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Domestic Developments

The economic data that we have received in recent weeks have generally come in close to
our expectations, and we have made little change to our projection. Although the data are
far from conclusive, we continue to believe that the economy is likely in recession. The
strongest support for that view comes from the labor market, where private payrolls are
estimated to have contracted about 100,000 per month since the turn of the year and the
unemployment rate moved above 5 percent in March. The available spending indicators
also suggest that a substantial softening of activity is under way. Consumer outlays have
continued to post only meager gains, and business outlays for equipment appear to be
weakening. In addition, consumer and business sentiment has deteriorated further.
Housing construction has continued to contract sharply, and nonresidential building now
looks to be turning down as well. A notable bright spot in the picture remains export
demand, which has provided some cushion to the weakening in domestic spending.

All told, we estimate that real gross domestic product (GDP) rose at an annual rate of less
than %2 percent in the first quarter and project that output will decline at a 1% percent rate
in the second quarter.

Real GDP is expected to rise at roughly a 1 percent pace over the second half of the year,
as the tax rebates are expected to limit the deterioration of the economy over the next few
quarters. However, with the growth of output remaining well below the economy’s
potential, the unemployment rate is projected to rise to 5% percent by year-end. Over
time, the past and projected easing in monetary policy, along with the depreciation of the
dollar, gradually improving financial conditions, and the waning drag on activity from
past increases in energy prices, should foster a recovery in aggregate demand. As a
consequence, we project that real GDP will increase 2.8 percent in 2009 and that the
unemployment rate will edge down to 5% percent by year-end. From 2010 to 2012,

we expect real GDP to rise a bit less than 3 percent per year on average and the
unemployment rate to fall to 4% percent by the end of that period.

Recent data on core consumer price inflation have been somewhat lower than we
projected in the last Greenbook. However, the details of the recent reports suggest that
much of the favorable news is probably transitory, and with prices for crude oil and other
imports showing larger increases than we had anticipated in March, we have marked up
our inflation forecast a bit in the second half of this year. That said, we continue to
anticipate that increasing slack in labor and product markets will put some offsetting
downward pressure on inflation over time. All told, we expect core personal
consumption expenditures (PCE) inflation to increase 2.3 percent this year, the same as in
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Key Background Factors Underlying the Baseline Staff Projection
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the March Greenbook. In 2009, as the pass-through of higher energy and import prices
fades in an environment with some noticeable slack in resource utilization, core price
inflation is expected to moderate to a 2.0 percent pace. Total PCE inflation is expected to
slow from 3.3 percent this year to 1.8 percent next year, as energy prices stabilize and
core inflation steps down.

Key Background Factors

We assume that the Federal Open Market Committee (FOMC) will reduce the target
federal funds rate to 2 percent at this meeting and to 1% percent at the June meeting.

The federal funds rate is assumed to remain at that level through the end of 2009. Futures
quotes suggest that market participants have priced in a bit less easing over the near term
and expect the Committee to begin gradually tightening policy this fall; by the end of
2009, the market’s expected path for the federal funds rate reaches 2% percent, an
upward shift of about ¥ percentage point from the path prevailing at the time of the
March Greenbook. With respect to longer-term rates, we expect the 10-year Treasury
rate to drift up over the projection period as the 10-year window moves through the
especially low short rates this year and next. However, the upward tilt to this trajectory is
shallower than in the March Greenbook, because the staff’s assumed path for policy
implies a larger downward surprise in interest rates for market participants than in March,
and because at least part of the rise in Treasury yields that we had anticipated to result
from a reversal of safe-haven demands appears to have already occurred.

Although short-term funding markets remain under considerable stress, conditions in
financial markets overall have improved somewhat since we closed the March
Greenbook. Investors seem to have become less concerned about the risk of a financial
crisis, likely a response to the actions taken by the Federal Reserve and news regarding
financial firms that were seen as reducing the likelihood of potential failures. In this
environment, yield spreads on speculative-grade corporate bonds have fallen noticeably.
Spreads on investment-grade bonds also have come down since mid-March, albeit by less
than we had expected. Similarly, the spread of the conforming fixed mortgage rate over
Treasury securities has narrowed less than we were anticipating in the March Greenbook.
Still, in the context of gradually improving economic and financial conditions, we expect
both spreads to decline over the forecast period and to end the projection at levels only a
bit above those assumed in the last Greenbook.

Partly reflecting the market’s reduced fears about a financial meltdown, broad indexes of
stock prices have moved up since the March Greenbook and currently stand about
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5 percent above the level implicit in our previous forecast. Even so, the equity risk
premium remains elevated relative to historical norms. As in the March Greenbook,

we are assuming that the equity premium stays near its current level through the end of
this year and then narrows in 2009 as the economy strengthens. Accordingly, equity
prices are assumed to rise at an annual rate of 7 percent over the rest of this year from the
higher starting level and then to increase 11% percent next year. We have built in a bit
more downward tilt to our projection for house prices than we had in the March
Greenbook. We now assume that the Office of Federal Housing Enterprise Oversight
purchase-only house price index will fall 62 percent this year and 4% percent next year,
leaving the level of house prices at the end of 2009 about 1 percent lower than last
Greenbook.

Our assumptions about fiscal policy are unchanged from the March Greenbook; we
estimate that fiscal impetus will boost real GDP growth about ¥ percentage point this
year and that impetus drops to about zero next year. We expect real defense spending to
rise a cumulative 10 percent over the next two years, reflecting further increases in
spending related to Iraq and Afghanistan and some ramping up of expenditures for other
defense programs. We are not assuming any other new spending initiatives over the
projection period.® As for tax policy, we expect the Treasury to distribute about

$95 billion in rebates to households from the beginning of May through mid-July, with
an additional $18 billion spread over late 2008 and early 2009; in addition, we anticipate
that corporate income tax collections will be reduced this year by the 50 percent bonus
depreciation included in the stimulus package. We continue to assume that other major
expiring tax provisions will be extended and that no other significant tax policy changes
will be made over the next two years.

The combination of the fiscal stimulus package and the weakening economy leads to a
projected widening of the unified budget deficit from $162 billion in fiscal 2007 to about
$375 billion in fiscal 2008 and to over $400 billion next year. Our projected deficit for
fiscal year 2008 is somewhat lower than last round because of the surprisingly strong
corporate income tax payments in April.

! The Congress is considering various proposals to address problems in housing markets and economic
weakness. These policies include extending eligibility for unemployment benefits, increasing grants to
state and local governments, and providing targeted tax incentives for housing. At this time, because
enactment of these measures is quite uncertain, and because the proposals currently under consideration
would have only a small effect on aggregate demand, we have not included them in our policy assumptions.
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The foreign exchange value of the dollar has changed little on balance since the March
Greenbook. We continue to expect the real trade-weighted value of the dollar to decline
at an annual rate of about 3 percent over the remainder of the projection period. The
downturn in the U.S. economy and the stresses in foreign financial markets are likely to
affect the path of activity abroad. In particular, we anticipate these influences to slow the
growth of foreign activity from a pace of slightly more than 4 percent in 2007 to

2Y4 percent this year. As these restraining effects begin to fade, growth of foreign output
is projected to pick up to a 3% percent rate in 20009.

The spot price of West Texas intermediate (WTI) crude oil reached a new high during the
intermeeting period and stood close to $120 per barrel at the close of the Greenbook.
Meanwhile, WTI contracts for delivery this summer have risen about $11 dollars per
barrel while longer-dated contracts have moved up a bit less. Some of the upward
movement reportedly reflects diminished prospects for non-OPEC supply from Mexico
and Russia. Incoming information on demand has been mixed as analysts have marked
down their projections for demand from advanced economies but have revised up their
projections for emerging market economies. Consistent with futures market quotes, our
projection calls for the price of WTI to average about $117 per barrel in the current
quarter and then to edge down to $110 by the end of the forecast period—a level about
$10 per barrel above our previous projection.

Recent Developments and the Near-Term Outlook

Based on the data currently available, we estimate that real GDP edged up at an annual
rate of %2 percent in the first quarter. For the second quarter, we project real GDP to
contract at an annual rate of 1%z percent. With the incoming information, both on the
whole and in the particulars, close to our expectations, our projection for the first half of
this year is very similar to that in the March Greenbook. Still, the contraction in real
activity that we are projecting for the current quarter rests importantly on two maintained
assumptions. The first is that the economy has shifted into a recession regime, and that,
consequently, household and business spending will—in line with the experience from
previous recessions—decline more than suggested by our standard models. The second
is that part of the stimulus to consumer spending from the tax rebates will be met from
imports and, in the first instance, from inventories, thereby limiting the impetus to
domestic production.

Labor demand deteriorated noticeably in the first quarter. Private nonfarm payrolls fell
nearly 100,000 in March, and the figures for January and February were revised down to



I-6  Class Il FOMC—Restricted (FR) Part 1: Summary and Outlook, April 23, 2008

Summary of the Near-Term Outlook
(Percent change at annual rate except as noted)

2008:Q1 2008:Q2
Measure Mar | Apr | Mar | Apr
GB GB GB GB
Real GDP 1 4 -10 -14
Private domestic final purchases -14  -10 -20 -22
Personal consumption expenditures 2 1.0 5 2
Residential investment -331 -309 -333 -32.0
Business fixed investment 20 -11 -65 -6.7
Government outlays for consumption
and investment 3.1 0.7 14 2.8
Contribution to growth
(percentage points)
Inventory investment 1 g 17 24
Net exports g 3 2.2 2.3

show similar declines. In addition, the unemployment rate rose to 5.1 percent last month,
and claims for unemployment insurance remained at elevated levels through mid-April.
Given our forecast for a downturn in business output, we expect additional cuts in private
payrolls of roughly 160,000 workers per month, on average, this quarter, and an increase
in the unemployment rate to 5.3 percent by June.

Real personal consumption expenditures have been moving essentially sideways since
late last year. With mounting job losses and outsized increases in energy prices holding
down real income, falling home values cutting into household net worth, and consumer
sentiment deteriorating further, we would, all else equal, expect a noticeable decline in
PCE in the second quarter. However, the tax rebates are anticipated to boost the change
in spending by 1Y% percentage points in the second quarter, leading us to project PCE to
increase at an annual rate of ¥ percent.

As we had expected, activity in the housing sector continues to contract sharply. Starts of
single-family homes fell to an annual rate of 680,000 units in March, and given the low
level of new permit issuance, we are looking for starts to fall to a rate of 600,000 units in
the second quarter. As a result, we expect residential investment to drop at an annual rate
of more than 30 percent in both the first and second quarters. The cutbacks in new
construction over the past year have enabled builders to make some progress in reducing
the stock of unsold new homes. Nevertheless, with sales down sharply over that period
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as well, months’ supply of new homes has increased further from an already elevated
level.

In the business sector, real investment in equipment and software (E&S) appears to have
been about unchanged in the first quarter, after having risen at an annual rate of 3 percent
in the fourth quarter. The available data point to a noticeable deceleration in high-tech
investment and a sharp drop in business outlays for motor vehicles; spending on goods
outside of high-tech and transportation looks to have been roughly unchanged in the first
quarter. We expect real E&S spending to decline at an annual rate of 8% percent in the
second quarter, reflecting the deteriorating outlook for sales, reduced credit availability,
and downbeat readings on business sentiment. As is the case for other components of
private spending, E&S spending tends to move to levels below those implied by
fundamentals during recessionary periods, and we expect that this episode will not prove
to be an exception to this pattern.

Given the data on nominal construction put in place through February, we estimate that
real investment on nonresidential structures decreased at an annual rate of 2%, percent in
the first quarter after having posted a double-digit gain last year. The apparent softening
in structures investment has been more rapid than we had anticipated in our previous
forecast, but it is consistent with anecdotal reports from general contractors suggesting
that reduced credit availability and less-favorable lending terms are weighing heavily on
new activity in this sector. Accordingly, we have marked down our near-term forecast
for spending in this sector to show a drop at an annual rate of 3% percent in the second
quarter. The one notable exception to the emerging weakness in this sector is in drilling
and mining structures, where high prices for crude oil and natural gas are providing
considerable support to new investment.

We estimate that real nonfarm inventories edged down at an annual rate of $2 billion in
the first quarter following a $22 billion runoff in the fourth quarter; the slower pace of
liquidation is estimated to have boosted the growth of real GDP by % percentage point
last quarter. In general, we see only scattered evidence of inventory overhangs. Even so,
we foresee a sharp drop-off in inventories in the current quarter, both because we expect
firms to cut production promptly in response to any deterioration in sales and because we
anticipate that much of the increased demand from the tax rebates will initially be met by
drawing down inventories. As a result, we project that inventory investment will subtract
2% percentage points from the change in real GDP in the second quarter.
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In the government sector, we estimate that real federal purchases rose at an annual rate of
2 percent in the first quarter. This increase is smaller than we had anticipated, as defense
spending was unusually weak for the second consecutive quarter. Given the budget
appropriations enacted last year, we expect a rebound in defense spending this quarter to
boost the rise in federal purchases to an annual rate of 5 percent. We estimate that real
state and local expenditures on goods and services were about unchanged in the first
quarter, with continued moderate gains in real compensation offset by a drop in
construction spending. The ongoing increases in compensation reflect hiring for
education, which we anticipate will persist into the second quarter. While we are
expecting a slowdown in construction spending, we suspect that some of the weakness
last quarter was transitory, given the volatility of the data. Accordingly, we look for a
small increase in real construction outlays in the second quarter and a 1% percent gain for
state and local spending as a whole.

Export demand has remained brisk, supported by the depreciation of the dollar and solid
foreign economic growth. We estimate that real exports rose at an annual rate of

6Y4 percent in the first quarter, and we expect exports to expand at a similar pace in the
second quarter. After having declined in the fourth quarter, real imports are estimated to
have risen at an annual rate of 2% percent in the first quarter, boosted by sizable increases
in imports of crude oil and natural gas. We project imports to fall at an annual rate of
8Y4 percent in the second quarter as the surge in oil imports reverses and as core imports
slump further in response to weak domestic demand and the rising relative price of
foreign goods. All told, we estimate that net exports contributed % percentage point to
real GDP growth in the first quarter, and we expect that they will add 2% percentage
points to growth in the current quarter.

Based on data from the consumer price index and producer price index through March,
we estimate that core PCE prices rose at an annual rate of 2.1 percent in the first quarter.
This estimate is 0.6 percentage point lower than we were anticipating in the last
Greenbook, with downside surprises in both market-based prices, particularly for housing
and medical services, and in nonmarket prices. Although we have carried some of the
good news on services prices forward into the second quarter, it has been offset by
upward revisions to our projections for goods prices in response to the higher readings on
import prices. As a result, our forecast for core PCE inflation for the current quarter is
2.3 percent, the same as in the March Greenbook. Meanwhile, further sizable increases
in food and energy prices boosted total PCE inflation to 3.5 percent last quarter; as with
core inflation, this estimate is also 0.6 percentage point lower than in our previous
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forecast. However, with energy prices expected to rise sharply in coming months, we are
projecting total PCE inflation to move up to 4.3 percent this quarter, 0.3 percentage point
higher than in the March Greenbook.

The Medium-Term Outlook

As in the March Greenbook, we project that real GDP will rise slowly over the second
half of this year and then accelerate to a pace above potential growth in 2009. The slow
pace of growth later this year reflects our assessment that the impetus from fiscal and
monetary stimulus, along with continued strong demand from the external sector, will be
mostly offset by ongoing restraint from financial market turmoil, falling household
wealth, the past increases in oil prices, and the continuing contraction in housing.

In 2009, we assume that the stimulus from monetary policy will be reinforced by a
gradual improvement in the tenor of financial markets and by a lessening of the drag on
demand from past increases in oil prices. As a result, real GDP is projected to rise

2.8 percent next year despite the fading effects of the fiscal stimulus on aggregate
demand.

Household spending. The projected contour for real PCE is similar to that in the March
Greenbook, with a negligible rise projected for this year and relatively subdued growth
expected in 2009. The quarterly pattern of spending in our forecast is affected
importantly by the tax rebates: The addition to income should temporarily provide a
significant boost to consumption in the second and third quarters of this year, then the
level of spending is projected to drop back to a level consistent with the fundamentals,
falling noticeably in the fourth quarter and posting only a small gain in the first quarter of
next year. Abstracting from the effects of the tax rebates, real PCE is expected to remain
weak throughout the year. As economic and financial conditions begin to improve and
consumer sentiment recovers, the growth of real PCE is projected to pick up to a

2 percent pace in 2009.

Residential investment. After plunging at an annual rate of 32 percent during the first
half of 2008, residential investment is projected to contract at a 22 percent pace during
the second half of the year and to decline a further 4 percent in 2009. This forecast is
similar to that in the March Greenbook. We continue to look for sales to flatten out at a
low level in the second half of this year. But, with months’ supply of unsold homes
being extremely high, we continue to believe that builders will need to reduce the pace of
construction substantially further in coming quarters. As a result, we are looking for
single-family starts to decline to an annual rate of 570,000 units by the fourth quarter of
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Projections of Real GDP
(Percent change at annual rate from end of
preceding period except as noted)

Measure 2008 2009
H1 H2

Real GDP -5 9 2.8
Previous -4 7 3.0
Final sales 3 -2 2.1
Previous A 2 2.2
PCE .6 -7 2.0
Previous A -4 2.0
Residential investment -31.5 -22.1 -3.9
Previous -33.2 -18.8 -3.9
BFI -3.9 -3.7 1.3
Previous -2.4 2.7 2.1
Government purchases 1.8 2.2 1.5
Previous 2.2 2.1 1.6
Exports 6.3 7.3 8.2
Previous 6.3 75 8.1
Imports -3.0 -3 3.9
Previous -3.7 -0 4.2
Contribution to growth

(percentage points)
Inventory change -8 1.2 T
Previous -8 5 .8
Net exports 1.3 1.0 4
Previous 1.4 1.0 3

this year. We then expect starts to begin to show some signs of modest improvement in
2009 as demand conditions improve and inventories become better aligned with sales.
Meanwhile, multifamily starts are projected to hold steady at a 300,000 unit pace over the
projection period.

Business investment. We anticipate that real business investment on equipment and
software will decline at an annual rate of 4 percent over the second half of this year as the
weak pace of output growth, reduced credit availability, and continued uncertainty about
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the economic outlook lead to a further pullback in capital spending plans. Although the
bonus-depreciation provision may provide some incentive to purchase new equipment
late this year, we expect that the boost to E&S will be small and transitory. We anticipate
that improving economic and financial conditions will contribute to a modest pickup in
investment spending next year, and thus we are projecting E&S outlays to rise 3v4 percent
in 20009.

We have marked down our outlook for investment in nonresidential structures in this
Greenbook in response to the accumulating evidence that a retrenchment in building
construction is under way. We are now projecting that nonresidential construction
excluding drilling and mining will fall at an annual rate of 9 percent over the second half
of 2008; previously, we had assumed a more delayed and muted response to financing
constraints and the weak projected pace of output growth. Given the considerable lags in
planning and construction in this sector, we anticipate that spending on nonresidential
structures excluding drilling and mining will decline 6% percent in 2009 even as
financing conditions improve and economic activity picks up. By contrast, investment in
drilling and mining structures is expected to rise rapidly over the second half of this year
in response to the recent increases in prices for crude oil and natural gas, and then to taper
off in 2009 after energy prices stabilize somewhat.

Against a backdrop of weak sales growth, we expect businesses to continue to trim
inventories over the course of the year. Moreover, we anticipate that firms will draw
down stocks at a particularly rapid pace in the second and third quarters to smooth
production in response to the temporary increase in demand from the rebates, then build
inventories over the course of 2009 as sales rise and the tax-related drawdown is
restocked. On net, inventory investment is projected to be a relatively neutral influence
on the change in real GDP in 2008 and to contribute ¥ percentage point in 20009.

Government spending. After having posted a gain of 2% percent in 2007, total real
government purchases are projected to rise 2 percent this year and 1% percent in 20009.
At the federal level, we expect real purchases to increase at an annual rate of 4% percent
over the second half of this year, as outlays catch up to past appropriations for defense.
Federal expenditures should rise more slowly next year when spending increases related
to Irag and Afghanistan are expected to step down; also, budget pressures are likely to
keep a lid on nondefense spending. Spending at the state and local level is projected to
be increasingly constrained over the forecast period in response to budget pressures
associated with the weakness in economic activity.
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Net exports. The arithmetic contribution of net exports to real GDP growth is projected
to increase from ¥4 percentage point in 2007 to 1% percentage points this year and then
fall back to ¥z percentage point in 2009. We project real export growth to slow this year,
in part because of a slowdown in the pace of foreign activity, and then pick up next year
as foreign activity strengthens. Throughout the projection period, export demand is
supported by the past and prospective depreciation of the dollar. Rising relative import
prices and stagnant domestic demand are expected to lead to a decline in real imports this
year, while the projected rebound in domestic demand should boost imports in 2009.
(The “International Developments” section provides greater detail on the outlook for the
external sector.)

Aggregate Supply, the Labor Market, and Inflation

We made no material changes to our supply side assumptions in this Greenbook.

In particular, we continue to project that structural labor productivity will rise nearly

2 percent per year in 2008 and 2009 and that potential GDP will increase about

2Y4 percent in both years. Given our projected path for actual real GDP, we expect the
output gap, which was about zero at the end of last year, to reach 2 percent of potential
GDP by the end of this year and then narrow to 1% percent by the end of 2009, the same
as the previous forecast. Accordingly, we continue to expect the unemployment rate to
rise to 5% percent by the end of 2008 and then edge down to 5% percent by the end of
2009.

Productivity and the labor market. Given the available data on output and hours, we
estimate that productivity growth in the nonfarm business sector slowed from an annual
rate of 2 percent in the fourth quarter of last year to a 1 percent pace in the first quarter.
Such a deceleration in productivity is not unusual during periods of weak economic
growth and generally reflects some lags in the speed with which employers adjust their
labor inputs to changes in production; indeed, we expect productivity to edge down in the
second quarter as output contracts. With output growth projected to pick up later this
year and next, productivity is anticipated to accelerate to a 1% percent pace in the second
half of 2008 and to rise 2% percent in 2009. Following steep declines during the first half
of the year, private payroll employment is projected to contract at a monthly rate of
50,000 during the second half of this year and then to increase at an average monthly
pace of 100,000 next year.
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Decomposition of Structural Labor Productivity

Nonfarm Business Sector
(Percent change, Q4 to Q4, except as noted)

1974- | 1996- | 2001-
Measure 95 | 2000 | 05 2006 | 2007 | 2008 | 2009
Structural labor productivity 15 2.5 2.8 21 2.1 1.9 1.8
Previous 15 2.5 2.8 2.1 2.1 1.9 1.8
Contributions
Capital deepening v 14 v v v 5 5
Previous v 1.4 v v .6 4 4
Multifactor productivity 5 v 1.8 1.1 1.2 1.2 1.2
Previous 5 v 1.8 1.2 1.3 1.3 1.3
Labor composition 3 3 3 2 2 2 A
MEMO
Potential GDP 3.0 3.4 2.8 2.4 2.4 2.3 2.2
Previous 3.0 3.3 2.7 2.4 2.4 2.3 2.2

NoTE. Components may not sum to totals because of rounding. For multiyear periods, the

percent change is the annual average from Q4 of the year preceding the first year shown to Q4 of

the last year shown.
1. Percentage points.

The Outlook for the Labor Market

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

Measure 2006 | 2007 | 2008 | 2009
Output per hour, nonfarm business 9 2.9 1.0 2.7
Previous 9 2.9 1.1 2.8
Nonfarm private payroll employment 1.7 9 -9 1.0
Previous 1.7 9 -9 9
Household survey employment 2.1 4 -6 1.0
Previous 2.1 4 -6 1.0
Labor force participation rate' 66.3 66.0 656 654
Previous 66.3 66.0 656 654
Civilian unemployment rate’ 4.4 4.8 5.7 5.5
Previous 4.4 4.8 5.7 55
MEMO
GDP gap? 1 1 -19 -3
Previous 1 1 20 -13

1. Percent, average for the fourth quarter.

2. Actual less potential GDP in the fourth quarter of the year indicated as a
percent of potential GDP. A negative number thus indicates that the economy
is operating below potential.
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Prices and labor costs. Although we have marked down our forecast for core and
headline inflation for the first half of 2008, we have revised up our forecast for both
measures in the second half. In large part, this upward revision reflects recent
movements in energy and core nonfuel import prices, which we now expect to run higher
this year than we anticipated in the March Greenbook and to impart a bit more upward
pressure on core consumer prices this year and next. Our projection for food price
inflation has also been revised up somewhat in this projection in response to somewhat
higher-than-expected incoming data on retail food prices as well as further increases in
farm commaodity prices. Over the past year, consumer food prices have risen rapidly as
commodity prices, especially for grains, have soared. However, with futures markets
suggesting that these farm prices will stabilize on average (albeit at a high level) in the
period ahead, we continue to expect retail price increases to slow markedly toward core
inflation in coming months. Despite these higher food and energy prices, we have not
seen any convincing evidence of a further deterioration in long-run inflation expectations.

With the slack that we are projecting in labor and product markets expected to put
downward pressure on core price inflation, and with commaodity prices still projected to
flatten out, we expect inflation to slow over the projection period. In particular, we
anticipate that core PCE prices will increase 2.3 percent in 2008 and then decelerate to a
2 percent pace in 2009, just a shade higher than our previous projection. The upward
revisions to energy and food prices in this projection boost total PCE inflation to

3.3 percent this year, 0.4 percentage point higher than in the March Greenbook.
However, total PCE inflation is projected to drop back to 1.8 percent in 2009 as food
price increases slow and energy prices turn down.

We have received little new information about labor compensation since the last
Greenbook. We project hourly compensation to increase 4 percent this year and then
slow to 3.8 percent in 2009 in response to slack in labor markets and moderating headline
inflation. The projection for the employment cost index, which has been running well
below nonfarm compensation, has a similar contour but is on a lower path.

The Long-Term Outlook

We have extended the staff forecast to 2012 using the FRB/US model, adjusted to
incorporate staff assessments of long-run potential output growth, fiscal policy, and
foreign economic conditions. The contour of the long-run extension depends on several
key assumptions:
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The Long-Term Outlook
(Percent change, Q4 to Q4, except as noted)

Measure 2007 2008 2009 2010 2011 2012
Real GDP 25 0.2 2.8 31 3.0 2.8
Civilian unemployment rate! 4.8 5.7 55 5.2 4.9 4.7
PCE prices, tota 34 33 1.8 1.8 1.7 1.6
Core PCE prices 21 2.3 2.0 18 17 17
Federal funds rate! 4.5 1.8 1.8 2.0 3.2 4.1

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

e Monetary policy is assumed to aim at stabilizing PCE inflation at 1% percent, the
midpoint of the range of longer-term inflation forecasts provided by FOMC
participants in January.

e Risk premiums on corporate bonds and equity continue falling back to historically
more normal levels as current financial market strains abate further. Similarly, the
unusually restrictive lending standards and other factors now restraining household
and business spending continue to ease after 2009.

e Fiscal policy is an essentially neutral factor. Cyclically adjusted, the deficit of the
federal government remains about flat as a percent of GDP, while the fiscal balance
of state and local governments improves somewhat.

e Beyond 2009, foreign real GDP expands 3% percent per year while the dollar
depreciates 1 percent per year in real terms; real oil prices edge down slightly, as is
consistent with far-dated futures prices. Under these assumptions, the current account
deficit diminishes to about 3 percent of GDP by 2012, and movements in energy and
import prices have only minor implications for domestic inflation.

e The non-accelerating inflation rate of unemployment (NAIRU) remains flat at
4%, percent, and potential GDP expands a little less than 2% percent per year from
2010 to 2012.

Together, these assumptions imply that real GDP growth will average a bit less than

3 percent per year from 2010 to 2012. These increases are well above those of potential
GDP, and as a result, the unemployment rate falls steadily and reaches the NAIRU in
2012. Inflation edges down a bit over this period and is near the target rate from 2010 to
2012. Monetary policy gradually tightens past 2010 as the economy recovers, and by the
end of 2012, the nominal federal funds rate reaches 4 percent.
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Financial Flows and Conditions

Domestic nonfinancial debt growth is expected to slow to an annual rate of 3% percent in
the second quarter and then maintain an average annual pace of about 4% percent over
the balance of the projection period. The sharp deceleration from the 8 percent rise last
year is attributable, in part, to our view that financial headwinds will persist for some
time.

After having expanded 7 percent in 2007, household debt is projected to have risen at an
annual rate of just 3% percent in the first quarter and is expected to decelerate a bit
further in the current quarter. We expect household borrowing to expand at less than a
3 percent pace over the rest of this year and in 2009. The slowdown mostly reflects a
curbing of home mortgage borrowing in response to tighter credit terms and standards as
well as falling home prices and weak home sales. We also anticipate a slowing in
nonmortgage borrowing due to more restrictive standards on consumer loans and
relatively sluggish growth in household spending.

Nonfinancial business debt is projected to increase at an average annual rate of about
4% percent through the end of 2009, less than half of last year’s pace. Although we
expect the wide bond spreads now prevailing to narrow somewhat over the forecast
period, they are projected to remain high by historical standards and to crimp borrowing.
In addition, bank lending standards are expected to stay relatively tight, in part as the
balance sheets and profits of banks remain under pressure, holding down business loans
for much of the forecast period.

Federal government debt is expected to rise 7Yz percent this year, up from 5 percent last
year, boosted in part by borrowing to fund the fiscal stimulus package. In 2009, we
project that federal debt growth will remain elevated as the budget deficit widens further.

The rise in state and local government debt is projected to slow from 9% percent last year
to about 6 percent in 2008 and 2009, as issuance for both new capital and advance
refunding is expected to moderate. We expect the cost of financing for some
municipalities to remain elevated for some time due to persistent doubts among market
participants about the value of bond insurance. Moreover, the liquidity pressures
impinging on securities firms have made them less eager to underwrite offerings, likely
boosting issuance costs.
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M2 growth is expected to rise to 9% percent in 2008 from 5% percent in 2007 as a result
of declines in the opportunity cost of holding money and heightened demand for safe and
liquid assets. In 2009, M2 is expected to decelerate but still increases a bit faster than
nominal GDP due to some lingering effects of earlier declines in opportunity costs.

Alternative Simulations

In this section, we consider alternatives to the staff forecast using simulations of the
FRB/US model. The first scenario assumes that stresses in financial markets intensify
and are more persistent than in the baseline, leading to weaker real activity. The second
scenario explores another downside risk—that we have underestimated the extent to
which consumers will boost their saving in response to weakened balance sheets, poorer
employment prospects, and heightened uncertainty. We then consider two upside risks to
the outlook. In the first, we assume that we have overreacted to the economic and
financial news in projecting an outright contraction in aggregate output in the near term.
In the second, we add in the assumption that the strains in financial markets will dissipate
more quickly than in the baseline. The remaining three scenarios focus on several risks
to inflation and aggregate supply: First, that food and energy price increases will not
abate as we expect; second, that consumer prices will decelerate more than we predict
because we have misjudged the magnitude of pass-through effects and the slope of the
Phillips curve; and third, that potential output is rising faster than we estimate. In all of
the scenarios, we assume that monetary policy responds to the change in the outlook as
suggested by an estimated version of the Taylor rule.

Greater financial stress. Although tighter lending standards and other effects of
financial stress seem to be significantly restraining household and business spending at
present, we expect this restraint to fade over time as market conditions improve and
financial firms shore up their balance sheets. However, the current financial crisis may
prove to be more entrenched than we anticipate, and in this scenario, mounting credit
losses at banks lead to a more severe credit crunch that directly constrains private
spending by more and for longer than assumed in the baseline. In addition, risk spreads
on corporate bonds and equity increase in response to weaker real activity to levels near
the peaks seen over the past 25 years, further depressing aggregate demand and
intensifying credit losses. Taken together, these adverse effects result in a prolonged
period of high unemployment and low real interest rates similar to the financial
headwinds period of the early 1990s. Real GDP declines almost 1 percent this year and
expands only 1 percent next year, resulting in an unemployment rate that peaks at

6% percent in late 2009; this higher level of slack puts inflation on a more noticeable
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Alternative Scenarios
(Percent change, annual rate, from end of preceding period except as noted)

. 2007 2008 2011-
Measure and scenario 2009 | 2010 12
H2 H1 H2

Real GDP
Greenbook baseline 2.7 -0.5 0.9 2.8 3.1 2.9
Greater financial stress 2.7 -1.1 -0.6 0.9 3.2 3.5
More-cautious consumers 2.7 -1.3 -0.3 2.6 3.7 3.2
Near-term upside risk 2.7 0.8 2.4 2.3 2.9 2.6
Less financial restraint 2.7 0.8 2.8 3.0 25 25
Greater inflationary pressures 2.7 -0.5 0.7 2.8 3.2 2.6
Lower inflation 2.7 -0.5 0.9 2.8 3.2 3.0
More room to grow 2.7 -0.4 15 3.4 3.6 3.4
Civilian unemployment rate’
Greenbook baseline 4.8 5.2 5.7 55 5.2 4.7
Greater financial stress 4.8 5.3 6.0 6.5 6.2 5.1
More-cautious consumers 4.8 5.3 6.0 6.0 5.6 4.7
Near-term upside risk 4.8 5.1 5.3 5.1 5.0 4.7
Less financial restraint 4.8 5.1 5.2 4.8 4.7 4.7
Greater inflationary pressures 4.8 5.2 5.7 5.6 5.2 4.8
Lower inflation 4.8 5.2 5.7 5.5 5.2 4.6
More room to grow 4.8 5.2 5.7 55 5.2 4.7
Core PCE inflation
Greenbook baseline 2.3 2.2 2.4 2.0 1.8 1.7
Greater financial stress 2.3 2.2 2.4 2.0 1.7 1.4
More-cautious consumers 2.3 2.2 2.4 1.9 1.6 15
Near-term upside risk 2.3 2.2 2.4 2.0 1.9 1.9
Less financial restraint 2.3 2.2 2.3 2.0 2.0 2.0
Greater inflationary pressures 2.3 2.2 2.6 25 2.3 2.0
Lower inflation 2.3 2.2 2.2 1.8 1.6 1.5
More room to grow 2.3 2.2 2.3 1.8 1.7 15
Federal funds rate’
Greenbook baseline 4.5 2.1 1.8 1.8 2.0 4.1
Greater financial stress 4,5 1.9 0.9 0.0 0.3 3.4
More-cautious consumers 4.5 1.8 0.9 0.5 1.3 3.9
Near-term upside risk 4.5 2.5 3.1 25 2.3 4.1
Less financial restraint 45 25 3.2 3.3 2.8 4.3
Greater inflationary pressures 4.5 2.1 1.7 2.1 2.9 4.3
Lower inflation 45 2.1 1.8 1.5 1.6 3.9
More room to grow 4.5 2.0 1.7 1.7 1.9 3.8

1. Percent, average for the final quarter of the period.
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downward trajectory heading into 2010 and beyond. In response to these weak
conditions, the federal funds rate falls to zero in 2009 and then moves up gradually over
the longer run as financial market conditions slowly improve.

More-cautious consumers. In the baseline projection, although consumers are
unusually cautious about spending this year, their outlays move into better alignment
with fundamentals next year as financial stress eases and real activity recovers.

However, this caution may linger longer than we expect in an environment of heightened
uncertainty associated with, among other things, falling home prices, elevated home
foreclosures, and a still weak economy. In this scenario, households trim spending by
enough to boost the personal saving rate to 2 percent by the end of 2009, 1 percentage
point higher than in the baseline. Under these assumptions, real GDP declines % percent
this year and rises 2% percent next year. As a result, the unemployment rate climbs to

6 percent by year-end and remains there through the end of 2009. In response to
persistently weak activity, the federal funds rate declines to % percent by the end of next
year and remains below baseline through 2012. The resultant monetary stimulus, coupled
with a gradual improvement in consumer confidence, enables GDP to rise faster than
potential after 2009, allowing the unemployment rate to drift down slowly over time.
Increased labor and product market slack, in turn, helps to push inflation down to

1% percent over the longer run.

Near-term upside risk. In the baseline forecast, we have read the recent news as
signaling that the economy has fallen into recession. On that assumption, we have built
in some special, downward adjustments to business and household spending of the sort
observed in past cyclical downturns. But we may have overreacted in making this
recession call, and in this scenario, we remove these special adjustments. Under this
assumption, real activity does not contract; instead, real GDP expands 1%z percent this
year, and unemployment ends 2008 only slightly higher than its recent level. Because the
weakness in spending this year is less pronounced than in the baseline, the rebound next
year is also less vigorous, with real GDP increasing 2% percent in 2009 and the
unemployment rate staying close to 5 percent. With a higher level of near-term economic
activity and little difference in inflation, the federal funds rate is higher than in the
baseline and stands at about 2% percent at the end of next year. Beyond 2009, increases
in real GDP average a bit faster than potential, and the unemployment rate moves down
gradually to the NAIRU.
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Less financial restraint. Aside from the risk that a recession may not be under way,
we may also be overstating the persistence of the effects of financial market turmoil on
spending. This scenario builds on the preceding one by assuming, in addition, that strains
in financial markets will ease more quickly, leading to a more rapid decline in risk
premiums on corporate bonds and equity as well as less restrictive lending standards;
the improvement in financial conditions reinforces the pickup in consumer spending and
business investment. Under these assumptions, real GDP expands 1% percent this year
and 3 percent in 2009, causing the unemployment rate to fall back to the NAIRU by the
end of next year. Monetary policy tightens in response, pushing the federal funds rate to
3Ya percent by the end of 2009. Inflation is unchanged from baseline through next year,
in part because the tightening in monetary policy pushes up the dollar and holds down
import prices. Over the longer run, however, inflation runs somewhat above baseline
because, unlike the situation in the staff forecast, no appreciable slack emerges to help
reduce long-run inflation expectations.

Greater inflationary pressures. In the staff projection, we expect inflation pressures to
ease substantially as oil prices level out and food prices stop rising at unusually rapid
rates. But supply shocks and continued robust growth in developing countries may cause
prices for these and other commaodities to continue rising briskly for a time; if so,
inflation expectations may start to drift up noticeably in response to yet another year of
elevated readings on headline inflation. In this scenario, crude oil prices climb to

$150 per barrel next year and relative food prices continue rising at their average pace of
the past three years; in response, we assume long-run inflation expectations move up

Y, percentage point relative to baseline by the end of next year. As a result, core PCE
prices increase 2% percent both this year and next, and headline inflation averages

3Ya percent this year and next. At the same time, real GDP expands somewhat more
slowly than in the staff forecast, in part because the rise in food and energy prices erodes
real household income. Under the estimated Taylor rule, monetary policy responds to
these changes in real activity and inflation by tightening gradually, boosting the federal
funds rate to 2 percent in 2009 and 3 percent in 2010. Because the impetus from rising
food and energy prices is assumed to fade after 2009, core inflation moderates over the
longer term, although it remains persistently above baseline because of the deterioration
in inflation expectations.

Lower inflation. Given the imprecision of estimated pass-through effects, we may be
understating the degree to which rising costs of energy, food, and other commodities
have boosted core consumer prices over the past several years. If so, inflation should
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slow more than we predict once the relative prices of these goods level out. Moreover,
the slope of the Phillips curve may not be as flat as it appears to have been of late.
Accordingly, the projected slowdown in real activity may reduce inflation more than in
the baseline. In this scenario, these risks manifest themselves as a steady decline in core
PCE inflation to 1%% percent by 2010. The more rapid disinflation implies little change in
real activity relative to baseline, in part because the path of the federal funds rate shifts
down in response to lower inflation.

More room to grow. The staff’s estimate of potential GDP growth is below the
consensus among other forecasters. In this scenario, we assume that potential output
expands 2% percent in 2008 and 2009, about %2 percentage point faster than in the
baseline. About one-third of the additional economic potential comes from higher labor
force participation, while the rest results from faster growth of trend productivity.
Because higher potential output implies higher permanent household income and
corporate earnings, the upward revision to trend growth implies more favorable prospects
for consumer and business spending. However, the revision has no major implications
for asset prices, because we assume that current market prices already embody the more
favorable assessment of supply-side conditions. Under these assumptions, actual output
growth shifts up roughly in line with the revision in potential, and real GDP rises

Y percentage point faster in the second half of this year and in 2009 relative to baseline.
Accordingly, the unemployment rate is unchanged from baseline. Unit labor costs,
however, rise more slowly than in the staff forecast because nominal compensation
adjusts only gradually to accelerating productivity. Consequently, inflation moderates
more noticeably than in the baseline and leads to a lower path for the nominal federal
funds rate.

Assessment of Forecast Uncertainty

The uncertainty that attends the staff forecast is always considerable, and the alternative
scenarios discussed in the previous section represent just a few of the possible outcomes
for real activity, inflation, and interest rates. Moreover, our ability to discriminate
between periods of higher or lower degrees of uncertainty is extremely limited. That
said, we think that the uncertainty surrounding our current projection of real activity is
probably greater than that seen on average over the past 20 years, as gauged by
confidence intervals derived from historical forecasting errors. This assessment stems
from the difficulty of predicting business-cycle turning points—as we have done in this
projection—as well as the highly unusual nature of the current stresses on the financial
system. In addition, we see the distribution of future outcomes for output and
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employment growth as skewed to the downside, largely reflecting elevated “tail risks”
associated with the ongoing housing market correction and the capital positions of some
financial institutions.

In contrast, we do not think that the uncertainty attached to our inflation projection is
unusually wide relative to historical norms, nor do we see the risks to the price outlook as
markedly asymmetric. In broad terms, the recent behavior of core inflation and survey
measures of expected inflation have not been particularly surprising, given changes in
energy prices and other factors. To be sure, energy and other commodity prices have
surprised us and the financial markets to the upside over the past several years and
continue to constitute an upside risk to the projection. However, we can identify some
risks skewed in the opposite direction, such as those associated with resource utilization
and labor costs.
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Selected Greenbook Projectionsand 70 Per cent Confidence I ntervals Derived
from Historical Greenbook Forecast Errorsand FRB/US Simulations

Measure 2008 2009 2010 2011 2012
Real GDP
(percent change, Q4 to Q4)
Projection 0.2 2.8 3.1 3.0 2.8
Confidenceinterval
Greenbook forecast errors -1.2-1.6 1442 - . .
FRB/US stochastic simulations -.8-1.2 1543 1547 1.3-4.8 1.1-4.6
Civilian unemployment rate
(percent, Q4)
Projection 5.7 55 5.2 4.9 4.7
Confidence interval
Greenbook forecast errors 5.2-6.1 4.66.4 e - .
FRB/US stochastic simulations 5.36.0 496.0 4559 4.1-5.7 3.955
PCE prices, total
(percent change, Q4 to Q4)
Projection 3.3 18 1.8 17 16
Confidence interval
Greenbook forecast errors 2541 927 . ce .
FRB/US stochastic simulations 2.64.0 9-2.7 .8-2.8 J-2.7 727
PCE prices excluding
food and energy
(percent change, Q4 to Q4)
Projection 2.3 20 1.8 17 17
Confidence interval
Greenbook forecast errors 1.8-28 1128 e - .
FRB/US stochastic simulations 2.0-2.6 1426 1.1-25 1.0-25 925
Federal fundsrate
(percent, Q4)
Projection 17 17 2.0 32 41
Confidence interval
FRB/US stochastic simulations 1.0-26 4-3.3 .6-3.8 1650 25-6.0

Notes: Intervals derived from Greenbook forecast errors are based on projections made from 1986-2006.
Shocks underlying FRB/US stochastic simulations are randomly drawn from the 1986-2006 set of

model equation residuals.

... Not applicable. The Greenbook forecast horizon has typically extended about two years.
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Forecast Confidence Intervals and Alternative Scenarios under

the Assumption that Monetary Policy Follows an Estimated Taylor Rule

Confidence Intervals based on FRB/US Stochastic Simulations

I Greenbook baseline
I Greater financial stress
1 More—cautious consumers

Real GDP
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Class I FOMC—Restricted (FR)
International Developments

We continue to see evidence that growth abroad is moderating. In the advanced foreign
economies, incoming data were mixed, but the tenor generally accords with our view that
economic activity in those economies is slowing. In most emerging market economies,
real GDP growth also appears to be softening, as exports decelerate in line with economic
activity in the United States and other major economies. However, domestic demand
remains solid in emerging market economies and is supporting oil and other commodity
prices. On balance, the information received since the March Greenbook has not
materially altered our outlook for foreign economic activity. Our forecast for foreign
inflation is a bit higher this year in response to the recent increase in oil prices.

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

2007 Projection

Indicator 2008
Hl1 H2 2009
Ql Q2 H2

Foreign output 4.6 3.7 2.7 1.9 2.2 3.6
March GB 4.5 3.8 2.5 1.9 2.3 3.6
Foreign CPI 3.0 4.2 4.7 33 2.8 2.5
March GB 3.1 4.2 4.6 29 2.6 2.5

Contribution to U.S. real GDP growth
(percentage points)

U.S. net exports 0.4 1.2 0.3 2.3 1.0 0.4
March GB 0.4 1.2 0.7 2.2 1.0 0.3

NOTE. Changes for years are measured as Q4/Q4; for half-years, Q2/Q4 or
Q4/Q2.

Foreign equity markets and government bond yields have moved higher since our March
forecast, and credit default swap premiums have narrowed, suggesting that market
participants are somewhat more confident about financial prospects. Nonetheless,
conditions remain strained in major money markets abroad, particularly in the United
Kingdom and the euro area, where term interbank lending spreads have risen since the
March FOMC meeting, notwithstanding steps taken by their central banks to help

[-35
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funding markets. Further deteriorations in international financial conditions pose an
important downside risk to our outlook for foreign growth.

Following a decline at the end of March, oil prices posted yet another record in April. In
line with futures markets, we project oil prices to edge lower over the forecast period. On
average, prices for other commodities have eased a little since early March, and we
project that these prices will stabilize going forward. Further increases in commodity
prices pose an upside risk to our outlook for foreign inflation, as discussed in the box
below. Our projected path for the real foreign exchange value of the dollar is little
changed since the March Greenbook.

Real net exports are estimated to have added "4 percentage point to U.S. GDP growth in
the first quarter as solid export growth was only partly offset by strong imports of oil.
This estimate is about half that in the March Greenbook, reflecting stronger-than-
expected core imports in February. In the current quarter, a continued decline in core
imports, a sharp fall in oil imports (in part reflecting residual seasonality), and strong
exports boost the net export contribution to 2% percentage points. The contribution steps
down to a still strong 1 percentage point in the second half of 2008 and '2 percentage
point in 2009, as the projected recovery of import growth is more pronounced than the
further strengthening of export growth.

We estimate that the U.S. current account deficit widened to $742 billion (5% percent of
GDP) in the first quarter as higher oil imports more than offset an improvement in the
non-oil trade balance. However, by the second half of 2009, we expect the deficit to
decline to about $570 billion, less than 4 percent of GDP, as the non-oil trade deficit
continues to narrow.

Oil and Other Commodity Prices

The spot price of West Texas intermediate (WTI) crude oil traded in the range of $100 to
$110 per barrel for much of the time since the March Greenbook. However, late in the
intermeeting period, the spot price of WTI surged yet again into record territory, to close
at nearly $120 on April 22. The price of the December 2016 futures contract fluctuated
around $100 per barrel for much of the intermeeting period, before moving up to about
$109. Given the path of futures prices, we project that the price of WTI crude oil will fall
modestly to about $110 by the end of next year. Relative to the March Greenbook, this
projection is about $10 per barrel higher, on average, over the forecast period.
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Incoming news regarding the prospects for oil supply has been grim. Officials from the
state-owned energy company Pemex announced in late March that proved oil reserves in
Mexico fell for the sixth straight year, as extraction continued to exceed identification of
new reserves. In addition, the Russian energy ministry announced a flat export schedule
for the coming year, raising concerns that Russian production has peaked. This news
may point to another disappointing year for non-OPEC supply, shifting more of the
burden to OPEC member nations to satisfy demand in the coming year. Over the past
few weeks, however, rhetoric from OPEC officials continues to indicate a reluctance to
increase supply, and multiple sources reported that OPEC supply declined during March.

Incoming information regarding oil demand has been mixed. On the one hand, weaker
economic growth and the high level of prices appear to be damping U.S. oil consumption;
both the Energy Information Administration and the International Energy Agency
recently marked down their projections for U.S. demand for the coming year. At the
same time, demand from emerging market economies continues to be robust.

Our import-weighted index of nonfuel commodity prices peaked in early March and has
edged down since then. Even so, prices for most commodities continue to be well above
their levels of late 2007. Moreover, since the March Greenbook, corn prices have moved
higher, reflecting news from the U.S. Department of Agriculture that farmers are shifting
acreage from corn toward wheat and soybeans to a greater extent than had been expected.
Rice prices have also increased, inducing a number of rice-producing countries to enact
export bans, adding further upward pressure to the price.

On the basis of these recent price movements and quotes from commodity futures
markets, we project that our trade-weighted average of nonfuel commodity prices, having
increased at an annual rate of over 50 percent in the first quarter, will increase at a

13 percent pace in the second quarter. Thereafter, we project that nonfuel commodity
prices will remain roughly stable for the remainder of the forecast period. The projection
for the second quarter is down almost 9 percentage points from that in the March
Greenbook, reflecting the declines in spot prices in the second half of March. Our
outlook is little changed for the remainder of the forecast period.

International Financial Markets

Alongside improved market sentiment in the United States, major headline equity indexes
in Europe and Japan ended the period up 2 to 6 percent. Ten-year nominal sovereign
yields are up about 35 basis points in the euro-area, 25 basis points in the United
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Kingdom, and about 10 basis points in Canada and Japan. Ten-year real rates moved up
10 to 40 basis points in most major industrial countries. However, heightened liquidity
pressures are evident in money markets. Libor-OIS spreads widened in sterling and euro
despite the passing of quarter end and actions by foreign central banks to channel
liquidity to markets at longer maturities. In addition, the Bank of England and the Bank
of Canada lowered their policy interest rate 25 basis points and 50 basis points,
respectively. The European Central Bank and the Bank of Japan left their policy rates
unchanged.

The trade-weighted index of the exchange value of the dollar against the major foreign
currencies is little changed on net since the March Greenbook. In contrast, the exchange
value of the dollar against the currencies of other important trading partners of the United
States fell 1% percent since the time of the March Greenbook, as the dollar depreciated
against most Asian and Latin American currencies. The dollar declined 1% percent
against the renminbi, consistent with reports that Chinese authorities appear more willing
to use currency appreciation to help fight mounting inflation. In addition, the People’s
Bank of China raised reserve requirements 100 basis points, as stronger-than-expected
data showed the Chinese economy still growing at a rapid pace.

On balance, the starting point for the projected path of the staff's broad real index of the
foreign exchange value of the dollar is little changed from that in the March Greenbook.
Going forward, we continue to project further decline in the broad real value of the dollar
at an annual rate of about 3 percent, about the same pace as in the March Greenbook.

Advanced Foreign Economies

We estimate that real GDP growth in the advanced foreign economies slowed further to
an annual rate of around 1 percent in the first quarter. Consumer and business sentiment
is generally down in most countries. Although domestic demand is holding up in
Canada, exports have weakened. Growth in Europe appears to have edged down further
last quarter, but the extent of the decline has varied across countries, with Germany and
France faring better than Italy and Spain.

Growth in the advanced foreign economies is expected to deteriorate further, to about
2 percent in the current quarter. This decline in part reflects the ongoing drag from the
financial turmoil—credit conditions continue to tighten and the pace of lending to
households has slowed. Also, past appreciation of major foreign currencies and the
contraction in U.S. GDP should weigh on growth abroad, especially in Canada, where



International Developments Class I FOMC—Restricted (FR) 1-39

GDP is expected to contract slightly in the current quarter. However, we project that
growth in the advanced foreign economies will improve to 2% percent by the end of the
forecast period as a result of lessening financial market stresses, a recovery in U.S. GDP
growth, and monetary policy easing by most of the major central banks. We assume that
the Bank of Canada and the Bank of England will ease further; the ECB has kept its
policy rate unchanged so far, but we expect easing eventually in response to a softening
outlook.

Headline inflation in the advanced foreign economies moved down to a still elevated

2' percent (quarterly change, annual rate) in the first quarter. As the effects of food and
energy prices level out and some slack in resource utilization emerges, we expect that
inflation will drop to about 1% percent by the end of the forecast period.

Our outlook for GDP growth is little changed from that in the March Greenbook. Our
inflation forecast is only slightly higher in aggregate, as higher oil prices and headline
inflation data in most countries were mostly offset by lower readings on Canadian
inflation.

Emerging Market Economies

Data from the emerging market economies have generally come in as expected at the
time of the March Greenbook, although first-quarter growth in China was somewhat
stronger than anticipated. Real GDP growth in the emerging market economies slowed to
5 percent in the fourth quarter; we estimate that growth continued at about this pace in the
first quarter. We project that growth in the emerging market economies will move lower
through the middle of this year as anemic activity in the advanced economies continues to
weigh on developing-country exports. This additional slowing in exports should be
tempered by solid domestic demand. In line with the rebound projected for the advanced
economies next year, growth in the emerging market economies will recover to around
5% percent in 2009. Relative to the March Greenbook, this forecast is little changed, as
slightly stronger growth in emerging Asia offsets slower growth in Latin America this
year.

In emerging Asia, we estimate that real GDP grew at a 6% percent rate in the first quarter,
about 172 percentage points faster than in the fourth quarter. Data from China indicate
that growth increased to 10% percent last quarter; although exports continued to
decelerate, strong retail sales and investment likely contributed to the pickup in economic
activity. Despite the unexpectedly strong first quarter data, we have revised up only
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slightly our projection of Chinese growth for the remainder of 2008, as we expect exports
to wane further and authorities to continue to tighten monetary policy. In Singapore,
first-quarter growth is now estimated at 10 percent, reflecting a stronger-than-expected
rebound from a 5 percent contraction in the fourth quarter. Economic activity in the rest
of emerging Asia is projected to remain subdued this year, but many Asian governments
have scope to provide stimulus should their economies weaken more than expected.

Box: Commodity Prices and the Outlook for Foreign Inflation

Since late 2006, rising energy and food prices have pushed headline inflation sharply
higher around the globe. In the first quarter of 2008, the combined contribution of food
and energy prices to headline inflation in the advanced foreign economies is estimated to
be about 2 percentage points, roughly % of total inflation. In the emerging market
economies, these two components account for % of total inflation.

Consistent with futures prices, we project commodity prices to stabilize, reducing the
contribution to inflation from food and energy prices going forward. This implies a
substantial decline in headline inflation abroad. However, this projected decline is not
outsized relative to several other episodes of disinflation that have occurred over the past
decade. Clearly, the main risks to this projection lie in the future path of commodity
prices.

To illustrate the sensitivity of our inflation forecast to our assumptions on food and oil
prices, we use options-implied volatilities to compute one-standard-deviation bands
around our baseline forecasts for both food and energy prices. We used these paths for
oil and food prices to provide alternative forecasts for headline inflation for the second
half of this year. For the advanced economies, the alternative paths produce estimates of
inflation between roughly 1 percent and 2.5 percent in the second half of 2008, compared
with our baseline projection of 1.6 percent.

The inflation range for the emerging market economies of about 6 percentage points is
much larger than for the advanced economies, reflecting higher sensitivity to food prices
in these countries and the higher implied volatilities of agricultural commodities. At the
end of 2008, the alternative paths yield inflation of between roughly 1 percent and

7 percent.
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Box continued: Commodity Prices and the Outlook for Foreign Inflation

Headline Inflation

Advanced Foreign 4 Ny \
Economies (AFE)

Percent change, s.a.a.r.

\ /
/ N —

\
’ Emerging Market ! \ —
; Y~ T\ Economies (EME) _/ S 2N _
\ ;- e

1996 1997 1998 1999 2000 2001

AFE Food and Energy Contributions
Percentage points

Energy

2005 2006 2007

AFE: Alternative Food and Energy Paths
Percent change, s.a.a.r.

Headline High
| Inflation Commodities _|
_ _Path--

- -

Low .
Commaodities ~
Path

2007 2008

2002

-2

4.0

3.5

3.0

25

2.0

15

1.0

0.5

0.0

2004 2005 2006 2007 2008 2009

EME Food and Energy Contributions
Percentage points

Energy

2005 2006 2007

EME: Alternative Food and Energy Paths
Percent change, s.a.a.r.
High P
Commodities ~ =~ |
Path . -
/

B Headline Y |
Inflation \
— Low —
Commodities
- Path PR
\’ -
|
2007 2008

13
12

=R
o

o =N w S ul o ~ #opmwhmm\lmw

' '
N =




1-42  Class I FOMC—Restricted (FR) Part 1: Summary and Outlook, April 23, 2008

For Latin America, we estimate that real GDP increased at a 3 percent rate in the first
quarter, down from a 4 percent pace in the fourth quarter of last year. We project Latin
American growth to drop further, largely because the Mexican economy is restrained by
its close ties to the slowing U.S. economy. Even so, Mexican domestic demand should
help mitigate this drag, and Mexican GDP growth should rebound to 3’ percent next
year as the U.S. economy picks up. Growth in the rest of Latin America is expected to
average around 4% percent this year and next, down considerably from the rapid pace of
the past couple of years.

Inflation in the emerging market economies rose to 7 percent (a.r.) in the first quarter,
owing to rising food and energy prices. Chinese prices soared earlier this year but were
relatively flat in March compared with February. We expect inflation in emerging
market economies to move down to just under 3’2 percent by the end of the forecast
period, as food and energy prices decelerate. To help alleviate upward pressures on
domestic food prices, some food exporters have levied high export duties or banned
exports of certain food items, and some importers have lowered tariffs.

Prices of Internationally Traded Goods

Following two months of large increases, core import prices rose even more sharply in
March, largely because of higher prices for material-intensive goods, especially metals
and chemicals. Prices for imported consumer goods also accelerated. For the first
quarter as a whole, we estimate that core import prices rose at an annual rate of

7' percent, 3" percentage points faster than in the fourth quarter and somewhat above
the pace we would have expected given recent developments in commodity prices,
exchange rates, and foreign prices. Our read of the data suggests that these surprisingly
high rates of import price inflation are attributable to a greater-than-usual effect from
commodity prices rather than a pickup in exchange rate pass-through. The latter,
however, remains an important risk to the forecast and is evaluated in the alternative
simulations. For the second quarter, we expect core import prices to rise at a 6 percent
pace. Our projection for the first half of the year is about 172 percentage points higher
than in the previous forecast in light of the higher-than-expected March trade prices.

With commodity prices projected to level off and the dollar to depreciate at a more
modest pace, we expect core import price inflation to fall to 2'% percent in the second half
of 2008 and to stabilize at 14 percent in 2009. Compared with the March Greenbook,
this forecast is little changed.
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Staff Projections of Selected Trade Prices
(Percent change from end of previous period excepted as noted, s.a.a.r.)

2007 Projection

Indicator 2008
Hl1 H2 2009
Ql Q2 H2

Imports

Core goods 3.1 3.5 7.5 6.0 2.5 1.3
March GB 3.1 33 5.8 4.8 2.4 1.2

Oil (dollars per barrel) 63.84 80.34 88.02 108.30 109.96 105.31
March GB 63.84 80.34 91.85 103.44 99.21 95.58

Exports

Core goods 6.7 6.0 11.5 7.5 2.4 1.0
March GB 6.7 6.0 9.5 4.6 1.5 0.8

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

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

We estimate that core export prices rose 11 percent (a.r.) in the first quarter, much
faster than in the fourth quarter and the largest increase since 1988. The increase reflects
sharply higher agricultural prices, especially for corn, wheat, and soybeans. Prices for
nonagricultural industrial supplies also rose sharply, as prices for metals, chemicals, and
petroleum products increased. We expect core export price inflation to slow to

7', percent in the second quarter, reflecting lower rates of inflation for agricultural
products. Going forward, the flattening out of commodity prices should push core export
price inflation down further. Compared with the March Greenbook, the forecast for core
export price inflation in the current quarter has been revised up almost 3 percentage
points because of higher prices for intermediate inputs and agricultural products. For the
remainder of the forecast period, the forecast is somewhat stronger because of higher
projected domestic prices for intermediate inputs.

Trade in Goods and Services

We estimate that real exports of goods and services grew at an annual rate of 6%4 percent
in the first quarter, about unchanged from our estimate in the March Greenbook. Exports
in February grew in line with our expectations. We expect real export growth to remain
at its first-quarter pace in the current quarter, as the increasing effect of past dollar
depreciation offsets the impact of weakening foreign GDP growth. Beyond the current
quarter, we project real export growth to strengthen further, reaching 8'4 percent next
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year, as foreign growth recovers and past and projected dollar depreciation provides a
boost. Our projection for export growth is little changed from the March Greenbook.

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

2007 Projection
Indicator 2008
H1 H2 2009

Q1 Q2 H2
Real exports 4.3 12.6 6.2 6.3 7.3 8.2
March GB 43 12.6 6.0 6.6 7.5 8.1
Real imports 0.5 1.4 2.4 -8.2 -0.3 3.9
March GB 0.5 1.5 0.3 -7.5 0.0 4.2

NOTE. Changes for years are measured as q4/q4; for half-years, Q2/Q4 or Q4/Q2.

Real imports of goods and services are estimated to have risen 2’2 percent at an annual
rate in the first quarter, though the increase is wholly attributable to higher oil imports.
After sharp declines in December and January, nominal imports of non-oil goods jumped
up in February, with most major categories registering large gains. February’s increase
was stronger than expected, leading us to revise up our projection for real import growth
in the first quarter. In the second quarter, we expect imports to decline at an annual rate
of 8'4 percent, as oil imports drop, in part reflecting residual seasonality, and non-oil
imports plunge further, reflecting weak U.S. GDP and higher import prices.

The projected recovery in the United States and the slower pace of import price inflation
should lift import growth into positive territory by the end of the year and to an annual
rate of about 4 percent in 2009. Real import growth in the remainder of this year is
slightly weaker than in the March Greenbook, owing to faster projected import price
inflation, but it is basically unchanged next year.

Alternative Simulations

Concerns about the sustainability of the U.S. trade deficit or stresses in the financial
sector could trigger a shift away from dollar-denominated assets, precipitating a much
larger decline in the dollar than in our baseline forecast. To investigate this possibility,
we use the SIGMA model to examine the effects of a risk-premium shock that would
generate a cumulative decline in the dollar of 10 percent in the absence of endogenous
adjustments of domestic and foreign interest rates. The shock begins in 2008:Q2 and is
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phased in over two years. Our first simulation uses the benchmark version of our model
in which pass-through from the exchange rate to U.S. import prices equals roughly '3 in
the long run, a rate consistent with empirical evidence indicating relatively low pass-
through since the early 1990s. In a second simulation, we consider a scenario in which
foreign firms attempt to preserve their profit margins; accordingly, we set pass-through
from the exchange rate to import prices to be % in the long-run, which is roughly
consistent with estimates of pass-through based on data for years preceding the 1990s.

Under our benchmark specification of relatively low pass-through, the decline in the
dollar boosts the growth of U.S. real GDP 0.3 percentage point (a.r.) above baseline in
the second half of 2008 and about 0.2 percentage point in 2009. Output rises because
U.S. exports become more competitive abroad and because U.S. consumers substitute
away from imports toward domestically produced goods. Core PCE price inflation rises
gradually in response to higher import prices and greater resource utilization and peaks at
0.2 percentage point above baseline in 2009. Given higher activity and prices, the federal
funds rate eventually rises 60 basis points above its baseline level. The nominal trade
balance as a percent of GDP improves roughly 17 percentage points relative to baseline
after three years. In the longer term, the risk premium shock causes output to fall
relative to baseline, as persistently higher interest rates restrain investment and thus the
capital stock.

In the higher pass-through specification, U.S. real GDP growth rises 0.4 percentage point
above baseline by the second half of 2008 and about 0.3 percentage point above baseline
in 2009. The increase in real activity is somewhat higher than in the first scenario
because the larger rise in the relative price of imported goods induces more substitution
toward U.S. goods. Moreover, because import prices show a larger rise and overall
resource utilization is somewhat higher, core PCE inflation rises 0.4 percentage point
above baseline in 2009, roughly twice as much as in the low pass-through scenario.
Given the heightened response of real activity and prices, the federal funds rate rises

80 basis points above baseline by 2010.
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Alternative Scenarios:
Dollar Depreciation under Low and High Pass-through
(Percent change from previous period, annual rate, except as noted)

. . . 2008 2009 2011-
Indicator and simulation 2010 12
H1 H2 H1 H2

U.S. real GDP
Baseline -0.5 0.9 2.4 33 3.1 2.9
Low pass-through (benchmark) -0.4 1.2 2.6 3.5 2.9 2.5
High pass-through -0.4 1.3 2.7 3.5 2.8 2.5
U.S. PCE prices
excluding food and energy
Baseline 2.2 2.4 2.1 1.9 1.8 1.7
Low pass-through (benchmark) 2.2 2.5 2.2 2.1 1.9 1.5
High pass-through 2.2 2.6 24 2.3 2.2 1.6
U.S federal funds rate
(percent)
Baseline 2.1 1.8 1.8 1.8 2.0 4.1
Low pass-through (benchmark) 2.1 1.9 2.0 2.2 2.6 4.4
High pass-through 2.1 1.9 2.1 2.4 2.8 4.4
U.S. trade balance
(percent share of GDP)
Baseline 53 49 45 -40 34 31
Low pass-through (benchmark) 51 44 36 -28 20 -15
High pass-through 51 -44 36 28 -19 -14

NOTE. H1 is Q2/Q4; H2 is Q4/Q2. The federal funds rate is the average rate for the final
quarter of the period.
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Evolution of the Staff Forecast
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Class Il FOMC—Restricted (FR)

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

D1VISION OF RESEARCH AND STATISTICS

Date: April 25, 2008
To: Federal Open Market Committee
From: David Stockton

Subject: Greenbook Part 1 Errata

The attached table showing the staff inflation projections was inadvertently
omitted from Part 1 of the April Greenbook. This would have been page 1-14, before the

subheading Prices and labor costs.

Page 1 of 2



Class Il FOMC—Restricted (FR) Page 2 of 2

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

Measure 2006 | 2007 | 2008 | 2009
PCE chain-weighted price index 1.9 3.4 3.3 1.8
Previous 1.9 3.4 2.9 1.7
Food and beverages 2.3 4.5 3.0 2.2
Previous 2.3 4.5 2.8 2.0
Energy -40 196 162 -14
Previous 40 196 104 -15
Excluding food and energy 2.3 2.1 2.3 2.0
Previous 2.3 2.1 2.3 19
Consumer price index 1.9 4.0 3.8 1.8
Previous 1.9 4.0 3.3 1.8
Excluding food and energy 2.7 2.3 2.5 2.2
Previous 2.7 2.3 2.5 2.1
GDP chain-weighted price index 2.7 2.6 2.0 2.0
Previous 2.7 2.6 2.0 2.0
ECI for compensation of private
industry workers® 32 30 34 33
Previous 3.2 3.0 3.4 3.3
Compensation per hour,
nonfarm business sector 5.0 3.9 4.0 3.8
Previous 5.0 3.9 4.0 3.8
Prices of core nonfuel imports 2.4 3.3 4.6 1.3
Previous 24 3.2 3.8 1.2

1. December to December.





