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Domestic Economic Developments and Outlook

The information we have received since the April Tealbook suggests that
aggregate spending was even weaker early in the year than we had anticipated. However,
given the ongoing improvement in other indicators, we judge that the fundamental
recovery dynamic remains in place, and that the first-quarter declines in GDP and GDI
partly reflect a combination of statistical noise and transitory downdraft that will be
halted or reversed. Accordingly, we have marked up modestly our expectation for the
growth of real GDP over the remainder of this year. Still, for the year as a whole, our
forecast now stands at an annual rate of just under 2% percent, nearly % percentage point
lower than in the previous Tealbook.
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One set of indicators that have generally continued to improve are those
pertaining to the labor market. In particular, the employment reports for April and May
showed a slightly faster average pace of payroll employment gains and a notably larger
decline in the unemployment rate in those months than we had projected. Even after
making allowance for the lower-than-anticipated labor force participation rate, labor
market conditions appear to be somewhat better than we had expected in the April
Tealbook.

To help reconcile the divergent signals in the recent data about the labor and
product markets, we have once again adjusted our supply-side assumptions, marking
down our outlook for potential output growth and nudging down our estimate of the
natural rate of unemployment in late 2013 and in 2014. These adjustments are explained
in greater detail in our discussion of the labor market outlook.

We have also marked down our expectations for both real GDP growth and the
federal funds rate in the longer term. (These adjustments can be seen in the box
“Revisions to the Staff Projection since the Previous SEP” and are discussed in more
detail later in this document.) The lower equilibrium level of the federal funds rate led us
to revise down our forecast trajectory of borrowing rates. However, our projection
proceeds from the assumption that these lower borrowing rates will not provide
additional support for aggregate demand after households and businesses take into
account the less optimistic outlook for economic growth in the longer run.
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Revisions to the Staff Projection since the Previous SEP

The FOMC last published its Summary of Economic Projections (SEP) following the March
2014 FOMC meeting. The table below summarizes revisions to the staff economic projection
since the March Tealbook. Reflecting incoming data, GDP growth in the first half of this year
is now estimated to have been somewhat weaker than the staff expected in the March
Tealbook, while the unemployment rate has declined by more than we had projected. In
2015 and 2016, the staff projection for GDP growth has not changed much from our March
projection, but the unemployment rate remains on a lower path.

As discussed in the box “Changes to the Longer-Run Outlook” in this section, we also made
some downward adjustments to estimates of GDP growth and interest rates in the longer
run. We now see longer-run GDP growth as 2 percent (rather than 2% percent) and we have
similarly taken down our estimate of the long-run nominal federal funds rate to 3% percent.
The lower long-run interest rate implies a lower intercept for our policy rule that, when
combined with the lower level of slack in this projection, prescribes a path of the federal
funds rate that is little changed after liftoff.l The liftoff date itself (the second quarter of
2015) has not changed from March.

The staff projection for both overall and core PCE inflation is a bit lower than in the March
projection, largely reflecting the small adjustments we made to our inflation projection this
round. We continue to project that both core and headline inflation will remain below the
Committee's 2 percent objective through 2016.

Staff Economic Projections Compared with the March Tealbook

2014

Variable 2013 2014 2015 2016 Longer run
HI H2
Real GDP! 2.6 13 35 2.4 3.0 3.2 2.0
March Tealbook 25 25 34 2.9 3.2 3.0 23
Unemployment rate2 7.0 6.3 6.0 6.0 5.4 5.0 5.2
March Tealbook 7.0 6.5 6.2 6.2 5.6 5.1 52
PCE inflation! 1.0 17 14 15 14 15 2.0
March Tealbook 1.0 14 1.6 15 15 17 2.0
Core PCE inflation! 1.2 15 14 15 1.6 1.7 na
March Tealbook 12 14 1.6 15 1.7 1.8 n.a.
Federal funds rate2 .09 13 13 13 1.04 2.32 3.75
March Tealbook .09 13 13 13 1.10 2.35 4.00
Memo:
Federal funds rate,
end ofperiod 13 13 13 13 1.15 241 3.75
March Tealbook 13 13 13 13 121 242 4.00

1. Percent change from final quarter ofpreceding period to final quarter ofperiod indicated.
2. Percent, final quarter ofperiod indicated.
n.a. Not available.

1 The values in the memo item of the table are meant to show, on an unrounded basis, levels of the
federal funds rate in the final month of each period consistent with the staff projection. In previous
Tealbooks, we presented these figures rounded to the nearest quarter point.
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All told, our forecast for the level of real GDP at the end of 2016 is somewhat
below that in the April Tealbook, with this revision reflecting both the weaker incoming
data on spending and, after this year, our modestly more pessimistic assumptions about
potential output growth over the medium term. Even with these changes, we still expect
economic activity to expand more rapidly over the medium term than in recent years, and
fast enough to complete the job of eliminating economic slack during the first half of
2016, somewhat earlier than in the previous projection. Our current forecast anticipates
that real GDP growth will average 2% percent this year and then rise around 3 percent per
year in 2015 and 2016. Meanwhile, we anticipate that the unemployment rate will fall
from 6% percent in the current quarter to 6 percent by the end of 2014 and then gradually
move down to 5 percent by the end of 2016 (nearly ¥4 percentage point below the
assumed level of the natural rate at that time).
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With regard to inflation, the incoming data indicate somewhat faster increases in
both overall and core PCE prices in the current quarter than we had anticipated in the
April Tealbook, but this upside surprise was concentrated in a handful of volatile
categories and otherwise had little effect on our inflation forecast. Indeed, our medium-
term projection for inflation is slightly lower than in the April Tealbook, reflecting a
reassessment of where the inflation rate would settle in the absence of economic slack if
the current level of long-run inflation expectations were maintained. We now put this
level of inflation about ¥4 percentage point below the FOMC’s longer-run objective of
2 percent. In light of this adjustment, we have trimmed our forecasts for both core and
topline PCE price inflation over the medium term by about one-tenth of a percentage
point. With these revisions, core PCE inflation creeps up to 1% percent by 2016 and
overall PCE price inflation runs at about 1% percent.

In the Risks and Uncertainty section, we provide our views on the degree of
uncertainty attending our projections for real GDP growth, the unemployment rate, and
inflation.

KEY BACKGROUND FACTORS

Monetary Policy

Our assumptions about the current LSAP program are unchanged. We assume
that asset purchases will continue to slow at a measured pace and will conclude before
the end of this year, leaving the cumulative amount of purchases under the current
program at close to $1.5 trillion.
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Key Background Factors underlying the Baseline Staff Projection

~
=)
=}
=
S
o
[~
°
>
o
()]
c
S
o
el
3
=
wn
o
=
=
@)

Federal Funds Rate Long-Term Interest Rates
_ Perce_nt 6 . Perce_nt 10
Quarterly average Quarterly average
- -9
| —— Current s
=== - Previous Tealbook - ds
B 4 B BBB corporate yield 7
1~ -6
- 3
[~ Conforming 5%
mortgage rate
= 2 = -4
10-year
1 [~ Treasury yield -3
- -2
0 1
2008 2010 2012 2014 2016 2008 2010 2012 2014 2016
Equity Prices House Prices
i . = Ratio scale, 2007:Q1 = 100
_ Ratio scale, 2007:Q1 = 100 170 _ Q1 =100 105
— Quarter-end ~— 160 Quarterly
— — 150 — 100
- — 140 g
— — 130 -1 95
— — 120
Dow Jones 110 — 20
U.S. Total Stock Market N
Index — 100 Corelogic — 85
90 index
— — 80
— 80
J 70 — — 75
— 60 — — 70
50 65
2008 2010 2012 2014 2016 2008 2010 2012 2014 2016
Crude Oil Prices Broad Real Dollar
Dollars per barrel 2007:Q1 =100
— — 140 — — 110
Quarterly average Quarterly average
— — 105
— Imported oil — 120
— 100
- — 100
— — 95
West Texas — 80 = — 90
Intermediate
— — 85
— 60
L — 80
- — 40
L — 75
20 70
2008 2010 2012 2014 2016 2008 2010 2012 2014 2016

Page 4 of 94



Authorized for Public Release

Class I FOMC - Restricted (FR) June 11, 2014

As in the April Tealbook, we assume that the federal funds rate will lift off from
its effective lower bound two quarters after the end of asset purchases. We construe the
two-quarter lag to be consistent with the Committee’s view, expressed in its March and
April statements, that “it likely will be appropriate to maintain the current target range for
the federal funds rate for a considerable time after the asset purchase program ends.”
Following liftoff, the federal funds rate is assumed to follow the prescriptions of an
inertial version of the Taylor (1999) policy rule. The downward revision to the
equilibrium federal funds rate amounts to a % percentage point reduction in the intercept
of the rule. Given this adjustment and the narrower anticipated output gap, the rule puts
the average federal funds rate at about 2.3 percent in the fourth quarter of 2016, roughly
unchanged from its projected level in the April Tealbook.

Other Interest Rates

The projected path for the 10-year Treasury yield has been marked down notably,
reflecting our downward revisions to the trajectory of the federal funds rate in the longer
run. Even so, we continue to anticipate a significant increase in Treasury yields over the
projection period, primarily because of the movement of the 10-year valuation window
through the period of extremely low short-term interest rates as well as the gradual
waning of the effects of the FOMC’s balance sheet policies. All told, the Treasury yield
is projected to rise to slightly above 4 percent by the end of 2016.

Investment-grade corporate bond and mortgage spreads are little changed since
the April Tealbook. Consequently, our forecasts for corporate bond yields and mortgage
rates over the medium term have been revised essentially in line with our revisions to the
path of the Treasury yield.

Equity Prices and Home Prices

Equity prices have increased at a somewhat faster pace than we had projected in
April. As aresult, the trajectory of stock prices is a bit higher in 2014. Over the medium
term, our view about projected stock prices is roughly unchanged and implies an average
annual rate of increase in these prices of around 6 percent.

Our forecast for house prices is little changed since April. In recent months,
house prices have continued to post robust increases, but at a slower pace than a year
earlier. Overall, we continue to expect house price appreciation to slow from 11 percent
in 2013 to an average of roughly 5 percent per year from 2014 to 2016.
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Fiscal Policy

Our assumptions for fiscal policy are the same as in the April Tealbook. Even
with the extended unemployment compensation (EUC) program having expired at the
beginning of this year, the drag on economic growth from fiscal policy changes should
diminish this year relative to last, as the rate of decline in real federal purchases slows
and the effects of various tax increases put in place last year wane. We expect the
restraint on real GDP growth from fiscal policy actions (excluding multiplier effects) by
all levels of government to diminish from about 1 percentage point in 2013 to
Y, percentage point this year, ¥ percentage point in 2015, and roughly zero in 2016.
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As in the previous projection, we expect the federal budget deficit to narrow from
4 percent of GDP in fiscal year 2013 to around 2%z percent of GDP by fiscal 2016,
reflecting continued spending restraint and a strengthening of tax receipts in line with
anticipated increases in overall economic activity. As a result, federal debt held by the
public is expected to remain roughly stable at a little more than 70 percent of GDP over
the medium term.

Foreign Activity and the Dollar

Foreign real GDP growth slowed in the first quarter to an annual rate of just
2 percent, ¥ percentage point lower than anticipated in the April Tealbook, as a marked
reduction in growth in emerging Asia and in Canada more than offset faster growth in
Japan. In part, the deceleration of foreign activity reflected a widespread weakening of
trade flows, but country-specific factors also played a role, including severe winter
weather in Canada and the lagged effect of measures taken late last year by Chinese
authorities to curb excessive credit and investment growth. As Canada’s economy
bounces back, policy in China becomes more supportive, and U.S. economic activity
rebounds, foreign growth is expected to step up to an annual rate of 2% percent in the
current quarter and then rise further to about 3% percent over the remainder of the
medium term, close to our assumption for the growth of foreign potential output. Apart
from our downward revisions to the current quarter, this projection is little changed
relative to the previous Tealbook.

The broad nominal index for the dollar is little changed on net since the previous
Tealbook, as an appreciation of the dollar against the currencies of the advanced foreign
economies (AFEs), particularly the euro, was balanced by depreciation against the
currencies of the emerging market economies (EMEs). Going forward, the broad real
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dollar depreciates about 1% percent per year, roughly in line with our projection in the
previous Tealbook, as China and other emerging Asian economies allow their currencies
to strengthen.

Oil and Other Commaodity Prices

The spot price of Brent crude oil is little changed from the time of the previous
Tealbook, closing near $110 per barrel on June 10. Developments in Russia and Ukraine
have continued to have only modest effects on oil prices, and upward pressure on prices
from the continued disruption of Libyan exports has been counterbalanced by increased
production elsewhere, including in the United States. We project that the price of
imported oil will average a bit more than $100 per barrel in the current quarter and then
decline gradually over the remainder of the forecast period, reaching $89 per barrel at the
end of 2016. This trajectory is little changed from the April Tealbook.

=
)
S
=
S
o
L)
°
>
o
a
=
S
9}
kel
o
=
(7]
o
-
S
a

On balance, nonfuel commodity prices have moved lower in recent weeks. After
large increases earlier this year, prices of several crops (particularly corn and coffee) have
retreated in the face of improved supply conditions. Iron ore prices fell sharply, likely on
account of idiosyncratic supply developments, while copper prices edged down a bit on
net. Over the forecast period, as in the previous Tealbook, we expect our overall
commodity price index to remain about flat.

RECENT DEVELOPMENTS AND THE NEAR-TERM OUTLOOK FOR REAL GDP

The BEA'’s latest estimate put the decline in real GDP in the first quarter at an
annual rate of 1 percent, and source data that have become available since that release
point to an even larger decline in the neighborhood of 1% percent.! We are suspicious
that aggregate demand weakened as much as this GDP estimate suggests, and the
reported decline in real GDI is also puzzling to us in some respects. This view, which is
corroborated by a range of indicators, including most measures of labor market
conditions, leads us to expect that some of the large downside surprise in real GDP in the
first quarter will be reversed. Accordingly, and consistent with available monthly
spending estimates, we are penciling in that real GDP will increase at an outsized annual
rate of 4% percent in the current quarter, % percentage point faster than the increase we

! We received the first-quarter estimates from the Quarterly Service Survey too late to process
their implications for the GDP projection.
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Summary of the Near-Term Outlook
(Percent change at annual rate except as noted)
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anticipated in the April Tealbook. We still expect real GDP to increase at an annual rate
of 3% percent in the second half of the year.

Household Spending

Available data and indicators suggest that real personal consumption expenditures
(PCE) are on track to increase at an annual rate of 3 percent over the first half of the year,
roughly in line with our expectations in the April Tealbook. In our assessment, PCE has
been influenced on the upside by this year’s reported step-up in consumption of health-
care services associated with the Affordable Care Act, but on the downside by the loss of
income from the expiration of the EUC program at the beginning of this year; taken
together, these programmatic changes roughly counterbalance in this forecast.
Meanwhile, light vehicle sales climbed to a post-recession high in May after having
slipped earlier in the year. More broadly, after having moved up at an average annual
rate of just 2 percent over much of the recovery, real PCE seems to have accelerated in
recent quarters, consistent with increases in household wealth and the step-up in
disposable personal income over the past year or so. In the second half of this year, real
PCE growth is projected to move up to an annual rate of nearly 4 percent, much the same
as in the April Tealbook.
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Meanwhile, incoming data on housing construction have again proved
disappointing. In April, single-family housing starts were little changed, and permit
issuance—which is measured more accurately than starts and tends to be less sensitive to
weather fluctuations—continued to track sideways, suggesting that the weakness earlier
in the year was due less to adverse weather, and more to a lackluster underlying trend of
activity, than we had thought. At the same time, activity in the multifamily sector has
continued to be relatively strong, on balance, in recent months, while the latest readings
on pending and existing home sales suggest that activity in the resale market is leveling
out after having moved down steadily since last summer. All told, we responded to the
news about single-family construction by marking down our forecast for housing activity
in the near term, and we now anticipate a noticeably less pronounced acceleration in real
residential investment in the second half of this year.

Business Investment

Incoming data on nonresidential construction also have been weaker than we had
anticipated. After folding in the latest monthly estimates of construction spending, we
now estimate that real expenditures on nonresidential structures excluding drilling and
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Recent Nonfinancial Developments (2)
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mining fell at a double-digit annual rate in the first quarter, with part of the decline
attributable to an expiring tax incentive for renewable energy that pulled forward some
outlays on windpower structures into 2013. However, we also took some signal from the
incoming data and marked down the projected rate of increase in nonresidential building
outlays, on net, over the next few quarters. Meanwhile, we still expect real investment in
drilling and mining structures to post a moderate net gain in the first half of this year,
supported by high oil prices and the ongoing boost from new drilling technologies.
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Real spending on equipment and intangibles (E&I) seems poised for a rebound in
the second quarter following a first-quarter lull. In recent months, both orders and
shipments of nondefense capital goods have accelerated a fair bit, and, with orders
continuing to run well above shipments, we anticipate further moderate increases in
shipments in the next few months. In addition, indicators of business spending on motor
vehicles have strengthened of late. More broadly, we still view the trajectory of business
output growth and forward-looking indicators as being consistent with moderate spending
increases in this sector. Accordingly, E&I spending growth is expected to rebound to
10 percent in the second quarter and then rise to an annual rate of 3v4 percent in the
second half of the year. This near-term growth outlook is up a touch, on balance, from
April.

Incoming data now show inventory investment as having subtracted about
1% percentage points (annual rate) from the percentage change in real GDP in the first
quarter after having boosted GDP growth by around %, percentage point in the second
half of 2013. This drop-off, which pushed inventory investment well below its average
level over the past few years, appears to have been amplified by a sizable drawdown of
heating fuels (such as natural gas, coal, and fuel oil) during the cold winter. Estimates
from the staff’s flow-of-goods system suggest that inventory investment in these
categories rebounded somewhat in April. Outside of the energy sector, available
indicators do not point to significant inventory imbalances in most industries.
Consequently, we expect the pace of stockbuilding to gradually recover over the course
of the year to levels in line with our April Tealbook projection.

Government

Real federal purchases rose at an annual rate of % percent in the first quarter,
partly reflecting a reversal of the effects of last October’s government shutdown. We
expect federal purchases to fall at an annual rate of roughly 3 percent over the rest of the
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Projections of Real GDP and Related Components
(Percent change at annual rate from final quarter
of preceding period except as noted)
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2014
Measure 2013 2014 2015 2016
H1 H2
Real GDP 2.6 24 13 35 3.0 32
Previous Tealbook 26 28 20 35 32 31
Final sales 18 25 17 34 33 32
Previous Teal book 18 29 23 36 35 32
Personal consumption expenditures 2.3 35 30 39 35 29
Previous Tealbook 23 36 31 41 3.7 29
Residential investment 6.9 4.1 -3 8.8 14.6 133
Previous Tealbook 6.9 8.7 2.0 15.8 145 12.0
Nonresidential structures -7 2.8 -18 75 22 21
Previous Tealbook -7 6.0 6.5 54 2.6 20
Equipment and intangibles 35 4.4 5.6 33 54 54
Previous Tealbook 35 38 25 52 5.7 5.6
Federal purchases -6.2 -21 -1.2 -3.0 -3.6 -1.2
Previous Tealbook -6.2 -1.3 4 -2.9 -35 -11
State and local purchases 2 5 -1 12 13 17
Previous Tealbook 2 3 -3 .8 11 15
Exports 4.9 14 -1.6 45 51 5.6
Previous Tealbook 49 17 -1.2 4.6 5.0 5.6
Imports 2.8 35 3.0 4.1 4.7 45
Previous Tealbook 2.8 32 11 54 49 4.6
Contributions to change in real GDP
(percentage points)
Inventory change 4 -1 -4 2 -2 .0
Previous Tealbook 4 -1 -2 -1 -2 -1
Net exports 2 -4 -7 -1 -1 .0
Previous Tealbook 2 -3 -3 -3 -1 .0

Real GDP

4-quarter percent change

—— Current
— ---- Previous Tealbook —

: W_

1986 1988 1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016

Note: The gray shaded bars indicate a period of business recession as defined by the National Bureau of Economic Research.

Source: U.S. Department of Commerce, Bureau of Economic Analysis.
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year, in line with its downward trend, reflecting ongoing fiscal consolidation and
reductions in spending on overseas military operations.

We estimate that real state and local purchases registered a moderate decrease in
the first quarter because of a sharp decline in construction outlays apparently associated
with the inclement winter weather. We expect real purchases by state and local
governments to increase at a modest annual rate of just above 1 percent over the current
and next quarter as the weather-related drag on construction unwinds and as employment
by these governments continues its slow expansion.
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Foreign Trade

Exports have been volatile in recent quarters, plunging at an annual rate of
8% percent in the first quarter following a 9% percent surge in the fourth quarter of 2013.
This swing in part reflects sharp movements in a few idiosyncratic categories such as
petroleum and agricultural goods. In the current quarter, we expect exports to rise at a
6Y4 percent pace and then decelerate only a bit to a 4%4 percent pace in the third quarter,
supported by the anticipated rebound of foreign demand. Real imports are projected to
rise 3% percent on average in the second and third quarters, boosted by the solid increase
in U.S. GDP during these quarters but held down a bit by the continued decline in real oil
imports. Altogether, the external sector is expected to be a slight positive for real GDP
growth in the second and third quarters.

The Industrial Sector

Manufacturing output rose at a modest annual rate of 2 percent in the first quarter,
with the monthly pattern reflecting weather-related disruptions early in the quarter.
Available data suggest a solid gain in factory activity in May, and we expect output to
expand at a moderate pace over the near term, consistent with positive readings on new
orders from the national and regional surveys and with automakers’ assembly plans.

THE MEDIUM-TERM OUTLOOK FOR REAL GDP

Beyond the near term, our real GDP growth outlook is about unchanged from the
April Tealbook. Longer-term borrowing rates follow a lower trajectory in this Tealbook
than in the April iteration, reflecting our assumption of a lower equilibrium real federal
funds rate. However, these lower borrowing rates do not boost spending in our forecast
because households and businesses are assumed to also take into account the less
optimistic outlook for real GDP growth in the longer term. All told, we now forecast that
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Components of Final Demand

Personal Consumption Expenditures

—— Current
[— - --- Previous Tealbook

4-quarter percent change

2009 2010 2011 2012 2013 2014 2015 2016

Equipment and Intangibles

4-quarter percent change

2009 2010 2011 2012 2013 2014 2015 2016

Government Consumption & Investment

4-quarter percent change

2009 2010 2011 2012 2013 2014 2015 2016

Source: U.S. Department of Commerce, Bureau of Economic Analysis.

Residential Investment

4-quarter percent change

! ! ! ! | | | !
2009 2010 2011 2012 2013 2014 2015 2016

Nonresidential Structures

4-quarter percent change

| | | | | | | |
2009 2010 2011 2012 2013 2014 2015 2016

Exports and Imports

4-quarter percent change

Exports

o~
2009 2010 2011 2012 2013 2014 2015 2016
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real GDP growth will rise from 2% percent in 2014 to an average of around 3 percent in
2015 and 2016.

Our projection that real GDP growth will step up over the medium term—even as
interest rates rise—reflects our expectation that some of the forces that have been holding
back growth in recent years will recede further. In particular, the restraint from changes
in fiscal policy has waned this year and should continue to fade as federal purchases
decline less sharply, state and local purchases rise modestly, and the drag from earlier tax
increases diminishes. In addition, we look for mortgage credit to gradually become more
broadly available, thereby providing some boost to demand. These developments, along
with improving labor market conditions, are expected to foster a growing sense among
households and firms that the downside risks to the recovery have lessened; in turn, this
growing confidence should provide additional support to household spending, business
investment, and hiring.
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These influences are most apparent in our projection for consumer spending. In
particular, we anticipate that the fading effects of last year’s tax increases, gains in
household wealth resulting from rising house and equity prices, and anticipated
improvements in consumer confidence will boost real PCE growth from 2% percent in
2013 to 3% percent in 2014 and in 2015. We look for spending growth to then slow to
3 percent in 2016 as the boost to growth from these influences wanes. These projected
rates of increase are a little slower than in the April Tealbook, largely due to our
downward revisions to potential output (and, hence, permanent income) in the medium
term.

As in the April Tealbook, rising income and confidence are expected to
eventually fuel a pickup in household formation that will feed through to increases in
residential construction. The step-up in homebuilding would be more pronounced if not
for rising mortgage rates and the limited availability of buildable lots and specialized
inputs. All told, we expect gains in residential investment to increase from 4 percent in
2014 to an average of 14 percent in 2015 and 2016. The pace of recovery this year is
noticeably more restrained than in the April Tealbook but is essentially unchanged
thereafter.

Real outlays on E&I are expected to increase 4% percent in 2014 and 5% percent
in 2015 and in 2016. This lackluster outlook reflects our projection that business output
will rise at only a moderate pace over the medium term. For the same reason, we
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Aspects of the Medium-Term Projection

Personal Saving Rate
Percent

—— Current
— - - - - Previous Tealbook —

|
1996 2001 2006 2011 2016
Source: U.S. Dept. of Commerce, Bureau of Economic
Analysis.

Single-Family Housing Starts

Millions of units

| |
1996 2001 2006 2011 2016
Source: U.S. Census Bureau.

Federal Surplus/Deficit

Share of nominal GDP

4-quarter moving average

|
1996 2001 2006 2011 2016
Source: Monthly Treasury Statement.

1.00

0.75

0.50

0.25

0.00

Wealth-to-Income Ratio

1996 2001 2006 2011 2016

Note: Household net worth as a ratio to disposable personal
income.

Source: For net worth, Federal Reserve Board, Financial
Accounts of the United States; for income, U.S. Dept. of
Commerce, Bureau of Economic Analysis.

Equipment and Intangibles Spending

Share of nominal GDP

1996 2001 2006 2011 2016
Source: U.S. Dept. of Commerce, Bureau of Economic
Analysis.

Current Account Surplus/Deficit
Share of nominal GDP

1996 2001 2006 2011 2016
Source: U.S. Dept. of Commerce, Bureau of Economic
Analysis.

Note: The gray shaded bars indicate a period of business recession as defined by the National Bureau of Economic Research.
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continue to expect expenditures on nonresidential structures to rise at only a subdued
pace over the forecast period.

The external sector is expected to have a neutral influence on the growth rate of
real GDP going forward. The projected strengthening of foreign growth and the
anticipated depreciation of the dollar should support solid increases in real exports, which
rise 4% percent in the second half of 2014 before picking up to an average pace of
5Y%4 percent in 2015 and 2016. (Also see the box “Natural Gas Exports and
Manufacturing Competitiveness.”) Real imports are expected to rise at an average rate of
4%, percent per year in 2015 and 2016, buoyed by strengthening U.S. activity but held
back by the depreciation of the dollar and by falling real oil imports.

THE OUTLOOK FOR THE LABOR MARKET AND INFLATION

Recent Developments and Near-Term Outlook for the Labor Market

The latest data on the labor market suggest that conditions have been improving at
a slightly faster pace than we anticipated in the April Tealbook. Total nonfarm payrolls
rose at an average pace of 250,000 in April and May, about 40,000 more per month than
we had expected. In the household survey, the unemployment rate fell 0.4 percentage
point in April to 6.3 percent and then held at that level in May, about ¥4 percentage point
below our projections in the previous Tealbook. However, the labor force participation
rate also fell 0.4 percentage point in April, whereas we had expected relatively little
change. This weakness of participation likely implies that the recent fall in
unemployment overstates somewhat the improvement in labor market conditions;
nevertheless, other indicators of labor underutilization, such as U-5 (which includes
marginally attached workers) and the percentage of the labor force working part time for
economic reasons, also declined in the past two months.

During the next few months, nonfarm payrolls are forecast to increase 230,000
per month, a slightly faster pace of increase than we had anticipated. We project the
unemployment rate to remain at 6.3 percent in June and then to drift down to 6.1 percent
by September, while the labor force participation rate is expected to edge up from
62.8 percent in May to 62.9 percent in June and then to remain flat at that level.

Potential GDP and the Natural Rate of Unemployment

As described earlier, data received since the April Tealbook point to a noticeably
lower level of real GDP and a significantly lower unemployment rate in the current
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____________________________________________________________________________________________________________|
Natural Gas Exports and Manufacturing Competitiveness

Over the past decade, U.S. natural gas production (the black line in figure 1 on the following
page) has increased sharply as new methods, including hydraulic fracturing and horizontal
drilling, have been applied to previously undeveloped shale gas formations. Without
infrastructure to export this gas, the gains in U.S. production have pushed down natural gas
prices in the United States relative to those in Europe and Asia (see figure 2). Commentators
have suggested that the low price of natural gas in the United States compared with prices
prevailing abroad could provide an important boost to the competitiveness of U.S.
manufacturing. However, the low domestic price of gas has also led to a flurry of projects and
proposals to build the necessary infrastructure to support gas exports, thereby allowing gas
producers to benefit from higher global prices but potentially eroding the cost advantage of
domestic industry. This tradeoff has stoked controversy over whether policymakers should
encourage or discourage the development of export facilities.’
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Notwithstanding this controversy, the United States is already set to become a net exporter of
liquefied natural gas (LNG), although the full extent of the increase in exports remains uncertain.
Table 1 reviews prospective additions to LNG export capacity around the world over the coming
years. Inthe United States, almost 20 billion cubic meters (bcm) of export capacity is presently
under construction, representing 3 percent of current U.S. production. Planned or proposed
export terminals in the United States account for almost half of the slated expansion of global
capacity. Constructing export terminals is expensive and it is unlikely that all proposed U.S.
export terminals will be completed. Nonetheless, U.S. completions will likely be sizable, and the
Department of Energy projects U.S. net exports of natural gas (the red line in figure 1) to rise
over the next decade.’

Overall, we do not see increased natural gas exports having much negative effect on the
competitiveness of domestic manufacturing as a whole. First, empirical evidence suggests that
low prices relative to those prevailing abroad are providing a significant competitive boost to only
the most intensive users of natural gas, which are listed at the top of table 2. Staff estimates,
based on the historical relationship between relative natural gas prices and industrial production
across industries, suggest that, all else being equal, lower natural gas prices could eventually
boost output and employment in industries that use natural gas most intensively, by as much as
40 percent. However, as table 1 makes clear, these users account for only a small share of
industrial production, suggesting that the effects on the U.S. manufacturing sector as a whole of
an export-led increase in natural gas prices are likely to be small.?

' Unlike crude oil, there is no legal ban on exporting natural gas. However, exporting natural gas requires
authorization from both the Department of Energy and the Federal Energy Regulatory Commission.

? Recent tensions between Ukraine and Russia has raised interest in the possibility of U.S. exports lessening
European dependence on Russian natural gas. However, the near-term prospects for U.S. gas exports amount to
only 15 percent of Russia’s exports to Europe, making it unlikely that the United States will provide much of a
substitute anytime soon.

3 Our discussion is limited to the effect of natural gas prices on downstream industries that use natural gas as
an input. The recent energy boom has raised production in industries closely related to the extraction of oil and
natural gas, a development which has provided a substantial boost to overall industrial production as discussed in
the April Tealbook box “The Effects of the Energy Boom on Industrial Production.”
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Second, the effect of increased exports on the relative price of natural gas could be fairly modest.
In part this reflects the flatness of the U.S. natural gas supply curve, with a small increase in price
likely to elicit a large increase in supply. Recent studies suggest that an increase in exports of the
size shown in figure 1, relative to a baseline of no exports, will likely be associated with an
increase in natural gas prices of only about 10 percent. * Consistent with this assessment, and as
shown in figure 2, the natural gas futures market is pricing in only a moderate increase in
domestic prices over the next decade. Additionally, U.S. gas prices are unlikely to fully converge
to European or Asian levels as transporting LNG remains costly, adding $6 to $7 per million British
thermal units to cover the costs of liquefying and cooling the natural gas to minus 260 degrees
Fahrenheit during transit. Thus, the most intensive users of natural gas among U.S.
manufacturers are likely to continue to enjoy a cost advantage over foreign competitors even as
the United States becomes a sizable exporter of LNGC.
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Figure 1. U.S. Natural Gas Production and Trade Figure 2. Natural Gas Prices
Bem Dollars per million Btu
— — 1000 — - 20
= Natural gas production 4;‘1 —Us
— Net Exports et - = Japan
- 800 . J{ Y = = Europe
]
i 1
4 600
- 4 400
4 200

| T T N N T N N | _200 N T T N T N |
1998 2004 2010 2016 2022 1998 2004 2010 2016 2022
Source: U.S. Depar‘tment of Energy, Source: U.S. Energy Information Administration
Annuaf Energy Outlook, 20
Table 1. LNG Export Expansion (bcm per year) Table 2. Natural Gas Intensity
Under. Proposed or IP* Energy
construction planned Total weight intensity*™*
United States 18 142 160 Alkalies and chiorine 12 4329
Australia 62 36 28 Carbon black .02 31.67
Russia 17 5 29 Flat glass .05 29.41
Plastic materials and resin T7 15.32
Canada 0 50 50 Auto and truck assembly 1.84 78
Nigeria 0 42 42 Semiconductors 2.00 .36
All other 1 50 a3 Pharmaceutical preparation 3.21 .29
Aircraft 1.63 24
Total 107 327 434

*Industrial production
Source: Petroleum Economist. **Thousand btu per $ of value-added in 2006
Source: Federal Reserve Board; U.S. Department of Energy.

% See Trevor Houser and Mohan Shashank (2014), Fueling Up: The Economic Implications of America’s Oil and
Gas Boom (Washington D.C.: Peterson Institute for Economics), table 8.3, p. 130.
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quarter than we had projected in the April Tealbook. Absent adjustments to our supply-
side assumptions, these data would have implied a 0.3 percentage point wider GDP gap
and a 0.3 percentage point narrower unemployment rate gap in the current quarter than in
the previous Tealbook. To help resolve some of the tension between these apparently
divergent signals for resource utilization, we adjusted our assumptions about both
potential output growth and the natural rate of unemployment. We now assume that the
natural rate declined slightly faster last year and reached its assumed long-run level of
5Y4 percent this quarter, whereas we previously assumed that it would not attain that level
until mid-2015. Taken together, the lower unemployment rate and the lower natural rate
leave us with an unemployment rate gap in the current quarter that is only 0.1 percentage
point narrower than we had anticipated in April. Moreover, we marked down our
estimate of potential output growth by %2 percentage point in 2014 and by ¥ percentage
point in 2015; our revision in 2014 leaves the output gap in the current quarter unrevised
from the April Tealbook. With these revised assumptions, potential output growth steps
up from 1% percent in 2014 to 1% percent in 2015 and to nearly 2 percent in 2016.

The Medium-Term Outlook for the Labor Market

With GDP projected to rise at an above-trend pace throughout the medium term,
total payroll employment is projected to increase at an average of 210,000 per month
throughout this period, nearly unrevised from the April Tealbook.

Starting from its somewhat lower value of 6% percent in the current quarter, the
unemployment rate is projected to fall to 6 percent by the fourth quarter of this year and
then to decline about ¥ percentage point per year, ending 2016 at 5 percent—nearly
Y4 percentage point below the staff’s assumption for the natural rate of unemployment at
that time and a little below our expectation in the April Tealbook.

Resource Utilization

We anticipate that the unemployment rate will be about 1 percentage point above
our revised estimate of the natural rate in the second quarter; on our revised assumptions
for potential GDP, we put the corresponding GDP gap at 2% percent. Going forward,
resource slack is expected to diminish gradually, and by the middle of 2016, the
unemployment rate gap and the output gap are essentially closed. In the manufacturing
sector, the current level of capacity utilization is nearly 2% percentage points below its
long-run average and is projected to rise to its long-run average by the end of 2016.
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Labor Market Developments and Outlook (1)

Measures of Labor Underutilization

Percent Percent
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* U-5 measures total unemployed persons plus all marginally attached to the labor force, as a percent of the labor force plus persons marginally
attached to the labor force.
** Percent of Current Population Survey employment.
EEB Extended and emergency unemployment benefits.
Source: U.S. Department of Labor, Bureau of Labor Statistics.
Level of Payroll Employment*
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* 3-month moving averages in history; average levels in each quarter during the forecast period.
Source: U.S. Department of Labor, Bureau of Labor Statistics.
Change in Payroll Employment*
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* 3-month moving averages in history; average monthly changes in each quarter during the forecast period.
Source: U.S. Department of Labor, Bureau of Labor Statistics.

Note: In September 2012, judgmental projections were prepared through 2015 for the Summary of Economic Projections variables, including the
unemployment rate, while projections for other variables, including the labor force participation rate and payroll employment, were prepared only
through 2014. This exhibit therefore reports a 2015 projection from the September 2012 Tealbook only for the unemployment rate.

The gray shaded bars indicate a period of business recession as defined by the National Bureau of Economic Research.
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Labor Market Developments and Outlook (2)

Labor Force Participation Rate*

Percent Percent

— — 68.0 —
| = Labor force participation rate 675 = Labor force participation rate
| —— Estimated trend** _ 67.0 ===+ Previous Tealbook
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IIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII 620 1 1 1 I 1 1 1 I 1 1 1 I 1 1 1 I 1 1 1 I
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* Published data adjusted by staff to account for changes in population weights.
** Includes staff estimate of the effect of extended and emergency unemployment benefits.
Source: U.S. Department of Labor, Bureau of Labor Statistics; staff assumptions.
Initial Unemployment Insurance Claims* Private Hires, Quits, and Job Openings
_ Thousanﬁ 200 _ Perce_nt
= Hires*
650 —  Quits* -]
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IIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII 250 IIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII
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* 4-week moving average. * Percent of private nonfarm payroll employment, 3-month
Source: U.S. Department of Labor, Employment and moving average.
Training Administration. ** Percent of private nonfarm payroll employment plus
unfilled jobs, 3-month moving average.
Source: Job Openings and Labor Turnover Survey.
Change in Labor Market Conditions Index and Selected Indicators*
Index points
= Labor market conditions index
[— —— Private payroll employment N
L — Negative unemployment rate —
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A !
S T Y T
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Note: Labor market conditions index estimated by staff; indexes for unemployment rate and private payroll employment are standardized

deviations from estimated trend.
* 3-month moving average.

Note: The gray shaded bars indicate a period of business recession as defined by the National Bureau of Economic Research.
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Decomposition of Potential GDP
(Percent change, Q4 to Q4, except as noted)

1996-
Measure 1974-95| 2000 |2001-07(2008-10|2011-13| 2014 2015 2016

Potential real GDP 31 34 2.6 1.9 15 1.3 1.7 1.9
Previous Tea book 3.1 34 2.6 1.9 15 1.8 2.0 1.9

Selected contributionst
Structural NFB labor productivity? 16 2.7 2.6 18 12 1.0 17 18
Previous Tea book 1.6 2.7 2.6 1.8 1.2 14 1.8 1.8
Structural hours 15 1.0 7 2 .6 .6 4 4
Previous Tea book 15 1.0 7 2 .6 7 .6 3
Labor force participation 4 .0 -3 -4 -5 -4 -4 -4
Previous Teal book 4 .0 -3 -4 -5 -3 -4 -4

Memo:

GDP gap3 -1.8 25 1.0 -4.8 -2.8 -1.7 -4 8
Previous Teal book -1.9 25 1.0 -4.8 -2.9 -2.0 -7 4

Note: 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.

2. Because of substantial revisions from the Bureau of Economic Analysis to productive investment as part of the latest comprehensive revision,
staff estimates of the components of structural productivity are not available for this Tealbook.
3. Percent difference between actual and potential GDP in the final quarter of the period indicated. A negative number indicates that the economy

is operating below potential.

GDP Gap
—— Current
Previous Tealbook =

Percent

Y | A T
1996 2001 2006 2011 2016

Note: The GDP gap is the percent difference between actual
and potential GDP; a negative number indicates that the
economy is operating below potential.

Source: U.S. Dept. of Commerce, BEA, staff assumptions.

Manufacturing Capacity Utilization Rate
Percelt

Average rate from
- 1972 to 2013 -]
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ey I T
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Source: Federal Reserve Board, G.17 Statistical Release,

"Industrial Production and Capacity Utilization."
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— ercent 1,
—— Unemployment rate
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[— —— Natural rate of unemployment - 10
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— -8
\’\A — 6
i \\] 1,
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Source: U.S. Department of Labor, Bureau of Labor Statistics;

staff assumptions.

Structural and Actual Labor Productivity

(Nonfarm business sector

Chained (2009) dollars per hour 68
— Actual

—— Structural

— 48

I L L L L L L L L L L L L L L L 46

2002 2004 2006 2008 2010 2012 2014 2016

Source: U.S. Department of Labor, Bureau of Labor Statistics;
U.S. Department of Commerce, Bureau of Economic Analysis;
staff assumptions.

Note: The gray shaded bars indicate a period of business recession as defined by the National Bureau of Economic Research.
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2014
Measure 2013 2014 2015 2016
H1 H2
Output per hour, nonfarm businesst 14 5 -1.0 20 15 1.8
Previous Tealbook 14 9 .0 19 16 19
Nonfarm private employment?2 197 218 214 223 204 205
Previous Tealbook 197 214 199 229 224 202
L abor force participation rate3 62.8 62.9 62.9 62.9 62.9 62.8
Previous Tealbook 62.8 63.1 63.1 63.1 63.0 62.9
Civilian unemployment rate3 7.0 6.0 6.3 6.0 5.4 5.0
Previous Tealbook 7.0 6.2 6.6 6.2 5.6 51
1. Percent change from final quarter of preceding period at annual rate.
2. Thousands, average monthly changes.
3. Percent, average for the final quarter in the period.
Source: U.S. Department of Labor, Bureau of Labor Statistics; staff assumptions.
Inflation Projections _ _
(Percent change at annual rate from final quarter of preceding period)
2014
Measure 2013 2014 2015 2016
H1 H2
PCE chain-weighted price index 1.0 15 1.7 14 14 15
Previous Tealbook 1.0 16 15 16 15 16
Food and beverages .8 20 24 15 11 13
Previous Tealbook .8 17 20 14 13 14
Energy -15 14 31 -2 -16 -8
Previous Tealbook -15 23 28 17 -1.2 -9
Excluding food and energy 12 15 15 14 16 1.7
Previous Tealbook 12 15 14 16 17 18
Prices of core goods importst -11 14 1.8 11 12 13
Previous Tealbook -11 13 11 15 13 13

1. Core goods imports exclude computers, semiconductors, oil, and natural gas.
Source: U.S. Department of Commerce, Bureau of Economic Analysis.
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The Outlook for Prices and Compensation

After rising at an annual rate of 1% percent in the first quarter, total PCE prices
are expected to increase 2 percent in the current quarter. Similarly, core PCE price
inflation is expected to rise from 1%, percent last quarter to 1% percent in the second
quarter. These second-quarter forecasts are about ¥ percentage point higher than in the
April Tealbook, with the small revision reflecting data surprises in categories from which
we tend to take little signal, including an outsized March increase in nonmarket prices
and an April jJump in airfares and motor vehicle prices. In the second half of this year,
both total and core PCE price inflation are anticipated to step down to an annual rate of
1% percent, with part of the slowing attributable to residual seasonality in the latter half
of the year.?
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Movements in retail energy prices have been subdued of late. Electricity prices
retreated in April after having been boosted, on net, by strong demand stemming from
unseasonably cold weather in preceding months; other energy prices have been fairly
quiescent. Much as in the April Tealbook, we project that consumer energy prices will
increase at an average annual rate of nearly 2 percent in the second and third quarters,
down from an increase of 4 percent in the first quarter. We continue to expect modest
declines in PCE energy prices in 2015 and 2016, reflecting the downward trajectory of
futures prices for crude oil and natural gas.

By contrast, retail food prices moved up at a brisk pace over the three-month
period ending in April, partly reflecting lower pork supplies that have been constrained
by a virus that has afflicted many herds. However, recent readings on spot prices suggest
that upward pressure on farm prices has begun to wane. Accordingly, we look for PCE
food price inflation to step down from an annual rate of 2% percent in the first half of this
year to 1% percent in the second half. In 2015 and 2016, we project that PCE food prices
will rise at a pace slightly below core inflation.

Core import prices have turned upward in recent quarters after having fallen
through much of 2013. In the first half of this year, core import price inflation is now
projected to come in at an annual rate of 1% percent; it is then expected to step down to

2 As Ekaterina Peneva showed in her nonfinancial briefing on June 2, over the past decade PCE
price inflation has tended to slow somewhat over the second half of the year—a pattern that we think arises,
in part, because the BEA computes the PCE price aggregate using highly disaggregated price series that are
often not seasonally adjusted.
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Inflation Developments and Outlook (1)
(Percent change from year-earlier period)

Headline Consumer Price Inflation
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Source: For CPI, U.S. Department of Labor, Bureau of Labor Statistics; for PCE, U.S. Department of Commerce, Bureau of Economic Analysis.
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1 percent in the second half, held back by lagged effects from previous declines in
commodity prices. In 2015 and 2016, we project that core import prices will rise only
about 1% percent per year, a pace that is in line with flat commodity prices and our
assumed pace of dollar depreciation. This projection implies that import prices will have
little effect on PCE price inflation throughout the medium term.

Readings on longer-term inflation expectations have remained stable. The final
May reading on median 5-to-10-year-ahead inflation expectations from the Michigan
survey stood at 2.8 percent, within the relatively narrow range seen in recent years.
Expectations for PCE price inflation over the next 10 years, as measured by the Survey of
Professional Forecasters, were unchanged at 2 percent in the second quarter. Similarly,
TIPS-based measures of longer-term inflation compensation were little changed, on
balance, since the April Tealbook.
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Based on a reassessment of several of our empirical models, we have nudged
down our estimate of where PCE price inflation would settle in the absence of economic
slack and if the current level of longer-run inflation expectations were maintained. On
current evidence, we put that level at around 1% percent rather than the 1.9 percent that
was implicit in our previous projection.®

Amid stable long-run inflation expectations and with gradually diminishing
margins of slack, core PCE inflation is expected to edge upward at a slightly slower pace
than we anticipated in the April Tealbook, from 1% percent in 2014 to 1% percent in
2016. Given the slight downward trajectory for energy prices, total PCE inflation is
projected to run at 1% percent, a bit below core inflation, over most of the medium term.
Therefore, even though we expect the output gap to be closed one quarter earlier in 2016
than we had previously thought, total PCE inflation at the end of the medium term is
expected to remain ¥z percentage point below the Committee’s longer-run objective of
2 percent.

The incoming data suggest that labor compensation has continued to rise at a
modest pace. Compensation per hour in the nonfarm business sector is estimated to have
risen at an annual rate of 2% percent in the first quarter of the year—a bit softer than we
had anticipated in April. Other measures of compensation have shown somewhat slower

® This reassessment was discussed by Deb Lindner in a memo sent to the FOMC on June 4 titled
“Why Is Inflation Persistently Low in the Judgmental Forecast?”
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Inflation Developments and Outlook (2)
(Percent change from year-earlier period, except as noted)

Commodity and Oil Price Levels
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Long-Term Inflation Expectations
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increases of late: The employment cost index (ECI) for private-industry workers rose at
an annual rate of only 1 percent in the first quarter of the year, and average hourly
earnings has continued to post moderate increases through May after increasing at an
annual rate of 2% percent in the first quarter. We expect the tightening of the labor
market over the medium term to gradually push up the rate of increase in compensation
per hour to 3¥4 percent in 2016. These projected increases are a little slower than we had
anticipated in April, reflecting the lower trend in price inflation.
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THE LONG-TERM OUTLOOK

We have extended the staff’s forecast beyond the medium term using the
FRB/US model and our assumptions about long-run supply-side conditions, fiscal policy,
and other factors. The contour of the long-term outlook depends on the following key
assumptions:

e The federal funds rate continues to be set according to the prescriptions of an
inertial version of the Taylor (1999) rule. This policy rule now assumes a
long-run equilibrium level of the nominal federal funds rate of 3% percent,
revised down from 4 percent as of the previous Tealbook. (See the box
“Changes to the Longer-Run Outlook” for the rationale for this change.)

e The Federal Reserve’s holdings of securities continue to put downward
pressure on longer-term interest rates, albeit to a diminishing extent. The
process of returning the SOMA portfolio to a normal size is expected to be
completed by 2021.

e Risk premiums on corporate equities continue to decrease, on balance, toward
their longer-run levels, while those on corporate bonds are slightly below their
longer-run levels at the start of the extended outlook.

e The federal budget deficit begins to widen after 2017, primarily reflecting
fast-rising transfer payments for retirement and health-care programs. The
ratio of federal debt to GDP is above 70 percent in 2017 and edges up
thereafter.

e The real foreign exchange value of the dollar moves down about 1Y percent
in 2017—the same pace as in 2016—and stays constant thereafter. The price
of crude oil holds steady in real terms. Foreign real GDP rises at an annual
rate of about 3 percent from 2017 to 2020.

e The natural rate of unemployment is 5% percent, and potential GDP rises
around 2 percent per year on average from 2017 to 2020.
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________________________________________________________________________________________________|
Changes to the Longer-Run Outlook

In this Tealbook, we have lowered our assumption for the annual rate of real GDP
growth in the longer run from 2% percent to 2 percent." We have also lowered our
assumptions for the longer-run values of interest rates, reducing the nominal federal
funds rate from 4 percent to 3% percent and the nominal 10-year Treasury yield from
4% percent to 4% percent. Because we continue to assume that inflation will be

2 percent in the longer run, in line with the Committee’s stated objective, these
changes in nominal interest rates reflect a reduction in equilibrium real rates.
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Our downward revision to longer-run potential output growth is largely the result of
revisions to expected labor productivity growth. One key factor motivating the
revision is a reassessment of the likely role of improvements in labor quality in future
years. We now expect labor quality to flatten out in the longer run (rather than
continuing to edge higher) because cohorts entering the labor force have essentially
the same educational attainment as those retiring, and because the retirement of the
baby-boom generation reduces the share of workers in their most-productive years.

The table below compares our longer-term outlook for real GDP with those of some
outside forecasters. Our outlook is somewhat below that of private forecasters but is
in line with the CBO’s projection.

Our decision to reduce the assumed values for real interest rates in the longer run
reflects our assessment of the net effects of a number of factors. Looking over a
broad span of time, our assumption for longer-run potential GDP reflects a judgment
that potential growth in the years ahead will be lower than it was in the past. For
example, according to the staff’s estimates, potential GDP rose 3 percent per year
from 1997 to 2005—a period chosen because the unemployment rate is near staff
estimates of its natural rate at both ends. Over that period, the real federal funds rate

Outside Forecasts of Real GDP and the Real Federal Funds Rate

Blue Chip CBO Staff
Period 2021-25 2020-24 2021-25
Real GDP (percent change, annual rate) 2.4 2.1 2.0
Real federal funds rate (percent) 1.8° 1.9° 1.8

CBO Congressional Budget Office.
a. Assumes PCE inflation will be 0.3 percentage point lower than CPI inflation.
b. Assumes the federal funds rate will be 0.2 percentage point higher than the three-month Treasury-bill yield.

"The longer-run outlook refers to the first half of the next decade, around 2021-25, when
economic conditions are assumed to have returned to their long-run equilibrium.
> Dale W. Jorgenson, Mun S. Ho, and Jon D. Samuels (2013), “Economic Growth in the
Information Age: A Prototype Industry-Level Production Account for the United States, 1974-2010,”
unpublished paper, Harvard University, Department of Economics, July. See also John G. Fernald
and Charles I. Jones (2014), “The Future of US Economic Growth,” American Economic Review,
vol. 104 (5), pp. 44-49.
I ——
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averaged 2 percent. On our analysis, most of the slowdown in potential GDP growth
relative to that earlier period reflects demographic factors, including lower population
growth and declines in labor force participation associated with baby-boomer
retirements. Standard models predict that lower potential output growth will lead to
lower real interest rates, mostly because, other factors held constant, less investment
is required when the workforce is growing less rapidly.

We also give some weight to the possibility that households’ desired rate of saving
may be higher than in the past. It is possible, for example, that the financial crisis has
left a lasting impression on households, raising risk aversion and thus leading to an
increased desire to save and less of a desire to spend, which would put downward
pressure on interest rates. Rising income inequality may also work to boost the
aggregate saving rate of the economy if high-income households have greater saving
rates than lower-income households.

International considerations may mitigate the effects of these domestic
developments. In arecent study, the IMF presents evidence that over the past

15 years long-term interest rates in advanced economies have moved together to a
much greater degree than in earlier periods, suggesting that the integration of global
financial markets may be more important than in the past and that U.S. interest rates
may depend more on global GDP growth than domestic GDP growth.? Our forecast is
that longer-run world output growth will be about the same as in the pre-crisis period,
reflecting the balancing of some offsetting factors: While the growth rates of the
United States, other advanced economies, and China are expected to slow, that
slowing is about offset by the increasing importance of China and other fast-growing
economies. Perhaps even more important, if high-export countries such as China
succeed in rebalancing their economies toward more domestic consumption, there
could be some upward pressure on world interest rates.

On balance, we conclude that real interest rates are likely to be somewhat lower in
the longer run than we had previously judged, with the slower expected pace of U.S.
potential GDP growth playing the most significant role in our reassessment.

Finally, we should emphasize the high degree of uncertainty around these estimates.
One study reports a standard error around a real-time estimate of the long-run real
federal funds rate of around 2% percentage points, so that a 70 percent confidence
interval around our estimate of 1% percent would run from negative % percent to
4% percent.* That study suggests trend output growth can be estimated somewhat
more precisely, with a standard error of just over % percentage point. Uncertainty
about trend output growth and equilibrium interest rates 10 years ahead would be
greater than suggested by these point-in-time estimates.

3 International Monetary Fund (2014), “Perspectives on Global Real Interest Rates,” chap. 3 in
World Economic Outlook (Washington: IMF, April), www.imf.org/external/Pubs/ft/weo/2014/01.

* Thomas Laubach and John C. Williams (2003), “Measuring the Natural Rate of Interest,”
Review of Economics and Statistics, vol. 85 (November), pp. 1063-70.
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Note: In each panel, shading represents the projection period, and dashed lines are the previous Tealbook.
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With the federal funds rate gradually rising, real GDP growth slows to 2¥2 percent
in 2017. The unemployment rate moves down further and is %2 percentage point below
its natural rate at the end of 2017. As monetary policy accommodation continues to be
gradually withdrawn, gains in real GDP slow to below their potential pace, causing the
unemployment rate to move back toward its natural rate. As discussed earlier in the
Outlook for Prices and Compensation section, inflation is projected to still run below the
Committee’s 2 percent objective in 2016. With resource utilization projected to remain
high for several years, longer-run inflation expectations edge higher and PCE price
inflation reaches the FOMC’s longer-run inflation objective of 2 percent late in the
decade.
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Evolution of the Staff Forecast
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International Economic Developments and Outlook

Foreign real GDP growth slowed from an annual rate of 2% percent in the fourth
quarter of last year to just 2 percent in the first quarter. This deceleration of activity
reflected several factors: surprisingly weak exports by many economies; slow domestic
demand growth in China, which spilled over to other economies, particularly in emerging
Asia; severe winter weather in Canada; and continued poor economic performance in
Latin America.

We see foreign growth coming out of its first-quarter pothole, rising to 2% percent
in the current quarter and further to nearly 3% percent in the second half of this year, as
Canada’s economy bounces back, policy in China becomes more supportive, and U.S.
economic activity rebounds. The overall tone of recent indicators is broadly consistent
with this outlook. In particular, exports appear to be rebounding in many countries,
suggesting a pickup in global activity. In 2015 and 2016, foreign GDP growth is
projected to remain at 3% percent, a bit above its trend pace, underpinned by
strengthening U.S. growth, continued accommodative monetary policies, and diminished
drag from fiscal consolidation in Europe. We marked down foreign growth ¥4 percentage
point in the current quarter, but the forecast is little changed thereafter.

We are attentive to several risks to our outlook. On the downside, growth in
China could slow further and perhaps quite abruptly, possibly in response to either a bust
in the country’s property sector, where signs of strains are emerging, or a run on the
shadow banking sector. Such a slowdown could have damaging spillovers to other
economies. Additionally, notwithstanding recent encouraging indicators, the surprisingly
widespread slump in exports and activity in the first quarter may prove more persistent
than we currently anticipate. On the upside, it is also possible that the factors that
depressed activity earlier this year, including weak global trade, might reverse more
vigorously than we anticipate, paving the way for a stronger rebound of economic
activity, particularly in the emerging market economies (EMEs). We explore the
implications of a stronger EME growth path in the Risks and Uncertainty section.

Encouragingly, inflation appears to have edged up in the current quarter in most
advanced foreign economies (AFEs) from earlier low readings, partly reflecting the
fading effect of falling energy prices in some countries. In the euro area, however,
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inflation has remained surprisingly weak, prompting the European Central Bank (ECB) to
announce additional stimulus. In the EMEs, we estimate that inflation has remained
subdued on average. EME monetary policies were generally on hold; a major exception
is Mexico, where the central bank cut its policy rate to support growth.

ADVANCED FOREIGN ECONOMIES

Real GDP in the AFEs rose 2 percent in the first quarter, the same as in the
previous quarter, with a pickup in growth in Japan and the United Kingdom largely
offsetting a marked slowdown in Canada. We see AFE GDP growth at 1% percent in the
current quarter, restrained by a large contraction in Japan following the recent
consumption tax hike. As Japan’s economy bounces back, we project AFE growth to rise
to about 2%, percent in the second half of this year and to remain near this rate through
2016. This projection is little changed relative to the April Tealbook.

Recent data suggest that underlying AFE inflation (excluding the effects of
Japan’s consumption tax increase) remained just above 1 percent in the current quarter.
We expect AFE inflation to rise to nearly 1% percent by the end of the forecast period, as
output gaps narrow. With growth projected to be moderate and inflation subdued,
monetary policy in the AFEs is expected to remain highly accommodative throughout the
forecast period. Disappointing euro-area inflation readings and recent policy actions by
the ECB, including a decrease in its policy rate, prompted us to postpone liftoff of the
ECB’s main policy rate beyond the forecast horizon. In contrast, given relatively
hawkish signals from Bank of Japan (BOJ) officials, we now expect the BOJ to wait until
early 2015 before further easing policy. Our monetary policy assumptions for the other
AFEs are unchanged.

Euro Area

Euro-area real GDP expanded 0.7 percent in the first quarter, half the rate
estimated in the April Tealbook, as exports were surprisingly weak. We expect exports
to improve and domestic demand to strengthen as well, supporting a step-up in growth to
1% percent this quarter. In April, industrial production rose in a number of countries, and
retail sales for the region picked up. Additionally, both the euro-area composite PMI and
economic sentiment through May were above their first-quarter averages. Looking
ahead, we project that GDP growth will remain at 1% percent over the second half of this
year and then rise to 2 percent by the end of 2016, as the pace of fiscal consolidation
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diminishes, financial and credit conditions normalize further, and monetary policy
remains accommodative.

Euro-area inflation remained weak as core inflation was subdued and consumer
energy prices continued to fall, and we marked down our estimate this quarter to just
Y percent. As energy prices bottom out and as the output gap narrows, inflation should
rise, but to a still-subdued 1%z percent rate by late 2015 and in 2016.

At its June meeting, the ECB lowered its main refinancing rate 10 basis points to
0.15 percent, cut the rate on its deposit facility to negative 0.10 percent, and announced
additional credit-easing measures that are detailed in the box “ECB Policy Actions and
Options.” With the ECB acting somewhat more decisively than anticipated to ease
policy, we now expect the first policy rate hike in 2017 instead of mid-2016. Relative to
the April Tealbook, the policy rate at the end of the forecast period is 60 basis points
lower. Our projections incorporate a slight boost to inflation and growth in 2015 as a
result of the ECB’s looser policy stance.

United Kingdom

Real GDP in the United Kingdom expanded at a robust 3.3 percent rate in the first
quarter, as strength in domestic demand more than offset a contraction in exports.
Indicators for the second quarter, including industrial production in April and PMI
readings through May, point to continued solid growth. Accordingly, we project that
GDP will rise 3 percent this year before normalizing to a still-solid 2% percent pace in
2015 and 2016. We estimate that inflation stepped up to 1%z percent this quarter and
should rise a bit more as the output gap closes, with inflation settling at nearly 2 percent
in 2015 and 2016.

The unemployment rate fell to 6.6 percent in the three months through April,
taking it further below the 7 percent threshold announced in the initial forward guidance
issued by the Bank of England (BOE) last year. Nonetheless, the BOE has been
signaling that slack remains sufficient to keep its policy rate low for some time,
consistent with the updated guidance issued in February that it will base its policy
decisions on broader measures of economic slack. Accordingly, we still expect its first
rate hike to occur in early 2015. With the ongoing surge in house prices, the BOE is
considering additional macroprudential measures to contain financial stability risks.
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ECB Policy Actions and Options

Amid concerns about low inflation and weak bank lending in the euro area, the Governing Council of the
European Central Bank (ECB) decided to lower its policy rates at its meeting on June 5 and introduced
measures to stimulate lending by banks. Overall, these measures appear to have been a bit more
accommodative than markets had been anticipating but are likely to have only a modest impact on the
economy.

As shown in figure 1, the ECB cut by 10 basis points the rates on its main refinancing operations (MROs), to
0.15 percent, and on its deposit facility, to negative 0.10 percent, while lowering the rate on its marginal
lending facility 35 basis points to 0.40 percent. The rate cuts were modest, but pushing the deposit rate
negative penalizes banks for parking liquidity at the ECB and may be viewed by the markets as a signal of the
ECB’s commitment to encourage banks to lend.

To spur bank lending to nonfinancial corporations and households, the ECB also announced Targeted Longer-
Term Refinancing Operations (TLTROs). All TLTROs will mature in September 2018, with banks paying an
interest rate that is fixed at the MRO rate at the time of take-up plus 10 basis points. In the first two TLTROs,
scheduled for September and December 2014, banks can borrow up to 7 percent of their total eligible loans
outstanding on April 30, 2014." In addition, in a series of quarterly TLTROs from March 2015 to June 2016,
banks will be able to borrow amounts that can cumulate to three times the increase in their net lending. The
TLTRO program is similar to the Bank of England’s funding-for-lending scheme, which is thought to have had
only a limited effect on U.K. bank lending. However, the TLTROs’ fixed rate over a four-year term is seen as
reinforcing the ECB’s forward guidance that its policy rates will remain low for an extended period of time.

To provide further short-term liquidity, the ECB also announced that its weekly MROs and three-month
Longer-Term Refinancing Operations (LTROs) will continue as fixed-rate tender procedures with full allotment
until at least December 2016. The ECB also suspended sterilization of outstanding liquidity, currently about
€165 billion, injected through purchases of peripheral sovereign bonds under the Securities Markets
Programme (SMP). The liquidity measures may reverse part of the decline in the ECB’s balance sheet (the blue
line in figure 2) that has occurred as banks repaid funds from previous LTROs, but we believe the economic
effects will be modest.

Figure 1. ECB Policy Rates Figure 2. Central Bank Balance Sheets

Percent 2.0 Percent of GDP

— — 60
__________ ---- Japan
Marginal lending facility | — Euro area _ 50
L . ) 415 = = United States
; —— United Kingdom
; - a0
(R . 41.0
I - — 30
r EONIA — 0.5
[+sed | Main refinancing operations — 20
0.0
Deposit facility 1 — 10
1 1 1 | 1 1 1 | 1 _05 | | | | |
2012 2013 2014 2008 2010 2012 2014
Source: Deutsche Bundesbank; European Central Bank; Source: Bank of England; Bank of Japan; European Central Bank;
Haver Analytics. Federal Reserve Board; Haver Analytics.

! Eligible loans are loans to the euro-area nonfinancial sector, excluding loans to households for house purchase, and
amount to about €400 billion.
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Although markets had come to anticipate that the ECB would increase accommodation in June, the extent of
the policy changes was likely on the higher side of expectations. Euro-area bond yields fell, especially for
bonds from peripheral countries; the euro depreciated initially but ended the day a bit higher. Relative to the
April Tealbook, we now assume the path of the MRO rate to be 10 basis points lower in the near term and 60
basis points lower at the end of 2016. With the boost from that stimulus partly offset by weaker economic and
price data, we revised up our GDP growth forecast about 0.1 percentage point, with a smaller boost to our
inflation forecast.

In addition to the announced changes, the ECB decided to intensify preparatory work for outright purchases
of asset-backed securities (ABS). The European ABS market currently is very small, with only about €650 billion
outstanding, mostly issued in the Netherlands, Spain, and Italy. Of that total, about half have been retained on
the balance sheets of euro-area banks and already used to obtain liquidity from the ECB. Thus, we would
expect any ABS purchases to be modest in scale. For the ECB to provide significant further stimulus through
asset purchases, it would need to also buy sovereign bonds. Some ECB officials have questioned whether such
purchases would violate the prohibition against “monetary financing,” and previous ECB programs to buy
sovereign bonds (SMP and Outright Monetary Transactions) were controversial. Still, President Draghi has
said in the past that sovereign purchases in the secondary market could be consistent with the ECB’s mandate,
and we believe the ECB might undertake such purchases in extremis.

To evaluate the effects of asset purchases by the ECB, we ran an alternative simulation that assumes: (1) a
balance sheet expansion of about €1 trillion, which, based on our analysis of the effects of the Fed’s large-scale
asset purchases in the United States, we assume should reduce the term premium in euro-area long-term
interest rates 40 basis points; (2) a 2 percent fall in the real effective exchange value of the euro; and (3) an
intention by the ECB, understood by markets, to keep its policy rates near zero through the end of 2016, as
assumed in the baseline. As shown in the figures below, the net effect is to boost euro-area GDP growth more
than 1 percentage point over the baseline for some time; the effect on inflation is more limited, at just over

va percentage point.

These results suggest that the ECB could provide significant further stimulus to the euro-area economy and a
modest boost to euro-area inflation by undertaking asset purchases on a significant scale. However, because
of political difficulties surrounding purchases of sovereign bonds, it is more likely that the next step for the
ECB will be to explore modest ABS purchases along with regulatory changes to help encourage expansion of
the ABS market and bank lending.

Figure 3. Euro-Area GDP Growth Figure 4. Euro-Area Inflation
Percent Percent
— — 35 — — 25
o 4 3.0 | 120
» —425
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» 420
- —41.0
o 415
B 110 - -4 0.5
1 1 1 I 1 1 1 I 1 1 1 5 1 1 1 I 1 1 1 I 1 1 1
2014 2015 2016 2014 2015 2016
Note: Dashed line represents alternative scenario with ECB asset Note: Dashed line represents alternative scenario with ECB asset
purchases. Solid line represents the baseline. purch Solid line rep ts the baseline.
Source: Staff forecasts. Source: Staff forecasts.
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Japan

In Japan, real GDP growth increased sharply to 6.7 percent in the first quarter,
more than double the pace estimated in the April Tealbook, as exports soared and as
private consumption and residential investment surged ahead of April’s consumption tax
hike. We project that the reversal of spending associated with the tax hike will result in a
4% percent GDP contraction this quarter. In April, retail sales plunged and the composite
PMI fell into contractionary territory for the first time since late 2012. As the effect of
the tax hike dissipates and previously announced fiscal stimulus measures are
implemented, real GDP should begin expanding again, rising nearly 2 percent in the
second half of the year. Subsequently, we expect growth to slow to 1 percent over the
remainder of the forecast period, partly reflecting drag from another tax increase
scheduled for October 2015.

Inflation is estimated to have jumped to an 8% percent annual rate in the current
quarter, although, excluding the direct effect of the consumption tax hike, the rate likely
remained near the % percent pace recorded in the first quarter. Going forward, as the
output gap narrows and inflation expectations increase further, we see inflation rising to
1% percent by the end of 2016. Many analysts, including ourselves, had expected the
BOJ to step up its pace of asset purchases this year to push inflation toward its 2 percent
target. However, with the BOJ reiterating that it sees inflation on track to reach its target
next year, we now think that it will increase its purchases only in early 2015. Consistent
with this less accommodative monetary policy stance, we marked down slightly our
forecast for growth and inflation in 2015.

Canada

Canadian real GDP growth dropped from 2.7 percent in the fourth quarter of 2013
to 1.2 percent in the first quarter of 2014, a bit below our previous estimate. Exports fell
and fixed investment, notably residential construction, continued to contract, reflecting
severe winter weather as well as weak U.S. growth. As these restraints fade, we expect
growth to step up to 3 percent in the current quarter, consistent with recent indicators:
Exports were above the first-quarter level in April, and the manufacturing PMI remained
solid through May. Looking ahead, we expect growth to average almost 2% percent over
the remainder of the forecast period.

Surprisingly strong April data on Canadian consumer prices, especially for
energy, led us to mark up our forecast of second-quarter inflation by %2 percentage point
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to 2% percent. As the boost from energy prices subsides, inflation should moderate to
1% percent in the second half of 2014 before edging up toward 2 percent over the
forecast period as the output gap closes. Against the backdrop of still-moderate growth
and inflation, we continue to expect the Bank of Canada to keep its policy rate at

1 percent until the third quarter of 2015.

EMERGING MARKET ECONOMIES

Real GDP growth in the EMEs slowed from an annual rate of 3% percent in the
fourth quarter of 2013 to 2% percent in the first quarter, %2 percentage point below our
April Tealbook estimate. We judge the factors that held down EME growth to be largely
transitory and expect growth to rise to a still-subdued 3¥4 percent rate this quarter and
more robustly to a near-trend 4% percent by the end of this year, as current and
prospective policies in China provide more support and activity in the United States
rebounds. EME growth edges up to 4% percent over the remainder of the forecast period.
Relative to the previous Tealbook, this forecast is ¥ percentage point lower in the current
quarter, reflecting our response to downside surprises in the first quarter, and unchanged
further out.

Inflation in the EMEs likely remained at 2% percent in the second quarter but is
expected to rise to 3%z percent later this year and settle at just below this rate thereafter.
The Bank of Mexico cut its policy rate to support growth. Despite continued high
inflation, the Central Bank of Turkey also cut its policy rate, citing improved global risk
sentiment; the cut partly unwinds the large rate increase it implemented in January to
contain financial pressures. In contrast, policy was tightened in Colombia and the
Philippines to contain inflation.

China

After slowing to a 5% percent pace last quarter, economic activity in China is
estimated to have accelerated modestly in the second quarter. A first-quarter drop in
exports, which was a major factor behind the step-down in GDP growth, was largely
reversed in April and May. Other activity indicators were more subdued—industrial
production accelerated only a little from its first-quarter pace, while growth of retail sales
and investment fell slightly. A notable rise in the official PMI in May, however, suggests
that the pace of manufacturing activity picked up more recently. On balance, we project
growth to rise to a still-subdued 6% percent rate in the current quarter.
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Chinese authorities have thus far refrained from announcing a large-scale
economic stimulus program. Instead, they have introduced a steady stream of modest,
targeted measures, including lower reserve requirement ratios for some banks,
accelerated fiscal spending, increased investment in certain infrastructure projects, tax
rebates to exporters, and easier borrowing terms for first-time homebuyers. The
cumulative effect of these measures should help push growth up to 7% percent in the
second half of the year. Rising exports, supported in part by the depreciation of the
renminbi since the beginning of the year, should also boost growth. For the year as a
whole, however, we expect growth to be 7 percent—short of the authorities’ 7% percent
target—and to remain near that level throughout the forecast period.

Given the pronounced slowing of the Chinese economy in recent years, coupled
with worrisome indications of strains in lending and property markets, the uncertainties
around this outlook are wide. In particular, property price increases have been
moderating in recent months, while real estate transactions have fallen sharply and
inventories of vacancies and unfinished construction projects have risen, creating the
potential for a sharp near-term correction. That said, we continue to believe that a
collapse in the property market, though a significant risk, is not the most likely outcome.
In our view, the property market is supported by healthy household balance sheets, the
continuing importance of real estate as an investment vehicle, and underlying demand
from ongoing urbanization. Moreover, we believe that the authorities have both the
means and the incentive to mitigate the effect of a downturn of the property market on the
financial sector and the economy more broadly.

Inflation has been subdued in recent months, pushed down by falling food and
fuel prices. However, May data showed some increase in both of these categories and, as
these prices continue to normalize, we forecast inflation to rise from a % percent pace in
the first quarter to 3% percent in the third quarter and to remain near that pace.

Other Emerging Asia

Real GDP growth in emerging Asia excluding China tumbled to 2% percent in the
first quarter from an above-trend rate of 4% percent the quarter before, as exports
slumped. The decline in growth was particularly severe in Thailand, where several
months of political unrest, culminating in a military coup late last month, led output to
contract more than 8 percent. In contrast, in India, election-related spending boosted
growth to 6 percent.
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The region’s growth is projected to recover to 3% percent this quarter and to
4% percent thereafter, supported by rising export demand as the U.S. and Chinese
economies strengthen. Indeed, there are already some signs of recovery: Exports in
several countries moved above first-quarter averages in April, and forward-looking
indicators for the high-tech sector, which is important for manufacturing and export
activity in the region, have gained of late. Additionally, we marked up India’s medium-
term growth path slightly on greater confidence that the newly elected government will
address much-needed structural economic reforms.

We estimate that the region’s inflation rose to 3% percent in the current quarter,
partly because of the reversal of previous food price declines in India, and we expect it to
remain at that rate.

Latin America

Mexico’s economy remained in the doldrums in the first quarter, with real GDP
expanding only 1 percent, half the pace estimated in the April Tealbook. Available data
suggest that the weakness was broad based. Exports were about flat, held back by weak
U.S. demand. Hikes in tax rates and administered fuels prices in January caused a plunge
in consumer sentiment and retail sales. A slide in construction since mid-2012 has
weighed on Mexican growth, and the sector remained weak in the first quarter. Amid
subdued activity, the Bank of Mexico, in a surprise move, cut its policy rate by 50 basis
points to 3 percent.

Recent activity indicators suggest that Mexican growth is strengthening.
Industrial production and exports, particularly of manufactured goods, rose in April; the
manufacturing PMI and other indicators of business sentiment climbed in May; and
consumer sentiment has retraced some of its first-quarter decline. Additionally, U.S.
manufacturing output is projected to rebound. Accordingly, we estimate that growth has
risen to 2% percent in the current quarter, although it is % percentage point lower than in
the April Tealbook. We continue to expect growth to rise further to 3% percent by 2016,
supported by the more accommodative monetary policy stance, solid U.S. manufacturing
growth, recovery in the construction sector, and less fiscal drag. Moreover, we anticipate
that, by 2015, the reform process now under way will begin to boost growth.

We estimate that Mexican consumer price inflation will step down to 3 percent in
the current quarter from 5% percent in the first, as the effects of earlier tax and fuel price
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hikes wane and as food prices decline from earlier weather-related surges. Thereafter, we
see inflation edging up to 3% percent and settling at about this rate through 2016.

Brazil’s economic performance continues to be dismal. Real GDP rose only
%, percent in the first quarter, with the weakness spread across most sectors. Moreover,
recent indicators of activity have generally been lackluster, prompting us to mark down
Brazil’s growth path through 2015. We now expect growth of just 1% percent this year
as the economy struggles to overcome its structural problems. Next year and in 2016, we
see growth averaging a trend-like rate of 2% percent, supported in part by stronger
external demand. Despite weak economic growth, Brazilian inflation has been rising and
is set to reach almost 8 percent at an annual rate in the second quarter, reflecting tight
labor market conditions and persistently high inflation expectations. On a 12-month
basis, inflation rose to 6% percent in May, hitting the upper limit of the inflation target
range. Even so, the central bank ceased its policy tightening in May, keeping the Selic
rate at 11 percent.

Other Emerging Market Economies

In late April, the International Monetary Fund approved a $17 billion financial
support package for Ukraine, which, along with other official assistance, should help
meet the country’s financing needs. Last month, Petro Poroshenko won Ukraine’s
presidential election and, in a surprising shift in posture, Russia accepted the results of
the elections, helping to de-escalate tensions. Partly in response to these developments,
sentiment and financial markets improved markedly in the region. Nonetheless, armed
conflict continues in the eastern part of the country.

In part reflecting the onset of the crisis, real GDP in Ukraine and Russia
contracted substantially in the first quarter. However, fluctuations in the tensions
between the two countries have had little noticeable effect on global markets.
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Recent Foreign Indicators
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Real GDP* Percent change, annual rate
2013 2014 2015 2016
H1 Q3 Q4 Q1 Q2 H2
1. Total Foreign 2.1 3.2 2.6 2.1 25 3.2 3.2 3.3
Previous Tealbook 2.2 3.0 2.8 2.3 2.7 3.2 3.2 3.3
2. Advanced Foreign Economies 1.9 2.1 2.0 2.0 1.7 2.2 2.1 2.2
Previous Tealbook 2.0 1.9 2.1 1.8 1.9 2.2 2.2 2.2
3. Canada 2.4 3.0 2.7 1.2 3.1 2.6 2.6 2.6
4, Euro Area 0.2 0.5 1.0 0.7 1.6 1.4 1.8 1.9
5. Japan 4.1 1.3 0.3 6.7 -4.5 1.9 0.7 1.1
6. United Kingdom 2.3 3.4 2.7 3.3 2.9 2.9 2.6 25
7. Emerging Market Economies 2.3 4.3 3.3 2.2 3.3 4.2 4.3 4.4
Previous Tealbook 2.4 4.2 3.4 2.7 3.6 4.2 4.3 4.4
8. China 6.9 8.8 8.0 55 6.2 7.5 7.2 7.1
9. Emerging Asia ex. China 2.8 4.3 4.8 25 3.6 4.3 4.4 4.4
10. Mexico -1.0 3.9 0.5 1.1 2.5 3.4 3.6 3.7
11. Brazil 4.1 -1.2 1.8 0.7 1.2 2.1 2.5 2.7
* GDP aggregates weighted by shares of U.S. merchandise exports.
Total Foreign GDP Foreign GDP
Percent change, annual rate 8 Percent change, annual rate 10
— Current — Current

---- Previous Tealbook
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Percent change, annual rate

2013 2014 2015 2016
H1 Q3 Q4 Q1 Q2 H2
1. Total Foreign 2.1 2.7 2.4 2.0 2.7 25 2.6 2.6
Previous Tealbook 2.1 2.7 2.4 2.0 3.0 2.5 2.6 2.6
2. Advanced Foreign Economies 0.7 2.0 0.7 1.1 2.6 1.3 1.7 1.6
Previous Tealbook 0.7 2.0 0.7 1.1 2.7 1.4 1.7 1.6
3. Canada 0.8 1.9 0.5 2.8 2.3 1.7 1.7 1.9
4. Euro Area 0.7 1.6 0.1 0.2 0.4 1.2 1.4 1.4
5. Japan 0.4 3.0 1.9 04 8.5 0.7 2.3 13
6. United Kingdom 2.1 2.8 1.4 1.0 1.6 2.0 1.9 1.8
7. Emerging Market Economies 3.2 3.2 3.7 2.7 2.8 3.5 3.4 3.3
Previous Tealbook 3.2 3.3 3.7 2.6 3.2 3.4 3.4 3.3
8. China 2.6 3.4 3.0 0.8 1.7 3.3 3.0 3.0
9. Emerging Asia ex. China 2.8 3.8 4.2 2.9 3.4 3.5 3.5 3.4
10. Mexico 4.2 2.0 4.2 5.2 2.9 3.3 3.3 3.3
11. Brazil 6.4 4.6 6.0 6.9 7.9 5.9 5.4 5.3
* CPI aggregates weighted by shares of U.S. non-oil imports.
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Evolution of Staff's International Forecast
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Financial Developments

Investors read central bank communications in the United States and the euro area
over the intermeeting period as suggesting that monetary policies would be more
accommodative than had been expected, contributing to a broad-based rise in bond and
stock prices in global financial markets. While U.S. economic news, on balance, was
seen as somewhat more favorable than expected, economic news in foreign economies
was mixed.

e The expected path of the federal funds rate implied by derivatives prices was
little changed on net. Primary dealers continue to see the third quarter of 2015
as the most likely time of liftoff, but their median forecast for the longer-run
level of the federal funds rate dropped to 3.5 percent.

e Intermediate- and long-term Treasury yields declined notably in May but
subsequently retraced to end the period only modestly lower.

e The ECB announced a number of measures to provide additional monetary
accommodation. In particular, the ECB lowered its main lending rate and
moved its deposit rate into negative territory.

e Investors appeared to become more willing to hold risky positions, as equity
prices continued to advance and bond risk spreads narrowed both in the
United States and abroad; measures of actual and implied volatility continued
to ebb, nearing historical lows for U.S. equities.

e Credit flows to domestic nonfinancial corporations continued to be strong.
Consumer credit expanded at a robust pace, including a pickup in credit card
borrowing from a very subdued pace. Home mortgage lending remained
tepid.

e Repo rates firmed over recent weeks, likely reflecting a rise in Treasury
issuance. Against that backdrop, take-up in ON RRP operations declined.
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Policy Expectations and Treasury Yields
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PoLicYy EXPECTATIONS AND TREASURY Y IELDS

On net over the intermeeting period, yields on Treasury coupon securities were
little changed at shorter maturities and edged lower at longer maturities after reversing
notable early-period declines. In May, market participants puzzled over the significant
declines in long forward rates since the beginning of the year and pointed to a variety of
domestic and global factors possibly driving this trend, including lower expectations for
long-run potential growth, lower inflation risk premiums, purchases of longer-term
securities by price-insensitive investors, unwinding of short Treasury positions, and
declining interest rate uncertainty (see the box “What Explains the Recent Decline in
Long-Term Forward Rates?”). Communications by the ECB, particularly those leading
up to the announcement of new policy-easing measures, were also seen as contributing to
the decline in yields. The TIPS-based measure of five-year inflation compensation ticked
up amid stronger-than-expected data for April core CPI, while the five-year measure five
years ahead was unchanged.

Although the April FOMC statement and minutes were generally in line with
expectations and elicited little reaction in financial markets, the Chair’s congressional
testimony before the Joint Economic Committee and the subsequent Q&A session were
viewed as suggesting marginally more accommodative policy than expected.

U.S. economic data releases during the intermeeting period were seen by market
participants as modestly favorable on balance. Weaker-than-expected reports on April
retail sales and industrial production were counterbalanced by stronger-than-expected
business surveys indicating a possible pickup in the pace of activity, while job growth
over April and May came in a touch above expectations. Increasingly over the period,
market participants appeared to interpret data, on the whole, as supporting the
anticipation of a sizable bounceback in activity from the first-quarter weakness.

All told, the expected path of the federal funds rate changed little over the
intermeeting period. The end-of-2016 federal funds rate implied by OIS quotes is about
1.7 percent, down about 10 basis points since the April FOMC meeting.! The median
dealer’s response from the Open Market Desk’s June survey put the end-of-2016 federal
funds rate at 2.1 percent, slightly higher than in the April survey. The survey indicated

! The effective federal funds rate averaged 9 basis points over the intermeeting period, with the
intraday standard deviation averaging about 5 basis points.

Page 51 of 94



Authorized for Public Release
Class I FOMC - Restricted (FR) June 11, 2014

I
What Explains the Recent Decline in Long-Term Forward Rates?

After rising steadily over the second half of last year, long-term nominal forward rates across most of the
advanced economies have declined substantially since year-end. As noted in the chart to the right, this
behavior is consistent with the pattern of strong co-movement in global long-term rates across advanced
economies over the last 25 years despite the substantial differences across countries over time in
monetary policy and economic outlook.

5-to-10-Year Nominal Forward 5-to-10-Year Nominal Forward Rate
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Market participants have pointed to a number of factors as contributing to the recent decline in long-
term forward rates, including a lower equilibrium real rate associated with reduced expectations of long-
run economic growth, as well as factors that might have reduced the term premium, such as reduced
uncertainty about future interest rates, increased demand for longer-duration assets by some price-
insensitive investors, and the unwinding of short Treasury positions that some investors reportedly had
established early in the year in anticipation of rising interest rates.

To examine these factors, we follow a two-step procedure. First, we use Blue Chip long-run forecasts to
decompose the 5-to-10-year nominal forward rate into four components: the expected future real short
rate (Blue Chip long-run forecast of the 3-month T-bill rate minus that of consumer price index inflation),
expected future inflation, the inflation risk premium (Treasury Inflation-Protected Securities (TIPS) 5-to-
10-year breakeven rate minus expected future inflation), and the real term premium (TIPS 5-to-10-year
forward rate minus the expected future real short rate). The results, shown in the top panel of the table
on the next page, suggest that out of a total reduction in the 5-to-10 year forward rate over the first four
months of this year of about 65 basis points, about a quarter can be attributed to a reduction in the
forward inflation risk premium, while most of the rest can be attributed to a reduction in the real forward
term premium.

To better understand the change in the estimated real forward term premium, our second step is to
regress the survey-based measure of the real term premium on variables intended to capture
uncertainties about future interest rates and growth, as well as market-related demand and supply
variations. We then use the model estimates to decompose the change in the real forward term premium
between December 2013 and April 2014. On balance, the results, shown in the bottom panel of the table,
suggest that out of a total decrease of about 50 basis points in the real term premium over this period,
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about 20 basis points can be attributed to reduced interest rate uncertainty. Other variables in the
regression are found to contribute little to the move in the term premium, and a large portion of the
decline remains unexplained. '

These results depend, of course, on the data used in the decomposition. In particular, the Blue Chip
surveys have not indicated any significant decline in long-run expectations of the real short rate or real
economic growth since December; as a result, our analysis shows no contribution from a lower
equilibrium real rate.” In contrast, results from the Open Market Desk’s June survey show that the
median (average) estimate of dealers’ longer-run federal funds rate forecasts has declined about

50 (15) basis points since December, and both dealers and buy-side investors cited a reduction in the
expected long-run real policy rate as one of the most important factors driving the recent decline in long-
term forward rates.” While all surveys are imperfect measures of market expectations, the Open Market
Desk survey results suggest that the Blue Chip surveys may understate the decline in the expected real
interest rate this year and, by implication, overstate the decline in the real term premium.

Decomposition of the Change in the 5-to-10-Year Nominal Forward Rate in the United States,
December 2013 to April 2014 (basis points)

Total change in the nominal forward rate -64
Of which:
Blue Chip expected long-run 3-month real T-bill rate 3
Blue Chip expected long-run CPI inflation rate 0
Blue Chip-based forward inflation risk premium -17
Blue Chip-based real forward term premium -50

Change in Blue Chip-based real forward term premium explained by

Disagreement in long-run real GDP forecasts 0
Capacity utilization 0
Net long speculative positions in 10-year Treasury futures -1
Foreign official demand 1
Private supply of Treasury securities 0
Equity-implied volatility 0
First principal component of swaption implied volatilities -19
Total change explained by the model -19

' The list of independent variables includes long-run economic uncertainty (as measured by the difference between the
averages of the top 10 and of the bottom 10 long-run real GDP forecasts from the Blue Chip survey), interest rate
uncertainty (as measured by the first principal component of swaption implied volatilities), and capacity utilization (to
capture the cyclicality of the term premium). To capture the effects of demand and supply of Treasury securities, we
include net long speculative positions in 10-year Treasury futures, holdings of longer-term Treasury security by foreign
official institutions (normalized by GDP), and the amount of nominal Treasury notes and bonds outstanding that are not
held by the System Open Market Account (normalized by GDP). Finally, the VIXis included to capture the safe-haven
demand for Treasury securities resulting from domestic equity market volatility. We estimate the model using monthly
data from January 1999 to April 2014, the latest month for which data is available.

* The Consensus Economics surveys also show no significant declines in long-run real GDP growth forecasts for the
United States, Germany, the United Kingdom, or Canada in recent months.

3 Two other factors listed as the most important in driving the recent decline in long-term forward rates were changes
in economic and/or policy outlook in other advanced foreign economies and market-related factors.
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Foreign Developments
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no change in the dealers’ consensus for the most likely timing of liftoff, pegged in the
third quarter of 2015. The median dealer forecast for the longer-run level of the federal
funds rate dropped to 3.5 percent, a decline of 25 basis points from the April survey and a
decline of 50 basis points from the January survey.

Over the intermeeting period, MBS current-coupon yields decreased 6 basis
points, in line with the movement in the 10-year Treasury yield, while option-adjusted
spreads on production-coupon MBS tightened about 7 basis points. Much of the
narrowing in MBS spreads followed a speech by President Dudley of the Federal Reserve
Bank of New York in which he expressed a preference for continuing the reinvestment of
principal payments on the Federal Reserve’s securities holdings past the liftoff of the
federal funds rate from its effective lower bound. Responses to the Desk’s June survey
indicate that the median dealer has pushed back the expected timing of the end of
reinvestments for both Treasury securities and MBS by about three quarters and revised
up the expected size of the SOMA portfolio at the end of 2017 by about $170 billion.

FOREIGN DEVELOPMENTS

Expectations for the path of policy rates in the euro area fell steadily over the
period, as market participants placed increasing odds on the ECB easing policy at its
June 5 meeting. In the event, the ECB cut its policy rates largely as expected, lowering
its main lending rate to 15 basis points and its deposit rate to negative 10 basis points.
The ECB also announced other measures, including new targeted longer-term refinancing
operations. (See the box “ECB Policy Actions and Options” in the International
Economic Developments and Outlook section.) All told, market participants judged the
package to be a bit more accommodative than they had been anticipating and now expect
policy rates to remain unchanged until at least the second half of 2016. Conversely,
analysts lowered their expectations of asset purchases by the Bank of Japan, which
reiterated that it believes Japanese inflation is on track to reach its 2 percent target
next year.

Yields on 10-year sovereign bonds in Germany and Canada fell about 10 basis
points over the intermeeting period. Since January 1, 10-year benchmark bond yields are
down throughout the advanced foreign economies, especially in Germany, where the
decline exceeds 50 basis points. The German yield decline is due, in part, to mounting
concerns about the strength of the economic recovery and prospects for inflation in the
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euro area. (See the box “Divergence in Sovereign Bond Yields in Advanced
Economies.”)

Yields on sovereign debt issued by peripheral European countries continued to
decline relative to yields on German bunds, with spreads falling ¥4 to % percentage point
and reaching their lowest levels since the start of the European debt crisis in 2010. In
addition, emerging market sovereign and foreign corporate bond spreads narrowed,
reflecting in part the generally upbeat tone of financial markets over the period.

Most foreign equity indexes have increased since the April FOMC meeting.
Euro-area equities generally rose following the ECB’s announcement. In Japan, stock
prices jumped following the release of first-quarter GDP, which showed a larger-than-
expected surge in consumer spending ahead of an April tax increase. Emerging market
equity indexes added to their gains so far this year. Both bond and equity emerging
market mutual funds saw net inflows over the period.

The foreign exchange value of the dollar was little changed, on net, over the
period. The dollar appreciated about 2 percent against the euro in response to weak
incoming data for the euro area and actual and expected easing in the ECB’s policy
stance. By contrast, the dollar declined against most emerging market currencies as
investor sentiment toward EMEs continued to improve. The People’s Bank of China
guided the dollar value of the renminbi up about % percent, on net, over the period,
reversing a small part of its decline since earlier this year. Despite ongoing conflict in
eastern Ukraine, the ruble appreciated further against the dollar, as Ukrainian elections
seemed to help ease tensions with Russia. A military coup in Thailand pushed up
sovereign bond yields and led to a modest depreciation of the baht, but it had little effect
outside of these markets.

EQUITY VALUATIONS AND BOND SPREADS

Broad U.S. equity price indexes rose about 4 percent over the intermeeting period
to new record highs on a more optimistic assessment of near-term economic prospects
and were likely supported by continued low interest rates. While many backward-
looking measures of economic activity were disappointing, forward-looking indicators
such as business surveys were viewed as upbeat. Moreover, despite disappointing news
on first-quarter earnings, corporate guidance for profits in coming quarters was
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apparently favorable enough to prompt the first notable upward revision in several
months to analysts’ forecasts of year-ahead earnings per share for S&P 500 firms.

Yields on investment-grade bonds moved down about 10 basis points, a bit more
than comparable Treasury yields, while yields on high-yield bonds posted a larger
decline, pushing down their spreads to comparable Treasury yields to the lowest levels
since 2007. Reflecting the improved market sentiment, the VIX, an index of option-
implied volatility for one-month returns on the S&P 500 index, continued to decline and
ended the period near its historical lows.

BUSINESS FINANCE

Financing conditions for domestic nonfinancial corporations remained favorable.
Amid low yields and reduced market volatility, gross issuance of investment- and
speculative-grade bonds rebounded to a very robust pace in May. An increased portion—
about one-half—of speculative-grade issuances were tagged for purposes other than the
refinancing of existing debt, including investment and mergers and acquisitions. Funds
raised through new equity issues remained robust; the pace of gross equity issuance was
slightly higher than in the same period last year.

Commercial and industrial (C&I) loans continued to expand at a strong pace over
the intermeeting period. In addition, spreads of loan rates over market interest rates for
newly originated C&I loans declined in the May Survey of Terms of Business Lending.
Issuance of leveraged loans, particularly institutional loans, remained strong in April and
May, driven primarily by sturdy demand from institutional investors, including
collateralized loan obligations (CLOs). Responses to the June Senior Credit Officer
Opinion Survey on Dealer Financing Terms indicate that demand on the part of levered
investors to obtain financing to fund purchases of senior and mezzanine CLO tranches
has increased somewhat since the beginning of the year.?

Commercial real estate (CRE) lending has continued to expand amid some further
easing of underwriting standards for commercial mortgages. While CMBS issuance has
slowed a bit since the beginning of the year, bank and insurance company originations of
commercial mortgages increased robustly in the first quarter. Moreover, weekly bank

2 For details, see the memo “June 2014 Senior Credit Officer Opinion Survey on Dealer Financing
Terms.”
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Divergence in Sovereign Bond Yields in Advanced Economies

Although medium- to long-term rates in the advanced economies generally move
closely together, since the middle of 2012 a gap has developed between rates in
Germany and those in other advanced economies. As shown in the upper panel
on the next page, the gap between German rates and U.S., U.K., and Canadian
rates is currently about 1% percentage points at the five-year maturity. Although
not unprecedented, this gap is significant given the low level of rates in advanced
economies.

In our view, the current wedge in rates reflects, at least in part, two closely
related factors: a divergence in policy expectations and a divergence in inflation
expectations. The middle panel shows policy expectations, derived from
overnight index swap rates (OIS), at the three-year horizon. Starting in mid-2013,
even as U.S. and U.K. policy expectations have trended up in anticipation of
policy normalization, euro-area policy expectations have declined amid prospects
of a weak recovery and subdued inflation. Indeed, since then, the European
Central Bank (ECB) has lowered its main refinancing rate a cumulative 60 basis
points, announcing a negative deposit rate this month. Markets expect the ECB
to keep its policy rate near zero until 2017.

Market expectations of near- to medium-term inflation in the euro area have
declined substantially in recent years. The bottom panel depicts five-year
breakeven inflation rates derived from inflation swaps. By this measure, inflation
expectations for the United States have been stable. In contrast, euro-area
inflation expectations have declined as actual inflation has continued to
disappoint. Of note, long-term inflation expectations (beyond five years) in both
economies have remained relatively steady (not shown).

Declining inflation expectations also contribute to the fall in policy expectations,
and both inflation and policy expectations are putting downward pressure on
German rates. Of course, the gap between German and U.S. yields could close
rapidly if euro-area inflation and inflation expectations pick up in response to a
sustained recovery. However, the divergence bears monitoring. InJapan, for
example, a sustained divergence between domestic and foreign interest rates in
the early 1990s presaged many years of subpar growth and deflation.
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Other Asset Prices and Business Finance
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credit data available for April and May indicate that growth in CRE loans on banks’
books remained strong.

HOUSEHOLD FINANCE

Mortgage rates have declined about 15 basis points since the April FOMC
meeting, somewhat more than long-term Treasury yields, and (seasonally adjusted)
applications for purchase mortgages and refinances ticked up but remain quite low.
Mortgage lending standards remain tight, but there are signs of improving accessibility.
The distribution of credit scores for GSE-backed purchase mortgages during the first few
months of 2014 edged lower relative to the fourth quarter, and a major lender cut its
minimum credit score for GSE-backed loans.

Despite tight mortgage financing conditions, house prices continued to rise fairly
robustly in March and April but at a slower pace than during the same period last year.
House price growth remains strong in many areas of the country, owing in part to the
sharp decline in distressed sales as a share of total sales in recent months and to tight
inventories of homes available for sale.

Consumer credit continued to expand through April at a robust pace. While still
quite strong, growth in student loans moderated further and outstanding auto loans
continued to grow. Credit card loan balances surged in April, and weekly bank balance
sheet data suggest a further gain in May; still, on a year-on-year basis, the growth rate
remained moderate at about 2%2 percent. The largest increases have come at banks that
reported having eased standards and increased borrowing limits on such loans in the
April Senior Loan Officer Opinion Survey on Bank Lending Practices.

BANKING DEVELOPMENTS AND MONEY

The stock prices of large U.S. bank holding companies (BHCs) generally kept
pace with the broad equity market over the intermeeting period, and CDS spreads for
large BHCs have narrowed a bit further. The profitability of BHCs decreased in the first
quarter, mainly because of declines in mortgage revenues and trading income as well as a
significant increase in litigation expenses at one large BHC.? In addition, large banks

¥ Bank of America reported a $6 billion litigation expense in the first quarter of 2014; about
$3.6 billion reflected a settlement with the Federal Housing Finance Agency, with the remainder earmarked
as additional reserves for legacy-mortgage-related matters.
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Household Finance
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continued to report compressed net interest margins in the first quarter. Banks’ holdings
of U.S. Treasury securities rose substantially over the past three months, reportedly in
part reflecting banks’ efforts to meet proposed liquidity regulations.

M2 expanded at a 7 percent average annual rate over April and May, likely
boosted a bit by the accumulation of tax refunds and a buildup in deposit balances in
advance of tax payments beyond what is captured in seasonal factors. Currency growth
slowed over the two-month period as international demand for U.S. notes appeared to
diminish, following rapid growth in March.

SHORT-TERM FUNDING MARKETS

Rates in short-term funding markets generally remained stable over the
intermeeting period, although there was some modest upward pressure on Treasury repo
rates associated with a pickup in Treasury debt issuance. The uptick in Treasury repo
rates reportedly contributed to the decline in take-up in the Federal Reserve’s ON RRP
operations in recent weeks; money market funds continue to account for the largest share
of ON RRP participation.*

In May, the Federal Reserve began an eight-week series of expanded seven-day
TDF test operations. The first four of these operations offered term deposits at 26 basis
points while gradually raising the maximum award for individual bidders from
$1.25 billion to $10 billion.® Participation in the first four of these operations increased
from an average of 27 depository institutions in the TDF operations conducted in March
to about 36 in the current series, with a total amount awarded rising from an average of
$14.6 billion in the March operations to $77.8 billion for the most recent operation.®

* In response to special questions in the June policy survey, the median dealer expects that,
immediately following the liftoff in the federal funds rate, both the target federal funds rate and the IOER
rate will be about 10 basis points higher than the ON RRP rate. Usage of ON RRP at that time was
estimated to be roughly $400 billion. More than half of the dealers also indicated that they expected the
Term Deposit Facility and term Treasury RRP to be used during policy normalization.

® Over the second set of four operations, the interest rate offered on the term deposits will be
increased gradually to a level that does not exceed 30 basis points.

® A wide range of institutions reported that their demand for TDF deposits is limited as a result of
Basel 111 Liquidity Coverage Ratio requirements, as discussed in the June 11, 2014, memo “Results of
Recent Term Deposit Facility Test Operations and Summary of Staff Outreach Findings,” by Marnie Gillis
DeBoer, Courtney Demartini, and Laura Lipscomb.
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Banking Developments and Money
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Financial Statements for Holding Companies.

Growth of M2 and Its Components

Percent, s.a.a.r.

M2 Liquid Small time  Retail  Curr.

deposits deposits MMFs

2013 6.1 8.0 -13.8 2.0 6.6
2013:Q4 6.5 8.3 -8.0 -3.3 5.8
2014:Q1 6.3 8.1 -11.1 -4.5 7.3
Apr. 6.0 7.0 -13.5 2.6 9.5
May 7.8 9.5 -7.1 -9 6.2

Note: Retail MMFs are retail money market funds.
Source: Federal Reserve Board.

Note: The shaded bars indicate periods of business recession as defined by the National Bureau of Economic Research.
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TREASURY AND AGENCY FINANCE AND MARKET FUNCTIONING

Liquidity conditions in Treasury and MBS markets remained stable amid ongoing
reductions in the pace of asset purchases.” Still, there seemed to be some signs of
specialness, especially in the 30-year Fannie Mae 3.5 percent coupon TBA market, as
evidenced by low levels of dollar-roll-implied financing rates. In response, the Desk
rolled about 11 percent of its total agency MBS purchases for May settlement to June and
about 3 percent of its total agency MBS purchases for June settlement to July. Compared
with the beginning of the year, the Desk’s MBS settlements in the intermeeting period
represented a somewhat smaller fraction of gross MBS issuance, as gross issuance edged
up while SOMA settlements declined modestly.

" The Desk conducted outright purchases of $34 billion in Treasury securities and $36 billion in
agency MBS securities. Over the intermeeting period, MBS purchases were fully transitioned to FedTrade,
the Desk’s proprietary trading system. The Desk typically now conducts two operations per day in a
multiple-price format. No significant pricing changes were associated with the transition. Dollar roll
transactions continue to be conducted on TradeWeb, the existing commercial trading system.

Page 65 of 94



Authorized for Public Release

Class I FOMC - Restricted (FR)

June 11, 2014

Short-Term Funding Markets and Treasury and Agency Finance

Overnight Repo Rates

Basis points
[ Dail Apr. ]
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J Treasury GCF Fome
--------- MBS GCF

June  Aug.
2013

Source: Bloomberg.
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Source: U.S. Department of the Treasury; Federal Reserve
Bank of New York.

2012 2013 2014

300

200

100

-100

-200

400
350
300
250
200
150
100

500
450
400
350
300
250
200

150 |

100
50

100

90

Total ON RRP Exercise Take-Up

Total take-up (billions of dollars) Number of participants

_Daily ]

|- Take-up (left scale) by bid limit -
B $1 billion or less

$3 billion o
L W $5 billion Number of participants _|
B 7 billion (right scale)
I s10 bilion T
- 12/31/13 03/31/14 June
9/30/13

10

P

L |||||,|.|| 1

Feb.

Oct. Apr. June
2013 2014

Source: Federal Reserve Bank of New York.

Dec.

Term Deposit Facility Participation
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Agency MBS Issuance and Fed Purchases
Billions of dollars

Monthly rate

Ll Gross issuance -
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Il Fed purchases by settiement date
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Note: Issuance and purchases of 30-year fixed-rate agency
MBS.
Source: Federal Reserve Bank of New York.
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Risks and Uncertainty

ASSESSMENT OF RISKS

We continue to view the extent of uncertainty around our projections for real
GDP growth and the unemployment rate as roughly in line with the average of the past
20 years (the benchmark used by the FOMC), a period that includes considerable
volatility.> As always, a number of upside and downside risks attend our forecast for
economic activity; importantly, however, we see neither monetary policy nor fiscal
policy as being well positioned to help the economy withstand adverse shocks.
Consequently, we continue to believe that the risks to our forecast for real GDP growth
are tilted a little to the downside. By contrast, we view the uncertainty around our
projection for the unemployment rate as roughly balanced, with the risk of a higher
unemployment rate from adverse demand-side developments largely countered by the
possibility that the unemployment rate could continue to surprise us to the downside,
despite the further reduction of our estimate of potential GDP growth in the current
Tealbook.

Our view of the risks to the economic outlook is informed by the staff’s ongoing
quantitative surveillance assessment, which views the vulnerability of the financial
system to adverse shocks as moderate overall. This assessment reflects the relatively
strong capital positions of large domestic banking firms, the generally low levels and
moderate growth of aggregate credit in the nonfinancial sectors, and the reduced reliance
on fragile short-term wholesale funding across the financial sector in recent years. That
said, pockets of vulnerabilities are evident: Valuation pressures have continued in
corporate debt markets and in certain segments of the equity market, low levels of
implied volatility may indicate that investors have become complacent, and term

! The benchmark estimates of uncertainty about real activity increased sharply after the end of the
Great Moderation. As the fixed 20-year window used to assess the size of typical forecast errors has
moved forward to include the experience of the past six years, the estimated standard errors for out-year
projections of the unemployment rate and real GDP growth increased between 2008 and 2011—almost
doubling for the unemployment rate and increasing by about 50 percent for GDP growth—and have
remained at those higher levels with the current 20-year sample. As a result, the benchmark estimates of
uncertainty about economic activity are no longer dominated by the experience of the Great Moderation. In
contrast, benchmark estimates of uncertainty about inflation are essentially unchanged relative to earlier
sample periods.
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Alternative Scenarios
(Percent change, annual rate, from end of preceding period except as noted)

2014
Measure and scenario 2015 | 2016 201%7'
H1 | H2
Real GDP
Extended Tealbook baseline 13 35 3.0 3.2 21
Low inflation 13 3.6 3.0 3.0 2.6
No room to grow 12 32 21 17 .6
Faster expansion 1.8 4.6 39 3.6 21
Weaker household demand 7 1.9 1.6 24 25
Stronger growth in EMESs 1.3 3.7 34 3.2 1.9
Unemployment rate!
Extended Tealbook baseline 6.3 6.0 54 5.0 4.8
Low inflation 6.3 6.0 54 5.0 45
No room to grow 6.4 6.2 55 52 54
Faster expansion 6.2 5.7 4.8 4.2 4.1
Weaker household demand 6.4 6.4 6.4 6.3 5.7
Stronger growth in EMEs 6.3 6.0 5.2 4.7 4.6
Total PCE prices
Extended Tealbook baseline 1.7 14 14 15 1.8
Low inflation 13 1.0 .8 .8 11
No room to grow 17 16 17 20 24
Faster expansion 1.7 14 14 16 1.9
Weaker household demand 1.7 14 13 13 16
Stronger growth in EMES 1.7 1.9 24 1.8 1.8
Core PCE prices
Extended Tealbook baseline 15 14 16 1.7 1.8
Low inflation 11 1.0 1.0 1.0 11
No room to grow 15 16 19 22 24
Faster expansion 15 14 16 1.8 1.9
Weaker household demand 15 14 15 15 16
Stronger growth in EMESs 15 15 1.9 19 1.9
Federal funds rate!
Extended Tealbook baseline A A 1.0 2.3 38
Low inflation A A A A 9
No room to grow A A4 23 43 5.8
Faster expansion A A 1.8 35 5.2
Weaker household demand A A A A .8
Stronger growth in EMEs A A 12 29 4.4

1. Percent, average for the final quarter of the period.
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premiums on long-term Treasury securities are compressed by historical standards,
suggesting the risk of a sharp increase. In addition, the largest financial institutions
remain complex and interconnected, and money market mutual funds continue to be
susceptible to investor runs.

With regard to inflation, we see significant uncertainty around our projection but
do not view the current level of uncertainty as unusually high. Longer-run inflation
expectations appear to have remained stable in recent years despite fluctuations in the
prices of crude oil, other commaodities, and imports more generally, and also despite the
deep recession and subsequent slack in labor and product markets. Furthermore, we view
the risks to our inflation forecast as balanced. On the downside, there is the possibility
that the soft readings on inflation that have been seen, on net, since the beginning of last
year could prove more persistent than we expect, especially if longer-term inflation
expectations move down or if low levels of resource utilization persist longer or have
larger effects than we currently project. On the upside, an increase in inflation
expectations, potentially related to concerns about the size of the Federal Reserve’s
balance sheet and the ability to execute a timely exit from the current stance of policy,
could cause inflation to rise, as could significant unanticipated increases in the prices of
oil and other commaodities caused by overseas developments, a stronger-than-expected
economic recovery, or a larger amount of damage to the supply side of the economy than
is assumed in the baseline.

ALTERNATIVE SCENARIOS

To illustrate some of the risks to the outlook, we construct a number of
alternatives to the baseline projection using simulations of staff models. The first
scenario contemplates the risk that the generally low readings for consumer price
inflation seen over the past year could prove to be more persistent than anticipated. The
second scenario features a deeper and more protracted reduction in potential output
growth than assumed in the baseline. In the third scenario, the recent increases in
employment and auto sales herald a more robust expansion than the staff expects. By
contrast, the fourth scenario considers the possibility that the projected step-up in housing
demand and consumer spending fails to materialize, implying persistently weaker
aggregate demand. In the final scenario, growth in emerging market economies is
considerably more robust than in the baseline.
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Forecast Confidence Intervals and Alternative Scenarios
Confidence Intervals Based on FRB/US Stochastic Simulations

Hm Extended Tealbook baseline
I Low inflation

Real GDP

4-quarter percent change

70 percent
interval

90 percent
interval i

2010 2012 2014 2016 2018

PCE Prices excluding Food and Energy
4-quarter percent change

2010 2012 2014 2016 2018

4.0

35

3.0

2.5

2.0

15

1.0

0.5

0.0

1 No room to grow
I Faster expansion
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We generate the first four scenarios using the FRB/US model and the final one
using the multicountry SIGMA model. Once the federal funds rate has lifted off from its
effective lower bound, its movements are governed—as in the baseline forecast—by an
inertial version of the Taylor (1999) rule. The date of liftoff in each scenario is set using
a mechanical procedure intended to be broadly consistent with the guidance provided in
the Committee’s recent statements.” In all cases, we assume that the size and
composition of the SOMA portfolio follow their baseline paths.

Low Inflation

A premise of the baseline projection is that, given the level of longer-term
inflation expectations, if slack in resource utilization were to be closed promptly but
without overshooting, the inflation rate would settle at 1% percent—down from just
under 2 percent in the April Tealbook. As discussed in the recent memorandum to the
FOMC on persistently low inflation in the judgmental forecast, some models point to
even lower estimates.® In this scenario, we assume that the extended experience of
below-target inflation has resulted in a reduction of current longer-run inflation
expectations to about 1Y% percent, and that continued low inflation in the coming years
leads to further erosion in these expectations. As a consequence, inflation in this scenario
is close to 1 percent through 2018. In turn, persistently low inflation causes liftoff to
occur in the second half of 2018, more than three years later than in the baseline. At that
time, the unemployment rate has declined to 4% percent, % percentage point below its
natural rate.* However, given the decline in long-horizon inflation expectations, inflation

2 Specifically, in the second, third, and fourth scenarios, the inertial Taylor (1999) rule takes over
in the quarter following the observation of an unemployment rate of 5.8 percent, the level of unemployment
prevailing in the baseline one quarter prior to liftoff. In the “Low Inflation” scenario, where the path of
inflation is significantly different from the baseline, the choice of liftoff date is meant to capture the
Committee’s intention, per its March and April statements, “to maintain the current target range for the
federal funds rate for a considerable time after the asset purchase program ends, especially if projected
inflation continues to run below the Committee’s 2 percent longer-run goal.” For the final scenario,
“Stronger Growth in Emerging Market Economies,” we assume a broadly similar policy rule to the one
used in the first four scenarios. One key difference relative to the FRB/US simulations is that the policy
rule in SIGMA uses a measure of slack equal to the difference between actual output and the model’s
estimate of the level of output that would occur in the absence of slow adjustment of wages and prices.

¥ See Deb Lindner (2014), “Why Is Inflation Persistently Low in the Judgmental Forecast?”
memorandum to the FOMC, Board of Governors of the Federal Reserve System, Division of Research and
Statistics, June 4.

* Lower inflation expectations, all else equal, imply a higher path for real interest rates, which
would contract aggregate demand. However, in this scenario the federal funds rate lifts off later than in the
baseline, which more than offsets these contractionary forces, and the unemployment rate is lower than in
the baseline in 2018.
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Selected Tealbook Projections and 70 Per cent Confidence Intervals Derived
from Historical Tealbook Forecast Errorsand FRB/US Simulations

Measure 2014 2015 2016 2017 2018
Real GDP
(percent change, Q4 to Q4)
Projection 24 3.0 3.2 2.6 17
Confidence interval
Tealbook forecast errors 1.2-3.6 1.2-49 - - -
FRB/US stochastic simulations 1533 1.4-4.8 155.2 747 -.3-3.8

Civilian unemployment rate

(percent, Q4)
Projection 6.0 5.4 5.0 47 4.8
Confidenceinterval
Tealbook forecast errors 556.5 4.6-6.2 e . .
FRB/US stochastic simulations 5564 4562 3.8-6.1 3.3-58 3.3-6.0

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

Projection 15 14 15 1.7 19
Confidenceinterval
Tealbook forecast errors .8-2.2 2-2.6 . . .
FRB/US stochastic simulations 922 423 5-2.6 .6-2.9 .8-3.1

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

Projection 15 16 1.7 18 19
Confidenceinterval
Tealbook forecast errors 1.1-1.9 .9-2.3 . . .
FRB/US stochastic simulations 1.1-1.8 .9-2.3 .8-25 9-2.7 929

Federal fundsrate

(percent, Q4)
Projection A 10 2.3 3.3 3.8
Confidence interval

FRB/US stochastic simulations 1-3 1-2.0 .8-3.8 1553 1.9-6.1

Note: Shocks underlying FRB/US stochastic simulations are randomly drawn from the 1969-2013 set of model
equation residuals.

Intervals derived from Tealbook forecast errors are based on projections made from 1979 to 2013, except for PCE
prices excluding food and energy, where the sampleis 1981-2013.

... Not applicable. The Tealbook forecast horizon has typically extended about 2 years.
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projected one to two years ahead is still below the Committee’s 2 percent objective
despite this degree of labor market tightness.

No Room to Grow

In the June Tealbook, the level of potential has been revised down further, but
some of the models we consult suggest that potential output may be even lower than is
assumed in the baseline projection and may grow more slowly in the future. In this
scenario, we assume that structural productivity gains in recent years have been slower
than the staff currently estimates and continue to be weaker over the projection period,
and that the natural rate of unemployment has remained constant at 6% percent since
early 2011, as labor market efficiency is assumed to have been substantially impaired.
With these assumptions, potential output has expanded at an annual rate of only
%, percent since 2011; looking ahead, it rises at only a 1 percent pace through 2018. As a
consequence of the historical revision to potential output, the output gap is estimated to
be closed by the current quarter.

Compared with the baseline, real GDP growth is substantially lower as
households and firms base their spending on lower levels of permanent income and
potential output. Initially, policymakers incorrectly perceive supply-side conditions as
consistent with the staff’s baseline view. However, as evidence of the weaker supply-
side conditions mounts, their perceptions gradually come into line with reality and are
assumed to be fully adjusted by 2016. As a consequence, monetary policy eventually
tightens considerably and real GDP growth slows well below even the sluggish pace of
potential output growth assumed in this scenario.® Inflation is higher than in the baseline,
reflecting the effects of both tighter resource utilization and smaller productivity gains,
which contribute to greater cost pressures. By 2018, the federal funds rate is nearly
6 percent, and real GDP rises slightly more than % percent over the year. The
unemployment rate begins to move up by the end of 2017 but has still not risen to the
assumed natural rate of 6% percent by the end of 2018. Inflation is about 2% percent in
that year. Given enough time, the Taylor rule governing the setting of the federal funds
rate would eventually drive the unemployment rate above its assumed natural rate,
bringing inflation back down to 2 percent.

® If policymakers were to recognize immediately the change in supply-side conditions, the funds
rate path would be ¥ percentage point higher in 2015 and ¥ percentage point higher in 2016 than in this
scenario. This tighter policy would aggravate the slowing of the economy and slightly damp the increase in
inflation.
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Faster Expansion

Some recent indicators—including motor vehicle sales, payroll employment, and
business surveys—have been encouraging and raise the possibility that underlying
aggregate demand conditions may be stronger than assumed in the baseline. In this
scenario, we assume that recent labor market improvements boost the confidence of
households and businesses in the durability of the expansion and spark a virtuous circle.
Real GDP growth reaches an annual rate of 4% percent in the second half of this year and
averages 4 percent over 2015; the unemployment rate falls below 4Y. percent by the end
of 2016. Inflation is only slightly higher than in the baseline as the effects of tighter
resource utilization are partially offset by higher investment, which boosts productivity
and thus helps hold down increases in costs. The federal funds rate lifts off one quarter
earlier than in the baseline and rises more steeply thereafter, moving above 5 percent by
the end of 2018.

Weaker Household Demand

In this scenario, the first-quarter declines in GDP and GDI prove to be more
indicative of the underlying momentum in aggregate demand than the staff currently
assumes. The strengthening in housing activity projected in the baseline does not
materialize; instead, residential investment rises, on average, only 2 percent per year.
Reduced consumer confidence spawns a vicious circle of restrained household spending
and a slower pace of business investment and hiring, contributing further to a slower
recovery. All told, real GDP rises at an average annual rate of 2 percent over the next
two years, and the unemployment rate hovers above 6 percent through mid-2017. With a
wider margin of resource slack than in the baseline, inflation rises somewhat more
slowly. The federal funds rate does not lift off until the second quarter of 2018.

Stronger Growth in Emerging Market Economies

Most emerging market economies have experienced subpar growth since early
last year, and their growth took an especially large dip in the first quarter of this year.
Our baseline forecast envisions that GDP growth in those economies will move up to its
potential pace over the next couple of quarters and remain there subsequently. In light of
the pickup in advanced economies and the relatively modest level of EME financial
stresses at present, this scenario considers the possibility of a much faster snapback in
EME growth than the staff currently assumes. It also assumes a more pronounced
rebalancing toward domestic demand than we are currently anticipating, especially in
emerging Asia.
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Specifically, real GDP in the EMEs expands at an annual pace about 2 percentage
points above the baseline over the next two years, as sharply improving household and
business confidence within the EMEs fuels a robust expansion in spending. Monetary
policy tightens in response to faster growth, and the authorities allow EME currencies to
appreciate relative to the baseline, resulting in a 3 percent depreciation of the broad real
dollar relative to its baseline path. The EMESs’ current accounts surpluses shrink in
response to stronger domestic demand and appreciated currencies, and they are assumed
to reduce their purchases of U.S. Treasury securities, which causes term premiums on
longer-term Treasury securities to rise by roughly 15 basis points. Finally, oil prices rise
around $20 per barrel above their baseline path in response to higher global demand.

The stronger foreign activity and weaker dollar boost U.S. real net exports. U.S.
real GDP expands nearly 3% percent in 2015 as the positive impetus from net exports
more than offsets the contractionary effects of increased oil prices and higher term
premiums. Higher import prices and stronger activity boost core PCE inflation to about
2 percent in 2015. The federal funds rate lifts off from its effective lower bound in the
second quarter of 2015, as in the baseline, but rises somewhat more quickly thereafter
and averages about Y2 percentage point above its baseline level through the end of the

decade.
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Alternative Projections
(Percent change, Q4 to Q4, except as noted)

2014 2015 2016

Measure and projection | Previous | Current Previous | Current Previous | Current

Tealbook | Tealbook | Tealbook | Tealbook | Tealbook | Tealbook
Real GDP
Staff 2.8 2.4 32 3.0 31 32
FRB/US 1.9 1.6 2.7 2.3 29 25
EDO 2.3 21 2.8 2.7 2.8 2.7
Blue Chip 2.7 2.2 3.0 3.0 . .
Unemployment ratet
Staff 6.2 6.0 5.6 5.4 51 5.0
FRB/US 6.5 6.1 6.1 5.6 5.7 5.3
EDO 6.8 6.5 6.8 6.5 6.7 6.5
Blue Chip 6.2 6.1 5.8 5.7 . .
Total PCE prices
Staff 1.6 15 15 14 1.6 15
FRB/US 14 15 1.2 1.2 14 1.2
EDO 14 1.6 15 1.6 1.7 1.7
Blue Chip? 1.9 21 2.0 20 e e
Core PCE prices
Staff 15 15 1.7 1.6 1.8 1.7
FRB/US 1.3 15 14 14 15 14
EDO 14 15 15 1.6 1.7 1.7
Blue Chip
Federal fundsrate!
Staff 1 1 11 1.0 2.3 2.3
FRB/US 1 1 1 5 7 1.2
EDO 11 1.0 1.9 20 25 25
Blue Chip® 1 1 9 9 . -

Note: Blue Chip forecast completed on June 10, 2014.

1. Percent, average for Q4.

2. Consumer price index.

3. Treasury bill rate.

... Not applicable. The Blue Chip forecast is not available for core inflation.
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Tealbook Forecast Compared with Blue Chip
(Blue Chip survey released June 10, 2014)

Real GDP

Percent change, annual rate

ALATAYA

- —— Blue Chip consensus -
— Staff forecast

\ \ \ \ \ \ \
2008 2009 2010 2011 2012 2013 2014 2015

Note: The shaded area represents the area between the
Blue Chip top 10 and bottom 10 averages.

Unemployment Rate
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Treasury Bill Rate
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Real PCE

Percent change, annual rate
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Consumer Price Index

Percent change, annual rate

2008 2009 2010 2011 2012 2013 2014 2015

10-Year Treasury Yield

Percent
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Note: The yield is for on-the-run Treasury securities. Over
the forecast period, the staff's projected yield is assumed
to be 15 basis points below the off-the-run yield.
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Assessment of Key Macroeconomic Risks (1)
Probability of Inflation Events
(4 quarters ahead—2015:Q2)

Probabl'hty thgt the 4-quarter change in total Staff FRB/US EDO BVAR
PCE prices will be ...

Greater than 3 percent

Current Tealbook .04 .03 .10 .16
Previous Tealbook .05 .03 .09 .07
Less than 1 percent
Current Tealbook .30 37 33 .08
Previous Tealbook 22 .34 .34 15
Probability of Unemployment Events
(4 quarters ahead—2015:Q2)
Probability that the unemployment rate will ... Staff FRB/US EDO BVAR
Increase by I percentage point
Current Tealbook .01 .01 .20 .00
Previous Tealbook .02 .04 21 .01
Decrease by I percentage point
Current Tealbook 31 22 13 .58
Previous Tealbook 33 17 15 29
Probability of Near-Term Recession
Probability that real GDP declines in Factor
each of 2014:Q3 and 2014:Q4 Staff FRB/US EDO BVAR Model
Current Tealbook .03 .05 .04 .04 22
Previous Tealbook .01 .03 .03 .07 .09

Note: “Staft” represents Tealbook forecast errors applied to the Tealbook baseline; baselines for FRB/US, BVAR, EDO, and
the factor model are generated by those models themselves, up to the current-quarter estimate. Data for the current quarter are
taken from the staff estimate for the second Tealbook in each quarter; if the second Tealbook for the current quarter has not yet
been published, the preceding quarter is taken as the latest historical observation.
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Assessment of Key Macroeconomic Risks (2)

Probability that Total PCE Inflation Is above 3 Percent

(4 quarters ahead)

Probability

— -1
FRB/US

[~ BVAR 18

- 6

- 4

-2

L 0

1998 2000 2002 2004 2006 2008 2010 2012 2014

Probability that the Unemployment Rate Increases 1 ppt

(4 quarters ahead)
Probability

— 91

Dodile T

1998 2000 2002 2004 2006 2008 2010 2012 2014

Probability that Total PCE Inflation Is below 1 Percent

(4 quarters ahead)

Probability

11

T -1 .8

-1 .6

-1 4

-1 .2

1 1 1 1 1 1 0

1998 2000 2002 2004 2006 2008 2010 2012 2014

Probability that the Unemployment Rate Decreases 1 ppt

(4 quarters ahead)
Probability

— 91

1998 2000 2002 2004 2006 2008 2010 2012 2014

Probability that Real GDP Declines in Each of the Next Two Quarters

1 L\ 1

—t

Probability
11

1998 2000 2002 2004

2006

2008 2010 2012

Note: See notes on facing page. Recession and inflation probabilities for FRB/US and the BVAR are real-time estimates. See
Robert J. Tetlow and Brian Ironside (2007), "Real-Time Model Uncertainty in the United States: The Fed, 1996-2003,"
Journal of Money, Credit and Banking, vol. 39 (October), pp. 1533-61.

Page 79 of 94

>~
e
=
<
h—
L
<%
o
[=
)
o
wn
-
o4
oz




Authorized for Public Release
Class I FOMC - Restricted (FR) June 11, 2014

(This page is intentionally blank.)

>~
e
=
<
h—
S
<%
o
c
=)
)
[72]
=
o4
oz

Page 80 of 94



Authorized for Public Release

June 11, 2014

Class I FOMC - Restricted (FR)

S}99ysua9ain

‘syulod afeiusosed ul s1abueyo ‘a1el swAo|dwieun Jo] d1jhes sielenb unoj wodj abueyo weosed ‘g
'syulod afieiusosed ul s1abueyo ‘el JuswAo|dwiaun 1o} (B1jHes sielenb om) wou) abueyd usdked 2
'SeARIUL BLenb-Inoj pue Jelenb-om] Jo) 1deoxe ‘pre T

TS €6 LT 8T ST 9T T¢E T¢E 67 0§ 910¢
9g 85 9T LT A 9T €€ v'e 0'S ZS ST0C
€9 g9 A 7T A A zC 9¢ 8¢ 4% ¥102
v v 2T 2T TT TT 6T 6T v'e v'e €102
T8 T8 8T 8T 8T 8T 8¢ 8¢ oY oY z102
fenuuy
- G- LT 8T ST 9T ze TE 0'S 0'S 09102
9- 9- 9T LT A ST 0€ ze 8Y TS ¥0O:STOC
0T- 8- ST ST ST 9T vz 8¢ (037 SY YO Y10
8- 8- ZT Z1 0T 0T 9¢C 9¢C TV TV OE€T0C
6'- 6'- LT LT LT LT 0¢C 0¢ 8¢ 8¢ A ORANA
gJoLrenb-no4
e e ST LT €T ST o€ z€ %% 0's O
e- e- LT LT A ST T¢E €€ 67 ZS [{OR1 (04
e- v- A 9T 7T 9T ge ge ZS €5 O
L- - ST v'T LT ST €T 0¢ 6 L€ ZOw102
G- G- T T ST ST v'e v'e ZS ZS O
€- €- 0T 0T g g 8T 8T 0€ 0€ ZOE€T102
z#oLrenb-om|
¥'s 9'G ST 9T €T ST 6 ze Sv 61 O
Sq LS ST LT YT ST 0€ ze ¥4 0'S ed
LS 6'S LT LT ST ST 6 ze LY TS 0
85 09 9T LT A ST €€ v'e ZS 'S TO:ST0C
09 Z9 A 9T T ST g€ g€ TS oy O
Z9 ¥'9 ST 9T ST LT g€ v'e Zs ZS ed
€9 99 8T ST 0¢C 9T v ge 09 TS 0
L9 L9 ZT €T Al ST ST- L z- €C TO¥T0C
0. 0. €T €T TT TT 9¢C 9¢ v v O
€/ e/ YT A 6T 6T TV TV Z9 Z9 ed
G/ G/ 9 9 T- T- SC SC T T 20
Ll Ll v'T v'T TT TT TT TT 8¢ 8¢ TOET0C
Ae1rend
YI/TT/90 | ¥T/EZH0| ¥T/TT/0| ¥T/E2HO| VI/IT/0| +T/SZ/O| YI/TT/0| vT/€2/0| ¥T/TT/90| PT/ECHO AR
©kl Wwewhodweun | xeputsoud 3048100 | xepulsoud 30d das sy dds peuiwon

(po10U Se 1d90Xe el [eNULR ‘UBdJed)
1uswAodwaun pue ‘sadlid ‘dao uissbuey)d

Page 81 of 94



'Skejjop (600g) pauteyo jo suolj|ig '
"peIR0IpuUl Jeak Jo Jerenb yunoj 0] seaA snoinaid Jo Jerenb yunoj wolyabuey) T

14 14 zT (074 I I I I 8 TT GT o1 (074 € 6T Zulred
2 ¥9 1l 59 8G 79 €L 8. 6 88 L. ste} 62 68 68 €e ZUlejuUoN
a /S zL 66 Z8 99 19 Z. 8 96 Z6 20T SOt ZIT 9T /S 200g[es ] snomaid
= 99 08 L. Z8 99 GL 18 96 96 /8 08 St ZIT 9T /S ZauoueAul "Aud ursbueyd
E LT T g z ¥T €T €T €1 2T TT ¥T  LT- o LT v [e20| 9 9IS
o o€- 0T 0'S- §Z- g¢ 0 T¢- 0Z- T T- 6§ 00T- Tg TE¢- SSUS JoPUON
0zZ- 6€- ot- 6'9- o€ €v- Lv  9¢- ov- Sv- 8v- Ve vyr- §-  9- asujeq
ZT- 9¢- 12 z9- 8Z- 0¥- O0Ov ve- ze- Lz 0e L 8Zl- ST- O9T- feJopo4
g L- e v'e- Z- 8- 8- 6" g- /- € T ZS v v~ 00q e Snona.d
9 9- G- v'e- z- /- 8- 9 g-  ¥-  e- L- rATI A - JIS9AUI %9 "SUOD "1,A0D
SY Ly Ge 8¢ SY TS 2V 6% TG TE€ Tv 671 ST ¥Z 69 suodwi |
9G TS A 67 8y €S TS 6% 8y €v 79 88 G6 6€ 08 suodx3
oty-  6Sh-  8Ty-  ZIb- G-  Tvb-  LSp-  €Eb- lZv- VYIv- 80v- Tev- €8e- 0y~ tveh- 2looges ] snomaid
m G- 8hb- - 2Tb- Gv-  6vb- St Shb- Oty- €Sv- 9Sv-  Thb- €8e- 0y~ veh- Auodxe BN
(]
I} 0¢ 9¢ 09 L- §Z S¢ 9 6¢ ¥s ¥S 68 St 8T- V€T  9/T | ooqeslsnomnsid
~ TC z2C 8¢ L- €Z €¢ T2t Tt 08 TL Vvv Ll- 8T- V€I 9.1 S9.INJONIIS 'SOIUON
2 9G LS 8¢ Ge 9¢ /S 8§ 9§ 2SS TS <S¢ ST 08 V¥¢ €T 00q[ea] Snona.d <
e ¥'S ¥'S A% Ge 2SS v¥S §9 96§ 82 6€ TOT 2T 08 vZ €T |so|qibue % wewdnb3 e
A A% 0S (587 9¢ 6 0SS 0SS 0§ €5 7S v T¢ 'S 8% Lt %00Q e Snona.d 3
:m %% Ly TV 9¢ SY v /v 8% 6€E 9% 88 8- 'S 8V IV IS9AUI paX1) *Alid 'SSIUON %
en
[
3 0ZT ST 18 69 02T T¥T 9ST G9T /YT 69T €9 T¢- 6/.- €0T 2VI 00q e Snona.d A~
B eeT oY1 TV 69 LST 2ST /¥T 12T €6 €8 £V 8- 6/.- €0T 2VI JUBWISSAUL e1UBpISSY
@]
mu SZ 62 0€ LT 9Z 8¢ 67 T¢ € 8¢ 9T €V ge L T S30INRS
& € LT v'e 9¢ §Z 9¢ LlT T¢ Te €¢ 87 Vv 62 62 9T S3|geJnpuoN
€9 98 88 9G 08 €8 06 T6 €TT €0T S2r ¥7T 8Z 6. 29 s3|qeing
62C L€ 9¢ € ¥€ 9¢ 8¢ v Ty OV 8¢ &¢ €e 0¢ 8T 00q e Snona.d
= 62 ge ge €Z ZE €€ Gg¢ 8¢ v L€ 0€ T¢ €e 0¢ 8T "pusdxe 'suod [euosied
&9
= 9¢ 4% 6 GZ oy v Sv 8t VY v 0V €¢ Z2¢€ LT 9¢ 00q[ea] Snona.d
£ 9¢ TV 9¢ SZ 6E 0¥ T¥ €V €Y 0¥ 6€ 2¢ Z¢€ LT 9¢ "yound feuty ‘wop “Ald
| ze ge 62 8T Z€E ¥e€ §¢ 8¢ e Lt Lt 6 12 ST 12 00q e Snona.d
K ze €€ SZ 8T zZe ¢ veE ve €e  ve ve T 2 S¢ 12 Safes eul4
m T¢E ze 8¢ 9¢ Ze ¢ TE ve 9¢ ¥¢ St L 9Z T¥ §¢ %00q e Snona.d
S A 0€ v'e 9¢C 62 0€ 67 €¢ ge g€ Z¥ ST- 9¢Z T¥ §¢ dao esy
a% 19T0C | 1STOZ | 102 | €102 O | €0 | 20 | 10 O | €0 | 20 | 10 O | €0 | 20 wel|
GI0C ¥10¢2 €102

(po10U Se 1d80Xe el [eNULR ‘JUBdJed)
SuwR}| pareRY pue 1Npoid 011SaW0Q SSo 19 ey ulsebueyd
$]93Ysuaain




Authorized for Public Release

June 11, 2014

Class I FOMC - Restricted (FR)

S}99ysua9ain

'ske|jop (600Z) Pauteyo Jjosuol||ig ‘T

Z Z 14 0z L - L z T T- e

9 LL 9 85 69 oy 99 ovT- ge- LE Tl juoN

LS 2L 66 z8 85 Ve 85 8v1- ve- %€ PI00ges L snoeid

99 08 L 28 8S ve 8S 8iT- ve- 9e 1SeLoBAUI “Ald Ul 8bueyD

LT €1 g z e- 8¢ 0 €1 z 21 [B90] 2 SIS

) 0€- 0T 0'S- 9¢ ge- §g X4 g9 62 8sUeJepuUoON

0 6°€- e 6'9- 0'G- e 0¢ 9¢ 7’6 S ssuejpd

zT- 9¢- 12 29 £e- 6°€- A 6 '8 L2 leepe-

g L- e- v'e- TT- ee- TT- 4 €€ 81 %007 [E9 L SNOINS I1d

o 9- G- v'e- TT- ge- TT- €2 €€ 81 IS9AUI 79 'SUOD '},A0D

3% Ly ge 8¢ T ge LTT 29 6'G- L spodw|

9G TG I 3% v'e Y% 8'6 4 6C- 8'6 shodx3

e BEY- 8Tv- 474 TEY- oy €9 z6¢g- LvS- 0L~ PIo0ges L snoveid

Gy 8y LeV- 2y TEY- oy €9v- z6e- LvG- v0L- 1SHodxe BN

02 92 09 L- €6 €8 e T2 zT T/T | >ooqpesLsnoreid

¢ A 8¢ L- €6 €8 0v- T2 zT- TLT S2NJONIIS 'SIIUON -
9G LS 8¢ ge 6°€ L8 0T 09- 811 6°€ %00q][ES L SNOINS 1d 2
'S 'S 147 g€ 6'€ L'8 0T 0'9- 8TT- 6°€ s9|qibueu! % ewdinbg S
Ly 0G ev 9¢ 0G 98 T8 zer- 6'8- TL %00 [E9 L SNOINS 1d *
Y% Ly Y 9¢ 0G 98 T8 zer- 6'8- TL 1S9AU1 pex1} "Alid 'S9IUON E
0t ST L8 69 GGT 9G 26 8'0T- eve- £1e- %000 [E9 L SNOINS 1d

eeT YT Y 69 G'GT 9G AT 8'0T- eve- e1e- JUBWISSAUI felluBp Sy

S 6 0€ LT €1 6T 12 9- z ST S0INBS

€2 LT v'e 9C 971 L €€ z L2 T S9|qenpuoN

€9 98 8'8 9§ 8L L'S €6 g 6CI- 8% s9|qeing

6 L€ 9€ 44 0C 0¢ T€ T- 0¢- ST %000 [E9 L SNOINS 1d

6¢ g€ g€ €C 0¢ 0¢ T€E T- 0¢ ST ‘PUadxe 'SU0D feuosied

9€¢ 144 6'€ ST 6 0€ g€ £e- TP- 8 %00q[E8 1 SNOINS Id

9€ 8% 9¢ ST 6C 0€ g€ £e- Ty 8 yoind feu) "wiop "Alid

4> g€ 6 8T S 81 0¢ v ze- 02 %000 [E9 L SNoN8 1d

ze ee SC 8T SC 81 0¢ v ze 0¢ S9fes feuly

1€ Z€ 8¢ 92 02 02 8¢ z- 8¢ 61 %000 [e8 L SNOINS Id

A 0€ 144 92 0¢ 0¢ 8¢ z- 8- 61 dao ey

9102 G10¢ | ¥10¢C €102 z10¢e T10¢C 010¢ 6002 8002 L002 wey|

(pPo10U BS1IMIBY10 SSa|UN ‘PaTRIIpUl JeaA Jo Jalenb yuno) 01 leaAsnoinaid Jo JeLenb yuno) woiy abuey)d)
Swe}| pareRY pue 1Npoid 011SaW0Q SSo 19 ey ulsebueyd



[22]
)
1
-
=
[72]
c
o
o
S
O

(Percentage points, annual rate except as noted)

Contributionsto Changesin Real Gross Domestic Product
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AFE
BEA
BHC
BOE
BOJ
CDS
C&l
CLO
CMBS
CPI
CRE
Desk
ECB
ECI
E&
EME
EU
EUC
FOMC
GDI
GDP
GSE
LSAP
MBS
OIS
ON RRP
PCE
PMI

advanced foreign economy

Bureau of Economic Analysis

bank holding companies

Bank of England

Bank of Japan

credit default swaps

commercial and industrial
collateralized loan obligation
commercial mortgage-backed securities
consumer price index

commercial real estate

Open Market Desk

European Central Bank

employment cost index

equipment and intangibles

emerging market economy

European Union

emergency unemployment compensation
Federal Open Market Committee; also, the Committee
gross domestic income

gross domestic product
government-sponsored enterprise
large-scale asset purchase
mortgage-backed securities

overnight index swap

overnight reverse repurchase agreement
personal consumption expenditures

purchasing managers index
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Q&A
repo
SEP
SOMA
S&P
TBA
TDF
TIPS

question and answer

repurchase agreement

Summary of Economic Projections
System Open Market Account
Standard & Poor’s

to be announced

Term Deposit Facility

Treasury Inflation-Protected Securities
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