FRBNY BLACKBOOK

RESEARCH AND STATISTICS GROUP

FOMC Background Material
August 2010

CONFIDENTTIAL (FR) Class II FOMC

FRBNY - cleared for release



FRBNY BLACKBOOK

August 2010

CONTENTS
1. Policy Recommendation and Rationale
2. Evolution of Outlook and Risks
2.1 Central Forecast
2.2 Alternative Scenarios and Risks
3. Forecast Comparison
3.1 Tealbook Comparison
3.2 Comparison with Private Forecasters
4. Robustness of Policy Recommendation
4.1 Sensitivity to Alternative Scenarios and Policy Rules
4.2 Comparison to Market Expectations
Special Topie: The Annual NIPA Revision
5. Significant Developments
5.1 Economic Developments
5.2 Financial Markets
5.3 Global Economic Policy

EXHIBITS
A. Significant Developments
B. FRBNY Forecast Details
C. FRBNY Forecast Distributions
D. FRBNY Fed Funds Rate Projections

EXHIBIT OVERVIEW
Alternative Scenario Descriptions

Policy Rule Descriptions

=T O O N

10
10
16
17
17
18
19
26
26
29
33

36
48
56
59

62
67

FRBNY Blackbook, August 6, 2010

FRBNY - cleared for release

Confidential (FR) Class Il FOMC 1



1. Policy Recommendation and Rationale

In light of recent developments that suggest a slowdown in the pace of the economic
recovery, with considerable slack still remaining, we recommend that the target range for
the federal funds rate remain at 0.00-0.25% until the end of 2011Q3, one quarter later
than the recommendation in the June Blackbook. Extending by one quarter the period
through which the federal funds rate is expected to remain in the 0.00-0.25% range
maintains the same duration of the effective zero bound as in the last FOMC meeting.

Such policy path is in line with current market expectations.

As in the June Blackbook, we also recommend a change in the Fed’s balance sheet
policy. The current policy of not reinvesting maturing agency debt and MBS works to
reduce the size of the Fed’s balance sheet. At this time, such a reduction in the balance
sheet is undesirable given our outlook and the downside risks to both our inflation and
growth forecasts. We recommend that the proceeds of maturing agency debt and MBS
be reinvested instead. Because mortgage rates are very low and primary and secondary
mortgage spreads remain tight, the reinvestment strategy should target Treasuries only.
The Committee, however, should consider resuming the reinvestment in agency debt and
MBS if mortgage spreads start to widen to a level that indicates a significant deterioration
of mortgage markets conditions. At the same time, to address concerns about Federal
Reserve independence and its ability to tighten policy at the appropriate time, the FOMC
statement should communicate that the Committee retains the option to reduce the size
and adjust the composition of the balance sheet if economic and financial conditions

improve more quickly than expected.

We also recommend the Committee contemplate a modification of the forward guidance
implicit in the "extended period" language. This change would provide greater clarity
about our policy outlook and communicate our commitment to address deflationary

pressures and a consequent rise in the real interest rate.

One possible modification would be to provide more explicit information about the

Committee’s conditional expectation regarding the likely timing of the policy liftoff.
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Under this option, as the Committee's outlook and the expected timing of the policy
liftoff evolve, the forward guidance should be altered, and eventually removed, to reflect

such changes.

Another option would be to provide more detailed information regarding the
Committee’s policy reaction function. One approach to this option would be for the
FOMC to announce a commitment to refrain from raising the policy rate until the
expected gaps between the actual levels of unemployment and inflation and the mandate-
consistent levels at some designated horizon have narrowed “substantially.” A second
approach would be to modify the forward guidance by quantifying the thresholds for the
conditioning variables. If it were to adopt this approach, the Committee also would need
to decide whether to express the guidance as hinging on one or both conditioning
variables passing its threshold. Determining the thresholds might be challenging because
participants have diverse assessments about the longer-run sustainable unemployment
rate and the mandate-consistent inflation rate as well as the relative importance of each
threshold. However, participants might find it easier to reach agreement on these issues

than to reach agreement on a date for a time-dependent commitment policy.

The quantitative guideposts for the duration of the zero bound suggested above were
made in terms of unemployment and inflation. There may be some advantages to
specifying the latter guidepost in terms of the price level instead. In particular,
realizations of the price level below the communicated path would automatically be
countered by an expectation of a longer period of easing to make up for below-target
inflation. In a number of theoretical models, this type of policy displays stabilizing

effects.

The Committee also may help avert deflationary expectations from taking hold by stating
a clear commitment to use all available tools, including balance sheet expansion, to quell

any developing deflationary pressures.
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2. Evolution of Outlook and Risks

2.1 Central Forecast

Based on the advance estimate, real GDP grew at a 2.4% annual rate in 2010Q2,
somewhat below our estimate of 3.0% finalized just before the release. However, final
sales to domestic purchasers grew at a 4.1% annual rate in the second quarter, the fastest
rate of growth since the first quarter of 2006 and slightly faster than we expected. While
real personal consumption expenditures grew at just a 1.6% annual rate, business fixed
investment rose at a robust 17% annual rate, including an unexpected increase in
nonresidential structures, and residential investment increased at a 28% annual rate. In
addition, the inventory growth contribution was estimated to be 1.1 percentage points
whereas we had expected a growth contribution near zero. Offsetting these various
sources of strength, net exports were estimated to have had a growth contribution of -2.8
percentage points, a full 2 percentage points more than we expected. Exports grew a very
healthy 10.4% (annual rate), in line with expectations. But imports soared, expanding at
a 28.8% annual rate. The total and core PCE deflators rose at 0.1% and 1.1% annual
rates, respectively, 0.2 percentage points less than we expected in both cases. Finally,
with output of the nonfarm business sector up at a 2.6% annual rate while hours worked
increased at an estimated 3 1/4 % annual rate, it appears that productivity growth was in

the -0.5% to -0.75% annual rate range after rising very rapidly over the past year.

In addition to the advance estimate of 2010Q2 GDP, the recent release by the Bureau of
Economic Analysis included revisions of the NIPA data for the past three years. Some of
the key features of those revisions relevant for the forecast and assessment of risks are as
follows. First, although the path of real GDP over the past few years is not materially
different, the level of real GDP in 2010Q1 is about $100 billion or 3/4ths of a percentage
point lower. Our estimate of the economy’s potential growth rate, derived from an
Okun’s Law relationship estimated from cyclical peak (2001Q1) to cyclical peak
(2007Q4), is unchanged at around 2 2% (on a GDP basis), implying that the output gap
is nearly a percentage point larger than previously thought. Second, the $100 billion
decline of 2010Q1 real GDP is more than accounted for by a $134 billion or 1 5 percent

decline of real PCE, with the bulk of that decline is the services component. At the same
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time, the level of real disposable income in 2010Q1 was revised up by about $85 billion
or 0.85%. This net result is that the personal saving rate has moved substantially higher
over the past two years and in 2010Q1 is now estimated at 5.5% rather than the previous
estimate of 3.5%. While the recent rate of growth of real PCE has been lowered, the
higher personal saving rate suggests that the household sector has made more progress in
the deleveraging process than previously thought. This in turn suggests that consumer
spending in on a more sustainable path. Finally, trend consumer price inflation as
measured by the core PCE deflator was revised up over the past few quarters. As of
2010Q1, the four-quarter change of that index is now 1.8% rather than the pre-revision
value of 1.4%. This establishes a somewhat higher jumping off point for our forecast of

core PCE inflation.

Recent high frequency data have been mixed but, on balance, suggest that the economy
was losing some forward momentum going into the third quarter. For example, the
annualized three month change of real PCE slowed from 2.7% in April to just 0.7% in
June. Housing market activity slowed in May and June following the end of eligibility
for the home buyer tax credit with no sign of any pickup in July. On the other hand,
light-weight motor vehicle sales in July were reported to be 11.5 million units at an
annual rate, up slightly from the 11.3 million unit average pace of 2010Q2. While it
edged down somewhat from June, the ISM manufacturing composite index stood at 55.5
in July, a level consistent with moderate growth of manufacturing output. The ISM non-
manufacturing composite index edged up 2 point to 54.3 in July, also a level consistent
with continued moderate growth. Finally, the employment data for July were
disappointing, but private employment and hours worked did continue to increase, albeit
at a relatively sluggish pace. At this writing we believe that, given the current 2010Q2
NIPA data, growth of real GDP in the third quarter could be in the 1% to 1 2% annual
rate range. However, as is assumed in the Board forecast, it is quite likely that the Q2
inventory growth contribution will be revised lower, which would then boost the Q3
growth rate. The core PCE deflator is expected to increase at just a 0.9% annual rate in
the third quarter, down from 1.1% in 2010Q2. This would lower the four-quarter change
to 1.3%, down from 1.5% in 2010Q2.
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Conditioning assumptions. As mentioned above, we continue to assume that potential
GDP growth is around 2 2% on a GDP basis. This is composed of 1% trend hours
growth and trend productivity growth of around 1 /2% (on a GDP basis, which is
equivalent to about 1 3/4% on a nonfarm business sector basis). The Board staff
estimates of potential in the August Tealbook are 2.4% for 2010 and 2.5% for 2011, up

by 0.1 percentage point from June in both cases.

We expect the lower degree of inflation persistence evident since the early 1990s to
continue. This assumption is in contrast to the greater degree of inflation persistence
assumed in recent Board staff forecasts. In our central scenario, inflation expectations
remain well anchored. This assumption is central to the gradual rise of core inflation
back toward the midpoint of the FOMC’s objective for core PCE inflation of 1.5% to
2.0%.

The FRBNY outlook for foreign real GDP growth in 2010 is essentially unchanged at
3.5% (Q4/Q4 on a GDP-weighted basis). Growth prospects in the Euro Area, the UK,
Canada, and many emerging economies have been marked up somewhat while the
growth outlook in China has dimmed slightly. For 2011 the foreign growth outlook is
also essentially unchanged at 3.1% with the modest slowing of growth reasonably broad
based. The Board staff projection for foreign GDP growth is 3.3% in 2010 and 2.9% in

2011, also essentially unchanged from June.

The projected path of oil prices has been raised slightly, with an expected WTI price of
$79 per barrel for 2010Q4 and $82.50 per barrel for 2011Q4. The path for oil prices
assumed by the Board staff is about $3 per barrel higher over the remainder of 2010 and
about $4 per barrel higher in 2011.

Our core assumptions regarding fiscal policy are the same as that of the Tealbook. For
FY2011 it is assumed that something like the President’s budget proposal is enacted, in
which case most of the 2001 and 2003 tax cuts are extended except for high income

taxpayers. Overall, personal income taxes are expected to increase by about $50 billion

FRBNY Blackbook, August 6, 2010 Confidential (FR) Class I FOMC 6
FRBNY - cleared for release



(0.3% of GDP). This change in policy is expected to result in federal fiscal policy being
essentially neutral for growth in 2011 after providing a boost of about % percentage point

to GDP in 2010.

As is our usual practice, our assumptions for equity prices and the real exchange value of
the dollar are similar to those of the Tealbook. Equity prices are assumed to increase at a
16% annual rate through the end of 2011 as the equity premium returns to more normal
levels. The Board now anticipates an appreciation of 0.6% over the four quarters of 2010
rather than a 4% appreciation assumed in June. For 2011 the dollar is expected to
depreciate by 2.5% rather than the previous 4.9%. The 2011Q4 level is roughly

comparable to what was assumed in June.

Finally, our assumption regarding the future path of the Loan Performance Home Price
Index is also the same as the Board’s. Due to recent firming in home prices, that index is
assumed to be essentially flat over the forecast horizon. For 2011Q4 that means the

index is roughly 3% above the level assumed in June.

The Outlook. In terms of the broad outlines, the performance of the economy in 2010
has been reasonably close to our expectations. Indeed, our current projections for growth
of real GDP and for the increase of the core PCE deflator in 2010 are essentially the same
as those presented in the March Blackbook. The economy is recovering, albeit
grudgingly, with sluggish growth of employment, persistently high unemployment, and
downward pressure on core inflation resulting from an unusually large output gap. As
the positive impulses to growth from the inventory cycle and the fiscal stimulus package
of spring 2009 have begun to wane, there is increased concern about the possibility that
the economy will slip back into recession. While that probability is certainly not zero, we
believe it to be relatively low. Many of the structural adjustments that must take place
before a vigorous recovery can take hold are actually relatively far along. Consumers
have boosted their saving and dramatically lowered the share of their after-tax income
devoted to long-term financial obligations. As part of that process, the growth of the net

stock of consumer durable goods has slowed to a crawl, suggesting that pent up demand
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is building. The same can be said of housing and business investment in equipment and
software. Production of new housing has been at extremely low levels for some time.
There are anecdotal reports of increasing tightness in apartment rental markets such that
rents are beginning to firm. Business investment in equipment and software has been
surprisingly robust for the past three quarters despite relatively low capacity utilization
rates. Even in commercial real estate there are encouraging signs as hotel occupancy and
room rates are increasing and the office vacancy rate appears to have peaked. The
structural adjustment in the state and local government sector is also farther along than
one might expect, with employment in that sector down by 300,000 or 1.5% over the past
year and a half. Finally, exports continue to grow at a rapid pace while growth prospects
for many of our important trading partner among the emerging economies are quite

bright.

Going into 2011 we expect the underlying fundamentals of the economy to continue to
improve, with growth picking up to around 4%. This is sufficiently above potential that
the unemployment rate should begin to decline in a meaningful way. Further forward
momentum is likely to be established in 2012, with 5% growth in GDP and a fall in the
unemployment rate to around 5 2% to 6% by the end of the year. Underlying this
projection is the expectation that financial market functioning remains normal and that
consumer and business confidence and the general appetite for risk continue to recover.
With household income and balance sheets improving and credit flowing more normally,
the substantial pent-up demand for consumer durables, housing, and business equipment
and software will start to be satisfied. Moreover, the structural adjustments of state and
local governments and of the commercial real estate sector will likely have run their

course by that time.

Barring a significant decline in the level of the economy’s potential output or its potential
growth rate, this point forecast implies that a large output gap will persist over most of
the forecast horizon. Accordingly, we expect core inflation to slow to around 1%
(Q4/Q4) in 2010. But by late 2011 and into 2012, as final demand firms within the

context of anchored inflation expectations, we expect core inflation to move up to within
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the “mandate consistent” range.

2.2 Alternative Scenarios and Risks

The risk assessment has become somewhat worse since June. Concerns about lackluster
growth originating from the 2010Q2 GDP report and other recent data releases have out-
weighted the positive news from European financial markets following the relative

success of the stress tests.

Exhibit C-1 shows that the Productivity Boom scenario is still the most likely scenario.
Its associated probability has declined by a few percentage points however. Although
data revisions have confirmed that productivity was strong in recent quarters, the
disappointing 2010Q2 GDP figure indicates that a strong productivity-driven rebound is
less likely than in June. The likelihood of the Loss of Credibility scenario has also
decreased slightly following the retrenchment of TIPS breakeven rates and low inflation
readings. The increase in the downside risks for output and inflation are captured by a
slight increase in the likelihood of the Global Credit Crunch scenario. The probabilities

associated with all other scenarios are roughly unchanged.

Exhibit C-2 shows the paths associated with the various scenarios. These paths have
shifted mainly as a result of the change in the Central Scenario (recall that all alternative
scenarios are defined relative to the Central Scenario). Similarly, the changes in the
forecast distributions for core PCE inflation and GDP growth mainly reflect the data from
the advanced GDP release. As Exhibit C-3 shows, the decrease in the likelihood of the
Productivity Boom scenario translates into a downward shift in the 95" band of the
forecast distribution for GDP growth. These minor changes in the forecast distribution
are reflected in equally small changes in both the “Large Price Level Deviations” and
“Scale of Recovery Through End of 2011” charts. The probability of average inflation in
2010-2012 being less than 1.5% is about the same as in June (15%). The likelihood of a
sluggish recovery has increased as a consequence of the decreased probability of the
Productivity Boom scenario. Exhibit C-2 also shows, for comparison, the mean forecasts

from the FRBNY DSGE model. The forecasts for inflation are nearly identical to the
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expected value of the FRBNY forecast distribution. Those for output are close to the
Central Scenario in the short run. Unlike the Central Scenario forecast, however, the

DSGE model does not foresee a rebound in output in 2011 and 2012.

Finally, Exhibit C-4 shows the evolution of our forecasts relative to 12 months ago. The
actual paths for output and inflation are mostly within the 50% probability bands
generated a year before, indicating that in mid-2009 the probability distribution
embedded in the forecasts appropriately reflected the risks the U.S. economy was to face
in the following 12 months. The beginning of the current year is the main exception, in

that the forecasts under-predicted the strength of the recovery in output.

3. Forecast Comparison

3.1 Tealbook Comparison.

The Tealbook and Blackbook forecasts for real GDP growth have been lowered relative
to June. The Board’s staff’s downward revision for 2010 (Q4/Q4) has been more
substantial. Their projection for real GDP growth in 2010 now coincides with ours. For
2011, the revisions in the Tealbook and Blackbook forecasts have been of the same
magnitude. Therefore, as in June, the Tealbook still projects real GDP growth almost

half a percent lower than the Blackbook.

The Tealbook and Blackbook forecasts of core PCE in 2010 have been modestly revised
upward and remain aligned. The Board’s staff has also increased their forecast of total
PCE inflation in 2010 while our projection has remained unchanged. As in June, the
Board staff’s inflation forecast for 2011 remains lower than ours both for core and total

PCE.

Conditioning Assumptions. The Board staff assumes that the start of the

renormalization process for the Federal Funds Rate (FFR) will take place in the fall of
2012, one quarter later than in the June Tealbook. Our forecast still features an earlier
liftoff, although it now assumes that the average FFR in 2011Q4 will be 0.50%, a half

percentage point lower than in June. In terms of non-traditional policy actions, the
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Tealbook continues to assume that the Federal Reserve will start selling agency debt and
MBS at a gradual pace at the beginning of 2013, implying a smaller balance sheet that

will be more concentrated in Treasury securities.

The Tealbook assumes a lower, albeit steeper, path for the 10-year Treasury yield
compared to June. This change reflects both the expectation of further substantial debt
issuances by the Treasury in coming years and the decrease in the System’s holdings of
long-term securities. Relative to June, the Board’s staff has also shifted down further the
projected path of mortgage rates, which are, however, expected to rise with Treasury
yields, reaching about 5.25% by the end of 2011. The path of equity prices in the

Tealbook is essentially unchanged compared to June.

The Board’s staff has introduced minor modifications to their fiscal policy assumptions
relative to June. Federal fiscal policy is now expected to provide a touch less impetus to
aggregate demand, mostly due to lower transfer payments to the unemployed and lower

grants-in-aid to state and local governments.

The Board staff’s assumption for foreign growth is essentially unchanged relative to
June. The news coming from Europe, both in terms of economic indicators and financial
markets’ response to the bank stress tests, has been positive. However, GDP growth in
China has been softer than anticipated. On balance, these two forces have had offsetting
effects on the Tealbook foreign growth outlook. Our forecast also features a similar

assumption about foreign growth.

The Board’s staff expects that the dollar will remain near its current levels for the rest of
the year and that it will depreciate by about 3.5% in 2011. This path is somewhat lower

than expected in the June Tealbook and is very close to the assumption in our forecast.

Finally, in response to recent increases, the Tealbook now projects a higher path for oil

and other commodities prices, especially in the short run. Our forecast also assumes a
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higher path for oil prices than in June, although at a slightly lower level than the
Tealbook.

Inflation. The Tealbook forecast for core PCE inflation in 2010 (Q4/Q4) is now slightly
higher than in June at 1.1% while the Blackbook projection edged up to 1.0%. We
continue to disagree with the Board Staff on the core PCE projections for 2011. The
Tealbook projects core PCE inflation at 0.9% in 2011 (up from 0.8% in June), while our

projection is 1.3% (unchanged since June).

Real Activity. Compared to June, the Tealbook forecast for GDP growth in 2010
(Q4/Q4) decreased by 0.5 percentage points to 2.7% while the Blackbook forecast
decreased by 0.3 percentage points to 2.7%. The two forecasts now exactly coincide with

some minor differences in the decomposition of the growth contributions.

The Tealbook forecast for GDP growth in 2011 (Q4/Q4) has been decreased by 0.1
percentage points to 3.6% relative to June. The FRBNY forecast has also been decreased
by the same amount and is now 4.0%. Our forecast remains higher in spite of a lower
growth contribution from consumption. The compensating factors in our forecast that
make up for this difference are higher growth contributions from inventory investment

and net exports.

The Tealbook and Blackbook projections for unemployment in 2010Q4 are close to each
other (9.7% and 9.5% respectively), although these numbers reflect revisions in opposite
directions relative to June. For 2011Q4, the Tealbook forecast increased from 8.6% to

&.9% while our forecast moved down from 8.2% to 8.1%.

During the intermeeting period, both the FRBNY and the Board staff projections for
payroll employment in 2010 were revised, again in opposite directions. We now forecast
payroll employment to increase 1.7 million (compared to 1.3 million in June), while the

Tealbook forecast is 1.2 million (compared to 1.6 million in June). For 2011, the
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FRBNY staff forecasts an increase of 3.9 million (0.3 million below June) while the

Board staff expects an increase of 3.1 million, down by 0.3 million relative to June.

International trade. The trade deficit widened from a revised $40.3 billion in April to
$42.3 billion in May. Both export and import volumes increased in May, with an
unexpected jump in nonoil imports of 5.6 percent over the previous month. Export
volumes rose 2.3 percent, in line with expectations and trend growth. The oil bill was
down $2.8 billion over the previous month, mainly due to a fall in oil volumes, with
prices only falling marginally. According to the GDP advance release, net exports will

subtract 2.8 percentage points from GDP growth in 2010Q2.

Uncertainty around forecasts. Both the Tealbook and Blackbook risk assessments have
changed relative to June. As in the last FOMC cycle, the FRBNY forecast continues to
have more downside risk to inflation in 2010 as captured by the lower bound on the 70%
confidence intervals. The lower bound of the FRBNY forecast for 2011 is slightly below
that of the Board. For 2012, the Board forecast continues to assign a higher probability to
lower inflation realizations. The Board staff’s inflation rate projections for 2011 and
2012 continue to be in the lower half of our inflation forecast distribution, even though

there is some convergence relative to June.

Our forecast for real activity continues to have somewhat more downside risk than the
Tealbook forecast. Both the FRBNY and Board intervals for real GDP growth narrowed
with the upper bounds declining by 0.5 and 1 percentage point, respectively. The Board
staff’s projection remains balanced (with similar upside and downside risks), while our
forecast continues to have substantially more downside risk. As a result, the Tealbook
point forecast in 2010 remains in the right tail of our real GDP forecast distribution. The
Tealbook relatively more pessimistic point forecasts for 2011 and 2012 are close to the

center of our output forecast distribution.
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Table 1: Comparison of 70% Intervals around FRBNY and Board Forecasts

Core PCE Inflation Real GDP Growth
FRBNY Board FRBNY Board
2010 0.3,1.6 (0.0,1.4)| 07,14 (0.3 1.3)| 0.8,4.0 (0.8, 4.5) 1.9,3.6 (1.9, 4.5
2011 01,19 (02,19 | 02,16 (0.1, 1.6) 1.2,59 (1.4, 6.0) 1.8,5.5 (1.8, 5.5)
2012 0.7,2.3 (0.8,24)| 0.0,20 (n/a) 23,68 (25 6.8)| 2967 (n/a)

Table 2: Percentile of Greenbook Forecast in FRBNY Forecast Distribution

Core PCE Inflation

Real GDP Growth

2010 60 (55) 53 (58)
2011 48  (43) 48  (47)
2012 29 (22) 51 (50)

Alternative Tealbook forecasting scenarios. The August Tealbook considers seven

alternative scenarios. Five of these are similar to scenarios in June. The two new

scenarios feature alternative risks arising from the foreign sector, one on a potential

double-dip recession in Europe and the other on the further depreciation of the U.S.

dollar.

The Weaker Recovery scenario considers slower improvements of overall economic

conditions, leading households and firms to hold back spending through 2011. In

addition, equity prices are assumed to fall about 10 percent relative to the baseline by the

end of 2011. In this scenario, real GDP grows only at 1.6 percent in 2010H2, compared

to 2.5 percent in the baseline, and unemployment remains above 9.5 percent until the end

of 2011. Inflation is little affected by the alternative scenario since the disinflationary

effects of greater slack and the higher labor costs due to low productivity offset each
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other. The liftoff of the FFR is delayed until mid-2013 and the additional stimulus leads
to higher GDP growth in 2013-2014.

Another pessimistic scenario is the Lower Potential, which assumes that output is only 4
percent below potential rather than 7.8 percent in the baseline. The scenario of higher
NAIRU and lower potential output is considered in light of the extremely high level of
long-duration unemployment and the consequences of unprecedented disruptions in the
financial system. Real GDP grows one percentage point less on average than in the
baseline through 2014. Unemployment stays above baseline throughout the forecast
horizon and reaches 7.4 percent in 2013-2014, instead of 5.3 percent in the baseline.
Prices accelerate faster and core PCE inflation rises to 1.4 percent in 2011 and almost 2.0
percent by 2014. Less slack in the economy and higher inflation imply an earlier liftoff
of the FFR in the mid of 2011.

The more optimistic scenario is the Virtuous Circle, where spending on consumer
durables and capital expenditure bounce back more rapidly driven by optimism and
improved financial and labor market conditions. The strong activity reinforces optimism,
leading to a rise in equity prices of 12 percent above baseline by the end of 2011. The
virtuous circle causes real GDP to grow at 5.3 percent on average in 2011-2012 and
unemployment to decline to 8.5 percent by the end of 2011 and to the NAIRU by 2013.
Less slack leads to higher inflation, although the upward pressure is moderated by more
capital deepening and faster productivity growth, as well as by an earlier beginning of the

tightening cycle.

The next two scenarios evaluate opposing risks to inflation. The Higher Inflation
scenario considers the potential risk of underlying inflation being higher than suggested
by recent inflation readings and the possibility of above-trend growth placing upward
pressure on inflation. Anticipating core PCE inflation of 1.6 percent in 2011, policy
makers respond by increasing the FFR starting in late 2011. Tighter monetary policy
leads to slower GDP growth in 2012. The Great Disinflation scenario considers the

symmetric risk to the inflation outlook and assumes that both expected and actual
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inflation fall significantly and remain around zero from 2011 through 2014. As a policy
response, the FFR remains near zero until the end of 2013, spurring economic growth

above baseline.

The last two scenarios consider risks stemming from the foreign sector. The Double-Dip
Recession in Europe assumes a contraction of European GDP by 0.75 percent in 2011
and 3 percent below baseline by the end of 2011, a reduction in European GDP that is
line with recent stress test assumptions. A drop in foreign demand and the associated
dollar appreciation decrease GDP growth by 0.5 percentage points and core PCE inflation
by 0.2 percentage points below baseline in 2011. The Dollar Depreciation scenario
assumes that the broad real dollar depreciates 10 percent below baseline by mid-2011, as
a result of factors such as faster-than-expected foreign growth and enhanced risk appetite
for foreign assets. A rise in net exports leads to higher GDP growth by 4.3 percent in
2011 instead of 3.6 percent in the baseline. Core PCE inflation is also higher, equal to
1.3 percent in 2011 instead of 0.9 percent in the baseline. The FFR is higher than in the
baseline in 2012, leading to lower GDP growth in 2013 and 2014.

3.2 Comparison with Private Forecasters

The FRBNY forecast for GDP growth is well below all private forecasts both for 2010Q3
and, to a lesser extent, for 2010 (Q4/Q4). The difference in the 2010Q3 projections is
likely a result of the earlier release dates of the private forecasts. Our inflation
projections for 2010 are generally consistent with those of private forecasters except for
our forecast of CPI inflation in 2010Q3, which is considerably lower than the private
forecasters’ projections. For 2011 (Q4/Q4), the FRBNY forecasts of all inflation
measures remain above Macro Advisers’ but close to the other private forecasts (Median

SPF and Blue Chip).

GDP Growth. Relative to the last FOMC, all private forecasts for 2010 (Q4/Q4) have
been revised downward. The FRBNY forecast is now 2.7%, down from 3.0% in the June
! The details of the forecast comparison are in Exhibit B-8. Release dates of the private forecasts discussed

in this section are in parentheses: Blue Chip consensus (7/10), SPF (5/14), Macro Advisers (7/8), and the
PSI Model (8/1). Quarterly numbers are SAAR.
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Blackbook, and remains below Blue Chip (2.9%), Median SPF (3.1%) and Macro
Advisers (3.2%). Compared to the previous Blackbook, the FRBNY forecast for 2011
(Q4/Q4) has been slightly reduced to 4.0% (down from 4.1%). Our projection remains in
line with Macro Advisers (4.0%) but above Blue Chip (3.0%).

Inflation. The FRBNY projection for core PCE in 2010 (Q4/Q4) has been slightly
revised upward from 0.9% in the June Blackbook to 1.0%. Our projection is the same as
the Macro Advisers and slightly below the Median SPF (1.2%). Our 2011 (Q4/Q4)
forecast for core PCE inflation (1.3%, unchanged from the last Blackbook) lies between
the Median SPF (1.6%) and Macro Advisers (0.9%). Our forecasts for headline CPI
inflation in 2010 (Q4/Q4) is 0.6%, close to Macro Advisors (0.8%) but well below both
the Median SPF (1.6%) and Blue Chip (1.0%). The FRBNY projection for core CPI in
2010 (Q4/Q4) is 0.9%, close to the Median SPF (1.0%) but higher than Macro Advisers
(0.6%).

4. Robustness of Policy Recommendation

4.1 Sensitivity to Alternative Scenarios and Policy Rules

Our current policy recommendation is to maintain the target range for the federal funds
rate at 0—0.25% until the end of 2011Q3 — one quarter later than in the June Blackbook.
This recommendation is consistent with the Baseline policy rule under all but the Loss of
Credibility scenario [Exhibit D-1], as well as under the expected value of the forecast
distribution [Exhibit D-2]. Under the Loss of Credibility scenario the FFR
renormalization starts in 2011Q1, which is when inflation rises above target under this

scenario. Under all other scenarios the FFR starts increasing no earlier than 2012.

Exhibit D-3 shows the prescriptions from alternative policy rules. Not surprisingly,
under the Loss of Credibility scenario the Nutter rule, which entails a strong response to
inflation and no response to the output gap, prescribes the first rate increase in the current
quarter. all other FFR paths do not differ significantly from our policy recommendation.
The Asymmetric Price Targeting rule results in FFR paths close to zero until the end of

the forecast horizon for all scenarios. For the Outcome-based rule we show the implied
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nominal FFR ignoring the zero bound. Under the expected value of the forecast
distribution the unconstrained nominal FFR is about -4% by 2011Q4 and remains below -

2% through the end of the forecast horizon [Exhibit D-2].

Exhibit D-1 shows the real FFR rates implied by the baseline rule under the various
scenarios ignoring the zero bound constraint. The Baseline rule under the Central
scenario implies a real rate of about -4% in the current quarter. Exhibit D-3 shows the
real rate (under alternative scenarios) for Asymmetric Price Targeting, the Nutter, and the

Outcome-based rules.

We also use the DSGE model to assess the current stance of monetary policy. We
perform a counterfactual exercise by eliminating current and past policy shocks. We find
that the DSGE model \ predicts a counterfactual FFR for the current quarter roughly in

line with the policy rate.

4.2 Comparison to Market Expectations

The market-implied FFR path shifted down during the intermeeting period and now
implies a start of the renormalization process in late 2011 (using the Board’s assumptions
concerning term premia), consistent with our policy recommendation. The distribution of
responses from the primary dealers survey about the timing of the FFR lift-off shifted
considerably toward later dates, mirroring the evolution of the market-implied FFR path.
The mode of the distribution is now 2011Q3, and only a minority of respondents
currently believes that the start of the renormalization will occur before the second half of

2011.

FRBNY Blackbook, August 6, 2010 Confidential (FR) Class Il FOMC 18

FRBNY - cleared for release



Special Topic

The Annual NIPA Revision

Charles Steindel

The new NIPA numbers suggest that the
recession was deeper, and that consumers
have been refrenching more aggressively,
than had been earlier seen.

The annual mid-year revision of the National
Income and Product Accounts (NIPA) did not
fundamentally change our assessment of the
economy, though some significant details of
the recent past were altered. Most notably, the
new numbers suggest that the recession was
deeper, and that consumers have been
retrenching more aggressively, than had been
earlier seen. The revisions also seem to
support recent calls to pay greater attention to
initial estimates of Gross Domestic Income
(GDI), though this argument can be

overstated.

Output, Inflation, and Potential

The new numbers on real GDP growth show
that the economy grew less over the course of
2007 and 2008, but a tad more during 2009
(Figure 1). The recession—which we date as
starting in 2007:Q4 and ending in 2009:Q2—
shows a somewhat larger peak to trough loss
of output (Figure 2), but the first three quarters
of recovery (2009:Q3 to 2010:Q1) was, on

average, little changed (quarterly output

growth was reduced in the second half of 2009
but boosted in 2010:Q1).

Looking at the whole period from the end of
2006 on (the revised data start in 2007:Q1),
cumulative growth in real GDP was reduced
by approximately 1 percentage point (Figure
3). This reduction in the path of real output
will alter the productivity path. Figure 4
compares the current productivity numbers
with our expectations for the revised figures
(which will be released on August 10). It
appears as if there will be a large downgrade to
2008 productivity growth, but only minor

changes before or since.

On balance, there was little in the revisions to
change our view of inflation. While core PCE
price growth was boosted modestly for recent
quarters, these increases were concentrated in
the “non-market” components—market-based
core was little-changed (Figure 5 and 6). The
combination of a reduced real output path with
no change in inflation could imply that
estimates of the output gap should be little
changed.

Consumer Spending and Saving

One of the m