
 
 

 

 
 
 

 

Prefatory Note 

The attached document represents the most complete and accurate version available 
based on original files from the FOMC Secretariat at the Board of Governors of the 
Federal Reserve System.   

Please note that some material may have been redacted from this document if that 
material was received on a confidential basis.  Redacted material is indicated by 
occasional gaps in the text or by gray boxes around non-text content.  All redacted 
passages are exempt from disclosure under applicable provisions of the Freedom of 
Information Act. 
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Domestic Developments 

Note:  A list of abbreviations is available at the end of Part 1. 

The information received since the time of the August Greenbook seems to be pointing to 
a more noticeable upturn in economic activity than we had been expecting.  Both sales 
and starts of single-family homes have continued the rise that began in the spring, 
providing stronger evidence that housing activity is firming.  Data on orders and 
shipments of capital goods, together with indicators of business sentiment, suggest that 
investment in equipment and software is bottoming out earlier than we had anticipated.  
And the increase in retail sales in August provides at least a tentative sign that consumer 
spending may be picking up.  To be sure, commercial construction remains moribund; 
and, as expected, improvement in labor markets continues to lag behind that of 
production and sales.  But overall, we now see evidence that production increases in the 
second half of this year will stem not only from firms’ desire to curtail the pace of 
inventory drawdowns, but also from rising final sales.   

In addition to the stronger incoming data, the conditioning assumptions in this projection 
have become more favorable than they were at the time of the August Greenbook.  Equity 
prices have moved higher, interest rates on both corporate bonds and fixed-rate 
mortgages have declined, and foreign growth is projected to be stronger.  We also revised 
up our projection for the change in house prices going forward, a reflection of the 
incoming news on housing activity and a pop-up in several measures of house prices in 
recent months.  Together, these conditioning assumptions led us to revise up our 
medium-term projection.  

We now project that real GDP will rise at an annual rate of 2¾ percent in the second half 
of this year—1½ percentage points above the pace we projected in the August 
Greenbook—and 3½ percent in 2010 (versus 3 percent in August).  In 2011, which we 
added to the medium-term projection for the first time, we expect real GDP to accelerate 
further and rise 4½ percent.  Nevertheless, because this forecast begins from a starting 
point of substantial slack in resources, even after two years of solid economic expansion, 
we expect the level of real activity to be well below its potential.  In particular, although 
the stronger rebound in GDP in this forecast generates somewhat larger employment 
gains than in the August Greenbook, the unemployment rate only falls from nearly 
10 percent at the end of this year to 9¼ percent at the end of 2010 and to roughly 
8 percent at the end of 2011—rates well above the NAIRU. 



I-2    Class II FOMC—Restricted (FR) Part 1: Summary and Outlook, September 16, 2009 

 

 

 

The stronger outlook for real activity in this projection led us to shade up our forecast for 
core PCE inflation next year to 1.1 percent —  still a noticeable slowing from this year’s 
anticipated inflation rate of 1.4 percent.  In 2011, with resource slack remaining 
substantial, we look for core inflation to edge down to 1.0 percent.  As before, the 
magnitude of the decline in our projection for core inflation is greatly tempered by the 
relative stability of inflation expectations.  With energy prices trending up into next year, 
we expect overall consumer price inflation to be a bit higher than core next year at 
1 ¼   percent but to be the same as core in 2011. 

Key Background Factors 
We continue to assume that the FOMC will hold the target federal funds rate in the 
current range of 0 to  ¼   percent through 2011.  We have also left our assumptions for 
nontraditional policy actions mostly unchanged.  As in the August forecast, we assume 
that the Federal Reserve’s purchases of long-term securities will total $1.7 trillion —
$300 billion of Treasury debt, $150 billion of agency debt, and $1.25 trillion of agency 
mortgage-backed securities (MBS), with the purchases of Treasury debt to be completed 
by October.  However, we have delayed the assumed completion of the agency debt and 
MBS purchases by one quarter, to the end of the first quarter of 2010, to allow for a 
tapering of purchase activity before the program ends.  Holdings of these long-term 
securities are assumed to run off gradually thereafter, declining to a total of $1.4 trillion 
by the end of 2011. 

The 10-year Treasury rate has fallen about 30 basis points since the time of the August 
Greenbook.  We assume that some part of this decline reflects a lower expected path for 
the federal funds rate, which implies that market participants will be less surprised as 
they see our policy path unfold than was the case in August.  Accordingly, we now 
project a somewhat larger increase in Treasury rates from here forward than in the last 
Greenbook.  As before, the main factor pushing up Treasury rates is the movement of the 
10-year valuation window through and eventually beyond the period of very low short-
term rates.  

The BBB corporate bond rate has declined about in line with long-term Treasury rates, 
and we have adjusted our assumed bond rate path down commensurately.  We still expect 
the BBB rate to move down from its current level even as Treasury rates increase, on the 
assumption that risk premiums in the bond market will continue to recede.  Mortgage 
rates have also declined since early August, though in this case, the spread to Treasury 
securities has widened a bit.  The conforming mortgage rate now stands just above  
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 Revisions to the Staff Forecast of Residential House Prices 

A variety of house price measures (shown in the 
figure “House Price Appreciation”) have turned 
positive in recent months after having fallen at 
double-digit annual rates for the past two years.  
For the second quarter as a whole, the 
LoanPerformance price index—our preferred 
measure— rose at an annual rate of 12.3 percent, 
in contrast to the decline of 4.0 percent shown in 
the August Greenbook. 

Based on futures prices, financial market 
participants have also become more optimistic 
about the house price outlook:  The implied level 
of the RadarLogic RPX (one of the more liquid 
futures markets tied to house prices) for October 
2010 has risen more than one-third from its low 
during the spring (see the figure “RPX Futures 
Price for Oct. 2010 Contract”).  Households 
appear to share this recent optimism.  The 
percentage of respondents to the 
Reuters/University of Michigan Surveys of 
Consumers who reported that they expected 
house prices to decline over the next year has 
fallen from about 25 percent at the start of this 
year to 15 percent in the latest survey, roughly 

where it was when we added the question to the 
survey in March 2007 (see the figure “Home Value 
Expectations over Next Year”).  The share expecting 
an increase has rebounded from its low earlier this 
year, although it remains well below its March 2007 
level. 

In addition to a surprisingly strong second-quarter 
reading, we also received a significant revision to 
historical values of the LoanPerformance index.   
As  shown by the difference between the red and the 



Domestic Developments Class II FOMC—Restricted (FR)    I-5 

 

 
 

 

 

 

 

Change in House Prices 
Percent change at annual rate 
from end of preceding period 

 2009 2010 2011 
 Q2 H2   
Current  12.3 -1.2 -2.8 0.6 
Aug. GB -4.0 -11.0 -7.3 -1.5 
 
 

 

black lines in the figure titled “House Prices” on 
the ne xt page, LoanPerformance revised up the 
lev el of house prices at the peak in 2006, but it 
now  shows a significantly sharper decline going 
into this year.  In particular, the revised index 
shows prices in 2008 falling much faster than we 
had previously thought; the level as of the end of 
the first quarter of this year was revised down 
about 10 percent. 

In putting together our forecast, we use 
deviations of house prices from their long-run 
relationship to rents to measure housing’s over- 
or undervaluation (see the figure “Over/Under 
Valuation of Single-Family Homes”).  In this 
regard, the downward revision to the 
LoanPerformance index in history is a positive 
influence on the house price projection:  With 
more of the downward adjustment to house prices 
behind us, all else equal, prices would need to fall 
less to hit the same undervaluation.  Moreover, 
given households’ rosier outlooks, we now think 
that prices need to fall less relative to rents to 
entice buyers; we thus no longer believe that 
housing valuations will fall as far as we did as of 
the last Greenbook. 

That said, we expect house prices to begin falling 
again late in 2009 and in 2010, with only sluggish 
nominal growth in 2011.  We anticipate that 
foreclosure-related sales and tighter-than-normal 
credit supply conditions will push down prices as the 
effects of the dramatic jump in foreclosures started in 
the first half of 2009 begin to be felt in the housing 
market this fall.  We now expect prices to fall 
1.2 percent at an annual rate in the second half of this 
year and 2.8 percent in 2010. 

Under our revised forecast, combining the downward 
revision to the index’s level with the shallower 
trajectory of house price declines going forward 
leaves house prices at the end of 2011 3.7 percent 
above the level implied by the August Greenbook 
forecast. 
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1 As discussed in the box, LoanPerformance has revised its historical data.  These revised data are 
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5 percent, and we project it to drift up with Treasury yields over the forecast period to 
reach 5½ percent at the end of 2011.     

Broad indexes of equity prices currently stand about 5 percent above the level assumed in 
the August Greenbook; we have raised the projected path for stock prices accordingly.  
As in prior forecasts, we assume that the equity risk premium will trend down over the 
forecast period, and as a result, we have equity prices rising 16 percent in 2010 and 
12 percent in 2011.   

The incoming information on changes in house prices has been to the high side of our 
expectations in recent months even as revised data point to sharper declines last year (see 
the box titled “Revisions to the Staff Forecast of Residential House Prices”).1  This 
information, together with a further strengthening of the outlook for housing demand, has 
led us to revise up significantly our projection for the change in house prices.  We now 
expect house prices to decline at an annual rate averaging 2¼ percent through the end of 
2010, compared with 8½ percent in the August Greenbook.  In 2011, house prices are 
projected to edge up slightly.   

Our assumptions for fiscal policy through 2010 are essentially unchanged from the 
August Greenbook.  We continue to assume that no new stimulus packages will be 
enacted and that there will be no additional funding for financial stabilization programs 
beyond the TARP and the conservatorship for the mortgage-related GSEs.  We look for 
the unified budget deficit to be about $1.4 trillion (10 percent of GDP) in both fiscal 2009 
and fiscal 2010; the deficit for fiscal 2010 is a little less than in the August Greenbook, 
reflecting the faster pace of economic recovery in this projection. 

In 2011, we expect the deficit to narrow to $1.1 trillion (7½ percent of GDP).  This 
decline stems both from the effects of the strengthening pace of economic activity on 
revenues and outlays and from a drop in the costs associated with the 2009 fiscal stimulus 
package and financial stabilization programs.  We assume that most provisions of current 
tax law will be extended in 2011 but that some of the 2001–03 tax cuts for high-income 
households will be allowed to expire, resulting in a small boost in revenues in that fiscal  
year.  As for expenditures, we expect that emergency unemployment benefits will be 
extended, but that grants to state and local governments from the stimulus package will 
start to phase out; meanwhile, defense spending is projected to remain flat in real terms in 
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2 We also now estimate that real GDP declined at an annual rate of 1 percent in the second quarter, a 

little less negative than the 1½ percent rate of decline we projected in August.   

2011 after rising modestly in 2010.  In all, we expect fiscal impetus to be a roughly 
neutral factor in 2011 after contributing about 1 percentage point to the change in real 
GDP in both 2009 and 2010.   

The foreign exchange value of the dollar on a trade-weighted basis is little changed since 
the time of the last Greenbook.  We project the real trade-weighted dollar to depreciate 
2 percent next year and 3 percent in 2011.  Meanwhile, the incoming data on economic 
activity abroad have again been somewhat stronger than we had anticipated, and we have 
strengthened our projection for foreign growth over the forecast period.  We now expect 
foreign real GDP to rise at an annual rate of 3½ percent in the second half of this year and 
in 2010, and to move up 4 percent in 2011. 

The spot price of West Texas Intermediate (WTI) crude oil has moved down, on net, in 
recent weeks and now stands around $69 per barrel, about $2.50 below its level at the 
time of the August Greenbook.  Consistent with futures prices, we expect WTI to drift up 
to about $75 by the end of next year and to edge up slightly further in 2011 to about $77.  
In the near term and in 2010, this path is about $5 per barrel below that in the August 
Greenbook.  

Recent Developments and the Near-Term Outlook 
In response to the better-than-expected tone of the incoming spending data, we now 
project that real GDP will increase at an annual rate averaging 2¾ percent this quarter 
and next, up from a forecast of 1¼ percent in August.2  As before, we expect that firms 
will boost output into closer alignment with sales now that inventories seem to be less 
burdensome.  But we also expect final sales to post a small increase in the second half, 
an upward adjustment from our forecast in August, when we projected the improvement 
in final sales to be delayed until early next year.  The upward adjustment to our near-term 
projection is prominent for each of household spending, housing activity, and business 
investment in equipment and software.  

Labor market conditions have evolved about as we had been expecting, with the latest 
data showing a slower pace of deterioration but not yet an improvement.  Declines in  
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Summary of the Near-Term Outlook 
(Percent change at annual rate except as noted)

Measure 
2009:Q2 2009:Q3 2009:Q4 

Aug. 
GB 

Sept. 
GB 

Aug. 
GB 

Sept. 
GB 

Aug. 
GB 

Sept. 
GB 

Real GDP -1.5 -1.0 .8 2.5 1.7 3.2
 Private domestic final purchases -3.5 -2.8 -1.0 1.6 -.7 -.5
  Personal consumption expenditures -1.2 -.9 .9 2.3 1.2 .8
  Residential investment -30.1 -22.9 -9.8 3.0 -6.8 4.0
  Business fixed investment -10.7 -10.3 -11.9 -3.8 -12.5 -11.3
 Government outlays for consumption 
   and investment 6.1 6.5 2.9 1.8 3.2 4.3

 Contribution to growth  
(percentage points) 

 Inventory investment -.9 -1.5 1.4 1.0 1.5 2.8
 Net exports 1.1 1.6 -.3 -.2 .1 -.1

 

 

 

 

private payrolls averaged 223,000 per month in July and August, down from an average 
loss of 425,000 per month in the second quarter; we expect to see job losses slow further 
to 100,000 in September and then to end by the turn of the year.  This employment path is 
close to that in the August Greenbook.  Although we have revised up our projection for 
real activity this quarter and next, we have tempered our projected employment response 
because unemployment insurance claims, while off their peaks, have not yet declined to 
levels that would be consistent with a stabilization of employment.  Given our projection 
for payrolls, we expect the unemployment rate to edge up from 9.7 percent in August to 
9.9 percent by the end of the year.   

Industrial production (IP) posted large gains in both July and August.  The increases were 
driven in part by a rebound in motor vehicle assemblies from exceptionally low levels 
earlier in the year and the associated effects on upstream industries.  Production outside 
of the motor vehicle sector has also firmed, and forward-looking indicators such as 
durable goods orders and the various manufacturing surveys have improved substantially.  
With vehicle assemblies expected to step up further in September, we project another 
sizable gain in manufacturing IP this month and moderate increases in the following 
months.  On a quarterly average basis, this pattern translates into increases in 
manufacturing output at annual rates of 6¼ percent in the current quarter and 5 percent in 
the fourth quarter.  
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In the housing sector, the incoming data on both home sales and starts have surprised us 
to the upside, and a gradual recovery now seems to be under way.  Single-family starts 
registered their fifth consecutive monthly increase in July, and with demand evidently 
improving—likely reflecting both low mortgage interest rates and a perception by 
potential homebuyers that purchase prices are nearing their bottom—we expect that starts 
will continue to move higher in coming months.  We now project that single-family starts 
will average an annual pace of 550,000 units in the fourth quarter, about 60,000 higher 
than we projected in the August Greenbook.  Meanwhile, we expect multifamily starts, 
which have been depressed by high vacancy rates, falling prices, and tight credit 
conditions, to remain near current exceptionally low levels.  In all, we now project that 
real residential investment will rise at an annual rate of 3½ percent in the second half of 
this year; in the August projection, we had projected an 8 percent rate of decline.    

Consumer spending has been supported by the “cash for clunkers” program.  Excluding 
motor vehicles, real PCE appears to have flattened out earlier in the summer after falling 
sharply in late 2008 and early 2009, and the jump in retail sales in August hints that 
spending may now be turning upward.  With the labor market beginning to stabilize and 
with the drag from the earlier declines in wealth gradually waning, the negative forces 
that have been restraining household spending should diminish further as we move 
forward.  Our projection calls for real PCE to rise at annual rates of 2¼ percent in the 
third quarter and ¾ percent in the fourth quarter, with that quarterly pattern reflecting 
swings in vehicle sales associated with cash for clunkers.  On average, the rate of 
increase over the second half of this year is about ½ percentage point higher than that 
projected in the last Greenbook.  

The outlook for business investment in equipment and software (E&S) appears better 
than it did in August.  Spending on transportation equipment is no longer falling sharply, 
and the demand for high tech and other types of equipment seems to be stabilizing.  In 
particular, orders and shipments of nondefense capital goods excluding aircraft have 
recovered somewhat in recent months, readings on business sentiment from the monthly 
manufacturing surveys have improved, and corporate bond yields have continued to ease.  
In light of this news, we now project that E&S will start to turn up in the second half—
two quarters earlier than in the August Greenbook—rising at an annual rate of ¾ percent.  

In contrast, the near-term outlook for nonresidential construction remains about as bleak 
as we had expected.  Although real spending on nonresidential buildings rose in the 
second quarter, nominal construction outlays dropped considerably in July, suggesting 
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that the second-quarter increase was transitory.  And in the drilling and mining sector, 
spending still appears to be falling in response to low prices for natural gas.  With 
vacancy rates rising and property prices falling, and with credit conditions for this sector 
extremely tight, we expect to see further sharp declines in real outlays for nonresidential 
structures in the second half of this year.  

We do not yet have much data on inventory investment in the third quarter outside of 
motor vehicles, where the cash-for-clunkers program reduced inventories to very low 
levels.  Outside of the motor vehicles sector, the sizable drawdown in stocks in the first 
half of the year has improved inventory positions, and we expect a diminishing pace of 
liquidation in the period ahead.  Folding in the anticipated increase in motor vehicle 
inventories in the fourth quarter, we expect that, after having subtracted about 
2 percentage points from the annual rate of change in real GDP over the first half of this 
year, nonfarm inventory investment will add that same amount in the second half.   

Real federal expenditures for consumption and gross investment are projected to increase 
appreciably over the second half of this year, reflecting the appropriated funding for 
defense spending and the continued boost to nondefense spending from the stimulus plan.  
Although the incoming data on defense spending have been below our expectations, we 
think this pattern represents shifts in the timing of expenditures and have not changed 
projected spending for the second half of the year as a whole.  In the state and local 
sector, purchases are projected to edge up this quarter and next as the stimulus grants help 
these governments maintain their spending in the face of weak revenues. 

After sharp declines earlier in the year, exports appear to be rebounding strongly in the 
current quarter, reflecting both an improvement in activity abroad and a bounceback in 
exports of automotive products.  At the same time, we also expect a sharp rebound in 
imports.  Overall, we project that net exports will make a small negative contribution to 
the change in real GDP this quarter, and we look for a similar contribution in the fourth 
quarter.  

The incoming data on consumer prices have been a little above our expectations but 
continue to show smaller increases in core prices this quarter than were evident in the 
spring, when price measures were boosted by a jump in excise taxes on cigarettes.  We 
continue to project that core PCE prices will rise at an annual rate of 1¼ percent on 
average in the second half of this year, down from a 1½ percent rate of increase in the 
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3 The cash-for-clunkers rebates are being recorded as lower vehicle prices in the PCE price index, but, 

in part because the lower prices and the subsequent rebound both occur within the third quarter, we 
estimate the rebates’ effect on the core PCE index for the quarter as a whole to be very small. 

first half.3  Meanwhile, because of a jump in energy prices, total PCE prices are expected 
to rise at a faster pace of 2 percent in the second half.   

The Medium-Term Outlook 
The pace of economic activity is expected to strengthen gradually over the next two years 
as financial stresses continue to diminish, the negative effects of earlier declines in 
income and wealth fade, and the housing sector continues to recover.  We project the 
change in real GDP to step up to gains of 3½ percent next year and 4½ percent in 2011.  
The further acceleration of activity in 2011 occurs despite the decline in the impetus to 
growth from fiscal policy.  Even with the projected pickup in real activity, the level of 
real GDP only returns to its previous peak in late 2010, and output is still projected to be 
3½ percent below the level of potential output at the end of the forecast period. 

Household sector.  We expect the modest recovery in household spending that begins in 
the second half of this year to gain strength over the remainder of the forecast period.  
Although the impetus to growth in consumer spending from the fiscal stimulus package is 
expected to be smaller next year, growth of spending should be supported by a waning of 
the sizable drag from earlier declines in wealth as well as by rising labor income, low 
interest rates, and a gradual improvement in credit availability.  In all, we expect 
consumer spending to post increases of 3 percent next year and 3½ percent in 2011.  
Given a similar projected acceleration in real disposable income, this path of spending 
leaves the personal saving rate roughly flat near 4 percent.  Relative to the last 
Greenbook, our projection for next year’s increase in real PCE is revised up ¼ percentage 
point, with the effect of the higher path for household wealth contributing importantly to 
that revision.  

We have raised our projection for the housing sector noticeably in this Greenbook.  This 
upward revision reflects both the incoming data on activity, which indicate that demand 
has started to strengthen more quickly than we had expected, and the revised path of 
house prices, which implies greater optimism on the part of potential homebuyers about 
future price gains.  As before, we anticipate that demand will continue to improve as 
incomes pick up and lower prices and favorable mortgage rates enhance affordability; 
these factors, together with a diminishing overhang of unsold new homes, are projected 
to contribute to the uptrend in construction activity.  We now project that single-family  
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Projections of Real GDP 
(Percent change at annual rate from end of  

preceding period except as noted) 

Measure 
2009 

2010 2011 
 H1 H2 

Real GDP -3.8 2.8 3.5 4.5 
  Previous Greenbook -4.0 1.2 3.1  

 Final sales -1.8 .9 2.9 4.1 
   Previous Greenbook -2.3 -.2 2.6  

   Personal consumption   
           expenditures -.2 1.6 2.9 3.6 
    Previous Greenbook -.3 1.0 2.6  
    
        Residential investment -31.0 3.5 12.9 25.3 
    Previous Greenbook -34.3 -8.3 9.3  

   Business fixed investment -26.1 -7.6 5.0 9.9 
    Previous Greenbook -26.3 -12.2 3.5  

   Government purchases 1.9 3.1 1.6 1.0 
    Previous Greenbook 1.7 3.1 1.6  

   Exports -18.2 14.3 8.2 8.6 
    Previous Greenbook -18.7 7.3 5.3  

   Imports -26.3 12.7 8.0 8.0 
    Previous Greenbook -25.4 6.8 4.8  

 Contribution to growth 
(percentage points) 

 Inventory change -1.9 1.9 .6 .4 
   Previous Greenbook -1.6 1.4 .5  

 Net exports 2.1 -.2 -.2 -.2 
   Previous Greenbook 1.9 -.1 -.1  

 

 

 
starts will reach an annual pace of almost 800,000 units by the end of 2010—70,000 
above our projection in August—and will move up to a pace of 1.12 million units by the 
end of 2011.  Meanwhile, we expect multifamily starts to pick up only modestly from 
their recent low levels because credit conditions and the returns to investment in this 
sector remain highly unfavorable.  In total, we project real residential expenditures to rise 
13 percent next year and 25 percent in 2011.  Of course, these large percentage increases 
are from a very low level, and the pace of spending that we project for late 2011 remains 
more than one-third below the pace of activity in 2005.    
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Business investment.  We have revised up our projection for investment in equipment 
and software in response to both the incoming data and the upward revisions to business 
output over the forecast period.  After flattening out in the second half of this year, real 
E&S spending is now projected to rise 10 percent next year and almost 15 percent in 
2011.  This acceleration reflects an easing of credit conditions, the strengthening of 
business output, and some purchases of equipment that had been deferred during the 
recession.   

By contrast, our projection for business investment in structures remains quite downbeat.  
Demand for such large-scale and long-lived assets typically takes longer to improve after 
a downturn, and with vacancy rates high and rising and with credit conditions in this 
sector likely to remain quite restrictive for some time, we expect recovery in 
nonresidential construction to be slow to emerge.  To be sure, we expect investment in 
the drilling and mining sector to turn back up over the next two years given our projected 
path for energy prices.  But outside that area, we project real outlays to fall another 
8½ percent next year and to edge down further in 2011.  

Because we expect inventory positions to be much improved going into 2010, we expect 
the drawdowns in inventories outside the motor vehicle industry to end around the middle 
of next year.  Thereafter, we project a modest restocking that picks up speed as firms 
become increasingly confident about the durability of demand.  (Given the currently low 
level of motor vehicle stocks, we expect automakers to start boosting inventories 
immediately.)  All told, we expect overall inventory investment to contribute about 
½ percentage point to real GDP growth in each of 2010 and 2011. 

Government spending.  Given the fiscal policy assumptions discussed earlier, we expect 
federal government purchases to decelerate over the projection period.  The rise in real 
federal expenditures for consumption and investment is projected to slow from about 
5 percent this year to 2½ percent in 2010 and less than 1 percent in 2011, primarily 
reflecting the assumed deceleration in defense spending.  States and localities likely will 
continue to face considerable budget pressures in 2010, but we expect real purchases by 
these governments to rise 1 percent—the same pace as this year—as federal grants from 
the stimulus bill remain sizable and tax receipts start to pick up with the economic 
recovery.  In 2011, we project another 1 percent increase in real state and local purchases 
as the ongoing improvement in revenues offsets the restraint from the winding down of 
the federal stimulus grants. 
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The NAIRU in the Staff Projection 

The se vere contraction in employment in this 
recession has been associated with a strikingly 
large number of workers who lost their jobs 
through permanent layoffs.  Such workers 
typically take longer to become reemployed than 
do workers who lose their jobs through temporary 
layoffs or who become unemployed upon 
entering or reentering the labor force.  In 
recognition of the higher level of frictional 
unemployment that this process may entail, we 
raised our estimate of the NAIRU from 4¾ 
percent to 5 percent in the June Greenbook 
forecast.   

Since that time, the number of permanent job 
losers who remain unemployed has risen further, 
as can be seen in the lower-left figure.   

Another indicator of frictional unemployment 
tha t has informed our assumption for the NAIRU 

is the relationship between the unemployment rate 
and the job vacancy rate, known as the Beveridge 
curve.  One version of this relationship is shown in 
the lower-right figure.  As indicated by the open 
square, the most recent observation appears to have 
moved further to the right of the line implied by the 
earlier years of this decade (the dots), suggesting 
that frictional unemployment may have risen more 
than we had assumed in June.   

These considerations have led us to raise our 
estimate of the NAIRU by another ¼ percentage 
point, to 5¼ percent, in the current forecast. We 
assume that the NAIRU will remain at this level 
through the medium term and then begin to edge 
back down as the labor market tightens and 
reemployment opportunities become more 
abundant. 
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4 In the August Greenbook, we made a tentative decision to leave unchanged our estimate of potential 

output growth over the past few years even as real GDP was revised down in the comprehensive revision of 
the NIPA.  We therefore allowed our estimate of the GDP gap to become more negative in the first half of 
this year.  That interpretation still seems correct to us, so we have maintained that assumption in the current 
Greenbook.  

Net exports.  Over the next two years, as imports and exports both recover, we expect 
net exports to continue to make small negative contributions to the change in real GDP, 
about on par with those projected for the second half of this year.  This projected 
contribution is not much changed from the August Greenbook, as the dollar is little 
revised and the stronger growth forecasts for both the U.S. and foreign economies imply 
a larger rebound in both imports and exports.  (The International Developments section 
provides more detail on the outlook for the external sector.) 

Aggregate Supply, the Labor Market, and Inflation 
We have made no material changes to our estimates of structural productivity and 
potential GDP through 2010.4  Structural productivity is still assumed to rise about 
1¾ percent per year, on average, this year and next while potential GDP is assumed to 
increase 2 percent per year.  In 2011, we expect the growth of structural productivity and 
potential GDP to step up to 2 percent and 2¼ percent, respectively, reflecting the 
anticipated rebound in capital spending, which boosts the contribution of capital 
deepening to potential output growth.  As discussed in the box titled “The NAIRU in the 
Staff Projection,” we have also revised our estimate of the NAIRU slightly higher, to 
5¼ percent. 

Given the upward revisions to our projection for the change in real GDP, we now expect 
the GDP gap to narrow somewhat more than in the August Greenbook.  We estimate that 
GDP stood 7¼ percent below its potential in the second quarter, and we project that this 
gap will narrow to 5½ percent by the end of 2010 (1¼ percentage points smaller than in 
August) and to 3½ percent by the end of 2011. 

Productivity and the labor market.  Productivity in the nonfarm business sector soared 
in the second quarter, and we project another large increase in the current quarter.  
Productivity had fallen well below our estimate of its structural level during the 
preceding few quarters as demand fell faster than firms were able or willing to cut hours, 
but the jumps in output per hour in the second and third quarters are expected to bring the 
level of productivity back above trend.  We anticipate that firms will remain somewhat 
cautious in their hiring until the recovery gains more steam, and as a result, the level of 
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Decomposition of Structural Labor Productivity 
Nonfarm Business Sector 

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

1974- 1996- 2001-Measure 2008 2009 2010 2011 95 2000 07 

Structural labor productivity 1.5 2.5 2.8 2.0 1.8 1.6 1.9
  Previous Greenbook 1.5 2.5 2.8 2.0 1.6  1.6 
Contributions1       
Capital deepening .7 1.4 .7 .5 .0 -.1 .4
  Previous Greenbook .7 1.4 .7 .5 -.2     -.1 
Multifactor productivity .5 .7 1.6 1.3 1.7   1.6 1.4
  Previous Greenbook .5 .7 1.6 1.3 1.6   1.5 
Labor composition .3 .3 .3 .2 .2 .1 .1
MEMO       
Potential GDP 3.0 3.4 2.8 2.4 2.0 2.1 2.3
  Previous Greenbook 3.0 3.4 2.8 2.4 2.0   2.0 
 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 2008 2009 2010 2011 

Output per hour, nonfarm business .9 3.7 1.3 1.4
  Previous Greenbook 1.0 2.3 1.7 
Nonfarm private payroll employment -2.1 -4.1 2.1 3.3
  Previous Greenbook -2.1 -4.1 1.5
Household survey employment -1.5 -3.0 1.7 2.3
  Previous Greenbook -1.5 -3.0 1.2
Labor force participation rate1 65.9 65.5 65.4 65.3
  Previous Greenbook 65.9 65.6 65.3 
Civilian unemployment rate1 6.9 9.9 9.2 7.9
  Previous Greenbook 6.9 10.0 9.6
MEMO 
GDP gap2 -4.6 -6.9 -5.6 -3.6
  Previous Greenbook -4.6 -7.8 -6.8

 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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productivity is projected to return only gradually to trend.  We project private payroll 
employment to rise an average of almost 200,000 per month next year and about 300,000  
per month in 2011 when output is rebounding more sharply.  Given this pace of hiring, 
the unemployment rate is projected to edge down from a peak of just under 10 percent in 
the fourth quarter to 9¼ percent by the end of 2010, and to fall to 8 percent by the end of 
2011. 

Prices and labor costs.  Given the substantial amount of slack in resource utilization in 
our forecast, we project that core PCE inflation will slow from 2 percent in 2008 to 
1.4 percent this year, and that it will decline further to 1.1 percent in 2010.  In 2011, 
when slack is expected to be diminished but still sizable, we look for core inflation to 
edge down to 1.0 percent.  As in previous Greenbooks, the extent of the deceleration in 
this projection is considerably less than would be predicted by many reduced-form 
models of inflation; this relatively small deceleration is because of the stability in 
inflation expectations in recent years and our anticipation that inflation expectations will 
only edge slightly lower over the next couple of years.  Relative to the August 
Greenbook, we nudged up our projection for core inflation next year 0.1 percentage point 
because the downward revision to the unemployment rate in this forecast, together with 
our higher estimate of the NAIRU, implies somewhat less slack than we had earlier 
projected.  Meanwhile, overall consumer price inflation is projected to be just a little 
above core inflation in 2010 and in line with core in 2011.   

Hourly compensation costs have decelerated sharply this year.  The productivity and cost 
measure of compensation per hour is now reported to have declined at an annual rate of 
2¼ percent in the first half of this year after rising 2½ percent in 2008.  The employment 
cost index has decelerated considerably this year as well.  To a large extent, we think that 
the steep deceleration in hourly compensation reflects a drop in bonuses and other one-
time adjustments to the level of compensation in an extremely weak labor market.  Thus, 
with the labor market gradually improving, we project that hourly compensation will post 
moderate increases in the period ahead, rising 1¾ percent next year and 2 percent in 
2011.   

Financial Flows and Conditions 
We project that domestic nonfinancial debt will expand at an average annual rate of about 
5 percent through the end of 2011, reflecting a combination of rapid growth in federal 
government debt, a moderate rise in state and local government debt, and modest 
increases in household and nonfinancial business debt. 



I-18    Class II FOMC—Restricted (FR) Part 1: Summary and Outlook, September 16, 2009 

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

Measure 2008 2009 2010 2011 

PCE chain-weighted price index 1.7 1.0 1.3 1.0 
  Previous Greenbook 1.7 1.1 1.3  

 Food and beverages 6.8 -1.1 1.5 .7 
   Previous Greenbook 6.8 -.3 1.6  

 Energy -9.1 -2.4 5.0 2.1 
   Previous Greenbook -9.1 -1.3 5.4  

 Excluding food and energy 2.0 1.4 1.1 1.0 
   Previous Greenbook 2.0 1.4 1.0  

Consumer price index 1.5 1.1 1.5 1.1 
  Previous Greenbook 1.5 1.3 1.5  

 Excluding food and energy 2.0 1.7 1.2 1.1 
   Previous Greenbook 2.0 1.7 1.1  

GDP chain-weighted price index 1.9 .9 1.2 1.1 
  Previous Greenbook 1.9 1.0 1.1      

ECI for compensation of private 
   industry workers1 2.4 1.2 1.8 2.0 
  Previous Greenbook 2.4 1.0 1.2   

Compensation per hour, 
   nonfarm business sector 2.6 -.3 1.8 2.1 
  Previous Greenbook 2.6 -.4 1.2    

Prices of core goods imports2 3.8 -1.4 1.3 1.0 
  Previous Greenbook 3.8 -1.6 1.2     

 1. December to December. 
    2. Core goods imports exclude computers, semiconductors, oil, and 
natural gas. 

 

 

 

Household debt contracted at an annual rate of about 1½ percent in the first half of the 
year, and we anticipate a further slight contraction in the second half.  We expect that the 
growth of mortgage debt and nonmortgage consumer credit will be held down thereafter 
by the relatively low levels of spending for housing and consumer durables and by 
constricted credit availability.  Although we anticipate that household debt will begin to 
expand again next year as the economy improves, the pace of borrowing through 2011 is 
expected to be tepid because of the elevated unemployment rate, continued deleveraging 
by households, and lending standards that remain relatively tight. 
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Nonfinancial business debt is expected to be little changed on net in the second half of 
this year after having declined in the first half.  Firms with access to credit markets 
continued to borrow in volume in August, as investment-grade bond issuance remained 
robust and speculative-grade issuance picked up significantly.  However, we anticipate 
that the rise in debt for nonfinancial businesses overall will strengthen slowly during the 
forecast period, as banks’ terms and standards for business loans are expected to ease 
only gradually and the commercial real estate market is projected to remain very weak. 

Federal government debt is expected to balloon further over the forecast period as deficits 
remain extremely large.  All told, we anticipate net federal borrowing of about 
$1½ trillion in 2009 and 2010, and about $1 trillion in 2011.  In the state and local 
government sector, borrowing rebounded in the first half of the year as earlier strains in 
the municipal bond market eased.  We expect state and local government borrowing to 
slow to a more sustainable pace over the projection period, in part because infrastructure 
stimulus grants will finance some of the projected rise in the sector’s capital outlays. 

M2 is projected to contract over the second half of this year as households continue to 
reallocate some of their wealth toward riskier assets.  In 2010 and 2011, M2 is forecast to 
increase less rapidly than nominal GDP, as improvements in economic and financial 
market conditions continue to reduce demand for M2 assets. 

The Long-Term Outlook 
We have extended the staff forecast to 2014, using the FRB/US model and staff 
assessments of long-run supply-side conditions, fiscal policy, and other factors.  
The contour of the long-run outlook depends on the following key assumptions: 

• Monetary policy aims to stabilize PCE inflation at 2 percent in the long run, 
consistent with the majority of longer-term inflation projections provided by the 
FOMC participants in June. 

• No further nontraditional monetary policy actions are undertaken beyond those that 
have already been announced.  This assumption implies a gradual shrinking of the 
Federal Reserve’s balance sheet over time. 

• Risk premiums on corporate bonds and equity, which are expected to be just a little 
above historically normal levels at the end of 2011, only edge down thereafter.  Banks 
ease their lending terms and standards somewhat further as well.   
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• The fiscal stimulus package continues to boost the level of government purchases 
through 2012, but spending associated with these funds is essentially complete by 
2013.  Government budget deficits continue to narrow.  This improvement reflects 
both the effects of the economic recovery on tax receipts and transfer payments as 
well as further policy actions after 2011 aimed at reducing the deficit. 

• From 2012 to 2014, the foreign exchange value of the dollar is assumed to depreciate 
2 percent per year in real terms.  The price of WTI crude oil rises gradually to nearly 
$85 per barrel by the end of 2014, consistent with futures prices.  Under these 
assumptions, movements in the prices of energy and imports have only minor 
implications for domestic inflation.  Foreign real GDP expands 3¾ percent per year, 
on average, such that foreign output gaps continue to narrow. 

• As discussed in the box on the NAIRU, the factors that the staff sees as having raised 
the NAIRU during the recession are expected to slowly fade; we also assume that the 
effect of emergency unemployment compensation on the unemployment rate will 
diminish after 2011.  Finally, potential GDP is assumed to expand 2¾ percent per 
year, on average, over the 2012–14 period. 

The unemployment rate enters 2012 still at a very high level, and inflation is noticeably 
below the assumed long-run target.  Under the assumptions used to construct the baseline 
extension, the federal funds rate begins to rise in early 2012, reaching 2½ percent by the  
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5 In the long-run outlook, the federal funds rate (R) follows the prescriptions of a Taylor rule of the 

form R = 2.5 + π + 0.5y + 0.5(π – 2), subject to the zero lower bound constraint.  In this expression, π 
denotes the four-quarter rate of core PCE inflation and y is a measure of the output gap.  The latter is 
defined using labor market data; it equals the difference between the staff estimate of the NAIRU and the 
unemployment rate divided by the Okun’s Law coefficient (0.45).  The same policy rule is used to set the 
federal funds rate in the alternative scenarios discussed below. 

end of that year and 3¾ percent in 2013.5  The recovery in investment spending helps to 
boost GDP growth to 5 percent in 2012 and 4¼ percent in 2013.  As a result, the 
unemployment rate dips slightly below the NAIRU by the end of 2013.  By 2014, the 
slow recovery in investment shares toward historical norms is largely complete, so output 
growth moves down toward its potential rate and unemployment stabilizes.  Core PCE 
inflation moves up modestly after 2011 as economic activity recovers and long-run 
inflation expectations are assumed to remain reasonably well anchored. 

Alternative Scenarios 
In this section, we consider risks to the baseline projection using simulations of the 
FRB/US model.  In the first scenario, we consider the possibility that real activity will 
recover more rapidly than we anticipate.  The next scenario combines this more robust 
expansion with an increase in inflation expectations, leading to a much earlier increase in 
the federal funds rate than in the baseline projection.  The third scenario examines a 
downside risk to activity—the possibility that households boost their saving appreciably 
relative to baseline.  The next scenario examines another downside risk to activity and 
assumes that the recent strength in demand is short-lived as impaired balance sheets exert 
greater restraint on economic activity and some of the improvement in financial 
conditions since early spring is given back.  The final two scenarios address risks to 
aggregate supply:  first, the possibility that inflation expectations may fall more 
significantly in response to economic slack than in our baseline, and second, the 
possibility that the recession will have larger adverse effects on labor market functioning.  
In each of these scenarios, the federal funds rate is assumed to follow the prescriptions of 
a version of the Taylor rule (subject to an effective lower bound of 12½ basis points), and 
nontraditional policy is assumed to follow the baseline path. 

V-shaped recovery.  Incoming production and spending data, including upward surprises 
in business and household investment, have led us to mark up the baseline projection 
appreciably.  But even with this revision, household and business outlays on durable 
goods and structures remain remarkably low by historical standards relative to 
replacement demand, suggesting a risk of a greater-than-anticipated rebound in spending  
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that in turn might spark stronger activity in other sectors.  In this scenario, a pronounced 
snapback in investment leads to private outlays on durable goods and structures that are 
12 percent above baseline by the end of 2011.  In the more favorable economic 
environment created by this additional demand, we assume that risk spreads on equities, 
corporate bonds, and residential mortgages fall faster than expected; consumer sentiment 
also improves more quickly, further stimulating overall spending.  As a result, real GDP 
returns to its previous peak by early next year and expands at an annual rate of about 
5¼ percent, on average, over the next two years.  This V-shaped recovery puts 
unemployment on a more pronounced downward trajectory:  The unemployment rate 
drops to 8½ percent by the end of 2010 and then continues to move steadily down.  With 
less slack in this scenario but little change in long-run price expectations and faster 
capital-driven productivity growth, inflation is little changed from baseline.  In response 
to the more robust economy, the federal funds rate moves up from the zero bound in early 
2011. 

Earlier liftoff.  In this scenario, the rapidly improving economy of the V-shaped 
recovery is assumed to be accompanied by an increase in long-run inflation expectations, 
perhaps reflecting concerns over the ability or willingness of monetary policymakers to 
restrain inflationary pressures given strong output growth and the expansion of the 
Federal Reserve’s balance sheet.  Specifically, we assume that long-run inflation 
expectations rise to 3 percent later this year, an expectation that becomes partially self-
fulfilling.  Core PCE inflation averages 1½ percent in 2010 and then climbs steadily, 
reaching 3 percent by 2014.  The combination of falling unemployment and rising 
inflation brings forward the liftoff in the federal funds rate to the end of next year.  
Relative to the V-shaped scenario, real activity is a bit stronger in 2010 but rises less 
rapidly thereafter, reflecting the earlier and sharper rise in the federal funds rate. 

Higher saving rate.  The personal saving rate has moved up considerably in recent 
quarters from what had been a very low level by historical standards.  In the baseline, we 
expect the saving rate to hover near 4 percent through 2011, as the drag on consumer 
spending from the decline in wealth over the past two years is offset by low interest rates, 
increasing consumer confidence, and improved credit availability.  However, the baseline 
projection may underestimate the extent to which households’ desired saving has moved 
up in response to the decline in net worth and the heightened economic uncertainty of the 
past two years.  In addition, we may have overstated the degree to which credit 
conditions for households will ease.  In this scenario, the saving rate moves up to 
7 percent by next year and remains elevated through 2014.  As a result, real GDP rises 
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less rapidly than in the baseline in the second half of this year and over the next two 
years.  The unemployment rate rises to nearly 10½ percent by the end of 2010 and 
inflation slows noticeably, delaying the liftoff of the federal funds rate until the end of 
2012. 

Greater financial headwinds.  The strength in demand suggested by the positive tone of 
the data received in recent months could easily prove short-lived, particularly given some 
of the factors weighing on the economy.  For example, the baseline may understate the 
restraint on spending that will be exerted by impaired balance sheets at banks, many 
households, and some nonfinancial firms.  In this scenario, we assume that these factors 
directly damp demand more significantly and also lead to greater restraint on credit 
availability, more-elevated external finance premiums for borrowers, and a renewed 
decline in consumer and business sentiment.  As a result, the stock market falls 
35 percent while the spread of BBB-rated corporate bonds over 10-year Treasury 
securities widens 150 basis points, both relative to baseline.  Real GDP rises at an annual 
rate of only about 1¼ percent in the second half of 2009 and about ¾ percent next year.  
The unemployment rate peaks at 10½ percent next year while core PCE inflation falls to 
½ percent in 2011. 

Greater disinflation.  Inflation slows only modestly in the baseline projection despite a 
very high level of unemployment, in contrast with earlier episodes in which elevated 
levels of slack led to more marked and persistent decelerations in prices.  The modest 
slowing in the baseline reflects our assessment that inflation expectations are now 
reasonably well anchored, which greatly attenuates the degree to which economic slack 
reduces long-run inflation expectations and hence the persistent element in actual 
inflation.  In this scenario, we assume that inflation expectations instead fall more 
significantly in response to economic slack in a manner that is implicit in many 
accelerationist Phillips curve models.  As a result, core PCE inflation drops to 1 percent 
in the second half of this year and to about zero in 2011 and remains roughly unchanged 
thereafter.  With the nominal funds rate constrained by the zero lower bound initially, the 
decline in inflation causes real interest rates to rise above baseline, weakening real 
activity a bit.  In the longer run, however, monetary policy is able to respond to the 
unwelcome disinflation by holding the nominal federal funds rate below baseline. As a 
result, both nominal and real long-term interest rates are lower, and the resulting stimulus 
causes the unemployment rate to decline noticeably below baseline by 2014. 
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Labor market damage.  The unusual depth and breadth of the downturn could well 
impair labor market efficiency by more than in the baseline projection, perhaps through 
unusually large and costly intersectoral adjustments or the adverse effects of prolonged 
unemployment on workers’ skills.  This scenario considers the possibility that these 
factors have been boosting the NAIRU more than anticipated in the baseline and will 
continue to do so, such that it reaches 6½ percent in 2010 and remains there through 
2011 before drifting back down.  Because this unfavorable supply-side development has 
adverse implications for household income and corporate profits, consumption and 
investment are weaker than in the baseline.  As a result, real GDP rises at an annual rate 
of 2½ percent in the second half of this year and 2010.  The unemployment rate peaks at 
about 10¼ percent in 2010.  Over the course of this scenario, the average increase in the 
unemployment rate, relative to baseline, is somewhat less than that of the NAIRU, 
implying less slack.  Hence, inflationary pressures are greater than in the staff forecast. 
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Summary of Staff Projections 

(Percent change from end of previous period, annual rate, except as noted) 

Indicator 

 Projection 

2009 2009 
2010 2011 

Q1 Q2 Q3 Q4 

Foreign output  -8.6 1.7 3.8 3.2 3.5 4.1 
 Previous Greenbook -8.7 .6 2.8 2.6 3.3 … 

Foreign CPI -1.0 1.0 1.7 1.7 1.6 1.8 
 Previous Greenbook -1.0 1.0 1.7 1.7 1.7 … 

 
Contribution to growth 

(percentage points) 
U.S. net exports  2.6 1.6 -.2 -.1 -.2 -.2 
  Previous Greenbook 2.6 1.1 -.3 .1 -.1 … 

 Note:  Changes for years measured as Q4/Q4. 
 …       Not applicable. 

 

International Developments 

The foreign economies appear to have gained a firmer footing on the path to recovery.    
Economic growth turned positive in the second quarter in some key advanced foreign 
economies—including Japan, Germany, and France—as well as in emerging Asia and 
parts of Latin America, most notably Brazil.  However, real GDP continued to contract in 
Canada, the United Kingdom, and Mexico.  Indicators from the current quarter reaffirm 
the robustness of activity in emerging Asia and suggest the recovery has become more 
widespread in other regions of the global economy.  There is further evidence that global 
trade is picking up, although it remains at levels well below pre-crisis peaks.   

Financial markets have continued to improve since the time of the August Greenbook, 
with foreign equity markets generally remaining on an upward trend and financing 
conditions easing further.  The broad nominal dollar index is little changed.   

Based on the improvement in financial markets and on recent indicators of activity, we 
estimate that growth abroad will register nearly 4 percent in the third quarter, more than 
double the rate observed in the previous quarter.  Although activity in emerging Asia 
likely decelerated, this is expected to be more than offset by the strength of output in the 
advanced foreign economies and in Latin America.  Looking ahead, we expect foreign 
growth to slow a bit in the next two quarters as the pace of expansion in the developing 
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world moderates.  Thereafter, with the recovery in the advanced foreign economies 
gaining traction, total foreign growth should pick up again, rising to more than 4 percent 
by 2011.  The projections through the end of next year are somewhat higher than those in 
the August Greenbook, particularly in the near term, reflecting upside surprises from the 
incoming data, further improvement in consumer and business sentiment, and a stronger 
recovery in the United States.      

The spot price of West Texas Intermediate (WTI) crude oil is down a bit since the time of 
the August Greenbook, and the prices of futures contracts have eased by somewhat more, 
amid some favorable supply developments.  Prices of nonfuel commodities have firmed, 
and futures markets suggest small further increases over the forecast period.  Based on 
the futures path of commodity prices and continued recovery abroad, we expect foreign 
inflation to pick up a bit, to 1¾ percent by the end of the forecast period.        

The pace of decline for U.S. real exports and imports moderated significantly in the 
second quarter, but imports continued to fall faster than exports.  Accordingly, real net 
exports added 1½ percentage points to the change in U.S. GDP, ½ percentage point more 
than in the August Greenbook.  Trade data for July point to a strong rebound in both 
exports and imports in the current quarter, and we expect the contribution of net exports 
to swing to negative ¼ percentage point, about unchanged from the August Greenbook.  
Over the next two years, we forecast net exports to continue to make small negative 
contributions to GDP growth, as imports and exports both recover with the global 
economy.    

International Financial Markets 
Since the August Greenbook, the dollar’s moves against foreign currencies have been 
largely offsetting on a trade-weighted basis.  Most notably, the dollar has firmed against 
the U.K. pound and the Mexican peso but has declined against the euro and the yen.  
Accordingly, the starting point for the projected path of the staff’s broad real index of the 
dollar is about that envisaged in the August Greenbook.  We project that the broad real 
value of the dollar will depreciate 2 percent next year, as forecast in the previous 
Greenbook, and then about 3 percent in 2011.  The faster decline in the dollar in 2011 
partly reflects a step-up in the rate of appreciation of the renminbi, as China allows 
upward movements in its currency to resume after the global recovery becomes 
entrenched.       
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Equity markets have generally moved up in both the advanced economies and the 
developing world, although Japan and China are two exceptions.  Share prices in the euro 
area and the United Kingdom increased 7-to-8 percent over the period, partly reflecting 
the improved economic outlook.  China’s A-shares declined 13 percent, amid concerns 
that authorities will continue to take actions to moderate the pace of loan growth in 
China.  However, China’s A-shares have not historically had a strong link with the real 
economy and are more susceptible to speculative activity than many equity markets 
elsewhere in the world, as linkages to outside markets are limited due to restrictions on 
foreign ownership and trading.  H-shares, which are shares of some Chinese enterprises 
that are traded in Hong Kong and open to global investors, declined only about 2 percent. 

Despite the more positive tone of recent economic indicators, sovereign yields in the 
major foreign economies declined over the period, as central banks reinforced their 
intentions to maintain accommodative policies.  The Bank of England (BOE) surprised 
markets by expanding its asset purchase program £50 billion at its August meeting, and 
the minutes showed some support for further expansion.  In mid-August, the BOE 
released its quarterly inflation report, which market participants interpreted as relatively 
pessimistic on the outlook for recovery.  The European Central Bank (ECB) left its main 
policy rate unchanged at 1 percent, as expected, but surprised markets by announcing that 
it will again offer banks 12-month funds at only 1 percent at its upcoming long-term 
refinancing operation.  

Advanced Foreign Economies 
Economic performance in the advanced foreign economies (AFEs) improved notably in 
the second quarter, with positive growth recorded in a number of countries.  Japanese 
GDP grew 2¼ percent at an annual rate, boosted by a sharp rebound in exports to 
emerging Asia and solid growth in private consumption.  The German and French 
economies also expanded, supported by some improvement in export performance and a 
strong but short-term boost to consumption from government incentives for automobile 
purchases.  In contrast, real GDP in the United Kingdom and Canada continued to 
contract.  In Canada, a sizable drawdown in inventories and a continued sharp decline in 
exports masked a recovery in consumption, while in the United Kingdom, weakness in 
consumption and investment overwhelmed positive contributions from trade and 
inventories.   

We project aggregate AFE growth to come in at just over 2 percent in the second half of 
this year, as the recovery becomes more broad-based.  Supporting this return to positive 
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growth are pickups in the U.K. housing market, North American auto production, and the 
contributions of exports and inventories across the AFEs.  Further out, we expect AFE 
growth to rise to 2½ percent next year and then to 3¼ percent in 2011.  Relative to the 
previous Greenbook, our forecast is up 1 percentage point in the second half and about 
¼ percentage point next year.  The upward revisions reflect extrapolation of incoming 
data, greater than previously anticipated strengthening of demand from the emerging 
market economies and the United States, and rebounding business and consumer 
sentiment. 

After having dropped at an annual rate of ¾ percent in the first half of this year, 
consumer prices in the AFEs are expected to rise around 1 percent in the second half, 
following a contour shaped by the path of commodity prices.  Thereafter, we project AFE 
inflation to hover around 1 percent for the remainder of the forecast period.  Despite 
significant slack, we have not put in a substantial deceleration in prices as core inflation 
has so far been relatively stable outside of Japan and inflation expectations have 
remained well-anchored.     

We assume that major central banks hold their policy rates unchanged at very low levels 
through the remainder of this year and most of next year.  The Bank of Canada reiterated 
its conditional commitment to keep its policy rate at 25 basis points through 2010:Q2, 
and we expect it to begin raising its policy rate late next year.  The BOE begins 
tightening soon thereafter, in early 2011.  The ECB is expected to guide overnight rates, 
currently at around 35 basis points, back up toward its 1 percent policy rate during the 
next year and to begin raising the policy rate in 2011.    

Fiscal stimulus programs across the AFEs appear to have boosted growth in the second 
quarter, as suggested by improved final sales, particularly for automobiles.  We expect 
these programs to remain sizable in the second half of this year.  For the year as a whole, 
fiscal stimulus should add roughly 1 percentage point to AFE growth.  We expect the 
fiscal impact next year to be minimal in most countries.  We forecast a withdrawal of the 
stimulus in 2011, which is likely to subtract about ½ percentage point from AFE growth.  
In the United Kingdom, the reversal of the value-added tax cut and other temporary 
measures should reduce growth in 2010 by about 1 percentage point.  
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Staff Projections for Foreign GDP Growth by Region 
(Percent change from end of previous period, annual rate) 

Indicator 

 Projection 

2009 2009 
2010 2011 

Q1 Q2 Q3 Q4 

Advanced Foreign Economies -7.8 -1.5 2.1 2.1 2.5 3.2 
 Previous Greenbook -7.8 -2.2 .7 1.4 2.2 … 
 
Emerging Market Economies -9.6 6.0 6.2 4.5 4.7 5.2 
 Previous Greenbook -9.8 4.4 5.5 4.2 4.6 … 

 Note:  Changes for years measured as Q4/Q4. 
 …       Not applicable.  

 

 

 

Emerging Market Economies 
Incoming data from the emerging market economies (EMEs) reaffirm the robustness of 
growth in emerging Asia, although growth has stepped down from the red-hot pace of the 
second quarter.  Activity in Asia has been supported by a resurgence in manufacturing 
activity.  At the same time, the recovery of exports—particularly to the advanced 
economies—has been comparatively weak, which we interpret as indicating that 
domestic demand has so far been the main force behind the rebound in output.  Although 
credit growth in China moderated in July and August, financial conditions remain 
accommodative.  Chinese monthly indicators point to robust growth; industrial 
production in July and August was 4½ percent higher than the second-quarter average, 
and real retail sales were 18 percent higher than their year-earlier level.  Given the 
positive momentum and improved outlook for the advanced economies, we raised our 
forecast for real GDP growth in emerging Asia in the current quarter by about 
½ percentage point to an annual rate of 7½ percent. 

The outlook for Latin America has also improved.  Brazil came out of recession in the 
second quarter, growing at an 8 percent rate.  In contrast, Mexico’s GDP contracted 
4½ percent in the second quarter, pulled down by the economic drag associated with the 
H1N1 influenza virus and the slump in the U.S. auto sector.  In the third quarter, as these 
factors reverse, we expect Mexican GDP to rebound, increasing 6½ percent.  This boosts 
overall growth in Latin America to 5¼ percent, a bit higher than in the August 
Greenbook.     
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For the EMEs as a whole, we now project real GDP growth of 6¼ percent in the third 
quarter.  This pace is slightly higher than that observed in the second quarter, with the 
step-down in Asian growth offset by the return to growth in Latin America.  We project 
that the pace of activity in the EMEs will ease to 5 percent over the forecast period as 
policy stimulus wanes and growth settles at more sustainable rates.  The projection 
through next year is slightly higher than in the August Greenbook.   

In recent months, consumer price inflation has been increasing in many emerging Asian 
economies, generally from very low or negative rates, and receding in Latin America 
from relatively high rates.  We expect these trends to continue and project that aggregate 
quarterly inflation in the EMEs will hover at an annual rate of about 2¼ percent over the 
forecast period.  This projection is little changed from the August Greenbook.   

Commodity Prices 
The spot price of West Texas Intermediate (WTI) crude oil has traded in a fairly narrow 
range around $70 per barrel in recent weeks, closing most recently on September 15 at 
$70.93 per barrel, a bit lower than at the time of the August Greenbook.  The futures 
curve has declined more.  While the reasons behind the decline in futures prices are not 
entirely clear, some market commentators have pointed to favorable supply-side 
developments.  Russian production has exceeded expectations by climbing back over 
10 million barrels per day in recent months.  In addition, BP announced a major oil 
discovery in the U.S. Gulf of Mexico; although production from the field is many years 
away, the news may have assuaged pessimism regarding future oil supply prospects.  
Consistent with the futures path, we project that the spot price of WTI will rise to about 
$77 per barrel by the end of 2011.  Relative to the August Greenbook, this projection is 
about $5 lower, on average, over the forecast period.  

Since the previous Greenbook, prices for nonfuel commodities generally have increased.  
Metals prices rose briskly in the weeks following the close of the August Greenbook but 
have stabilized more recently amid elevated inventory levels.  Food prices are also up, on 
balance; sugar and soybean prices increased, whereas prices for wheat and corn declined.  
We expect further small increases in our index of nonfuel commodity prices over the 
forecast period, consistent with readings from futures markets.  On net, the current 
projection is somewhat higher than in the August Greenbook.   
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Staff Projections of Selected Trade Prices 

(Percent change from end of previous period, annual rate, except as noted) 

Trade category 

 Projection 

2009 2009 
2010 2011 

Q1 Q2 Q3 Q4 

Imports       
Core goods -9.4 -2.4 3.5 3.5 1.3 1.0 
 Previous Greenbook -9.4 -2.3 3.1 2.7 1.2 … 

Oil (dollars per barrel)  41.58 53.71 64.56 64.68 70.58 72.72 
 Previous Greenbook 41.58 53.52 64.21 69.48 75.17 … 

Exports       
Core goods -12.5 2.6 4.0 3.2 1.9 1.2 
 Previous Greenbook -15.3 3.0 4.0 2.2 1.4 … 

 Note:  Prices for core exports exclude computers and semiconductors.  Prices for 
core imports exclude computers, semiconductors, oil, and natural gas.  Both prices 
are on a national income and product account chain-weighted basis. 
 The price of imported oil for multiquarter periods is the price for the final quarter 
of the period.  Imported oil includes both crude oil and refined products.  
 . . .  Not applicable. 

 

Prices of Internationally Traded Goods 
Having declined for the past several quarters, core import prices are projected to increase 
3½ percent at an annual rate in the current quarter, reflecting the effects of recent dollar 
depreciation and upward movements in nonfuel commodity prices.  As commodity prices 
flatten out and the dollar depreciates at a more modest pace, core import price inflation is 
projected to decline to about 1 percent by 2011.  Compared with the August Greenbook, 
this forecast has been revised up ½ percentage point in the second half of this year, 
reflecting the recent strength in commodity prices, but is little changed for next year.   

Core export prices are also estimated to increase in the third quarter, by 4 percent, driven 
by recent upward movements of prices for metals and petroleum products.  In the 
following two quarters, core export price inflation should ease only gradually, supported 
by firming prices for metals and intermediate goods.  Thereafter, we project further 
deceleration in core export prices to a rate of 1 percent by the end of 2011, as commodity 
prices level out.  Relative to the August Greenbook, the projection for next year is up 
about ½ percentage point.     
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Staff Projections for  

Trade in Goods and Services 
(Percent change from end of previous period, annual rate) 

Measure 

 Projection 

2009 2009 
2010 2011 

Q1 Q2 Q3 Q4 

Real imports -36.4 -14.8 18.4 7.2 8.0 8.0 
  Previous Greenbook -36.4 -12.5 10.5 3.2 4.8 … 

Real exports -29.9 -4.6 20.9 8.1 8.2 8.6 
  Previous Greenbook -29.9 -5.6 10.1 4.6 5.3 … 

 Note: Changes for years are measured as Q4/Q4.                                     
 

Trade in Goods and Services  
Real exports of goods and services contracted in the second quarter, although the pace of 
decline slowed significantly as nominal exports rose in both May and June.  In July, 
exports again rose sharply, reflecting in part a bounceback in exports of automotive 
products.  For the current quarter, we now estimate that real export growth will surge to 
an annual rate of 21 percent, a significantly faster rebound than we wrote down in 
August.  The upward revision is mainly driven by the trajectory of incoming data and 
stronger estimates of foreign growth.       

Thereafter, we expect export growth to average a little above 8 percent, driven by the 
recovery in foreign growth and the recent and prospective depreciation of the dollar.  
Relative to the August Greenbook, this forecast has been revised up nearly 3 percentage 
points in 2010.  Part of this upward revision reflects the improved outlook for the foreign 
economies, but, with the path of the dollar little changed, the bulk of it reflects our 
judgment that trade will recover somewhat more quickly from its precipitous decline than 
we had projected earlier.   
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1We use a two-country variant of SIGMA consisting of the United States and an aggregate foreign 

sector.  In the simulation, we assume that the foreign sector has the latitude to reduce policy rates in 
response to the shock.   However, even if the entire foreign sector were constrained from reducing policy 
rates because of the zero bound, the effects on the United States would not differ appreciably from those 
reported in the table: Although foreign output would decline more in this case, the higher foreign interest 
rate path would induce a somewhat weaker dollar, with offsetting effects on U.S. exports.   

 
  

Real imports continued to contract in the second quarter at a double-digit pace, but recent 
data point to a rebound in the third quarter.  Nominal imports rose sharply in July; as with 
exports, a good part of the rise resulted from a recovery in automotive trade, although 
increases in imports of capital and consumer goods were also noteworthy.  Based on the 
strength of incoming data, as well as the more favorable outlook for U.S. activity, we 
have marked up our estimate of import growth about 8 percentage points in the current 
quarter to an annual rate of 18 percent.   

For the remainder of the forecast period, we estimate that real imports will grow at an 
average pace of about 8 percent.  For 2010, this growth rate is about 3 percentage points 
higher than in the previous Greenbook.  Part of this upward revision reflects the stronger 
path for U.S. GDP growth.  The remainder can be attributed to our judgment, as noted 
above, that trade will recover from its downturn more quickly than previously projected.    

Alternative Simulation 
Although our baseline forecast assumes a modest depreciation of the dollar, any number 
of factors could precipitate more rapid declines: a sharper revival in risk appetite, 
concerns about the sustainability of the U.S. fiscal or external balance positions, or a 
faster-than-expected recovery abroad.  To investigate this possibility, we use the SIGMA 
model to examine the effects of a dollar risk-premium shock that causes a 10 percent 
depreciation of the broad real dollar.  In the simulation, we assume that U.S. monetary 
policy follows a Taylor rule subject to the zero lower bound constraint on nominal 
interest rates.1 

The dollar risk-premium shock occurs in 2009:Q4 and causes the dollar to depreciate 
10 percent below baseline after a year, before the shock recedes.  The decline in the 
dollar boosts the growth of U.S. real GDP 0.3 percentage point above baseline in the 
second half of 2009 and about 1¼ percentage points in 2010.  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 
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Alternative Scenario: 
Dollar Depreciation  

 (Percent change from previous period, annual rate, except as noted) 

Indicator and simulation 
2009 2010 

2011 2012-13
H2 H1 H2 

U.S. real GDP   
Baseline 2.8 3.0 4.0 4.5 4.6
Dollar Depreciation 3.1 4.1 5.2 4.1 4.4 

U.S. PCE prices 
excluding food and energy 

     

Baseline 1.3 1.1 1.1 1.0 1.3
Dollar Depreciation 1.6 1.7 1.4 .9 1.3 
   
U.S. federal funds rate 
(percent)      

Baseline .1 .1 .1 .1 3.8 
Dollar Depreciation .1 .1 .1 .5 3.9 

U.S. trade balance 
(percent share of GDP) 

     

Baseline -2.8 -2.9 -3.0 -3.0 -2.8
Dollar Depreciation -2.4 -1.8 -1.8 -2.4 -2.8 
   Note: H1 is Q2/Q4; H2 is Q4/Q2.  U.S. real GDP and U.S. PCE prices are the average rates over 
the period. The federal funds rate and the trade balance are the values for the final quarter of the 
period.   
 

gradually in response to higher import prices and greater resource utilization and peaks at 
0.6 percentage point above baseline in 2010:H1.  Because the federal funds rate remains 
near zero through 2010, higher expected inflation causes short-term real interest rates to 
decline, which boosts domestic demand and hence amplifies the rise in output.  Policy 
rates begin rising in 2011:Q2, well before the 2012 liftoff embedded in our baseline.  
With higher policy rates and some waning of the shock, the level of output gradually 
reverts toward baseline beginning in mid-2011.   
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Abbreviations 

AFE advanced foreign economy  

BOE Bank of England 

E&S equipment and software 

ECB European Central Bank 

EME emerging market economy 

FOMC Federal Open Market Committee; also, the Committee 

GDP gross domestic product 

GSE government-sponsored enterprise 

IP industrial production 

MBS mortgage-backed securities 

NAIRU non-accelerating inflation rate of unemployment 

NIPA national income and product accounts 

PCE personal consumption expenditures 

TARP Troubled Asset Relief Program 

WTI West Texas Intermediate 

Last page of Part 1 




