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1. Overview

Our outlook has real GDP growing around its potential rate in both 2006 and 2007. Core
PCE inflation is expected to be around 2% over the same period, but with a slight hump
in overall inflation in the near term. We have kept the path of the FFR target implicit in
our near-term forecast at 5% and removed the small cut in the FFR target in 2007. This

is roughly equivalent to the path currently priced into financial markets.

There is little difference between our central forecast and the Board’s Greenbook
forecast, and our assessment of the appropriate path for policy would be unchanged if we
were to base it on the Greenbook forecast. While there are slight differences in the
profiles for productivity growth, compensation, and unit labor cost growth over the
forecast horizon, the profiles for core PCE inflation correspond quite closely. We expect
employment to grow near its trend, the unemployment rate to level off at 4.7%, and the
labor force participation rate to remain near 66%. The behavior of the labor market in the
Greenbook differs fairly markedly from ours in 2007: the unemployment rate is
substantially higher, with the labor force participation rate and payrolls being
substantially lower. While these differences seem unlikely to have a material effect on
the current policy decision, they do seem to reflect some differences across our two staffs

in the assessment of certain underlying features of the economic landscape.

Though our central forecast has core inflation returning in 2007 to a level within the
range viewed as consistent with long-term price stability, we see the preponderance of
risks as residing on the upside. Furthermore, we believe these risks embed the possibility
that further rises in inflation at or near the top of the implicit range are more costly than
similar increases near the implicit target. Under our assessment of the risks, a more
hawkish (defined in the Policy Alternatives section below) policymaker would want to
follow a path higher than the one embedded in our central forecast. It appears that
financial markets currently place at least some weight on this more hawkish view of

future policy.
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We see the risks for near-term real growth as being roughly balanced, with the risks on
both sides having increased since March. On the upside, business investment is stronger
than expected, world growth continues to improve, and recent exchange rate depreciation
may help improve the external balance. On the downside, there are the recent large
increases in energy prices and increases in global long-term interest rates, both of which
could diminish real household spending. Financial conditions have changed in such a
way as to indicate a reduced threat of a yield curve inversion, though it is difficult at this
juncture to parse the increases in longer-term forward rates into changes in risks versus
changes in expected return. In addition, the sustainability of both the federal budget and

current account deficits are ongoing concerns.

Relative to the situation the committee faced a year ago, it is fair to say that the
appropriate near-term path of policy is more contingent—in both directions—on the
aspects of the economic environment about which we are least certain. One way to see
this is to note that in late 2004 and early 2005, it is unlikely that even a 50 to 75 basis
point increase in the committee’s assessment of the neutral FFR rate would have changed
the upcoming policy move, and possibly not even the move following that. A similar
statement can be made regarding the committee’s assessment of underlying trend
productivity growth, potential output growth, and even moves in medium and long-
horizon inflation expectations. At this juncture, though, it is precisely these factors that

matter the most in determining the appropriate course for monetary policy.

One implication of the committee reaching a point where fundamental factors such as the
neutral rate or the trend productivity growth rate matter more for policy is that incoming
data will necessarily help them learn more about these factors than might have been the
case a year or year and a half ago. Moreover, what they learn will have a more significant
effect on their assessment of the appropriate course for monetary policy over the very
near term. In contrast, the FOMC has had little occasion up to this point in the
tightening cycle to witness a sufficiently large deviation from its current projections for
output and inflation to cause them to depart from the near-term guidance they had
provided. This is not to say that the committee did not need to update frequently the
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markets expectations for policy—there were often times when the committee reassessed
the medium-term outlook in such as way as to lead them to alter the trajectory of
expectations for future policy with their statement or inter-meeting speeches. It is only to
say that these updates rarely had implications for the next policy move. To illustrate, this
can help explain that although the expected May 2006 FF rate in August 2005 was nearly
100 basis points below the probable rate for May 2006, financial markets were still not

surprised by any given decision regarding the FF target rate.

The message from this discussion is two-fold. First, it now seems less likely that the
committee can keep steadily increasing rates as before, with the consequence that
markets may need to expect greater (and possibly less uniformly sized) gaps between
policy moves going forward. Second, in the event that incoming data departs sufficiently
from the committee’s central forecast, the moves may need to be larger than the 25 basis
point increments that have prevailed during the current tightening cycle.

The policy decisions now being contemplated are a function of the economic landscape
confronting the committee, just as the decisions made in 2003 were a function of that
landscape. In the same way, the committee’s communication should be designed to
prepare markets for what are likely to be unavoidable changes in the behavior of policy,
just as the communication strategy chosen in 2003 reflected the changes necessary at that
time. Most importantly, current communications should not attempt to mimic all of the

techniques used to communicate effectively in that period.

2. Recent Developments

U.S.

Summary. Measures of underlying inflation have risen a bit recently, thus indicating
greater near-term upside risk to implicit targets. Real GDP growth and productivity
growth rebounded in 2006Q1. The early data for 2006Q2 point to some moderation in

real activity toward its potential growth rate. The labor market continued to be firm with
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robust payroll growth, declining unemployment, and a rising employment-population
ratio. Consumer and business survey measures generally remained at levels consistent
with solid growth; however, some measures slipped in late April, likely reflecting

concerns about recent energy price rises.

Inflation. Core inflation measures remain somewhat elevated compared to desired levels,
with readings in April raising some concerns [see Exhibit A-6]. The (annualized)
monthly change in the core PCE deflator increased from 1.6% in February to 3.9% in
March. While the core PCE deflator is up 2.0% on a 12-month change basis, it is up 2.4%
(annual rate) and 2.5% (annual rate) over the 6- and 3-month horizons respectively. As
with the PCE deflator, there was a dramatic increase in the monthly change in core CPI
from 1.8% (annual rate) in February to 4.2% (annual rate) in March. The pattern of the
core CPI over various horizons was also similar to that of the PCE deflator, with 12-, 6-,

and 3-month changes (at annual rates) of 2.1%, 2.7%, and 2.8%, respectively.

Overall inflation rates remain elevated, with energy prices being a key factor. The total
PCE deflator and the total CPI rose 4.5% and 4.2% (annual rates), respectively, in March.
Our underlying inflation gauge (UIG), however, has only shown a slight rise at the short
(2-year) horizon [see Exhibit A-7]. Some alternative measures of “core” inflation have
turned up recently [see Exhibit A-8], but all are now above the upper end of the
acceptable range. Medium- and long-term inflation expectations from TIPS increased,
with a fairly pronounced rise at the 2-year horizon. Household survey expectations of
inflation, which had been steady recently, rose in late April. The median expected one-
year-ahead rate climbed to 3.3% in April from 3.0% in March, while the expected 5-year-

ahead rate rose from 2.9% to 3.1% over the same period.

Real activity. Real GDP growth in 2006Q1 was 4.8% (annual rate), a rebound from the
slow growth in 2005Q4, and consistent with our outlook. With the rebound in output
growth, productivity growth also bounced back in the quarter. The recent monthly real
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activity indicators and the extremely limited data for the current quarter suggest that real
growth in 2006Q2 (and the rest of 2006) should be near its potential growth rate.

Real personal consumption expenditures (PCE) were strong in 2006Q1. Personal income
growth was robust in March, which should support PCE growth in coming months, but
the recent rises in energy prices could mitigate this effect. The early data for 2006Q2
appear consistent with moderate growth over the near term: auto sales for April were
about equal to their level of the previous two months and preliminary MasterCard data

indicate moderate growth in retail sales excluding autos for April.

The recent housing indicators were generally consistent with a moderate slowdown in the
market. Housing starts dropped sharply in March in a payback from January and
February; nevertheless, housing completions rose. Existing home sales increased slightly
in March, while new home sales rose more strongly. Their levels, however, are below
the peaks from last summer. Mortgage purchase applications in April remained near the
lower levels (comparable to early 2004) of the previous two months. Although the new
home inventories-sales ratio fell in March, it remains elevated compared to its levels over

the past decade. Housing prices displayed some further moderation.

Business investment spending was robust in 2006Q1, as it rebounded from a weak
2005Q4. Growth in equipment spending returned to near the levels that have prevailed
over the past three years. The near-term momentum appears strong as capital goods
orders increased in March. Nonresidential construction displayed greater vigor than it
has in recent years, even though it was flat in March. Businesses remain cautious in their
inventory behavior as inventories-sales ratios remain low. Even so, manufacturing
production was robust in 2006Q1 and the capacity utilization rate again exceeded 80% in
March, the fourth consecutive month it has done so. Production growth in the IT sector

was strong, consistent with the growth in our Tech Pulse index.
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Labor market. The labor market continued to be firm. Payroll growth remained strong
through March. The growth in aggregate hours in 2006Q1 was about 3% (annual rate),
near the prevailing range over the past two years. The unemployment rate fell to 4.7% in
March, equal to its low in the current cycle. The labor force participation rate has
changed little over recent months, but the employment population ratio has risen slowly
to its highest level since 2002. Measures of labor compensation continue to give
somewhat conflicting signals. Growth in average hourly earnings has increased over
recent months, but that of the employment cost index has remained flat. The growth of
compensation per hour rebounded somewhat in 2006Q1, but its four-quarter change
remained rather subdued. The four-quarter change in unit labor costs also changed little

and do not indicate a substantial increase in labor cost pressures.

Surveys. Readings during March and into early April had suggested consumers were
fairly upbeat. Recently, however, there appears to have been a change in consumers’
spirits. Readings in late April revealed a decline in both the current and future
expectations components. One explanation for the change is that the continued rise on gas
prices may have finally impacted on sentiment. Business surveys suggest that US
manufacturing remains on a reasonably firm growth path. The ISM manufacturing and
non-manufacturing indices as well as the Philadelphia Fed index increased in April.
Several other surveys, however, showed a modest pullback in April including the Empire
State Index, the Chicago ISM index as well as purchasers’ surveys in Milwaukee and
Cincinnati. In addition, a look at the prices paid index associated with these surveys has

generally indicated some intensification in price pressures.

Global

Global growth is projected to slow to 3.0 percent (Q4/Q4) in 2006, down from 3.4
percent in 2005. The forecast has Asian growth moderating to a more sustainable pace
after growing quite strongly in 2005. Growth rates in the euro area, the United Kingdom

and Brazil are expected to increase relative to last year. The forecast is essentially
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unchanged since the last FOMC, with the exception of an upward revision to the outlook
for Mexico based on recent data.

Industrial Countries. Data for the euro area are coming in a bit stronger than expected,
causing a slight upward revision to the 2006 growth forecast. Industrial production and
orders were both robust in February, while exports were up 13 percent over the year. The
industrial confidence index rose again in April to well above the previous peak in mid-
2003. It is, though, still significantly below its 1999-2000 highs, when the economy was
growing at a 4 percent pace. Credit growth was up 10.8 percent over the year in March,
with strong demand for both mortgages and commercial loans. The forecast is for euro
area growth to accelerate to 2.2 percent (Q4/Q4) in 2006 from 1.8 percent last year. The
region’s economy is expected to slow modestly in the second half of the year in response

to tighter monetary policy in the euro area and other major economies.

The Japanese economy appears to have eased to a more sustainable pace after a surge in
output at the end of 2005. While industrial production was soft in March, it has been
steadily expanding since July 2005 and is 3.1 percent above its level of a year ago. The
labor market is also improving, with employment up 0.8 percent over the year in March
and the unemployment rate at its lowest level since 1998. CPI inflation is making a
gradual comeback, with prices up 0.5 percent over the year to March, making that the
fifth consecutive month of increasing prices. The economy is projected to expand at just
above its potential rate, which would represent a substantial slowdown from last year’s

impressive performance.

The Canadian economy should continue to grow near 3.0 percent for the rest of the year
as the economy benefits, on net, from higher commodity prices. Private consumption in
the U.K. remains subdued, but output growth is nevertheless approaching trend growth.

Emerging Economies. Asian data suggest a continuation of recent trends, with robust
growth in China and solid growth in the rest of Emerging Asia. Chinese GDP grew 10.2
percent over the year in Q1, close to forecast. The trade surplus for Q1 totaled $24
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billion, up 40 percent from a year earlier. New lending growth has been quite rapid while
capital expenditure is running ahead of last year’s pace. The authorities have responded
to these developments by launching a new campaign against over-investment, including
new sector-specific controls and a surprise 27 basis point hike in the loan rate. In Q1,
Korea recorded a fourth consecutive quarter of annualized growth exceeding 5 percent.
Elsewnhere in the region, strong production and export data suggest that growth continues

at a healthy pace.

Domestic demand in the major Latin American countries is growing robustly and external
conditions remain favorable. In Mexico, activity is growing at a much stronger pace
than had been expected, with growth in the first half of 2006 expected to be the strongest
in several years. Brazilian growth appears to have accelerated in 2006Q1 and the
outlook is supported by rising real income and consumer confidence, lower interest rates
and strong credit growth. In Argentina, activity is moderating more gradually than
originally anticipated. The monthly indicator of economic activity was up 9.5 percent

over the year in February.

Trade

The U.S. trade deficit narrowed to $65.7 billion in February from its record $68.6 billion
in January. The February decline in imports, reflecting a fall in purchases of computers,
autos and other consumer goods, should be seen as a payback for January’s high growth
rather than as a sign of a fundamental easing in the demand for foreign goods and

services. February’s $1.1 billion decline in exports was broad based, including all major

categories except aircraft.

In the initial GDP release, the drag from net exports on 2006Q1 growth was estimated at
a larger-than-expected 0.8 percentage point. The BEA estimate assumes a March surge
in imports. For 2006 as a whole, the forecast is for net exports to take 0.5 percentage
point off GDP growth (Q4/Q4). This is essentially unchanged since the last Blackbook,
with less drag assumed in Q2 to make up for the larger-than-expected drag in Q1.
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The current account deficit is projected to be almost $1.0 trillion in 2006, or just under 8
percent of nominal GDP. Higher current and expected oil prices account for most of the

increase in the projected deficit relative to the last FOMC outlook.

Financial

Domestic markets

Over the inter-meeting period, short-term and longer-term inflation expectations
increased moderately. Zero-to-two year implied inflation (carry-adjusted) rose 31 basis
points from 2.58% to 2.89%, while the corresponding five-to-ten year inflation

expectations increased 23 basis points to 2.74% [Exhibit B-1].

The yield curve has steepened during the inter-meeting period [Exhibit B-3]. The closely
watched 10-year to 3-month spread increased from 8 basis points to 34 basis points: the
3-month yield is currently 4.81% and the 10-year yield is 5.14%. During the same period,
the nominal 4-to-5 year forward rate increased 45 basis points from 4.64% to 5.09%. This
change reflects a 23 basis point rise in the real 4-to-5 year forward rate (from 2.23% to

2.56%) combined with a similar sized increase in 4-to-5 year inflation compensation.

Fed Funds rate expectations for the May meeting, based on Fed Funds futures prices,
indicate virtual certainty (greater than 99% probability) of a 25 basis point increase to
5.00%. Similarly, current expectations inferred from Fed Funds options prices point to a
less than 1% chance of rates remaining at 4.75% at the May meeting. There has been a

generally steady rise in expectations of a rate increase over the inter-meeting period.

Views about the probability of a further rate increase to 5.25% at the June meeting have
fluctuated significantly over the inter-meeting period with a low of 24% and a high of
68%. As of May 3, market participants assign a probability of 47% to a pause (rates
remain at 5.00% in June) versus a probability of 50% of a 25 basis point increase.

Interestingly, market expectations have been especially sensitive to “Fed talk.” The
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FOMC minutes release (4/18) and the Chairman’s testimony to the Joint Economic
Committee (4/27) increased expectations of a pause in rate hikes at the June meeting. In
contrast, expectations about the probability of a move to 5.25% have generally increased
in response to economic releases indicating higher inflation or stronger growth such as
the CPI (4/19), consumer confidence (4/25), new home Sales (4/26), and ISM
manufacturing index (5/1).

The expected Fed Funds rate path has also adjusted to incorporate expectations of a
possible lengthy pause in rate increases. In particular, the current Fed Funds curve is
fairly flat from September 2006 (implied rate of 5.17%) to February 2007 (implied rate of
5.15%). The Fed Funds rate is expected to decline to 4.95% in May 2008. Since March
27" the expected rate in September 2006 is up 20 basis points, and the August 2008
expected rate is up 33 basis points [Exhibit B-4].

Corporate credit spreads over Treasuries widened in the inter-meeting period with BBB,
BB, and B spreads rising by 31, 18, and 2 basis points respectively. Over the same
period, equity market performance was mixed with the S&P500 index up 0.48%, and the
NASDAQ down 0.50%. Equity market volatility remains at relatively low levels;
S&P500 implied volatility is 11.99%, while NASDAQ implied volatility is 15.79%.

Since the March meeting, implied interest rate skewness has moved from -1.6 to -0.9
[Exhibit B-5], indicating heightened concern about an unexpected policy rate increase.
This is consistent with higher expectations of a rate pause. Despite changing views about
the likelihood of a rate pause versus a rate increase in June, interest rate implied volatility
remains at low levels and has only increased slightly over the inter-meeting period. The 6
month LIBOR confidence interval is 102 basis points, an increase of only 13 basis points
since March 27 [Exhibit B-6]. Implied 10-year interest rate volatility rose from 4.28% to
4.41%, while 30-year Treasury volatility declined from 6.84% to 7.18%.
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Monetary Policy and Global Bond Markets

As the global expansion appears on solid footing, financial developments during the
inter-meeting period were shaped by tightening monetary conditions in the main
economic areas. The United States’ more advanced position on the tightening cycle
relative to its partners, however, caused renewed downward pressure on the dollar, after a

relative tranquil period.

In the euro area, encouraging data on growth and heightened inflation risks tied to higher
energy prices are sustaining a gradual rise in policy rates. The ECB is expected to raise
its policy rate once in early June, and at least once more by year-end. Similarly in Japan,
where the central bank has been draining banks’ excess reserves after the end of
quantitative easing to clear the way for higher overnight rates. The first rate hike is
expected near the end of the summer, with a second increase expected by year-end.

A drift towards tighter monetary conditions is also apparent in the rest of the industrial
world. The Bank of Canada again raised its policy rate at end-April, although it hinted to
an incipient end of its tightening cycle. Policy rates have also been raised in Australia in
May, in Switzerland in March, and in Sweden twice since the beginning of the year.
After putting on hold its easing cycle last fall, the Bank of England now has become

concerned with slowly-building expectations of inflation.

In the emerging world, the key monetary event was the People’s Bank of China late April
surprise increase of 27 basis points to 5.85 percent in its official loan rate. This increase
was aimed at slowing the neck-breaking pace of Chinese domestic investment. Monetary
policy also remains on a tightening path in the rest of Emerging Asia, although the pace
of rate hikes is likely to remain contained. At the same time, regional central banks
continue to build up their stocks of foreign reserves. The pace of reserve purchases
appears to have increased after the recent G7 statement, which urged more flexibility in

China’s exchange rate and ignited pressure towards Asian currencies’ appreciation.
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In Latin America, Mexico’s easing cycle appears about complete after the late-April rate
cut, while the pace of easing is slowing in Brazil. Argentina's monetary policy remains

accommodative, although it has tightened somewhat in recent months.

Supported by tighter policy conditions, debt yields have risen worldwide since the last
FOMC meeting, leading to broadly steeper yield curves. In Japan and in the euro area,
long rates have risen by around twenty basis points more than short rates, driven by
higher expected real rates. Indeed, break-even rates from inflation-indexed bonds in the

main issuing countries were generally stable over the period.

Equity Markets

Continuing strong corporate profit growth offset higher interest rates in Europe, lifting
major equity indices. From March 27 to May 2, the DJ Stoxx and FTSE-100 indices rose
1.6 and 2.5 percent respectively. In Japan, equity prices reached new multi-year highs in
early April, reflecting both strong buying at the start of the new fiscal year and continued
confidence about corporate prospects. These gains, however, were largely lost following
a sharp appreciation of the yen after the G7 meeting on April 21%, which heightened
investors” concern with exporting firms’ earnings. For the period as a whole, both the
TOPIX and the Nikkei rose 2.7 percent. Elsewhere, the Brazilian Bovespa and the
Mexican Bolsa posted gains of about 10 percent, with commodity-related companies
attracting special interest. Equity indices were buoyant throughout the rest of emerging

markets.

Exchange Rates and Capital Flows
With the U.S. monetary tightening cycle apparently approaching its end, investors’ focus
is shifting toward global structural imbalances, thus fostering a resurgence of dollar

weakness.
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The yen and the euro gained substantially on the dollar since the last FOMC meeting.
The yen strengthened from ¥117 to ¥113 per dollar, with acute investor interest after a
statement by the G7 in April called for greater flexibility in China’s exchange rate.
Meanwhile, the euro strengthened from $1.20 to $1.26 per euro. Emerging Asian
currencies (except China’s) also appreciated against the dollar over the inter-meeting
period. In response to this pressure, Emerging Asia’s central banks appear to have
stepped up their effort to check the pace of currency appreciation by intervening in the
foreign exchange market. Elsewhere, Brazil’s real appreciated 8 percent during the inter-
meeting period, supported by strong balance of payments data and favorable interest rate
differentials, while the currencies of commodity-producing countries (notably Canada
and Australia) also rose sharply against the dollar. Bucking the trend, the Mexican peso
and China’s RMB have moved sideways against the dollar over the past few weeks.
Altogether, the dollar lost almost 5 percent (in both nominal and real terms) of its trade-
weighted value from March 28 to May 2.

Option-implied volatilities of major exchange rates — especially for the yen/dollar pair —
have risen sharply during the period, as investors appear to be seeking direction on the
future course of exchange rate policies.

U.S.-bound capital flows continued at a smooth pace, with oil-exporting countries
increasing their share of global savings. Elsewhere, there was likely some unwinding of
carry positions in March out of Iceland’s krona and New Zealand’s dollar. Other high-
yielding currencies, such as the Australian dollar and the Brazilian real, have so far
staved off similar unwinding, partly because of the supportive role of rising commodity

prices for these currencies.

Oil Market Developments

Supported by strong global growth, oil prices have been on an up-trend since the
beginning of the year. WTI prices have hovered around $70-$75 a barrel in recent
weeks, up from an average of $62 in March. The fundamentals in the market are not
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expected to improve over the rest of 2006: strong oil demand, especially from China and
the United States; capacity constraints in the OPEC area; declining productivity in the
North Sea; and production shortfalls in Nigeria, Irag, and elsewhere should continue to
combine to keep the market tight. Political tensions with Iran also have contributed to oil
price instability, while Bolivia’s recent decision to nationalize its natural gas industry has
contributed to instability to other energy products. Oil futures contracts point to WTI
prices of $75.50 in 2006Q4, falling marginally to $74.25 in 2007Q4, up from $66.50 and
$67.00, respectively, at the time of the last FOMC meeting.

Second District

Our Indexes of Coincident Economic Indicators for March indicate robust economic
growth in New York State and New York City along with moderate growth in New
Jersey; New York City’s index recently surpassed its previous cyclical peak, set in early
2001 [Exhibit E-1]. Looking ahead to the next nine months, our leading indexes predict a
roughly 2% annualized rate of economic growth for New Jersey, a 4% rate for New York
State and a 6% rate for New York City [Exhibit E-2]. Local-area inflation moderated
noticeably, on a year-over-year basis, in March, but this largely reflects the reversal of an
aberrant spike in imputed out-of-town lodging costs in March 2005. The 12-month
change in metropolitan New York City's Consumer Price Index (CPI) was 2.7%, down
from 3.6% in February and about a %2 percentage point below the U.S. rate. Similarly,
the core CPI decelerated to a 1.7% (12-month) rate, down from 2.6% in February and
almost a %2 percentage point below the U.S. rate. [We estimate that out-of-town lodging
costs accounted for a third of the drop in the overall 12-month rate and half the decline in

the core rate.]

Labor Markets. The region's job market showed signs of strengthening in March. Based
on the establishment survey, private-sector employment grew at a 1.1% annual rate in
both New York and New Jersey, a bit faster than in February. Between March 2005 and

March 2006, private-sector employment increased by about 1.2% in both states and rose
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by a robust 1.9% in New York City [Exhibit E-3]. Turning to the labor force data, the
unemployment rate held steady at 4.7% in New York State and edged down from 4.7% to
4.5% in New Jersey [Exhibit E-4]. While unemployment rates in the region have
hovered near cyclical lows in recent months, labor force participation has climbed

steadily, pushing employment-population ratios to near record highs.

Real Estate. Commercial real estate markets were mixed but generally stable in April,
while residential markets showed substantial signs of softening in the first quarter. In
April, office vacancy rates across the New York City metro area were steady to slightly
higher, while rental rates were up modestly overall. There are indications of some
tightening in Manhattan’s retail market: a recently released report indicates that the
average asking rent per square foot rose 4.9% from a year earlier, with prime areas
registering much steeper increases. In the residential sector, recently-released data
indicate substantial softening during the first quarter: the New York State Association of
Realtors reports that the median price for single-family homes, which had been posting
double-digit year-over-year gains for a number of years, fell sharply in March and was
unchanged from a year earlier. Similarly, prices of Manhattan co-ops and condos, which
had been rising by more than 15% through the end of 2005, were up just 6% from a year
earlier in the first quarter. Moreover, unit sales of both houses and apartments are down

moderately from a year ago, and the inventory of homes on the market has risen sharply.

Surveys and Other Business Activity. Recent surveys indicate moderate and steady
growth in the region’s manufacturing sector. Preliminary results from the May Empire
State Manufacturing Survey suggest that manufacturing activity continues to expand at a
steady pace, though respondents are not quite as optimistic about the six-month outlook
as in recent months. Manufacturers also report more widespread increases in both input
prices and selling prices. Similarly, purchasing managers in both the New York and
Buffalo areas indicate steady and strong growth, as well as increased price pressures.
The Conference Board’s latest survey of regional residents (NY, NJ, PA) shows
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consumer confidence retreating marginally in April, after vaulting to a nearly four-year
high in March; consumers’ assessment of current conditions is the most positive it has

been since August 2001.

3. Outlook

FRBNY’s Central Forecast

There are three fundamental factors behind our central projection [see Exhibits A-1 to A-
5].

1. Inflation expectations are expected to remain contained.

2. There is little if any slack remaining in resource utilization. Therefore, if there are
no large shocks, and if fiscal and monetary policies maintain a near-neutral
stance, then growth over the medium term will be near its potential rate of
approximately 3v4-3%2% (2Y¥2-2%:% long-run productivity growth [GDP basis] plus
1% labor force growth).

3. The term premium is expected to remain low.

These underlying assumptions for the central forecast have not changed from the last
Blackbook. However, some recent developments have led us to be more cautious about
these assumptions. Inflation expectations in both financial markets and consumer
surveys displayed some increases during the inter-meeting period, especially in late
April. There may also be some modest payback from the robust growth in 2006Q1 in the
near term. While we do not anticipate that these factors will persist, they raise the

uncertainty around our forecast.

In regard to the monetary policy path, our forecast is consistent with the Fed funds target
rate remaining at 5% over the forecast horizon. This path is in general agreement with

that underlying the Greenbook forecast.
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Inflation. Monthly changes in headline and core price indices rose significantly in April.
In addition, oil prices rose during the inter-meeting period from already high levels. We
expect little net change in oil prices over the forecast horizon, so these developments
have led us to raise our inflation forecast only at the short-term horizon. Another reason
for the increase to be temporary is that we expect only modest pass-through of energy
price increases to other goods and services due to an environment of flexible product and
labor markets as well as continued FOMC credibility. Consequently, we expect core
PCE inflation to be little over 2% in 2006; with relatively little change in energy prices
expected, overall PCE inflation should be slightly higher. In 2007, a slow moderation
begins as FOMC credibility and monetary tightening effects take hold, leading core PCE

inflation to decline gradually toward its implicit target.

Real Activity. We expect the economy to grow slightly below our estimate of its potential
rate (3¥4%-3%%) in the current quarter, with a subsequent return to potential growth over
the remaining forecast horizon. After the very strong rebound in real GDP growth in
2006Q1, there are some indications of a slight payback. These indications include the
recent monthly patterns of construction spending, consumer expenditures, and auto sales.
In the second half of 2006, strong business investment should continue to support growth,
counteracting a moderating housing market. Beyond this, our forecast remains largely
unchanged with growth near its potential rate through 2007. With average real growth
close to its potential rate over the forecast horizon, we expect little change in the

unemployment rate from its current level.

Comparison with Greenbook Forecasts

GDP and Inflation Forecast. The Greenbook baseline forecast is conditioned on a policy
path roughly unchanged from March, except at the very end of the forecasting period: the
policy rate is expected to rise to 5% at the May meeting and to stay at that level through
the end of 2007. The March Greenbook policy path assumed a cut to 4.75% in 2007H2.

There are larger changes in the conditioning assumptions on energy prices, long-term
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interest rates and the dollar. There are only very minor changes in the conditioning
assumptions for household wealth. For the first two there are relatively large increases
from the March Greenbook, thus they dampen real activity. For the dollar, the
depreciation in the inter-meeting period adds some small stimulus. Overall these changes
in conditioning assumptions produce a more abrupt slowing in real activity in 2006H2

and a small increase in the core inflation forecast.

Other major features of the current Greenbook forecast are the following.

e Core PCE inflation is revised up 0.1 percentage point for 2006, when it is
expected to be 2.2%, and revised up 0.1 percentage point in 2007 to 2%.

e Real GDP growth forecast for 2006 is 3.8%, similar to March.

e Potential GDP growth is still projected to rise over the forecast period to 3.3%
due to an increase in structural productivity sustained by the pick-up in capital
spending of the past few years.

e Relative to the March projections, there is no change in output per hour in NFB
sector, maintained at 2.8%.

e Payroll employment is expected to slow substantially over the forecast horizon
(slightly more than in the March Greenbook) as labor force participation
continues a secular decline. The slowdown in real activity is expected to produce
an increase in the unemployment rate in 2007 to return to the assumed NAIRU of
5.0%.

Our staff forecast of real GDP growth shows, as in March, a slightly smoother path than
the Greenbook forecast [see Exhibit A-2]. Our projection for 2006 is 0.2 percentage point
below the Greenbook forecast for 2006 (3.6% vs. 3.8%) but 0.3 percentage point above
the 2007 Greenbook projection (3.3% vs. 3.0%). The slower growth in 2007 appears to
be due primarily to the Greenbook forecasting slower growth in equipment and software

expenditures and government expenditures than is in our staff forecast.

For inflation, the FRBNY central forecast and the Greenbook forecast are essentially the
same. A substantial difference appears, as has been the case for the last few FOMC
cycles, in the outlook for productivity and unit labor costs. In 2006, both forecasts have a
rebound of compensation per hour from the low growth rate (3.8%) in 2005; however,
our forecast of a 4.7% growth is lower than the Board’s forecast of 5.2%. The

discrepancy persists for 2007: 4.6% vs. 5.4%. Since our forecast for labor productivity is
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similar to the Board’s, the different projections for compensation growth translate into a
much lower unit labor cost in our forecast, 1.8% for both 2006 and 2007, vs. 2.3% in the

Greenbook.

To reconcile different projections of unit labor costs with similar inflation projections we

must infer that the Board continues to assume some contraction of profit margins.

Alternative Greenbook forecasting scenarios. These simulations are constructed using the
FRB-US model (after its residuals have been adjusted to match the Greenbook forecast).
Maintaining the innovations introduced in the March Greenbook, these projections are
not conditioned on an assumed exogenous path for the federal funds rate: the path of the
target rate is instead simultaneously generated by the policy rule incorporated in the
model. This rule is the Bluebook “outcome-based” Taylor rule, estimated on real-time
data since 1988. The sample period used to compute forecast intervals starts, as in the
March GB, from 1986 in order to eliminate the volatility of the 1970s.

Note the simulations are (as in previous Greenbooks) are derived from ad hoc scenarios
that take the form of either changes in assumptions about the path of a particular variable
or the value of a particular parameter in the model, as opposed to changes in the
probability distribution of the shocks. In our opinion, couching the scenarios in terms of
the probability distribution of the shocks is more desirable because it maps directly into
the thing we care about—specifically, our overall confidence in the central scenario
presented in the Greenbook. For example, one of the alternatives presented in this
Greenbook is a domestic boom. Presumably the decision to present this scenario was
implicitly linked to the fact that Q1’s GDP growth came more from final sales and less
from inventory accumulation than was forecasted in March. But rather than being framed
as depicting the increase in upside risk to the central forecast, it is simply presented as an
independent alternative that would seem no more or less likely to occur this time than it

would have been had it been presented in the March Greenbook.

The alternative scenarios considered in the Greenbook span variations to both the supply-
side baseline assumptions and demand-side baseline with an additional focus on energy
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price pass-through to core inflation. The lower NAIRU and less room to grow (i.e.,
slower growth of structural productivity) are similar to the last Greenbook. Perhaps the
most interesting new scenario is a domestic boom since as noted above it captures some
of the surprising momentum in the US economy. Under this scenario output growth
remains above potential in 2007, but the impact on inflation is muted, according to the
FRBUS simulations, as the Fed reacts by increasing the FFR past 6% by late 2007 and
thus raising the real rate of interest by about 100 basis points. Another scenario that
implies a tighter policy than the assumed baseline is the “greater pass-through with
unanchored expectations” scenario: in this case the FFR is projected to rise to 5.5% to
keep real activity as in the baseline. Despite the nominal tightening, in this scenario core
inflation increases outside the comfort zone to about 2.5%, leaving real rates essentially
unaffected. Overall, the policy responses that we observe in these scenarios appear to be a
consequence of the weights of the outcome based policy rule used. This policy rule in
conjunction with the inertial movement of inflation built into FRBUS produces very mild

policy responses to inflation compared to other policy rule and economic models.

Foreign Outlook. There is little difference between our forecast and the Board’s foreign
outlook for 2006. They have slightly faster growth in Japan (2.2 percent vs. 2.4 percent)
and slower growth in China (9.0 percent vs. 8.6 percent). The differences between the
forecasts have narrowed, as we raised our Mexico forecast closer to the Board’s, while

the Board raised its forecast for China closer to our number.

U.S. Trade. Our forecast has somewhat more drag from net exports (0.5 percentage
point, Q4/Q4) in 2006 then the Board’s forecast (0.3 percentage point), with the
difference tied to our forecast of more import growth this year. Our forecasts for exports
are similar. Of note is that the Board tries to predict large swings in oil imports, while
our forecast takes a more cautious approach. One consequence is that their prediction of
a steep drop in oil imports in Q2 leads the Board to forecast a small contribution of net

exports to GDP growth in Q2, while we forecast a small drag.

Comparison with Private Forecasters
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The broad contours of the FRBNY forecast for real GDP growth match those produced
by our PSI model as well as those shown in externally produced forecasts. On the
inflation front, the FRBNY forecast shows considerably more CPI inflation in Q2 than is
indicated in any of the private sector forecasts, but this may reflect the timing of the most
recent CPI release relative to the release of the reported forecast values rather than any
difference in views about inflation. The FRBNY forecast for core CPI in Q2 is also
higher than what Macro Advisors released on April 14", FRBNY is similar to the other
forecasts for 2006Q3.

FRBNY Alternative Scenarios and Risks

In addition to the central projection discussed at the beginning of this section, we also
consider a number of alternative scenarios that have different implications for monetary
policy. Our approach differs from that in the Greenbook in that we attach probabilities to
our alternative scenarios and usually maintain the same scenarios across FOMC cycles.
This allows us to interpret more easily the forecast distribution for output and inflation, as
well as analyze the impact from the variation of those probabilities over time. Once
introduced, we keep an alternative scenario until its probability is assessed to be minimal,
for example, we introduced the hurricane-induced sharp slowdown scenario in September
2005 after the landfall of Hurricane Katrina and then removed it in December 2005 when

it became clear that such a slowdown was extremely unlikely.

We also can generate (when necessary) other forecast distributions that place a much
higher probability on a specific alternative scenario in order to examine its implications
for policy. This was done in January 2006 in response to the near inversion of the yield
curve and the surprisingly low advance reading on 2005Q4 GDP growth. To capture
these developments, we produced a forecast distribution where we doubled the
probability of a productivity slowdown.
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FRBNY Alternative 1: Overheating. The extremely accommodative policy stance
adopted in the US and other countries in response to the global slowdown of 2000-2003
may produce a persistent move in inflation above implicit targets with an abrupt
slowdown in real output growth starting in mid-2006. There are two potentially
connected channels at work here. The first is a continued underestimate of the
equilibrium real rate (i.e., an overestimate of slack in the global economy) and the second
is higher energy and commodity prices. Sustaining the real policy rate below the
equilibrium rate for a long time will tend to switch the impact of monetary policy from
increasing real output to raising inflation due to an eventual increase in inflation
expectations. The recent evidence from core consumer inflation reports has been more
supportive of this viewpoint. TIPS implied inflation rates give some indication that
markets are pricing in an increase in underlying inflation, and many measures of
underlying inflation are above the “comfort zones” of policymakers. [For an alternative

specification of this alternative scenario, see the Special Topic “The Free Lunch.”]

FRBNY Alternative 2: Productivity Shifts. In the post-war era, the United States has
experienced three productivity epochs (pre-1973, High I; 1973 to mid-1990s, Low I; and
mid-1990s onward, High I1). Our current central projection for productivity in the
medium-term assumes a growth rate similar to the pre-1973 epoch. There are two

alternatives to this projection.

2a. Productivity Boom

The developments in the labor market and the continued strength of labor productivity
over the longer-term—despite some recent short-term moderation—suggest that firms
have become more efficient in using labor. As such, strong productivity growth could
persist, which would imply that the potential growth rate is higher than our current
estimate. Strong productivity growth would also limit labor cost pressures, and thereby
help to keep inflation subdued. 2005Q4 productivity growth was less supportive of this
scenario, but the solid productivity growth in 2006Q1 suggests the recent slowdown in

FRBNY: Blackbook, May 4, 2006 Confidential(FR) Class Il FOMC 24



FRBNY - cleared for release

productivity was temporary. Moreover, this scenario is supported by the continued
strength in IT industrial production growth, the FRBNY Tech pulse index, and hi-tech

equipment and software expenditure indicators.

2b. Productivity Slump

It is possible that the recent upswing in productivity may not be sustained. Further, the
persistent increase in the level and volatility of energy and commodity prices also could
result in lower labor productivity growth. The recent slowing in productivity growth is
consistent with this scenario as is the signal from the Kahn-Rich productivity model.
However, strong economic activity in 2006Q1 has lowered the probability of this

scenario.

FRBNY Alternative 3: Global Deflation. This scenario is related to changes in the world
economy over the past few years, particularly the growth of the Chinese economy and the
stagnation of the economies of Europe and Japan. The growth of the Chinese economy
represents a shift in the aggregate supply curve, leading to higher growth and lower
inflation in the US. On the other hand, the stagnation of the European and Japanese
economies represent a shift in the aggregate demand curve, leading to lower inflation and
lower growth in the US. The net effect of these shifts has been unambiguous in terms of
lowering inflation and lowering long-term yields. These developments have been
supportive of recent growth in the US. However, the downside risk in this scenario comes
from an abrupt slowdown in Chinese growth without a compensating increase in Europe
or Japan, thereby generating an unfavorable deflationary shock to the world economy.
The recent signs of strength in Europe and Japan, continued robust growth in China,
continued increases in energy and commodity prices as well as the rise in world interest
rates have lowered the probability of this scenario. If these developments continue for the
remainder of the second quarter, then this scenario will be dropped from the June
Blackbook.
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Additional Uncertainties

Foreign Outlook. Solid 2006Q1 data suggesting a healthy global economy are balanced

by concerns about tighter monetary policies and high commaodity prices.

In the euro area, measures of business optimism have yet to peak, suggesting the
economy has noteworthy upside potential. Of particular note is that business surveys find
more firms willing to hire, which may lead to more consumption growth than currently
projected. Downside concerns include the impact of higher interest rates and the
appreciation of the euro since the start of the year, which may have a greater-than-
expected impact on output. Increases in crude oil prices are also a concern, although the

euro area has done well so far in dealing with last year’s increase in oil prices.

A major uncertainty in Japan is the future conduct of monetary policy following the
recent announcement of a new monetary framework. There is some concern that a rise in
the overnight interest rate could take place too soon, although the economy appears
strong enough to weather an early policy tightening. Other risks include the uncertain
impact of the recent rise in long-term rates and of the appreciating yen on demand.

In China, more rapid RMB appreciation may be needed to forestall trade tensions with
the United States. The U.S. Treasury may still label China a currency manipulator, with
unpredictable — but likely — negative market consequences. Investment in China remains
unsustainably high as a share of GDP and is still rising. Growth in Emerging Asia
outside China remains vulnerable to the global cycle and would be put at risk if a
significant slowdown in global growth were to occur. The region is also vulnerable to

high oil prices.

In Latin America, notable risks include the reaction of financial market to upcoming
elections in Mexico and Brazil. Mexico’s July 2nd presidential race has tightened, as the
center-left candidate, Andres Manuel Lopez Obrador, has lost his lead in the polls to
market-favorite Felipe Calderdn. In Brazil, the approaching presidential elections in
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October 2006 reenergized government corruption investigations, forcing the replacement
of Finance Minister Palocci with less-orthodox Guido Mantega. As a result, fiscal policy
has come under greater scrutiny, particularly given election year spending pressures. In
Argentina, inflation and the government’s heterodox policy response remain key

concerns.

U.S. Trade Forecast. The forecast assumes import growth will remain moderate relative
to domestic demand growth, as was the case in 2005. One concern is that the pick-up in
import volumes in the first quarter of 2006 might be more persistent than currently
assumed and lead to higher-than-expected imports for the year as a whole. A
countervailing risk is that investment spending might rise more rapidly than assumed in

Europe and Japan, causing faster-than-expected growth in U.S. exports.

Quantifying the Risks. The inflation data over the inter-meeting period have been less
consistent with our central scenario. Therefore, we are lowering the current likelihood of
the central scenario to 66% (it was 69.5% for the March FOMC). We assume that the
most likely scenario is overheating at 12% (6% in March) and the productivity surge at
10% (10% in March). These are followed by the productivity slowdown at 8% (10% in
March) and the global deflation at 1% (1.5% in March). The remaining 3% (3% in
March) is split evenly between upside and downside risks. The implied dynamic balance
of risks is shown in Exhibit C-1.

The forecast distributions for core PCE inflation and GDP growth produced by the
standard risk assessments are shown in Exhibits C-4 and C-5. The Bank forecast has
been extended through the end of 2008 under the assumption that output grows at the
potential rate of 3.3% and core PCE inflation is converging back to the implicit inflation
target of 1.5%. The probability of core PCE inflation exceeding 2.5% by the end of 2008
is now 65% (55% in March)--this probability is produced by considering the share of
inflation paths that exceed 2.5% and cannot be obtained directly from the forecast
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distribution presented in Exhibit C-4. The probability that the expansion continues
through the end of 2008 is unchanged at 95%.

The FRBNY “confidence intervals” can be compared to those presented in the
Greenbook. In general we have a similar level of confidence for 2006 as the Board, but
less confidence in 2007 on inflation. For example, the Greenbook has a 70% probability
interval of 1.2% to 2.8% for core PCE inflation in 2007, while our interval ranges from
0.8% to 3.6%. The source of the wider interval is the weight we place on our alternative
scenarios. These scenarios do not receive the same weight in the historical data since
1986 from which the Greenbook derives its forecast errors.
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Special Topic
The Free Lunch

May 4th, 2006
Meg McConnell, Redacted

Given the duration of the accommodative policy, the
lack of significant inflationary pressure is often cited as
evidence against the sort of “overly” accommodative
policy described in our overheating scenario. The Free
Lunch scenario highlights the possibility that the U.S.
economy could be overheating but that the overheating
might not manifest itself in uncomfortably high
inflation rates (i.e., where uncomfortably high is defined
as a rate well in excess of the FOMC’s implicit target).
The argument is that if the dollar is not freely floating,
and moreover if it is being boosted by capital inflows
designed to strengthen it relative to other currencies, it
is possible that market interest rates could be held
below what could reasonably be viewed as the
equilibrium rate for a significant period of time. To see
why inflation per se might not be the canary in the
mine, consider the extreme case of a fixed exchange
rate regime, in which an over-valued currency will
imply declines in the price level in order to restore
Since avoiding significant

deviations of actual real interest rates from equilibrium

equilibrium interest rates.

real rates (so as to avoid distorting inter-temporal
consumption and saving decisions) is the true objective
of monetary policy, it seems prudent to consider
whether we have other evidence suggesting that the
U.S. is over-consuming today at the expense of future

consumption.

It is important to consider the fact that the direct costs
of supporting the (over-valued) peg are being borne by

the economies secking to keep their currencies weak.
Further, if these efforts are large enough to affect world
capital markets and interest rates, the U.S. is effectively
importing the expansionary monetary policies of these
other countries. If the FOMC does not actively offset
this policy, but instead passively accepts these lower
world interest rates, it is acting as if monetary policy can
have real effects (the free lunch). Naturally this situation
won’t go on forever, but that does not mean that the
policy, while it exists, does not do damage to the long-
run growth trajectory of both the U.S. and the rest of the

world.

The most direct evidence in favor of this is the apparent
unsustainability of the U.S. current account deficit in
general and its fiscal imbalances in particular—if the
exchange rate is moving freely, it is difficult to see why
unsustainable conditions would even develop, let alone
persist for years. Since we do see these imbalances,
however, and can’t reconcile them with plausible
productivity and population projections, we might be
concerned that we’re not in the world suggested by our
flexible exchange rate open economy models and hence
we might want to consider the possibility that hitting a
2% inflation objective won’t guarantee that we’re getting
the real rate right. Corroborating evidence can be found
in the degree to which home prices in the U.S. seem to be

over-valued.
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4. Policy Alternatives

Under our main forecast and risk assessment, the target FFR should be raised by 25 basis
points to 5.0% at the upcoming meeting. This rate is higher than the peak FFR level that
has been implied by our forecasts and risk assessments for most of the current tightening
cycle. The primary factor behind the increase in our recommended policy rate is that our
assessment of the neutral policy rate has increased—from a range of 3.75% to 4.25%
over the early part of the tightening cycle to our recent assessment of a 4.0% to 4.5%
range. The increase in our assessment of the neutral rate was prompted mainly by the
continued momentum of the U.S. economy despite the 15 consecutive increases in the
FFR, with further corroboration coming from the recent increase in medium-term real

forward rates worldwide.

Maintaining the FFR at 5% through the end of 2007 is consistent with our central forecast
scenario as discussed in Special Topic 1, “The case for pausing at 5%.” However, we
have reduced the likelihood of our central forecast scenario from March and have
increased the likelihood of the overheating scenario. The combined increase in the
weight we now place on scenarios entailing short-run upside risk to inflation (overheating
and productivity slowdown) leads us to raise our expectation that the FFR will be between
5% and 5.5% through the end of 2007. For example, under our Inflation Hawk policy
rule (described in more detail below) we generate an expected FFR of 5.5% in 2006Q4.
In this Blackbook, we also have reduced the weight further on the global deflation
scenario, a reduction that implies a corresponding decline in the risks of a large policy
mistake induced by over-tightening. Special Topic 2, “The Case for Inflation Vigilance,”
repeats some arguments in favor of increased vigilance on the price stability objective
from the March Blackbook.

It is fair to say that our current assessment of the appropriate near-term path of policy is

more contingent—in both directions—on the aspects of the economic environment about
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which we are least certain. One way to illustrate this point is that in late 2004 and early
2005, it is unlikely that even a 50 to 75 basis point increase in the committee’s
assessment of the neutral FFR within the inter-meeting period would have changed the
upcoming policy move, and possibly not even the move following that one. The same
can be said of the committee’s assessment of underlying trend productivity growth, or
potential output growth, and even moves in medium and long-horizon inflation
expectations. At this juncture, though, it is precisely these factors that matter the most in

determining the conduct of monetary policy going forward.

For example, we are in a situation in which the future path of the FFR is more dependent
on views about the costs of core inflation running close to the top of the implicit range
(and its potential harm to credibility) versus the risks to real activity of trying to reduce
the core inflation rate. If the FOMC’s credibility is not at stake, then we can tolerate
temporary upward movements in core inflation due to energy price shocks or other
factors. However, once inflation expectations at medium- to long-horizons begin to rise,
a loss of credibility could be triggered that would require a more significant tightening in
the future. The trade-off between moving now to maintain credibility and moving later
so as not to inadvertently over tighten is determined both by policymaker preferences and
their assessment of the current situation. Our analysis of the policy alternatives is
couched in terms of the assessment of the current situation, but it is possible to re-frame
our discussion in terms of two policymakers who possess the same assessment of the
current situation but hold different views of the trade-off between inflation and real

activity.

Finally, in considering the policy alternatives it is important to keep in mind that the
current tightening cycle has been unusual with regard to the behavior of long forward
rates. As the FFR has risen, long forward rates declined in such a way that there was little
if any increase in long-term rates. In the last six months, however, long forward rates
have increased in the US and the off the run 10 year Treasury yield has remained above
5% for the whole inter-meeting period. On the one hand, the increase in long-term rates
implied a need for less tightening to slow the economy going forward. On the other hand,
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the lack of any restraint from an increase in long-term rates until now might have built

considerable momentum into the economy.

To provide a quantitative analysis of the germane policy alternatives, we examine the

prescriptions implied by three different policy rules:

1. Standard Policy Rule (very close to market expectations). Increase by 25 basis points
in May, and send a mild positive signal regarding future actions.

2. Pause (slightly below market expectation). Increase by 25 basis points in May, and
signal short-run flexibility to respond to data that produces large changes in the
forecast.

3. Inflation Hawk (above market expectations). Increase by 25 basis points in May, and
strongly signal a desire to reduce core inflation to the (implicit) target or range on a
sustained basis unless incoming data reduces the inflation forecast.

The preamble to the D-Exhibits contains a description of how the various rules react to

incoming data.

Exhibit D-1 contains the results of averaging the prescription of these three rules over the
Bank forecast distribution. It shows the implied (quarterly average path) of FFR through
the end of 2007 compared to that currently priced into markets. The Inflation Hawk rule
produces a level for the FFR at the end of 2006 about 40 basis points higher than that
currently priced into financial markets. The other two rules produce very similar
tightening to that currently priced into markets in 2006, and are a little higher than the
market in 2007. Exhibit D-6 contains the probabilistic metric for comparing the market
implied paths of the FFR with those of our policy rules at the end of 2006. It appears the

market is pricing in behavior very close to that represented by our standard rule.

Exhibit D-5 shows there is a high probability that the FFR would be 5% under the Pause
rule for the rest of 2006 (probability of 5% in 2006Q3 is 0.98 and in 2006Q4 is 0.65),
while the Standard Policy is symmetric around 5% in 2006Q3. The distribution implied
by the Inflation Hawk rule has a bimodal distribution with a 35% probability of the FFR
remaining at 5% in 2006Q3, but with a 64% probability of increases in June and August.
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Both the standard policy rule and the pause are very close to the market path. We focus
on the Pause rule because it exhibits some interesting properties across our scenarios.
Exhibit D-2 contains the path of the nominal FFR and Exhibit D-3 contains the path of

the real FFR for our four main alternative scenarios through the end of 2008.

Exhibit D-2 shows the projected path of the FFR is much higher under the FRBNY
overheating scenario in 2007 than under our central projection or the market-implied
path, with Exhibit D-3 showing that the real FFR takes longer to catch up in the
overheating scenario. The central forecast scenario and the productivity surge both
produce expected paths that are effectively equal to 5% through the end of 2007. For the
productivity surge scenario, the real rate in Exhibit D-3 increases from below 3% to 3.5%
by the end of 2007. This scenario captures an environment similar to 1996-1998 where
the nominal FFR was approximately constant, while real rates increased and inflation

declined.

Exhibit D-4 shows the result of running our standard gradualist policy rule—setting the
initial FFR at its average value of 1.9 in 2004Q4—uwith a 1.5% inflation target and a
1.75% inflation target (see the preamble to the Exhibit D for more information on the
standard policy rules as well as this exercise). The path derived from the 1.5% target
closely follows the actual FFR path until the middle of 2005. After this, the slope of
actual policy has been considerably steeper than that implied by the standard policy rule.
The policy rule with the 1.5% inflation target does reach the level of the FFR currently
priced into markets in late 2007. The exhibit also includes the implications of averaging
our three policy rules, where the average was chosen to match the market-implied

expected path as closely as possible.
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Special Topic
The Case for Pausing at 5%

May 4th, 2006

Macroeconomics and Monetary Studies Function

As discussed in the main text, future policy decisions
will now depend more on the effects of the incoming
data on the forecast than during the previous two years
when the FOMC was removing policy accommodation.
In this box, we illustrate the extent of the uncertainty
about the real activity and inflation outlooks, and then
justify why holding (temporarily) the FFR at 5% may

be the best way to achieve the committee’s objectives.

Uncertainty on the real activity outlook

The data for the first quarter signal a strong economy,
with some momentum entering the second quarter.
However, these data come after a very weak fourth
quarter: if we look at the last two quarters, average
growth has been about 3 % %, which is slightly below
the average during the past two years. Furthermore,
consumer spending is moderating — monthly real PCE
growth was 0.2% in February and March: if it were to
continue at this pace in the second quarter, real PCE
would only increase 2% (annual rate) in the second

quarter.

There are also some forward-looking indicators that are
pointing to some moderation in activity. The index of
leading indicators has dropped for two consecutive
months, and the forward-looking components of
consumer surveys have generally moved down over the
past year, particularly for the Michigan survey. These
events are consistent with more cautious behavior by

households as well as a possible increase in their saving

propensity.

In addition, we believe there are two key unresolved
factors that have the potential to lead to a more
significant slowdown: the housing market and energy
prices. While the housing market appears to be cooling
off in a gradual manner, the March increase in the
number of unsold homes and evidence of waning price
increases in the resale market suggest that a more
substantive downward adjustment in demand could
occur. Energy costs, which have increased sharply for
over two years, may further reduce households’ spending

ability and induce a more severe decline in real growth.

Moreover, it is possible that activity is only now
beginning to react to the current tightening cycle. An
unusual feature of the current cycle is that long-term
interest rates, the channel through which much of the
effect of monetary policy occurs, had not risen much
through most of the cycle. However, this inter-meeting
period has seen long-term interest rates increase to their
highest level since 2002, suggesting that policy has
begun to gain traction. Such increases in long-term rates
could exacerbate the slowdown in housing as well as

impact consumer durable spending.

Uncertainty on the inflation outlook

Although core measures of inflation have remained fairly
stable over the past year, the most recent data point to
firmer core inflation in both the CPI and PCE deflator.
The key question for the outlook concerns how much
weight to place on the recent uptick in the inflation
forecast. Inflation is a lagging indicator, and this is
especially true after an extended period of removing
policy accommodation. Further, the past two years have
also witnessed strong price data in March and April, but
the resulting inflation scares soon dissipated.

One reason for concern about these inflation signs is that

FRBNY: Blackbook. May 4. 2006
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A. Forecast Details

Exhibit A-1. Actual and Projected Percentage Changes in GDP, Prices, and the
Unemployment Rate

Summary of the FRBNY forecast for the current FOMC cycle and the previous two
cycles. Provides the forecasts of real GDP growth, change in the GDP deflator, change in
the PCE deflator, the change in core PCE deflator, and the level of the unemployment
rate. Data frequencies are both quarterly and yearly (Q4/Q4) over the forecast horizon.
Source: MMS Function, FRBNY

Exhibit A-2. Detailed Comparison of FRBNY and Greenbook Forecasts

Summary of the baseline FRBNY and Board forecasts for the current FOMC cycle and
the previous cycle. Besides variables included in Exhibit A-1, there are forecasts for
some broad components of GDP, some measures of productivity and wages, labor force
participation, payroll employment growth, and some financial market variables.
Source: MMS Function, FRBNY; Board staff

Exhibit A-3. Judgment Table

History and current predictions of the primary variables in the FRBNY forecast. This
includes the detailed judgments—such as those for interest rates, profit growth,
productivity, and real activity—that are behind our forecasts for aggregates such as real
GDP and inflation.

Source: MMS Function, FRBNY

Exhibit A-4. Real GDP and components (growth contributions)

History and current forecasts of the contributions to real GDP growth of the broad
components of expenditures. Growth contributions are in percentage points.
Source: MMS Function, FRBNY

Exhibit A-5. Alternative GDP and Inflation Forecasts

Real GDP growth and CPI inflation forecasts from a number of sources. Besides the
FRBNY forecast, the table includes the median forecasts from two surveys of forecasters
(Blue Chip and Survey of Professional Forecasters [SPF]), the forecasts from
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Macroeconomic Advisers, and the forecast from a small model (PSI model) that uses
business activity and sentiment as the primary independent variables.
Source: MMS Function, FRBNY; Blue Chip Economic Indicators; FRB Philadelphia

Survey of Professional Forecasters; Macroeconomic Advisers

Exhibit A-6 (1, 2, & 3). Recent Behavior of Inflation

The three tables in this exhibit show the actual changes in inflation as measured by the
PCE deflator, CPI, and PPI over 1, 3, 6, 12, and 24 months.

Source: Bureau of Economic Analysis and Bureau of Labor Statistics

Exhibit A-7. Underlying Inflation Gauge (UIG) and Implied Inflation from the TIPS

The chart displays measures of inflation expectations from the UIG, and compares them
to the TIPS measure over the same horizon (a non—technical description of the
construction of this measure is in Appendix to Exhibit A-7 below. A non-technical
description of the construction of inflation expectations from the TIPS is in Appendix to
Exhibit B-1).

Source: MMS Function, FRBNY and Swiss National Bank.

Exhibit A-8. Comparison of Alternative Measures of Trend Inflation

These charts display widely used measures of trend inflation. The measures of CPI
inflation include the core, the median, the trimmed mean (Cleveland Fed), a smoothed
measure (from overall CPI inflation using a time series model estimated at FRBNY') and
the UIG measure. The measures of PCE inflation are total, core, the trimmed mean
(Dallas Fed), and a smoothed measured (calculated in a manner similar to the smoothed
CPI measure). Source: FRB Cleveland; FRB Dallas; MMS Function, FRBNY; and

Swiss National Bank.

Appendix to Exhibit A-7. Construction of UIG (Underlying Inflation Gauge)

The Underlying Inflation Gauge is a measure of underlying inflation that incorporates
information from a very broad set of nominal and real variables. It is constructed using a
dynamic factor model to extract a common component from the set of variables, and then

removes the high frequency movements (fluctuations whose frequency is up to one year)
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from this component. This filtering reflects our view that monetary policy is primarily
interested in shocks with a medium-term impact on inflation. In terms of units, the UIG

maps into a measure of consumer price index.

FRBNY: Blackbook, May 4, 2006 Confidential(FR) Class Il FOMC 39



0¥ d PRARHISIY-DINOA II SSE[D 900C ‘¥ e\ Sooqdeg ANIYA

1SeJ310} B JO ajep 01 Joud asesjal elep e ajealpul SJI[el| '1SeJ810} B JO ajep 8y 199]jal SuUwn|o) :SaJ0N abueyo anjosqe 7O 01 7O «

0 L002

00 00 00 6T 8T 87 0Z 0Z 0¢ AT A A W/ ge 7e g¢ 009002

0 9002

« 20 70 00 rATAN AR 0 '/ WA A A 5/ A A 9¢ 9¢ te¢ 0+0S002
0 G002

x G0- G0 GO 0Z 6T 67T 0¢ 0¢ O0¢€ T¢ T¢ O0€ ze ze T1TE¢ 0%0 700z
0 7002

x V0 VYO Vo AR A AR A/ T¢ T¢ T¢ 62 67 62 ge 8¢ g¢ 0¥0 00
L'y v 6V 8T 8T 8T 6T 6T 67 72 6T 0¢ ve 67 T¢ 0 L002

L'y LY 6V 6T 8T 8T 0Z 0Z 02 T2 €7 1¢ A A S ¢ 2002

L'v LY 6V 0Z 6T 87 6T 6T 67 12 07 12 A X A 20 1002

L'v LY 6V 0Z 6T 67 172 17 71¢ vZ €7 vt ¢ e g¢g 10 2002

v LYV 6V ¢ 0C 0¢ AR A AR A/ 12 17 ¢£¢ 0¢ 67 8¢ 0 9002

L'y Lv 6V 27 1T 0¢ AR A AR A/ 6T 8T ¢£¢ g¢  G¢  ¥¢E £0 9002

L'v LY 6V vz 17 0¢ 8¢ VT T 6T €7 €7 e ¥¢ T¢ 20 9002

8y 8% 6V 0z 0¢ 0¢ 0z 02 G§¢ ee  TCZ ¢ 8y Lv 0V 10 9002

06 06 06 ve 17 T1¢ 62 L7 9¢C ge g¢  0¢€ LT 9T TT 0 G002

06 06 09 €T €T €7 L L't Lg ge  g¢  g¢ v Tv TV £0 5002

76 TG TG LT LT LT ge  g¢  g¢ 9Z 97 9¢ ge  g¢  g¢ 20 5002

AT T vz vz  ve €7 €7 €7 T¢ T¢ T¢ ge 8¢ 8¢ 70 5002

90AeN 90seN 9Quer 9oAeN 90BN 9Quer 90AeN 90/eN 9Quer 90AeN 90seN 9ouer 90AeN 90/eN 9Quer
aley juswho|dwaun 30d 8100 Jore|j8@ 30d Xapu| 8dlid dao dao [esy
adA1 ureyd

arey r1wdwikodwou) 9yl pue ‘sadtId ‘d(D JO SaSuey)) 953e1UdIdJ PIrdd[01J pue [emdV [-V UqQIYXH

S[Te19(J 1582310 'V

2SP2I01 J0LDDILOID - ANdM




1 M P3msY-DINO 11 Ss¥D 9002 ¥ Ae N “Yooqs(aelg : AN

(3ONVHI % ¥O/v0) 3LV IDONVHOXT IALLOTHT
(LN3O¥3ad) a13IA ANO4d vvd
(IN30¥3d) 3.Lvd SaNN4 a34
SI1GVIAVA LINAVIN TVIONVYNIL
SANVSNOHL NI ‘HLNOW d3d IOVHIAY
SANVSNOHL NI “TV.1OL
(3ONVHO 7O/#0) INFWAOTdINT TTOHAVd WHVANON
(73A37 #0) 31vd NOILVdIOILHVd
(T3A37 #0) 3LV INIWAOTANANN
S319VIIVA INFWAOTdNT
S1S00 ¥0avT LINN
dNOH ¥3ad LNdLNO
dNOH ¥3d NOILVYSNIdINOD
30d 3400
30d
d01v143a das
(rOFO) SADVYMIALIAILONAOE/NOILY 14N
S140dX3 13N
INIWLSIANI AHOLNIANI
V00T ® ILVIS
Ivy3a3ad
AINIANYIAOD
AINIWLSIANI TVILNIAISIA
IHVYMLHOS B INFWNINOI
S3INLONYLS
149
NOILdINNSNOD
SYASVYHOUNd DILS3ANOA OL SATVS VNI
(¥OFO)SNOILNGIFLNOD HLMOHD
#O/70) dao 1vad

1002 9002 5002 1002 9002 5002
pieog ANGYA

S1S€29J0,] 00qUIIN) pue X NI ] Jo uosredwo) payreId( :g-v MqIyxg

2SPI91 0] DAIPAID - AN




Y Y PRRHISIY-DINOA 11 SSE[D

9002 ‘v Ae ooqyerg : AN

1eak [eds1) 8y} UO paseq ale siequinu Aj1eaA \p safes 39Nl 1yBi| pue oine paliodwi pue 911SIWOP SIPNIDU| \E S[9AS] ¥O JO PUS BJe SBN[EA [enuuUY \Z ddS [eal 0] UOHNGIIUOD YIMOID \T "anfeA pariodal e aledipul solfe)| “paisnipe Ajjeuoseas ale 1191ap [eJapa) 8y} pue satel 1S919)ul Uey) Jayl0 Saas ||y :ILON

9'862" T 158 LLTe- XA VIN# VIN# VIN# VIN# VIN# VIN# VIN# VIN# £6TT- 2'69- sy 9'9/T- “\r (VSN '$1!g ‘siseq payiun) 110143a/SN1ddNS 1vd3a34
69T 89T 69T 69T 0LT 69T 69T 69T 697 89T 89T 69T 6'ST 6LT [ 59T ceryg (WY SLING TIN) S3TVS 31DIHIA LHOM
€.81 €861 zL02 056T 0581 0.8T 088T 068T 006T 0€6T 06T €12 6502 1012 yr0z €802 4V ‘SNOHL) SLYVLS ONISNOH JLVAIYd
Ly L'y 0's v's L'y Ly L'y L'y L'y L'y Ly 34 0's 0's TS s “\Z (%) 3LV dW3NN NYITIAID
08 018 6'8L TLL 128 128 028 6718 518 718 808 708 86L 58l 9'8L 18l (% ‘ONIYNLOVANNYIN) NOILYZITILN ALIOVdYD
ALIAILOY V34
8T 8T €T €e 6T 6T 6T 6T 9T 8T €T sz o€ T 0T 81T (SSANISNEG WHV4NON) LSOO 08V LINN
82 62 Sz 9z 8 82 8¢ 8T 8C 8T 8¢ ze €0 Y v 8'€ *(SS3NISNE WYVANON) ¥NOH ¥3d LNd1NO
9v L'y 8'€ 6 N4 9v 9y oY 44 oY Ty LS e S's €T 9'g (SS3NISNE IWYVANON) ¥NOH ¥3d NOILYSNIdNOD
2z Sz T2 T T T2 2z €z v'e v'e Lz vz v’z 9T 0z sz “X3ANI 301¥d ¥INNSNOD 30D
x4 o€ re €€ e €2 €2 vz (&4 ST 34 zT ze S's LE ST X3ANI 3014d YINNSNOD
67T ze 0z ze 8T 67T 0¢ 0Z Tz e v 0z v €1 LT v S3YNLIANIX NOILIWNSNOD TYNOSHId 3H0D
0z ST o€ TE 61 0z 6T 4 e ze g€ 0z 62 r'e € x4 S3YNLIANIAX3 NOILIWNSNOD TYNOSH3d
2z €2 Te 62 T T2 12 v'e 14 6T 6T €e g€ €€ 92 TE 4OLv143Q LIDIdNI daD
(4v *abueyd %) ALIAILONAOYd ® SIOIYd
62 0¢ €T1C 96 62 TZ 9z Th- o [as 60 0T TTL zsT- 16T 37 *"S3AXVL Y0438 SLIH0¥d LVH0dH0D
00 90 v'0- LT 20 70 T0- S0 Lo €0 Lo L0 z0 9T o 0] (1da 40 %) LYY ONIAVS TYNOSHId
[44 ze S0 Y Sz 'S L'y [a4 871 TS 9 ze L9 v z0 ve- INOONI 318YS0dSIA TYNOSHId vy
z9 09 oY gL N4 €L 99 €9 [a4 €L 59 z9 7’6 92 St 0z JWOONI TYNOSH3d
(4v ‘abueyD 9%) IWOINI
0L 0L €9 9 0L 0L 0L 0L 0L 0L 69 €9 €9 09 09 09 a731A aNOg Yve
€5 €5 Sy Ty €5 €5 €5 €5 €5 €5 TS 9y Sv 4% 4% X4 " INFNNIIA0D ¥A-0T NO QT3IA
00 00's 16€ v6'T 00 00'S 00'S 00'S 00'S 00'§ 68’7 er'y L6'€ ev'e 26T 'z (13949vL) 3LV SANN4 Tvy3a34
(%) SNOILdWNSSY 31vY LSIHIINI
0e 0z 1 60 o€ o€ o€ o€ o€ o€ 0z 00 €0 z0 9 9T SININNYIA0D VOO0 % ILVLS
S 9 x4 [a4 0z or 0¢ 09 0z o 0z 80T 92 S'L v’z x4 “ INTFWNYIA0D Tvy3a3d
TL 9L €g 90T 0L TL [ TL 89 9 SY 0€T 12T v’z o v'L SLHOdNI
99 99 7’9 T9 59 59 89 59 6'S §'§ o€ 12T 0's sz L0T SL S1¥0dX3
50 90" zo- 60 S0 S0 50 S0 S0 g0 v'o- 80" [as T0- TT 70 \T (NOILNEIILNOD HLMOYD) SLHOdX3 L3N
8T Lv- 9L 99 0z 00 o€ 09" 09" 0g 00T 9z 82 €L 80T 56 ININLSIANI TVILNIQISTY
96 70T 89 60T L8 7’6 ot 10T 66 96 8L YT Sy '8 88 s INIWLSIANI 3XI4 SSIANISNE
ze 8¢ 6T 8'€ ze ze ze ze €€ g€ o€ §'g 60 TV v'e g€ *'S3YNLIANIAXI NOILINNSNOD
9€ 6€ ze ¥4 9€ Le g€ g€ €€ re v'e 'S 62 o T2 ¥4 **SASYHO¥N LVAIY O1LS3N0A
00 10 10 z0 T0 00 00 00 00 20 60 g0 61 7’0 T €0 “\T (NOILNEIYINOD HLMOYD)  STIIHOLNIANI NI IONYHO
€€ 9€ ze 8'€ r'e 7'e ze ze o€ g€ TE -84 LT T €€ 8'€
(4v ‘@BueyD %) SLININOJWOD ANV dad9 TvIY
1002 9002 5002 7002 ¥0:,002 €0:,00C 20:2002 10:2002 ¥0:9002 €0:900C 20:9002 T0:9002 05002 €0°5002 20:5002 T0:5002

JOVYIAY IVNNNY/TIATT O/FONVHO % vOIv0

2SP2I01 J0LDDILOID - ANdM

d[qe ], yudwspn( i¢-y IqIyxy

S[Te19(J 1582310 'V




€Y dd PRRHISIY-DINOA 11 SSE[D

9002 ¥ L2 ooqsperg AN

‘Buipunos 01 anp ymmoib 4go o1 dn ppe 10u Aew suoingliuo) 810N

00 T0 10 20 10 00 00 00 00 20 60 g0 6T vo- T €0 S3IHO INIANI NI IDONVYHO
= S oe 71- 7T zT- 2T | z 1T @0 = | 6= w0 00 - e SLHOAII
G 50 . . 70 0 70 70 90 90 €0 71 50 0 1 g e S1HOdXT
s g0 . s 0- S0 SO | g0 S0 vor go- | ¥- TO TT PO- e s S1MOdX3 13N
70 20 T0 10 v v'o v'0 v v'0 v'0 20 00 00 00 €0 gQ SINIANYIAOCD TVOO1%® ILVIS
20 €0 z0 €0 10 €0 10 v'0 10 €0 10 L0 z0 G0 z0 20 0 T INIANEIAOD TvH3IA3d
TO- €0 70 70 10 00 20 ¥O | YO €0 90 z0 20 70 90 g0 INIWLSIANI TVILNIAISTY
TT TT L0 TT 0T T TT T TT 0T 80 ST G0 60 60 90 e INIWLSIANI d3IXId SSANISN
ez L2 T2 L2 ze ee 2z ze €z v'e L4 8¢ 90 6C v'e ve 0 e S3INLIANIAXI NOILAWNNSNOD
8'€ (0% g€ S 8'€ 6'€ 9€ Le ge 8'€ 92 29 TT Ly vy e v SY3ISVYHOHUNd J11S3INOA OL S3ATVS 1VNIL
‘pmoIB 4@o 01 suonngImuod

€€ 9€ ze 8¢ v'e v'e ze ze o€ Ge TE 8 LT Ty €€ grg e (810Yy lENUUY ‘YIM0ID) ddD TVIY
100 900¢ G00Z ¥00Z 29} €0 20 0 0 €0 20 10 70 o) 20 0

T13A37 ¥O/FONVHO % vO/FO ,002 9002 5002

2SP2I01 J0LDDILOID - ANdM

(suonnqmuo) Pmoin) syuduodwon) pue JOO [89Y -V HNQIUXT

S[Te19( 1582330 'V




Py 4 PRSI -DINOA 1T SSP[D

9002 ¥ Ae N “Yooqs(aelg : AN

"YaJey SI SIBYIO0 |[e pue ‘JIaqWAAON SI 4dS ‘YdJeN SI J8SIApY 0Joep pue diyD an|g Jo aseajal SN0IAaId (S9I0N

900¢/v1iv

900¢/v/S

ajeq ases|ay

z0-9002 10-9002

€0-9002

IdD 330D

900¢/v1iv
900¢/ET/C
900¢/0T/v

900¢/v/S

a1e ases|ay

IdD

900¢/v Tl
900¢/ET/C
900¢/0T/v

900¢/v/S

900¢/v/S

ajeq ases|ay

20-9002 10-9002

ddd
§1S€2910,] UONEB[JU] PUL J9 ANBUINY G-V NQIYXH

2SPaI121 101 PRIRAID - ANIM

SI9SIAPY 0JOBN

ANGYA

SI3SIAPY 0J0BN
4dS uelpaiy
diygpanig

ANGYA

SISSIAPY 02BN
4dS uelpaiy
diyo anig
[9PON ISd

ANGYA




SY g PPRHISIY-DINOA 1T SSE[O 900C ‘¥ e\ Sooqdeg ANIYA

8e,  TLS 071- 60 60 ¥4 12 S90S uolenodsuel |
9T'9 9LV o ot LY TV S S9IIMISS ale) [edIpaN
IE€  19C €0t L'l ad 7T 9y awoH woJy Aemy 6uibpoT]
0808 t¥'ee €'g 8¢ ze 8¢ 9C Y wareAinb3 s1sumo
vS',L €8S 0'S ge 7'e ze T¢ aouapisay Areuwld Jo ey
9T'TL 90'GS % Ve L€ 8¢ 6¢C S32IAIBS 810D
€€z 0871 A% o4 TC- L'T ee S8JIYBA Pasn
999  9T'S 6'0- o4 8T 20" €0 Sa[0Iya\ MaN
96'¥T 8S'TT 00 00 L0~ G0~ 00 Spoo9 d|geing
88T 9T Z'S v L'y TV % SanIpowwo) are) [edIpaN
687  6L€ 62T A €0- Z1- 9'0- jareddy
G8'8Z g g'e ) 9'0 20 ¥'0 SP009 810D
8/ G'g Gge 02 02 (VSN) IdD Wbism-ureyd 8109
00'00T /LE'/. v 8¢ L2 T2 zc ABi1au3 pue pooH x3 swa)| ||V
G6'S GC ee Te T€e TE BWOH woliH Aemy pooH
v6°ET 9'0 GZ GZ 9¢ 9¢ poo
0€ 9¢ LT A4 € ABiau3 x3 sway ||V
69'8 19T 8'T¢ 8'0T- WA 8T ABisu3z
00°00T 58% ey Z1T v'e ee Xapu| 90lid Jawnsuo)

210D [|e10]

(5002 18quia29Q) YIUON T YIUOIN € YIUOIN 9 YIUOAN T  YIUOIN 12
mE@_m>> [eAlalu| pareaipu] JIaAQ abuey) 1uadlad pazijenuuy

900 HOYVIA 40 SV VLVA XHANI HOIdd ¥HIWAOSNOD - T 2Iq® I, 99U2JI9)9Y :9-V NqIyxq

S[Te19( 1582330 'V

2SP2I01 J0LDDILOID - ANdM




9¥ dd PRRHISIY-DINOA 11 SSE[D

9002 ¥ L2 ooqsperg AN

8T
91-
oY
6'€
L'y
6C
€S
S€
8'ST
0'6
61
8'1-
N7
a4

UIUON T

6T
¥'0-
¢c¢
S
9¢
9€¢
6°€¢
Ve
971
19
L¢
8'0-
9¢
L€

YIUON €

€c
91
0¢
1744
8¢
€€
L'E
9¢
T0
0¢-
8¢
0'T-
0T
V1

UIUO 9

8'Z
0
91
0
L2
T
LT
Ve
81
Ve
80
s
8
6¢C

UIUOIN ZT

[eAla1u] paledipul JI8AQ abueyD 1usdlad pazijenuuy

9¢
Ve
LT
0¢
6°¢
€c
8¢
[
6°0-
€¢
L'T
6°0-
9¢
8¢

UIUOI ¢

pasegq 19)e|\ 10N-S92IMSS SSauisng [euosiad
paseq 19)Ie\-S92IMSS Ssaulsng [euosiad

10le|}ad 30d @100 pased 1)Ie\
ABl1au3 pue poo4 x3 Jole|jed 30d

ale) [edIpaN
uoneuodsuel|
BuisnoH

S92IAISS

saoys pue Buipoo
SP009 a|gqeinpuoN

sued pue ss|oIyaA I010N
SpPo09) 3|qeing

Jole|}a@ 30d paseq 1931
Jole|}a@ 30d

900 HOYVIN 40 SV VLVA YO.LV'IAHA HOd - T 2Iq¥,L 2°U319)9Y :9-V HqIYXy

2SP2I01 J0LDDILOID - ANdM

S[Te19( 1582330 'V




Ly 4 PRRHISSY-DINOA 11 SSE[D 900C ‘¥ e\ Sooqdeg ANIYA

9'6 69T eeT zeT L) ABisu3z pue poo- x3 sjeusie|\ spnid
2'8¢- €0r- S0z 6% T8 S[euaYey apniId
GT L9 G/ 8% 09 ABiau3 pue pood X3 sjeusle\ arelpaulIa|
ST o€ 0'S 0L 6L S|elale arelpawlalul
2¢ ze LT 6T Zzz ABisuz pue pood x3 sSpPoo9 JSaWNSUOD paysiul
GT T€e GT LT T2 ABlau3 pue poo4 X3 Spo09 paysiul
e z'T- 00 G0 90 (VSN) awdinb3 payejay pue uonedunwwod
Tl¢e €.le v'ee- v'ee- 102 (VSN) siaindwo 21uon09|3

LT G2 TT 7T 0¢ wawdnb3 [ende)d

81 0€ 00 g0 TT s9|qeing

87¢T G- 6T 6'8 838 p00H X3 Sa|qeinpuoN

06 8¢ €1 g9 g9 p004 X3 SP0o09 Jawnsuo) paysiui4

'8 0'v- G0 % 0'S SP0o09 JBWNSU0D paysiul
Z9 SC 80 g (8% Spo09 paysiuld

UIUO T UIUON € UIUOW 9 UIUOW 2T UIUOW t2

[eAJa1u] paledipul 18AQ abueyD 1usdlad pazijenuuy

900 HOYVIA 40 SV VLVA HOTYd ¥HO1dO¥Ud - € 2IqE,L 29U219)9Y :9-V HqIyxy

S[Te19( 1582330 'V

2SP2I01 J0LDDILOID - ANdM




FRBNY - cleared for release

A. Forecast Details

Exhibit A-7: Underlying Inflation Gauge
(UIG) and TIPS Implied Inflation

Percent Percent
33 33
Bl Average UIG over 2y B Average UIG over 2-3y B Average UIG over 3-5y
31 r —TIPS 2y —TIPS 2.3y —=TIPS 35y 131
29

27
25
23
21

19

17
28-Feb 31-Mar 23-Apr 31-May 30Jun 29-Jul 26-Aug 27-Sep 23-Oct 30-Nov 30-Dec 31-Jan 21-Fed 22-Fed 28-Feb 15-Mar 16-Mar 20-Mar 21-Mar 31-Mar 17Apr 18-Apr 19Apr 23-Apr 3-May
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Exhibit A-8: Underlying Measures

of Trend Inflation
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B. Financial Markets

Exhibit B-1. TIPS Implied Inflation at Various Horizons

The first chart in this exhibit displays the time series of implied expected CPI inflation
from the TIPS market (a non—technical description of the construction of this measure is
in Appendix to Exhibit B-1 below). The second chart shows the computed change in
carry-adjusted measures from January 30" to March 23",

Source: Capital Markets Function, FRBNY

Exhibit B-2. Breakeven Inflation Table

The breakeven inflation table reports yields on the most recently issued five- and ten-year
nominal Treasury securities and Treasury inflation indexed securities as well as the
spreads between comparable maturities.

Source: Capital Markets Function, FRBNY

Exhibit B-3. Smoothed Treasury Yield Curve and Implied Forward Rate Curve

The five charts in this exhibit are: (1) the path of the 3-month and 10-year Treasury rates
since March 2003; (2) the smoothed (off-the-run) Treasury yield curve on December 12
(prior to the December FOMC meeting), January 30 (prior to the January FOMC
meeting), and March 24 (current); (3) the implied forward rate curve for the same three
dates; (4) the path of the implied 4-5 year nominal and real forward rate since March
2004; and (5) the path of the implied 4-5 nominal forward rate and inflation
compensation since March 2004.

Source: Capital Markets Function, FRBNY; Monetary Affairs, BofG

Exhibit B-4. Expected Path of Fed Funds Target Rate Derived from Futures

The chart in this exhibit shows the changes in expected path of the Fed Funds target rate
since the last FOMC meeting, derived from Fed Funds and Eurodollar futures. A constant
term premium risk adjustment is made in these calculations but there is no allowance for
time-varying risk.

Source: MMS Function, FRBNY chart; Monetary Affairs, BofG data
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Exhibit B-5. Implied Skewness and Implied Volatility (percentages)

The chart in this exhibit shows the recent behavior of a measure of implied skewness
derived from Eurodollar options. Positive (negative) implied skewness means that a
tightening (easing) surprise around expected rate is expected to be larger than an easing
(tightening) surprise. In addition, implied volatility in percentages is plotted. Both
measures are averages of 3-, 6- and 9-month values. No risk adjustment is made.
Source: Capital Markets Function, FRBNY

Exhibit B-6. Implied Volatility on Eurodollar Options (Basis Points)

The charts in this exhibit show the current and historical behavior of the 90% confidence
interval (i.e., financial markets expect 90% of the time the actual FFR at the specified
date will be within the interval) for the Fed Funds Target implied from financial markets
options. The first two charts show how the 90% confidence interval has changed since
the last FOMC meeting. The next chart shows the current confidence interval around the
expected path. The final two charts show a long history of the behavior of the confidence
interval at the 6- and 12-month horizons. No risk adjustment is made.

Source: Monetary Affairs, BofG

Exhibit B-7. Dollar Exchange Rates

This exhibit contains four charts showing the behavior of the dollar in the last five years.
All series are defined so that a decline in the index represents a depreciation of the dollar.
Effective rates are computed by the Board of Governors using a “narrow” set of weights,
for 16 major exchange rates.

Source: BofG; BIS; International Research Function, FRBNY

Exhibit B-8. Implied Volatility on Yen/Dollar and Euro/Dollar Exchange Rates

The first set of charts in this exhibit contains the one month ahead implied volatility on
Yen/Dollar and Euro/Dollar exchange rates as measured by the width of a 90 percent
confidence interval. The second set of charts show the change in the expected implied
volatility over the next six months.

Source: Markets Group, FRBNY; Reuters
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Exhibit B-9. Energy Futures Curves

This exhibit contains charts showing futures curves for gasoline, heating oil, natural gas,
and crude oil. August 26 represents the state of the futures markets just before Hurricane
Katrina. December 7 represents the state of the markets prior to the December FOMC
meeting, January 27 represents the state prior to the January FOMC meeting, and March
23 represents current data.

Source: Bloomberg.

Appendix to Exhibit B-1. Construction of Implied Inflation from TIPS

The implied inflation series are estimates of the inflation expectations derived from TIPS
and nominal Treasury securities, not accounting for risk premia or other technical factors.
They differ from the simpler breakeven inflation rates which just subtract the real yield
on TIPS securities from the on-the-run treasury yield with the same maturity. For each
individual TIPS, we solve for the inflation rate that equates the discounted payments of
the TIPS to its price, where the discount rates are derived from off-the-run nominal
Treasury securities. We then calculate two-, three-, and five-year inflation rates as the
inflation rate corresponding to a TIPS with duration of two, three or five years
respectively. Finally, we compute approximate forward rates from the rates at the shorter-
and longer-dated durations. For example, the two-to-three year forward rate is computed
from the two-year and three-year implied inflation values. The five-to-ten year forward
rate uses the five-year implied inflation value and the implied inflation rate on the most

recently issued ten-year TIPS.

The carry-adjusted implied inflation series are measures of inflation expectations that
remove the impact of forecast inflation accrual in NSA CPI over the 2.5 month
indexation lag period in TIPS. Since inflation over that period is either known or largely
predictable, it induces predictable variation in the unadjusted implied inflation series that
is not necessarily related to future expected inflation. Our adjustment is derived from the
forecast of NSA CPI implicit in same day CME CPI futures contracts.
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B. Financial Markets
Exhibit B-1:
TIPS Implied Inflation at Various Horizons
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B. Financial Markets

Exhibit B-2:

Breakeven Inflation Table
Real and Nominal Yield Spreads

31-Jan-05 30-Nov-05 30-Dec-05 31-Jan-06 28-Feb-06 31-Mar-06 28-Apr-06 4-May-06
Five-year Spread (%) 2.55 2.37 2.23 2.52 2.68 2.58 2.65 2.72
Ten-year Spread 2.48 2.37 231 251 2.54 251 2.64 2.68
Five-year Real Yield (%) 1.17 2.01 2.08 1.94 1.95 2.23 2.31 2.32
Ten-year Real Yield 1.67 2.09 2.04 2.03 2.03 2.34 2.45 2.48
Five-year Nominal Yield 3.72 4.38 4.31 4.46 4.63 4.81 4.96 5.04
Ten-year Nominal Yield 4.15 4.46 4.35 4.54 4.57 4.85 5.09 5.16

Source: FRBNY. 8:40am quotes.
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B. Financial Markets

Exhibit B-3:
Interest Rates

Short- and Long-Term Rates Treasury Yield Curves
Percent Percent Percent Percent
6 6 5.9 5.9
57 - 1 5.7
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55 - 1 55
4 4 53 - 453
5 5 51 M 151
49 March 27 149
2 2 47 L V, 47
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1 1
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0 0 0 1 2 3 4 5 6 7 8 9 10
May-03 Oct-03  Apr-04 Sep-04 Mar-05 Aug-05 Feb-06 Maturity (Years) Note: Estimated using
Source: Bloomberg Note: Yields of on-the-run securities Source: 8:40AM quotes and FRBNY Calculations off-the-run securities
Treasury Yield Curves: Implied One-Year Forward Rates 4-5 Year Forward Rates
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aturity (Years) Note: Estimated using Source: 8:40AM quotes; CPI and CME Note: Carry-adjusted data from 3/17/04.
Source: 8:40AM quotes and FRBNY Calculations off-the-run securities CPI futures; and FRBNY calculations ~ Data from 8/19/05-8/31/05 unavailable.
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B. Financial Markets

Exhibit B-4: Expected Path of the Fed

Percent Funds Target Rate Derived from Futures Percent
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Source: CME and Author’s Calculations

Joshua Rosenberg
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B. Financial Markets

Exhibit B-6:
Implied Volatility on Fed Funds Options
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B. Financial Markets

Exhibit B-7:
United States Exchange Rates

Dollar-Euro Exchange Rates

Yen per Dollar
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B. Financial Markets

One-Month Volatility — Past Year

Percentage points

Exhibit B-8:
Euro and Yen Implied Option Volatility

Euro options are in red and Yen options are in blue
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B. Financial Markets

Gasoline Futures

Exhibit B-9:
Energy Futures Curves

$/gallon $/gallon

2.1 2.1
2 r 12
19 119
January 30
August 26
1.8 118
17 L March 27 117
1.6 . . . . . . . . 16
Sep-05 Jan-06 May-06 Sep-06 Jan-07

Source: Bloomberg Months Forward

Natural Gas Futures

$/MMBtu $/MMBtu
13 13

January 30
12 12
11 111
10 R 10
9 9
March 27

8 r August 26 8
7+ 17
6 6

Sep-05 Mar-06 Sep-06 Mar-07 Sep-07 Mar-08 Sep-08 Mar-09

Months Forwar|
Source: Bloomberg onths Forward

Heating Oil Futures

$/gallon $/gallon

2.3 2.3
May 3

22 ¢ o 4 22

21 January 30 121

2 r August 26 12
19 I March 27 119

1.8 1 1.8
1.7 1.7
Sep-05 Jan-06 May-06 Sep-06 Jan-07 May-07

Source: Bloomberg Months Forward

Crude Oil Futures

$/Barrel $/Barrel

76 76
May 3

74 4 74

72 4 72
January 30

70 4 70

68 - March 27 -4 68

66 - 4 66

August 26
64 L L 64
Sep-05 Mar-06 Sep-06 Mar-07 Sep-07 Mar-08

Source: Bloomberg

Months Forward

FRBNY: Blackbook, May 4, 2006

Confidential(FR) Class Il FOMC 59



FRBNY - cleared for release

C. FRBNY Forecast Distributions

Background

The FRBNY forecast distributions are a generalization of techniques used at the Bank of
England and other central banks to show future uncertainties and the balance of risks.
The generalization allows for a dynamic balance of risks that is jointly assessed over
inflation and output. There are two classes of shocks to current central projections that
are of interest to central banks: supply shocks, which move inflation and output in
opposite directions; and demand shocks, which move inflation and output in the same
direction. Instead of providing a static assessment of the risks we use a dynamic one that
allows the probability of a deviation to build over time. After a deviation, it is assumed
that the economy returns to its average long run behavior centered at the implicit inflation
target and potential growth. Although this is not a substitute for a dynamic model with an
explicit transmission mechanism for monetary policy, it can have good properties in
mimicking the behavior of an economy where the central bank has sufficient credibility

to achieve its long-run inflation target while pursuing short-run stabilization policy.

Exhibit C-1: Risks

This exhibit shows the “balance of risks” for the individual alternative scenarios listed in
Section 3 (“FRBNY Alternative Scenarios and Risks”) and the central scenario contained
in the Bank’s forecast. Two types of measures of the balance of risks are shown. One
type indicates the probability of being in a particular scenario at a specific date. These

scenarios are mutually exclusive so at any specific date they add up to one.

A second type calculates the probability of being in a particular scenario at any time
through 2008. The one exception is for the central scenario, where the probability shown
is for not deviating from this scenario at any time through 2008. Hence, one minus this
latter probability is the risk of deviating from the central scenario at some point over the
forecast horizon and this is equal to the sum of the probabilities of the other scenarios

occurring.
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Exhibit C-2 & C-3: Alternative Scenarios

These exhibits take the balance of risks for each scenario and show their implications for
GDP growth and core PCE inflation. They plot the expected path (calculated by
averaging all paths that have at least one quarter in that scenario) of four-quarter changes
in the core PCE deflator and real GDP under the central scenario and the alternative

scenarios.

The global deflation scenario assumes that output growth is slower than the central

scenario and inflation is dramatically lower. The overheating scenario assumes that for
two quarters the economy grows quicker than expected under the central scenario, with
both inflation and output higher than our central forecast. Then the real economy slows

dramatically but inflation continues to be above the central forecast.

Exhibit C-4 & C-5: Fan Charts

Fan charts are shown for the core PCE deflator [Exhibit C-4] and real GDP growth
[Exhibit C-5]. These charts are constructed to represent the overall uncertainty contained
in our main scenario and alternative scenarios. They combine the information contained
in the previous exhibits with the additional uncertainty that we cannot predict perfectly
the path of the economy, even if we knew which scenario was true. The amount of total
uncertainty in the forecast distributions is now calibrated to imply fundamental interest
rate volatility lower than that given by the implied Eurodollar forward volatility curve
averaged across possible policy rules from a market perspective (see the text for Exhibit
D-4). In addition the expected value for each of the two forecast distributions is included
in the fan chart. These expected values are computed as averages over the realizations
across all possible scenarios considered in Exhibit C-1.The difference between this
profile and the central bank scenario is another measure of the balance of risks. If they
are equal the risks are balanced; if the expected value is above the central bank scenario,
there is upside risk; if it is below, there is downside risk.

Source: MMS Function, FRBNY
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C. FRBNY Forecast Distributions

C-1: Risks
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C-2: Alternative Scenarios of Core PCE Inflation
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C-4: Four Quarter Core PCE Inflation Forecast
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C-5: Four Quarter GDP Growth Forecast through 2008

Percent Percent
6 6
5 5
4 4
: 4\ 3
2 2
1 L L L L L L 1
2006 2007 2008

Note The probai ity Intesval shows the 50, 75, and 90 percent chance that the four quarter change In Core PCE
i1 De within the respactive range. The thick biack line fepresnts the expectad value of the forecast

Source: MMS Function (FRBNY)

FRBNY: Blackbook. May 4. 2006

Confidential(FR) Class I FOMC 62



FRBNY - cleared for release

D. FRBNY Fed Funds Rate Projections

The exhibits in this section are constructed using the baseline specification, and two
modifications, of the policy rule detailed below, the Bank forecast distribution, and
information from Fed Funds futures and Eurodollar futures. The policy rules convert the
uncertainty over future inflation and output into uncertainty about future values of the
Fed Funds rate. This allows us to use information from financial markets to calibrate the

type and amount of uncertainty.

In all specifications the policy rate responds to deviation of inflation from target and
output from potential, and incorporates some degree of inertia. We draw the future paths
of these deviations from the forecast distribution of inflation and output (we specify an
implicit inflation target of 1.5%, and assume potential output growth is 3.3%.

The two modifications of the baseline rule that we use in this cycle, labeled Pause and

Inflation Hawk, are obtained as follows.

The “pause” is obtained as follows. We compute the level of the FFR implied by our
baseline Taylor rule, given the realizations of inflation and output gap, and imputing
4.9% as initial value for the forecast (this is the assumed average for the FFR in 2006-
Q2). We denote this rate as r” and then apply the mapping described in the table below to

produce a policy rate for the last two quarters of 2006.
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Standard

Policy Rule Average FFR in Average FFR in
Prescription 2006Q3 2006Q4
r* < 3.00 4.0 r
3.00<r*<

3.75 4.0 4.0
3.75<r*<

4.00 4.5 4.5
400<r*<

4.25 4.75 4.75
425<r*<45 |4.75 4.75
45<r*<4.75| 5.0 4.75
475<r*<

5.00 5.0 5.0
50<r*<5.25 | 5.0 5.0
5.25<r*<5.5 | 5.0 5.25
55<r*<5.75 |5.0 55
5.75<r*<6 5.25 55

r*>6 5.25 r*

The “inflation hawk™ policy rule follows the “pause” rule in 2006Q3 if four-quarter core

PCE inflation remains below 2.1% but increases the FFR twice by 25 basis points in June

and August if its does not. In 2006Q4 the prescription of the standard policy rule (with

initial condition from the inflation hawk rule from the previous quarter is followed)

unless inflation remains above 2.1%. Then the maximum of 5.75% or the prescription of

the standard policy rule is followed.
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Exhibit D-1: Implications of Different Policy Rules for Nominal Fed Funds Rate

Exhibit D-1 shows the expected path of the FFR under the three rules described, together
with the most recent implied market path from Exhibit B-5.

The paths under each rule are constructed by evaluating the policy rule at each of the
draws from the forecast distribution of output and inflation and then averaging them to
produce an expected path under that particular rule.

Exhibit D-2 & D-3: Alternative Forecast Scenarios: Nominal and Real Federal Funds
Rate

In these exhibits, we focus on the policy rule “pause” and evaluate it under the Bank’s
central projection, and under the alternative scenarios of a productivity slowdown, a
productivity boom, and overheating. Each path is obtained by evaluating the “pause” rule
at each of the draws from a forecast distribution of output and inflation under that
particular scenario, and averaging them to produce an expected path. The pause rule is
also evaluated at the Bank’s central forecast. Exhibit D-2 presents the implications for the
nominal FFR. Exhibit D-3 presents the implications for average ex post real rate
obtained by subtracting the four-quarter lagged change of core PCE inflation from the

paths of the nominal rate.

Exhibit D-4: Effect of different inflation targets and recent actual FFR target
decisions.

This exhibit shows the effect of different inflation targets and gives a measure of how the
recent actual path of the FFR has differed from the prescription of our policy rule. This is
implemented by running the standard policy rule with two different inflation targets and
not using the information about the 10 most recent increases in the FFR. Thus, policy
rule paths are conditioned on the average FFR in 2004 Q4 of 1.9%. It also plots an
average over the three rules evaluated this cycle, with weights of 0.1, 0.6 and 0.3

respectively and the implied market path.
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Exhibit D-5: FFR Distributions

In this exhibit we examine the distribution of the FFR under the three different policy
rules through the second quarter of 2007. We also include the market distribution by
assuming it has a normal distribution centered at the market path from Exhibit B-5 with a
standard deviation derived from Exhibit B-6. The distribution is represented by a boxplot
to this allow more direct comparison of the implications of different policy rules. The box
represents the 50% probability interval, the line in the box the median and the tails the
90% probability interval.

Source: MMS Function, FRBNY

Exhibit D-6: Comparing Market Beliefs to FRBNY

In this exhibit, two metrics of measuring the distance between the market-implied path

and the FRBNY implied path are shown:

1. The percentile of the market distribution of the prediction from our policy rule.
2. The percentile of our policy rule distribution of the expected path priced into

markets.

There are many other sources of differences between the two paths. One important
consideration is the adjustment for risk in constructing the market path. We use an
adjustment from the Board that is constant over time but there is some evidence that the
adjustment may be time varying. Furthermore, the market faces uncertainty over the
policies and targets used by the FOMC. We can attempt to capture this uncertainty but
again it might vary over time.

Source: MMS Function, FRBNY

Policy Rule: Baseline Specification
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I, =pl, + (1—p)[i* + (on(nt - n*)+ goxxt]
p=0.8
izoerz =4.9

i"=4.25

n =15
@, =15
o, =05

n, :Core PCE 4 Q average

X, :Output Gap using 3.3% potential growth rate

Source: MMS function, FRBNY
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D. FRBNY Fed Funds Rate Projections

D-1: Implications of Different Policy Rules for Nominal FFR
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(Under "Pause™)
Percent Percent
4 4
Productivity Boom
35 {135
3t FRBNY Central Forecast | 3

25 125

Productivity Slump

2006 2007 2008

Source: MMS Function

D-2: Alternative Forecast Scenarios: Nominal FFR
(Under "Pause")

Percent Percent
6 6
verheat
55 %roducu’vityﬂurn\ 155
Market Implied___
5r 15
45 | 1 45
FRBNY Central Forecast
4 1 1 1 1 1 1 1 1 1 1 1 1 4
2006 2007 2008
Source: MMS Function (FRBNY)
D-4: Different Inflation Targets
Percent Percent
55 55
Average
5t 5
a5 | Market Implied | a5
41 1.75 Target 1a
35 - 35
3r 13
25 25
2+ 12
15 15

2005 2006 2007 2008

Source: MMS Function (FRBNY)
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D. FRBNY Fed Funds Rate Projections

Exhibit D-5: Fed Funds Rate Distributions

Exhibit D-6:
Market Expectations of Future FFR and FRBNY Outlook for FFR
Percentile of FRBNY Percentile of Market
Expectation in Market | Expectation in FRBNY
Distribution Distribution

Pause 37 12
Policy Rule 47 53
Inflation Hawk 78 27
Average 51 38

Note: "Average" weights pause at .6, rule at .1, and hawk at .3.

FRBNY: Blackbook, May 4, 2006
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D. FRBNY Fed Funds Rate Projections

D-7: Implied Forecast Differences from Wait/Don’t Wait

4 Quarter GDP Growth
% Change - Year to Year

% Change - Year to Year

4 4
38 - 1 38
36 - 4 36
3.4 4 3.4
Average
32 432
3 r 43
Don't Wait
28 28

2007 2008

Source: MMS Function (FRBNY)

D-9: Implied Forecast Differences from Wait/Don’t Wait

1 Quarter Core PCE Inflation (Annualized)
% Change - Annual Rate

% Change - Annual Rate

3 3
28 128
26 - Don't Wait 4126
24 L Average 124
22 122
2+ Wait 42
18 - 418
16 + 116
1.4 1.4

2007 2008

Source: MMS Function (FRBNY)

D-8: Implied Forecast Differences from Wait/Don’t Wait
4 Quarter Core PCE Inflation

% Change - Year to Year % Change - Year to Year
2.8 2.8
26 Don't Wait 126
24 | Average 104
22 - 1 22
2 r 12
18 Wait 4118
16 - 116
14 1.4

2007 2008

Source: MMS Function (FRBNY)

D-10: Implied Forecast Differences from Wait/Don’t Wait
FFR Quarterly Average

Percent Percent
5.8 5.8
Don't Wait

5.6 1 5.6
Average

54 - 1 54

5.2 1 5.2
Wait

5 - 15
4.8 148
46 4.6

2007 2008

Source: MMS Function (FRBNY)

FRBNY: Blackbook, May 4, 2006
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E. Regional Charts

Exhibit E-1. Federal Reserve Bank of New York’s Indexes of Coincident Economic
Indicators

The chart in this exhibit shows our monthly coincident indexes for New York, New
Jersey, and New York City through March 2006. The indexes are a composite of four
economic indicators: payroll employment, unemployment rate, average weekly hours in
manufacturing, and real wage & salary earnings.

More details on the methodology and construction of these indexes can be found at
http://www.ny.frb.org/research/regional_economy/coincident_summary.html

Source: MaRS Function, FRBNY

Exhibit E-2. Federal Reserve Bank of New York’s Indexes of Leading Economic
Indicators

This chart shows the growth in our monthly leading indexes for New York, New Jersey,
and New York City through March 2006. The growth in the index for a given month
represents a forecast of the growth in the coincident index nine months ahead. The
components used in these three indexes differ slightly, but include: housing permits,
stock prices, the national leading index, the lagged coincident index.

[NOTE: This index is not released publicly.]

More details on the methodology and construction of these indexes can be found at:
http://www.ny.frb.org/research/regional economy/coincident summary.htmi

Source: MaRS Function, FRBNY

Exhibit E-3. Private-Sector Job Growth in the U.S. and the Region

This chart shows the 12-month growth rate of private-sector employment for New York-
New Jersey (combined), New York City, and the U.S. (bars) from 1996 to present.
Underlying data can be found at:

http://stats.bls.gov/news.release/laus.t06.htm and

http://stats.bls.gov/news.release/metro.t02.htm

Source: U.S. Bureau of Labor Statistics
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Exhibit E-4. Unemployment Rates

This chart shows the monthly unemployment rate for New York State, New Jersey, New
York City, and the U.S. from 1992 to present.

Source: U.S. Bureau of Labor Statistics, New York State Dept. of Labor and the New
Jersey Department of Labor.

Data can be found at:

http://www.labor.state.ny.us/agency/pressrel/pruistat.ntm

http://www.wnjpin.net/OneStopCareerCenter/LaborMarketinformation/Imil6/releasel.ht

m
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