively limited. For
example, oil production over the past decade
increased by only about half as much as was pro-
jected by the U.S. Department of Energy at the start
of the decade. Production in the Organisation for
Economic Co-operation and Development countries
was depressed by lower-than-expected production in

Prices of non-oil imported goods accelerated in the
first quarter of 2011, surging at an annual rate of
74 percent, the fastest pace since the first half of
2008. This pickup was driven by a few factors,
including the rise in commodity prices, significant
increases in foreign inflation, and the depreciation of
the dollar. In the second quarter of this year, with
commodity prices apparently stabilizing, import
price inflation likely moderated.

National Saving

Total U.S. net national saving—that is, the saving of
U.S. households, businesses, and governments,
excluding depreciation charges—remains extremely
low by historical standards. After having reached
nearly 4 percent of nominal GDP in early 2006, net
national saving dropped over the subsequent three
years, reaching a low of negative 3 percent in the
third quarter of 2009. Since then, the national saving
rate has edged up, on balance, but remains negative:

Mexico and the North Sea. The substantial miss in
the forecasted production by the Organization of the
Petroleum Exporting Countries (OPEC) in part reflects
a surprising unresponsiveness of OPEC’s supply to
higher prices, suggesting that an upward shift in
OPEC'’s perceived price target also held back supply
growth. Likewise, for metals, industry groups were
repeatedly overly optimistic in regard to projected
supply growth, most notably for copper. For agricul-
tural products, although yields and acreage
increased over the past 10 years, unusually unfavor-
able weather has restrained supplies in recent years.

The current high level of commodity prices is likely to
prompt an expansion of supply and a moderation in
demand that could relieve some of the pressures cur-
rently boosting prices. For energy, nonconventional
oil production continues to expand, including the
Canadian oil sands and the recent developments in
North Dakota’s Bakken Shale. Similarly, for natural
gas, new drilling technology has unlocked previously
inaccessible deposits of shale gas, resulting in much
higher U.S. natural gas production and lower prices.
For agriculture, although harvested acres overseas
have expanded briskly since 2000, yields for corn
and some other crops are currently much lower than
in the United States, suggesting the potential for fur-
ther gains abroad.

Although there are reasons for optimism, the relative
timing and magnitude of these supply and demand
adjustments are uncertain. Commaodity prices will
continue to be affected by the general evolution of
the global economy and by even less predictable fac-
tors, such as weather and political strife.

Net national saving was negative 1.4 percent of
nominal GDP in the first quarter of 2011 (the latest
data available). The increase in the federal deficit
more than accounts for the decline in the net national
saving rate since 2006, as private saving rose consider-
ably, on balance, over this period. National saving
will likely remain relatively low this year in light of
the continuing large federal budget deficit. If low lev-
els of national saving persist over the longer run, they
will likely be associated with both low rates of capital
formation and heavy borrowing from abroad, limit-
ing the rise in the standard of living of U.S. residents
over time.

The Labor Market

Employment and Unemployment

Conditions in the labor market have improved only
gradually and unevenly. In the first four months of
2011, private payroll employment increased an aver-



age of about 200,000 jobs per month, up from the
average pace of 125,000 jobs per month recorded in
the second half of 2010. However, private employ-
ment gains slowed in May and June, averaging only
65,000, with the step-downs widespread across indus-
tries. In addition, cutbacks in jobs continued at state
and local governments.

The unemployment rate, which had appeared to be
on a downward trajectory at the turn of the year, lev-
eled off at around 9 percent in the early months of
the year. Since then, it has edged up, and it reached
9.2 percent in June. Long-term joblessness has also
remained elevated. In June, 44 percent of those
unemployed had been out of work for more than six
months (see box 2). Meanwhile, the labor force par-
ticipation rate, which had declined gradually over
2009 and 2010, has remained roughly flat at a low
level since the beginning of 2011.

Other labor market indicators also corroborate the
view that the labor market remains weak. Initial
claims for unemployment insurance, which had
trended steadily downward over the first part of this
year, backed up some in the second quarter. Meas-
ures of job vacancies edged up, on balance, over the
first half of the year, but hiring has remained quite
tepid.

Productivity and Labor Compensation

Labor productivity has risen less rapidly recently.
Following an outsized increase of 6 percent in 2009,
output per hour in the nonfarm business sector
increased 2 percent in 2010 and at an annual rate of
1% percent in the first quarter of 2011. Available
information suggests that labor productivity likely
decelerated further in the second quarter.

Increases in hourly compensation continue to be
restrained by the weak condition of the labor market.
The 12-month change in the employment cost index
for private industry workers, which measures both
wages and the cost to employers of providing ben-
efits, has been 2 percent or less since the start of 2009
after several years of increases in the neighborhood
of 3 percent. Nominal compensation per hour in the
nonfarm business sector—a measure derived from
the labor compensation data in the NIPA—has also
decelerated noticeably over the past couple of years;
this measure rose just 2 percent over the year ending
in the first quarter of 2011, well below the average
increase of about 4 percent in the years before the
recession. Similarly, average hourly earnings for all
employees—the timeliest measure of wage develop-
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Box 2. Long-Term Unemployment

The deep recession and subsequent slow improve-
ment in the labor market have resulted in a sharp
increase in the incidence of long-term unemploy-
ment, defined here as being out of work 27 weeks
or longer. In the first quarter of this year, about

6 million persons (4 percent of the labor force) were
long-term unemployed. The long-term unemploy-
ment rate is almost twice as high as its previous
peak of about 22 percent of the labor force follow-
ing the recession of the early 1980s. Indeed, the
long-term unemployed currently make up 44 per-
cent of all unemployed, up from a previous peak of
25 percent in the early 1980s.

Although all unemployed persons experience a loss
of income, the long-term unemployed often face
particularly serious economic hardships. They are at
greater risk of exhausting unemployment insurance
benefits and drawing down savings and other
assets, and thus they likely suffer a greater deterio-
ration of living standards.

Even in good times, the likelihood of finding a new
job is generally lower for those who have remained
unemployed longer. During the most recent reces-
sion, job finding rates fell for workers at all unem-
ployment durations. More recently, job finding rates
have inched up some from their lows at the end of
the recession, but they remain quite low at all
durations.

In part, low job finding rates among the long-term
unemployed reflect the fact that, at any given time,
some attributes—including certain skills, locations,
or other characteristics—are associated with
greater difficulty in finding employment. In addition,
long-term unemployment may compound the diffi-
culty that some individuals have in finding a job by
degrading their skills, employment networks, and
reputations. Moreover, some who have been unsuc-
cessful in their job search for a long period may per-
manently drop out of the labor force, in some cases
by retiring earlier than planned or applying for dis-
ability benefits, thereby reducing aggregate employ-
ment for years to come.

ments—rose 1.9 percent in nominal terms over the
12 months ending in June.

Unit labor costs in the nonfarm business sector
edged up ¥ percent over the year ending in the first
quarter of 2011, as the rate of increase of nominal
hourly compensation was just slightly higher than
that of labor productivity. Over the preceding

year, unit labor costs fell nearly 3 percent.

Prices

Inflation stepped up considerably in the first half of
2011. After rising less than 1%4 percent over the

12 months of 2010, the overall PCE chain-type price
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index increased at an annual rate of more than 4 per-
cent between December 2010 and May 2011 as
energy prices soared and food prices accelerated.
PCE prices excluding food and energy also acceler-
ated over the first five months of the year, rising at
an annual rate of 2% percent, compared with the
extremely low rate of about % percent over the

12 months of 2010. The recent increases in both
overall inflation and inflation excluding food and
energy appear to reflect influences that are likely to
wane in coming months.

Consumer energy prices—particularly for motor fuel
and home heating oil—rose sharply in the first few
months of 2011 as the price of crude oil surged.
Between December and April, the PCE price index
for consumer energy items climbed almost 12 percent
(not at an annual rate), and the national-average price
of gasoline approached $4 per gallon. But consumer
energy prices began to turn down in May in response
to declines in the prices of crude oil and wholesale
refined products; while the June reading on the PCE
index is not yet available, survey-based information
on retail gasoline prices suggests that consumer
energy prices likely declined further last month.

After rising modestly last year, consumer prices for
food and beverages accelerated this year, rising at an
annual rate of more than 6 percent from December
to May. Farm commodity prices increased sharply
over the past year as the emerging recovery in the
global economy coincided with poor harvests in sev-
eral major producing countries, and this sharp
increase has fed through to consumer prices for
meats and a wide range of other more-processed
foods. In addition, a freeze-related upswing in con-
sumer prices for fruits and vegetables boosted PCE
food prices earlier this year; these prices began to
retreat in the spring.

Price inflation for consumer goods and services other
than energy and food appears to have been boosted
during the first five months of 2011 by higher prices
of imported items as well as by cost pressures gener-
ated by increases in the prices of oil and other indus-
trial commodities; given the apparent stabilization of
commodity prices, these pressures should fade in
coming months. In addition, prices of motor vehicles
increased sharply when supplies of new models were
curtailed by parts shortages associated with the
earthquake in Japan. These shortages are expected to
diminish in coming months as supply chain problems
are alleviated and motor vehicle production increases.

Longer-term inflation expectations remained stable
during the first half of the year. In the Thomson
Reuters/University of Michigan Surveys of Consum-
ers, median longer-term expectations were 3 percent
in June, well within the range seen over the past sev-
eral years. Moreover, the second-quarter reading of
10-year-ahead inflation expectations from the Survey
of Professional Forecasters, conducted by the Federal
Reserve Bank of Philadelphia, stood at 2% percent in
the second quarter, only slightly higher than the

2 percent reading recorded in the fourth quarter of
last year. Measures of inflation compensation
derived from yields on nominal and inflation-indexed
Treasury securities fluctuated over the first half of
the year in response to changes in commodity prices
and the outlook for economic growth. On balance,
medium-term inflation compensation ended the first
half of the year slightly higher, but compensation at
longer-term horizons was little changed.

Survey-based measures of near-term inflation expec-
tations moved up during the first half of the year,
likely reflecting the run-up in energy and food prices.
Median year-ahead inflation expectations in the
Michigan survey, which had been relatively stable
throughout much of 2010, stepped up markedly
through April but then fell back a bit in May and
June as prices for gasoline and food decreased.

Financial Developments

Financial market conditions became somewhat more
supportive of economic growth, on balance, in the
first half of 2011, reflecting in part continued mon-
etary policy accommodation provided by the Federal
Reserve. In the early part of the year, strong corpo-
rate profits and investors’ perceptions that the eco-
nomic recovery was firming supported a rise in
equity prices and a narrowing of credit spreads. Since
May, however, indications that the U.S. economic
recovery was proceeding at a slower pace than previ-
ously anticipated, a perceived moderation in global
growth, and mounting concerns about the persisting
fiscal pressures in Europe weighed on investor senti-
ment, prompting some pullback from riskier finan-
cial assets.

Monetary Policy Expectations and

Treasury Rates

On net over the first half of the year, amid indica-
tions of a slowing in the pace of economic recovery,
market participants pushed out the date when they
expect the target federal funds rate to first rise above
its current range of 0 to Y4 percent and scaled back



their expectations of the pace at which monetary
policy accommodation will be removed. Quotes on
money market futures contracts imply that, as of
early July 2011, investors expect the federal funds
rate to rise above its current target range in the fourth
quarter of 2012, about three quarters later than the
date implied at the start of the year.'® Investors also
expect, on average, that the effective federal funds
rate will be about 75 basis points by the middle of
2013, about 90 basis points lower than anticipated at
the beginning of 2011. Over the first half of the year,
investors coalesced around the view that the Federal
Reserve would complete the $600 billion program of
purchases of longer-term Treasury securities
announced at the November 2010 meeting of the
Federal Open Market Committee (FOMC); the pro-
gram was completed at the end of June.

Yields on nominal Treasury securities declined, on
balance, over the first half of 2011. Treasury yields
initially rose in the first quarter amid signs that the
U.S. economic recovery was on a firmer footing and
that higher prices for energy and other commodities
were boosting inflation and investor uncertainty
about future inflation. However, yields subsequently
more than reversed their earlier increases, as weaker-
than-expected economic data pointed to a slower
pace of economic recovery in the United States, com-
modity prices eased somewhat, and investors sought
the relative safety and liquidity of Treasury securities
in the face of heightened concerns about the ongoing
fiscal strains in Europe. As of early July, yields on 2-,
5-, and 10-year Treasury notes had dropped about
20, 40, and 30 basis points, respectively, since the
start of the year, reaching very low levels. Uncer-
tainty about longer-term interest rates, as measured
by the implied volatility on 10-year Treasury securi-
ties, declined, on balance, reflecting in part the reso-
lution of uncertainty about the ultimate size and
duration of the Federal Reserve’s asset purchase pro-
gram and the lower odds perceived by investors of a

19 When interest rates are close to zero, determining the point at
which financial market quotes indicate that the federal funds
rate will move above its current range can be challenging. The
path described in the text is the mean of a distribution calcu-
lated from derivatives contracts on federal funds and Eurodol-
lars. The asymmetry induced in this distribution by the zero
lower bound causes the mean to be influenced strongly by
changes in uncertainty regarding the policy path, complicating
the interpretation of the expected path. Alternatively, one can
use similar derivatives to calculate the most likely, or “modal,”
path of the federal funds rate, which tends to be more stable.
This alternative measure has also moved down, on net, since the
beginning of the year, but it suggests a flatter overall trajectory
for the target federal funds rate, according to which the effective
rate does not rise above its current target range until the second
half of 2013.
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rapid removal of monetary policy accommodation.
However, volatility increased for a time in mid-June
as concerns escalated about the effects of Europe’s
fiscal problems on European banks. Thus far, the
issues surrounding the statutory debt limit seem not
to have affected either Treasury yields or implied
volatility noticeably, suggesting that investors gener-
ally believe that policymakers will reach an agreement
to raise the limit before the Treasury exhausts its
capacity to borrow in early August.

Corporate Debt and Equity Markets

Yields on corporate bonds across the credit spectrum
generally declined, on net, during the first half of the
year by amounts broadly similar to those on
comparable-maturity Treasury securities, leaving risk
spreads little changed. After narrowing in the first
four months of the year, spreads subsequently
retraced, reflecting disappointing news about the
strength of the economic recovery at home as well as
the ongoing fiscal stresses in Europe. Nonetheless,
bond spreads remained at the lower ends of their his-
torical ranges. The term structure of corporate yield
spreads indicated that the recent widening was con-
centrated in near-term forward spreads rather than
far-term forward spreads. This information suggests
that while investors have become a bit more con-
cerned about near-term risks, there has been little if
any change in their willingness to bear risk at longer
horizons; in fact, far-term forward spreads, particu-
larly for high-yield bonds, are close to their historical
lows. In the secondary market for syndicated lever-
aged loans, the average bid price edged up further,
reflecting strong demand from institutional investors
for the asset class and a further improvement in
fundamentals.

Broad equity price indexes posted hefty gains in the
first quarter of 2011 because of strong earnings
reports and expectations that the economic recovery
was firming. Equity prices fell back somewhat in
May and June as investors downgraded their expec-
tations for economic growth and reacted to the situa-
tion in Europe, but the market subsequently
rebounded as concerns about the near-term risks in
Europe appeared to ease. On net, stock prices ended
the first half of the year significantly higher. Implied
volatility of the S&P 500 stock price index, as calcu-
lated from options prices, was slightly lower, on net,
but fluctuated in response to various risk events dur-
ing the first half of the year.

With some investors seeking to boost nominal
returns in an environment of very low interest rates,
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monies continued to flow, on net, into mutual funds
that invest in higher-yielding debt instruments
(including speculative-grade corporate bonds and
leveraged loans) in the first half of 2011. These
inflows likely supported strong issuance and contrib-
uted to the easing of conditions in corporate bond
markets. However, consistent with the subsequent
downturn in risk sentiment, equity mutual funds
experienced large net outflows in May and June—the
first monthly outflows from such funds since Octo-
ber 2010. Money market mutual funds continued to
have moderate net outflows amid the very low yields
that these funds pay. Within the universe of money
market funds, institutional prime money market
funds experienced a stepped-up pace of outflows in
June, likely reflecting in part some concerns about
such funds’ exposures to European financial
institutions.

Market Functioning and

Dealer-Intermediated Credit

Conditions in short-term funding markets were gen-
erally stable in the first half of 2011. Spreads of Lon-
don interbank offered rates, or Libor, over
comparable-maturity overnight index swap rates—a
measure of stress in short-term bank funding mar-
kets—remained relatively narrow. However, forward
agreements for short-term U.S. dollar funding start-
ing three months hence jumped in mid-June as con-
cerns increased regarding the exposures of some
European banks to peripheral European sovereign
debt. In addition, some European financial institu-
tions faced reduced access to U.S. dollar funding, as
evidenced by their declining issuance of commercial
paper in the United States and rates on their paper
that remain noticeably elevated compared with rates
paid by other issuers. In commercial paper markets
more broadly, spreads of yields on lower-quality
A2/P2-rated paper over those on higher-quality
AA-rated nonfinancial paper edged slightly higher,
both at overnight and 30-day tenors; spreads of
yields on AA-rated asset-backed commercial paper
over those on AA-rated nonfinancial paper remained
Narrow.

In repurchase agreement (repo) transactions, haircuts

on securities used as collateral were, on balance, little
changed over the first half of the year. The Federal
Deposit Insurance Corporation’s implementation on
April 1 of a change in its deposit insurance assess-
ment system—which, for the first time, effectively
assessed premiums on the nondeposit liabilities of
large banks—reduced banks’ demand for short-term
funding, putting downward pressure on short-term

rates.'! Money market rates softened further in late
June, with rates in secured funding markets near
zero; investors pointed to a shortage of collateral and
higher demand for safe, liquid assets as factors con-
tributing to the decline.

Information from the Federal Reserve’s quarterly
SCOOS suggested a continued gradual easing in
credit terms for most types of counterparties in secu-
rities financing and over-the-counter (OTC) deriva-
tives markets in the first half of the year. Dealers
indicated that the easing came primarily in response
to more-aggressive competition from other institu-
tions and an improvement in general market liquidity
and functioning. The easing of terms occurred pri-
marily for securities financing transactions, while
nonprice terms on OTC derivatives transactions were
little changed on balance. Dealers also reported a
continued increase in demand for funding for most
types of securities, excluding equities.

The use of dealer-intermediated leverage appears to
have increased from its very low level reached during
the financial crisis. Responses to special questions
included in the SCOOS in March 2011 and June 2011
also tended to corroborate the view that dealer-
intermediated leverage had increased somewhat over
the past six months among both hedge funds and tra-
ditionally unlevered investors. Nonetheless, respon-
dents to the June survey reported that the overall use
of leverage remained at levels roughly midway
between the pre-crisis peak and the post-crisis
trough. That the usage of dealer-intermediated lever-
age is still well below the peak appears consistent
with other evidence, including current triparty and
securities lending activity, a lack of any meaningful
issuance of structured finance products other than
CLOs, and no sign of a pickup in financing instru-
ments that embed significant leverage, such as total
return swaps. Responses to another special question
on the June 2011 SCOOS indicated that there was
some unused funding capacity under existing agree-
ments for all types of institutional clients, and that
unused capacity had generally increased since the

' On April 1, 2011, the Federal Deposit Insurance Corporation
implemented changes to its deposit insurance assessment system
that broadened the definition of the assessment base and altered
assessment rates, especially for large banks. Under the new
system, insurance premiums are based on an insured depository
institution’s total assets less tangible capital—essentially all
liabilities—rather than domestic deposits. The new assessment
rate schedule continued to assign higher assessment rates to
banks that pose greater risks to the insurance system. In the
aggregate, the changes in the assessment system were intended
to be revenue neutral.



beginning of 2011. This finding suggests that lever-
age is constrained by counterparties’ risk appetites
rather than funding availability. With the pullback
from risk-taking and turn in market sentiment in
June (after responses to the June SCOOS were filed),
leverage use appears to have declined. Hedge funds
saw an erosion of the returns posted during the first
few months of the year, leaving their returns roughly
flat for the year to date.

Measures of liquidity and functioning in most finan-
cial markets suggest that conditions were generally
stable during the first half of 2011. In the Treasury
market, various indicators, such as differences in the
prices between alternative securities with similar
remaining maturities and spreads between yields on
on-the-run and off-the-run issues, suggest that the
market continued to operate normally and that the
implementation and subsequent completion of the
Federal Reserve’s program of purchases of longer-
term Treasury securities did not have an adverse
effect on market functioning. Bid-asked spreads and
dealer transaction volumes were within historically
normal ranges. Estimates of the bid-asked spreads in
corporate bond markets were steady at low levels,
and the dispersion of dealer quotes in the CDS mar-
ket reached the lowest level since the financial crisis.
In the secondary market for leveraged loans, bid-
asked spreads also moved modestly lower, on net,
over the first half of the year.

Banking Institutions

After a relatively positive first quarter, market senti-
ment toward the banking industry dimmed in the
second quarter against the backdrop of the more
guarded economic outlook and heightened uncer-
tainty over future regulatory requirements for finan-
cial institutions. As a result, equity prices of com-
mercial banks fell markedly, significantly underper-
forming the broader stock market over the first half
of the year. Measures of the profitability of the
banking industry in the first quarter remained at lev-
els noticeably below those that prevailed before the
financial crisis. A decline in pre-provision net revenue
was about offset by a further reduction in loan loss
provisions, which presumably reflected the improve-
ment in most measures of the quality of banks’
assets.'> However, net charge-offs exceeded provi-
sions for the fifth consecutive quarter, and loan loss
reserves remained low relative to delinquent loans
and charge-offs. Net interest margins slid a bit, while

12 Pre-provision net revenue is the sum of net interest income and
noninterest income less noninterest expense.
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a decline in banks’ income from deposit fees was off-
set by gains in income from trading activities. About
50 of the roughly 6,500 banks in the United States
failed in the first half of the year, fewer than the
approximately 70 failures in the second half of 2010.

Indicators of credit quality at commercial banks
improved in the first quarter of 2011; the overall
delinquency rate on loans held by such banks fell
somewhat and charge-off rates declined. Median
spreads on CDS written on banking institutions,
which reflect investors’ assessments of and willing-
ness to bear the risk that those institutions will
default on their debt obligations, were about
unchanged, on net, for a group of six of the largest
banks and slightly narrower for a group of nine other
banks. CDS spreads for foreign banking organiza-
tions with a presence in U.S. markets widened some,
owing to concerns about developments in Europe
and the organizations’ exposures to sovereign Euro-
pean debt.

Credit provided 