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Domestic Developments 

I-1 

The data for real activity that we have received since the last Greenbook have sent mixed 
signals regarding the thrust of economic activity.  On one hand, real gross domestic 
product (GDP) in the second quarter appears to have increased substantially faster than 
we had anticipated in the June Greenbook.1  On the other hand, the labor market has been 
weaker than expected, consumer and business attitudes have remained downbeat, and 
industrial production (IP) has been sluggish.  Considering the totality of the evidence, 
we continue to think that a significant weakening in activity is in train.  Moreover, 
because of the developments in financial markets over the past six weeks, we think that 
the weakening will be a bit more pronounced and persist a little longer than we had 
thought earlier.  In our assessment, the recent drop in crude oil prices and slightly greater 
fiscal stimulus that we have built into this projection are not quite sufficient to offset the 
stronger headwinds.  All told, we now expect real GDP to rise at an annual rate of 
roughly ½ percent in the second half of 2008 and 2¼ percent in 2009.  This projection 
is just a bit lower than that in the June Greenbook, but with the level of real GDP in the 
second quarter of this year higher than we had expected, the GDP gap at the end of 2009 
is the same as we had anticipated in the prior projection.  The unemployment rate is more 
noticeably revised, primarily because of the temporary extension of unemployment 
insurance benefits. 

The outlook for core PCE inflation is much the same as in the June Greenbook.  In the 
first half of the year, core PCE inflation was held down in part by unusually low readings 
for some components.  On the assumption that these low readings are largely behind us, 
and as the indirect effects of this year’s run-up in prices of energy and imports show 
through, we expect core inflation to pick up somewhat in the second half.  Core inflation 
edges down in 2009 as the impetus from prices of imports, as well as from prices of 
energy and other commodities, begins to abate and the margin of resource slack widens.  
We expect headline PCE inflation to move up to 4¾ percent in the third quarter as a 
result of sizable increases in prices of food and energy; it is projected to drop to 
2½ percent in 2009 as the direct effects from prices of food and energy taper off and 
core inflation eases a bit.   

 

 

                                                 
1 The advance estimate for second-quarter GDP will be released tomorrow, July 31.  The release will 

include revisions to the national income and product accounts, or NIPA, going back to 2005.  The labor 
market report for July will be released on Friday, August 1.   
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Key Background Factors 
We have maintained the same monetary policy assumption as in the previous Greenbook.  
As before, we assume that the federal funds rate will remain at 2 percent over the rest of 
2008 and be raised to 2¾ percent over the first half of 2009.  Market participants have 
revised down their expectations for the federal funds rate in 2009 by more than 50 basis 
points and now expect it to be 3 percent at the end of that year.    

With respect to longer-term rates, the 10-year Treasury yield has fallen slightly since we 
closed the June Greenbook; we expect it to remain at current levels through the end of 
2009.  Although the Treasury yield would, all else equal, tend to rise as the 10-year 
window moves beyond the low short-term rates prevailing in the near term, the staff’s 
assumed path for the federal funds rate implies a small downside surprise for market 
participants that exerts an offsetting effect on long-term yields.  We also expect the term 
premium to fall somewhat from elevated levels. 

Stresses in financial markets increased over the intermeeting period, and we expect them 
to persist a while longer than we did in the June forecast.  The recent intensification of 
these stresses was rooted in heightened concerns about the health of Fannie Mae and 
Freddie Mac as well as some banks.  Although these concerns have eased a bit in recent 
weeks on moves to support the government-sponsored enterprises (GSEs) and on some 
earnings reports that beat expectations, spreads of the London interbank offered rate, or 
Libor, to rates for comparable-maturity overnight index swaps stayed high, premiums on 
credit default swaps for regional banks rose, and risk spreads on the subordinated debt of 
bank holding companies surged.  Equity prices have fallen about 7 percent, on net, since 
we closed the June Greenbook, leaving the equity premium wider than in the last 
Greenbook and near the highs of the past two decades.  Meanwhile, yields on corporate 
bonds rose as risk spreads widened notably; yields and spreads on primary mortgage rates 
also rose as investors in GSE mortgage-backed securities reportedly demanded extra 
compensation as banks sold these securities to raise cash at a time when issuance was 
robust.  Moreover, the July Senior Loan Officer Opinion Survey on Bank Lending 
Practices indicated that the vast majority of domestic commercial banks further tightened 
their lending standards and terms on most categories of loans to businesses and 
households. 

In our forecast, we have raised the assumed paths for the interest rate on Baa-rated 
corporate bonds and the mortgage rate to reflect recent developments, but we still expect 
those rates to decline over the projection period; although spreads over yields on  
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2 The TEUC legislation provides an additional 13 weeks of benefits to workers who have exhausted 

their regular 26 weeks of benefits.  The additional benefits are scheduled to expire in March 2009, but we 
assume that they will be continued through the end of 2009; we expect the benefits to add $4 billion to the 
deficit in fiscal year 2008 and $12 billion in fiscal 2009. 

Treasury securities are expected to remain elevated, the spreads should narrow somewhat 
with the anticipated improvement in economic activity.  We have also lowered the 
starting point for equity prices.  As in previous Greenbooks, we assume that the equity 
premium will narrow a bit in 2009; consistent with that assumption, we have conditioned 
our forecast on a path that has equity prices rising at an annual rate of 7 percent over the 
rest of this year and 12 percent in 2009.  As for house prices, we continue to expect the 
Office of Federal Housing Enterprise Oversight’s purchase-only price index to decline 
7 percent this year and continue to fall at about this rate in the first half of 2009; in the 
second half of next year, these declines taper off significantly.  

We now expect federal fiscal policy to be a little more stimulative in the near term 
because of the passage of temporary extended unemployment compensation (TEUC); 
federal fiscal impetus is estimated to be ¾ percentage point in 2008 and close to zero in 
2009.2  We have also taken on board the Housing and Economic Recovery Act of 2008, 
which provides temporary authority for the Treasury to purchase debt and equity issued 
by the housing-related GSEs, a tax credit for first-time homebuyers, a program that will 
allow the Federal Housing Administration to refinance certain mortgages, and grants to 
states for foreclosure relief.  According to the Congressional Budget Office, this act will 
add less than $2 billion to the deficit in fiscal year 2008 and $37 billion in fiscal 2009, 
with the bulk of the 2009 estimate reflecting the GSE provisions.  We expect the tax 
credit to have some effect on the timing of home sales but essentially no effect on 
construction. 

Although the newly enacted legislation implies somewhat larger deficits in 2008 and 
especially 2009, incoming data and some other factors go in the opposite direction.  As a 
result, we now expect the unified budget deficit to total $358 billion in fiscal 2008, 
compared with a projection of $370 billion in the June Greenbook; our forecast for the 
deficit in fiscal 2009 is little changed at $395 billion. 

In the foreign-exchange markets, the broad real dollar is about 1 percent lower than in the 
June Greenbook; the dollar is projected to depreciate at a pace of about 2½ percent 
annually over the next year and a half.  Economic activity abroad now appears to have 
risen at an annual rate of just 2 percent in the second quarter, a little less than we had 
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anticipated; we expect foreign growth to remain sluggish in the second half before 
picking up to 3¼ percent in 2009. 

After having shot up between mid-June and early July, the spot price of West Texas 
intermediate (WTI) crude oil has fallen markedly in recent weeks and now stands at $122 
per barrel, $12 per barrel below its level at the time of the June Greenbook (but still about 
$30 per barrel higher than at the start of the year).  In part, the recent drop in oil prices 
reflects the belief that slower world economic growth will curb the demand for oil, while 
recent reports from the International Energy Agency point to a somewhat greater supply, 
in particular from Saudi Arabia.  Consistent with futures prices, we expect WTI to be 
near current levels at the end of 2009.     

Recent Developments and the Near-Term Outlook       
We now estimate that real GDP rose at an annual rate of 2¾ percent in the second 
quarter, 1 percentage point more than we had projected in the June Greenbook.  Although 
residential construction continued to contract, net exports jumped, defense spending rose 
rapidly, and—apart from their motor vehicle components—consumer and business 
spending were more resilient than we had expected a few months ago.  However, we 
continue to expect real GDP growth to slow to the neighborhood of ½ percent in the third 
and fourth quarters.  The main driver of the projected slowing is our view that the 
restraint on activity from high energy prices and financial headwinds will soon start to 
bite with greater force than it did in the first half of the year.  To be sure, one should not 
read too much into monthly data, but the weakness in consumer spending around 
midyear, along with the increase in the unemployment rate and ongoing declines in 
payroll employment, may be signaling that such a downshift in aggregate demand is 
already under way.  

In the labor market, private payroll employment is reported to have dropped 90,000 in 
each month of the second quarter, and the unemployment rate did not fall back as 
expected in June after jumping to 5½ percent in May.  We now expect private payrolls to 
fall 110,000 per month in the third quarter, roughly twice the rate of decline anticipated 
in the June Greenbook.  The unemployment rate is expected to average 5¾ percent this 
quarter; this projection is ¼ percentage point above that in the June Greenbook and 
reflects both the higher-than-expected unemployment rate in June and the likelihood that 
the TEUC program will induce some unemployed individuals to extend their job search. 
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Summary of the Near-Term Outlook 
(Percent change at annual rate except as noted) 

2008:Q2 2008:Q3 
Measure June 

GB 
July 
GB 

June 
GB 

July 
GB 

Real GDP 1.7 2.7 .9 .7 
 Private domestic final purchases .5 1.1 .9 -.1 
  Personal consumption expenditures 2.2 2.0 2.6 1.6 
  Residential investment -23.7 -19.4 -24.8 -24.1 
  Business fixed investment -1.2 3.3 -.9 -2.7 
 Government outlays for consumption 
   and investment 3.1 4.1 1.6 1.5 

 Contribution to growth 
(percentage points) 

 Inventory investment -1.5 -1.4 -.9 -.5 
 Net exports 2.1 2.3 .7 1.0 

 
Activity in the manufacturing sector has also been subdued in recent months.  Although 
manufacturing industrial production ticked up in June, the increase was attributable to a 
resumption of production at automotive plants that had been idled by strikes from March 
to May.  Despite the rebound, motor vehicle production was quite soft in June, and 
current schedules imply only a small additional increase in the third quarter; even so, 
motor vehicle inventories—especially those of light trucks and sport-utility vehicles—are 
likely to remain excessive in the face of flagging sales.  Manufacturing IP apart from 
motor vehicles fell at an annual rate of about 2 percent in the second quarter, as the boost 
from net trade provided only a partial offset to the weakness in domestic demand; 
we expect non-auto production to continue to decline modestly in the third quarter, in line 
with the pattern of new orders and other indicators. 

Personal consumption expenditures (PCE) turned in a solid performance for much of the 
second quarter despite a sharp drop in sentiment and deteriorating fundamentals.  
However, the latest data on retail sales and purchases of motor vehicles point to a 
considerable slackening in spending around midyear, and we now project real PCE to rise 
at an annual rate of just 1½ percent in the third quarter, 1 percentage point less than in the 
June Greenbook.  We still expect the tax rebates to provide important support to 
consumption this quarter (and have built in a small additional boost from the extension of 
unemployment benefits), but this stimulus is likely to be offset by a long list of negatives, 
including mounting job losses, high energy prices, declining wealth, and tighter lending 
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standards.  As in the June Greenbook, our forecast for the fourth quarter has a decline in 
real PCE as the impetus to spending from the rebates dissipates.  

In the housing sector, single-family starts have continued to slide in recent months and 
were down to an annual rate of 650,000 units in June, about in line with our expectations.  
Moreover, sales of homes have fallen further—and likely will continue to drop in the 
near term, especially in light of the recent upturn in mortgage rates, tighter lending 
standards, and ongoing concerns about the prospects for house prices.  On the production 
side, homebuilders have made some progress recently in reducing the number of unsold 
units, but the months’ supply of new homes for sale remains extremely high.  In this 
environment, we expect new construction to drop further in the second half of 2008, 
pushing the level of single-family housing starts in the fourth quarter down to 
490,000 units, roughly 70 percent below the high reached in the third quarter of 2005.  
All told, we now expect real residential investment to subtract roughly 1 percentage point 
from real GDP growth in both the third and fourth quarters, about the same as over the 
preceding six quarters. 

Real investment in equipment and software (E&S) appears to have been about flat in the 
second quarter as a steep drop in outlays on motor vehicles offset a moderate gain in 
high-tech expenditures and a small upturn in spending outside the high-tech and 
transportation areas.  We expect real E&S outlays to fall nearly 4 percent in the current 
quarter as spending comes under downward pressure from slowing aggregate demand, 
downbeat assessments of the business climate, and tighter credit conditions.   

Based on monthly construction data through May and the high-frequency indicators of 
drilling activity, we have penciled in a sizable increase in real outlays for nonresidential 
construction in the second quarter.  In the aggregate, these expenditures are projected to 
decline slightly, on net, over the second half of the year as further robust gains in 
investment in drilling and mining structures are offset by a marked contraction in 
building construction.  Indeed, the architectural billings diffusion index—a useful leading 
indicator of building activity—dropped precipitously earlier this year, and construction 
reportedly is coming under severe downward pressure from difficulties in obtaining 
financing, rising vacancy rates, and soaring costs of building materials. 

In the government sector, real federal expenditures on consumption and gross investment 
appear to have risen sharply in the second quarter, mainly because of strong growth in 
defense spending.  Given the appropriations now in place and the likelihood of a 
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continuing resolution this fall, we expect defense spending to continue to increase in the 
second half of the year—albeit less rapidly than in the first half—while real nondefense 
spending continues to rise at a slow pace.  Meanwhile, real purchases by state and local 
governments appear to have risen about 2 percent in the second quarter as employment 
posted another moderate increase and construction reversed its first-quarter dip; 
we expect spending gains to diminish in coming quarters as these governments adjust to 
tighter budget conditions. 

We estimate that net exports added a remarkable 2¼ percentage points to real GDP 
growth in the second quarter as exports accelerated while imports were held down by a 
sharp drop in oil imports.  With export demand expected to remain brisk in the second 
half of the year while imports are little changed, the external sector’s contribution to GDP 
growth is expected to average just under 1 percentage point.  

Based largely on book-value data through May, we estimate that real nonfarm inventory 
investment outside motor vehicles fell sharply in the second quarter.  The available 
indicators send mixed signals about the current inventory situation.  Nonetheless, on the 
assumption that firms want to keep a tight rein on stocks in light of the uncertain 
prospects for demand in coming quarters, we expect further liquidation of non-auto 
inventories in the second half.  We expect businesses to begin rebuilding these stocks 
next year.  

We estimate that core PCE prices rose at an annual rate of 2 percent in the second 
quarter, while higher prices of food and energy boosted overall PCE inflation to 
4 percent.  As before, we expect core inflation to pick up to 2½ percent in the third 
quarter and to remain in that neighborhood in the fourth quarter; this step-up reflects both 
the waning of some low readings in the first half and some upward pressure from prices 
of energy and imports.  Meanwhile, the jump in gasoline prices in July points to another 
big increase in consumer energy prices for the third quarter as a whole, although we have 
significantly marked down our forecast for the second half of the year to reflect the lower 
crude oil prices.  In contrast, food prices currently are running a good deal higher than we 
had anticipated—and likely will continue to do so for the remainder of the year.  In all, 
we now expect total PCE prices to rise 4¾ percent in the third quarter and 2½ percent in 
the fourth quarter.  
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3 Home sales (and commissions) through the first half of next year should get a small boost from the 

new tax credit for first-time homebuyers, which will be available for transactions completed by June 2009.  
However, we expect most of the sales spurred by the tax credit to be pulled forward from a future date, 
with no significant effect on housing production.    

The Medium-Term Outlook 
We have trimmed our projection for real GDP growth in 2009 to 2¼ percent, 
¼ percentage point less than in the June Greenbook.  As noted, we now assume that 
financial stresses are a bit more severe and that healing will take somewhat longer than 
we had previously anticipated; we have also taken on board the changes in the 
conventional factors such as lower equity prices and lower oil prices.  Nonetheless, 
we still expect GDP growth to be close to its potential rate by the middle of next year as 
financial conditions improve, the contraction in housing construction draws to close, and 
the drag from the run-up in oil prices lessens.   

Household sector.  As in recent Greenbooks, an end to the contraction in housing 
construction is a key driver of the pickup in economic activity projected for 2009.  
Indeed, as we move into next year, the underlying determinants of housing demand 
should start to look better as the declines in house prices start to taper off, conditions in 
mortgage markets improve, and real household incomes turn up.3  The firming in 
demand, combined with the diminishing drag on production from the overhang of unsold 
new homes, should contribute to a gradual resuscitation of new construction, with single-
family housing starts bottoming out around the end of this year and then moving up to a 
600,000 unit pace by the end of 2009.  If our projected path for housing starts 
materializes, residential investment will remain a significant negative for real GDP 
growth in early 2009, but the drag will subsequently fade.   

Meanwhile, consumer spending is projected to remain quite sluggish in 2009—in fact, 
we have trimmed a few tenths from our forecast to reflect the lower stock market and 
more restrictive credit conditions, including tighter lending conditions at banks.  As a 
result, we now have PCE rising just 1¼ percent next year.  That said, spending should 
strengthen a bit over the course of next year as hiring picks up, energy prices flatten out, 
and credit conditions start to improve.  

Business investment.   We expect the weakness in equipment spending in the second 
half of 2008 to extend into 2009 as financial conditions generally remain unfavorable and 
sales prospects and business sentiment continue to be downbeat.  By the middle of next 
year, however, investment should start to perk up as business output strengthens and  
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Projections of Real GDP 
(Percent change at annual rate from end of  

preceding period except as noted) 

 
2008 Measure 

H1 H2 

2009 

Real GDP 1.8 .6 2.2 
  Previous 1.4 .7 2.4 

 Final sales 2.5 -.5 1.4 
   Previous 2.0 -.5 1.9 

  PCE 1.6 -.7 1.2 
    Previous 1.7 -.7 1.5 

  Residential investment -22.0 -26.9 -8.3 
    Previous -24.2 -25.8 -6.4 

  BFI 1.9 -2.5 -.6 
    Previous -.7 -1.1 1.9 

  Government purchases 3.1 1.6 1.5 
    Previous 2.6 1.8 1.5 

  Exports 8.1 7.0 7.5 
    Previous 6.4 7.2 7.5 

  Imports -3.0 .1 2.4 
    Previous -3.7 1.0 2.8 

 Contribution to growth 
(percentage points) 

 Inventory change -.7 1.1 .7 
   Previous -.6 1.1 .5 

 Net exports 1.5 .9 .6 
   Previous 1.5 .7 .5 

 
financial headwinds slacken a bit.  For the year as a whole, we expect real E&S outlays to 
rise just 1 percent, 1½ percentage points less than in the June Greenbook. 
   
We now expect real investment in nonresidential structures to fall nearly 4 percent in 
2009; in the June Greenbook, we had projected a small increase.  We have scaled back 
the projected rise in investment in drilling and mining structures because of the lower 
energy prices.  We have also deepened the projected contraction in building construction 
to 9 percent (compared with 6 percent in the June Greenbook) in line with the weaker 
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fundamentals and our expectation that financing conditions for this sector will remain 
tight.   

As noted, we expect inventory investment to return to positive territory by early 2009.  
Stockbuilding should rise over the course of the year as final demand gains speed and 
uncertainties about the economic outlook diminish. 

Government spending.   Given our fiscal assumptions, real federal expenditures for 
consumption and investment are projected to rise 3 percent in 2009 after rising 
4½ percent in 2008; virtually all of the growth next year is expected to be in defense 
outlays.  In the state and local sector, real purchases are forecast to increase just 
½ percent next year as governments hold the line on spending in response to budget 
pressures. 

Net exports.  Real exports are projected to rise 7½ percent in 2009, the same as in 2008.  
After declining in 2008, real imports turn up in 2009 as U.S. economic activity picks up.  
All told, net exports are expected to add a bit more than ½ percentage point to real GDP 
growth in 2009 after having added 1¼ percentage points in 2008.  (The International 
Developments section provides more detail on the outlook for the external sector.)  

Aggregate Supply, the Labor Market, and Inflation 
We have made no significant changes to our estimates of structural labor productivity and 
potential GDP over the forecast period.4  Structural productivity is still assumed to grow 
2 percent per year in 2008 and 2009, while potential GDP is assumed to grow 2½ percent 
per year.  With actual GDP projected to increase more slowly than potential for much of 
the projection period, the output gap is expected to widen from negative ¼ percent of 
GDP in the second quarter of 2008 to negative 1½ percent of GDP by early 2009, then to 
remain in that neighborhood over the rest of the year—about the same as in the June 
Greenbook.  

Productivity and the labor market.  We anticipate that employment will continue to 
fall through the end of 2008.  By early 2009, however, businesses should resume their 
hiring, and job gains should pick up over the course of the year as output accelerates.  
In all, we expect employment in the private sector to increase about 50,000 per month, on 
average, in the first half of 2009 and 100,000 per month in the second half.  Mirroring the  
                                                 

4 Over the next few weeks, we will be revisiting our estimates of structural labor productivity and 
potential GDP as we digest the implications of tomorrow’s annual revision to the NIPA. 
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Decomposition of Structural Labor Productivity 
Nonfarm Business Sector 

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

Measure 1974-
95 

1996-
2000 

2001-
05 2006 2007 2008 2009 

Structural labor productivity 1.5 2.5 2.8 2.1 2.1 2.0 2.0 
  Previous 1.5 2.5 2.8 2.1 2.1 2.0  2.0 
Contributions1        
Capital deepening .7 1.4 .7 .7 .6 .5 .5 
  Previous .7 1.4 .7 .7 .6 .5     .6 
Multifactor productivity .5 .7 1.8 1.1 1.2 1.3   1.3 
  Previous .5 .7 1.8 1.1 1.2 1.3   1.3 
Labor composition .3 .3 .3 .2 .2 .2 .2 
MEMO        
Potential GDP 3.0 3.4 2.8 2.4 2.5 2.5 2.5 
  Previous 3.0 3.4 2.8 2.4 2.5 2.5   2.5 

 NOTE. Components may not sum to totals because of rounding.  For multiyear periods, the 
percent change is the annual average from Q4 of the year preceding the first year shown to Q4 of 
the last year shown. 
 1. Percentage points.  

 
The Outlook for the Labor Market 

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

Measure 2006 2007 2008 2009 

Output per hour, nonfarm business .8 2.9 2.1 1.8 
  Previous .8 2.9 1.8 2.1 
Nonfarm private payroll employment 1.7 .9 -.8 .8 
  Previous 1.7 .9 -.6 1.0 
Household survey employment 2.1 .4 -.6 .7 
  Previous 2.1 .4 -.3 .8 
Labor force participation rate1 66.3 66.0 65.9 65.6 
  Previous 66.3 66.0 65.8 65.6 
Civilian unemployment rate1 4.4 4.8 5.9 5.9 
  Previous 4.4 4.8 5.6 5.6 
MEMO 
GDP gap2 .1 .1 -1.3 -1.5 
  Previous .1 .1 -1.4 -1.5 

 1. Percent, average for the fourth quarter. 
 2. Actual less potential GDP in the fourth quarter of the year indicated as a 
percent of potential GDP.  A negative number thus indicates that the economy 
is operating below potential.  
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Inflation Projections 
(Percent change, Q4 to Q4, except as noted) 

Measure 2006 2007 2008 2009 

PCE chain-weighted price index 1.9 3.4 3.7 2.4 
  Previous 1.9 3.4 4.2 2.1 

 Food and beverages 2.3 4.5 5.4 3.1 
   Previous 2.3 4.5 4.1 2.3 

 Energy -4.0 19.6 17.4 2.5 
   Previous -4.0 19.6 28.0 .8 

 Excluding food and energy 2.3 2.1 2.3 2.2 
   Previous 2.3 2.1 2.3 2.2 

Consumer price index 1.9 4.0 4.4 2.5 
  Previous  1.9 4.0 5.0 2.2 

 Excluding food and energy 2.7 2.3 2.5 2.4 
   Previous 2.7 2.3 2.4 2.4  

GDP chain-weighted price index 2.7 2.6 2.2 2.3 
  Previous 2.7 2.6 2.0 2.2 

ECI for compensation of private 
   industry workers1 3.2 3.0 3.4 3.4 
  Previous 3.2 3.0 3.4 3.4 

Compensation per hour, 
   nonfarm business sector 5.0 4.4 4.2 4.1 
  Previous 5.0 4.4 4.1 4.1 

Prices of core nonfuel imports 2.4 3.3 6.9 1.4 
  Previous 2.4 3.3 5.8 1.4 

 1. December to December. 
 
 
                                                 

5 We do not expect the increment to joblessness from the TEUC program to have much effect on 
wages, given the marginal attachment of many of the affected individuals to the labor force.   

upside surprise in output in the second quarter, productivity in the nonfarm business 
sector appears to have risen smartly then, as it has over the past year.  We expect 
productivity growth to slow appreciably in the second half as output decelerates; in 2009, 
it should move back up toward its underlying structural pace as output growth improves 
and businesses return to more normal operations and staffing.  The unemployment rate is 
expected to be 5.9 percent in the fourth quarter of 2009; this projection is 0.3 percentage 
point higher than that in the June Greenbook, with the TEUC program accounting for 
more than half of the difference.5 
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Prices and labor costs.  Although core inflation is projected to pick up in the second half 
of 2008, we expect it to fall back next year as core nonfuel import prices decelerate, the 
upward pressure from rising energy prices recedes, and the gap in resource utilization 
widens.  Our projection for core PCE inflation over 2008 as a whole is 2.3 percent; 
in 2009, core inflation edges down to 2.2 percent.  These projections are unchanged from 
those in the June Greenbook.   

Overall PCE inflation is expected to drop from 3¾ percent in 2008 to 2½ percent in 2009, 
mainly because of the sharp deceleration in energy prices.  The projection for 2009 is 
¼ percentage point above that in the June Greenbook.  This upward revision reflects in 
part higher food prices, which have been raised in response to incoming data showing 
sizable increases for a wide variety of food items (including food away from home) as 
well as indications that current pressures will be more persistent than we had thought.  
Even so, we still expect food prices to contribute to the projected slowdown in overall 
inflation next year.  

We have received little new information on hourly compensation and continue to expect 
the productivity and cost measure of hourly compensation to rise a bit more than 
4 percent in both 2008 and 2009.  The employment cost index is expected to rise about 
3½ percent both this year and next. 

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

• Monetary policy aims at stabilizing PCE inflation at 1¾ percent, consistent with the 
discussion of longer-term inflation forecasts provided by FOMC participants in June. 

• Risk premiums on corporate bonds and equity continue to fall back to historically 
more normal levels as financial market strains abate.  The ebbing of financial strains 
is accompanied by an easing in lending terms and standards.   

• Fiscal policy is an essentially neutral factor at all levels of government.   
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The Long-Term Outlook
(Percent change, Q4 to Q4, except as noted)

Measure 2007 2008 2009 2010 2011 2012

Real GDP 2.5 1.2 2.2 3.1 3.2 3.0

Civilian unemployment rate1 4.8 5.9 5.9 5.5 5.1 4.9

PCE prices, total 3.4 3.7 2.4 1.9 1.9 1.7

Core PCE prices 2.1 2.3 2.2 2.0 1.8 1.7

Federal funds rate1 4.5 2.0 2.8 3.3 3.5 4.1

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

 

 

 

• Beyond 2009, foreign real GDP expands 3¼ percent per year while the dollar 
depreciates 1¼ percent per year in real terms; nominal crude oil prices are roughly 
flat, consistent with far-dated futures prices.  Under these assumptions, the current 
account deficit diminishes to about 3¼ percent of GDP by 2012, and movements in 
prices of energy and imports have only minor implications for domestic inflation.   

• The NAIRU remains flat at 4¾ percent, and potential GDP continues to expand about 
2½ percent per year from 2010 to 2012.   

With core inflation entering 2010 above 2 percent, the federal funds rate continues to 
climb to just above 4 percent by the end of 2012.  This monetary policy stance generates 
sufficient economic slack to bring inflation down to 1¾ percent in 2012, with the 
unemployment rate poised to settle in at the NAIRU in 2013.  Real GDP advances a bit 
more than 3 percent per year, on average, from 2010 to 2012, ½ percentage point above 
its projected potential growth rate over that period.  

Financial Flows and Conditions 
Growth of domestic nonfinancial debt slowed from 8¼ percent in 2007 to a 5 percent 
annual rate in the first half of this year, and we expect growth of just 4½ percent, on 
average, through the end of next year.   

In the household sector, debt growth slowed sharply from a 6¾ percent pace in 2007 to 
a 3 percent annual rate in the first half of this year.  We anticipate growth of only 
2¼ percent, on average, through the end of 2009.  The deceleration is mainly due to a 
slowdown in home mortgage borrowing amid falling home prices and tightened standards 
on mortgage loans.  In addition, tighter lending conditions for other forms of household 



I-16    Class II FOMC—Restricted (FR) Part 1: Summary and Outlook, July 30, 2008 

 

 

 

 

 

debt and sluggish increases in consumer durables spending are expected to temper the 
growth of consumer credit. 

The debt of nonfinancial businesses, which grew at an annual rate of 7 percent in the first 
half of this year, is expected to increase at an average pace of 4½ percent over the second 
half of this year and 2009.  The slowdown reflects a subdued pace of cash-financed 
mergers and acquisitions as well as tightened financial conditions. 

Federal government debt, which increased 5 percent in 2007, is expected to rise 8 percent 
this year, boosted by the slowing in federal revenue growth as the economy has 
weakened and by the need to fund this year’s portion of the fiscal stimulus package.  
We project federal debt to increase 8½ percent next year as growth in receipts steps up 
only moderately and as the expected costs of the Housing and Economic Recovery Act 
contribute to a further widening in the deficit.  State and local government debt, which 
grew 9¼ percent in 2007, slowed to a 4 percent pace in the first half of this year, in part 
because problems among bond insurers raised the cost of debt financing for some 
municipalities and because of the shutdown in the market for auction rate securities.  
We expect debt to grow at an average annual rate of 7¼ percent over the second half of 
this year and 2009. 

After increasing 7¾ percent at an annual rate in the first half of 2008, M2 is projected to 
grow just 4½ percent, on average, over the next year and a half. 

Alternative Simulations 
In this section, we illustrate several risks to the staff forecast using simulations of the 
FRB/US model.  In the first scenario, financial conditions deteriorate considerably more 
than in the baseline, leading to weaker real activity.  In the second scenario, the various 
forces buffeting the economy are the same as in the baseline but households and firms 
respond more negatively, in line with what typically occurs in recessions.  The third 
scenario, in contrast, considers the more optimistic possibility that private spending will 
prove to be unexpectedly resilient.  We then turn to the supply side in the fourth scenario 
and consider whether recent indicators suggest that we may be on course for stronger 
productivity growth.  The fifth scenario explores an unfavorable supply-side risk—that 
the NAIRU is temporarily boosted by changes in relative energy prices and other factors.  
The final scenario outlines the implications of an unanchoring of inflation expectations 
that triggers an inflationary spiral.  In each of these scenarios, we assume that monetary  
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Alternative Scenarios
(Percent change, annual rate, from end of preceding period except as noted)

  2011-Measure and scenario
    H1

2008

H2   
2009

  
2010   12

Real GDP
Greenbook baseline 1.8 0.6 2.2 3.1 3.1
Severe financial stress 1.8 -0.4 0.5 2.6 3.6
Typical recession 1.8 -1.1 1.5 4.1 3.6
Resilient spending 1.8 3.1 1.8 2.5 2.8
Stronger productivity 1.8 0.8 2.7 3.8 3.7
Costly sectoral reallocation 1.8 -0.5 1.9 3.4 3.3
Inflationary spiral 1.8 0.5 2.2 2.9 2.8

Unemployment rate1

Greenbook baseline 5.3 5.9 5.9 5.5 4.9
Severe financial stress 5.3 6.0 6.7 6.5 5.4
Typical recession 5.3 6.1 6.5 5.9 4.8
Resilient spending 5.3 5.6 5.5 5.3 5.0
Stronger productivity 5.3 5.9 5.9 5.3 4.5
Costly sectoral reallocation 5.3 5.5 6.1 5.6 4.9
Inflationary spiral 5.3 5.9 5.9 5.6 5.3

Core PCE inflation
Greenbook baseline 2.1 2.6 2.2 2.0 1.8
Severe financial stress 2.1 2.6 2.2 1.9 1.5
Typical recession 2.1 2.6 2.1 1.8 1.5
Resilient spending 2.1 2.6 2.3 2.1 2.0
Stronger productivity 2.1 2.5 2.0 1.7 1.5
Costly sectoral reallocation 2.1 2.7 2.4 2.3 2.0
Inflationary spiral 2.1 2.8 2.9 2.9 2.7

Federal funds rate1

Greenbook baseline 2.1 2.0 2.8 3.3 4.1
Severe financial stress 2.1 1.6 0.8 1.1 3.2
Typical recession 2.1 1.2 1.2 2.7 4.2
Resilient spending 2.1 3.0 3.8 3.5 4.0
Stronger productivity 2.1 1.9 2.8 3.4 4.4
Costly sectoral reallocation 2.1 2.0 2.7 3.5 4.4
Inflationary spiral 2.1 2.0 3.4 4.4 4.9

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

 

policy responds to changes from the baseline scenario as implied by an estimated Taylor 
rule. 

Severe financial stress.  Our baseline forecast assumes a gradual waning in financial 
market strains over the next two years.  In this scenario, credit losses and solvency 
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concerns intensify for many financial institutions, restricting their ability to supply credit 
and causing them to tighten lending standards more than in the baseline.  Risk premiums 
rise on loans, private securities, and corporate equities; for example, the spread of the 
30-year conventional mortgage rate over the 10-year Treasury bond jumps nearly 
¾ percentage point above baseline.  In addition, housing market problems deepen in this 
environment, causing home prices to decline an additional 10 percent relative to baseline 
by the end of next year.  The confluence of these events causes household and business 
spending to weaken appreciably.  All told, real GDP contracts at an annual rate of about 
½ percent in the second half of this year and rises only ½ percent in 2009, pushing the 
unemployment rate to 6¾ percent by the end of next year.  Monetary policy responds by 
cutting the federal funds rate to ¾ percent by the end of 2009, contributing to a gradual 
recovery thereafter.  The additional slack pushes core inflation ¼ percentage point below 
baseline, on average, in 2011 and 2012. 

Typical recession.  In contrast with the previous scenario, here we assume that overall 
financial conditions and other forces battering the economy are the same as in the 
baseline.  However, these forces induce households and businesses to curtail their 
spending in a manner typical of their behavior in recessions.  In particular, for each 
category of demand outside of housing, we assume a shortfall in spending relative to 
fundamentals that equals the average seen in the last six recessions.  Combined with the 
baseline weakness in residential construction, these assumptions cause real GDP to 
decline at an annual rate of 1 percent in the second half of this year and to increase only 
1½ percent in 2009.  This weakness is sufficient to push the unemployment rate to 
6½ percent by the middle of next year and to put modest downward pressure on inflation.  
In response, the federal funds rate falls to just over 1 percent by late next year, thereby 
setting the stage for a strong recovery in 2010. 

Resilient spending.  In the baseline forecast we judgmentally hold spending below 
fundamentals this year; next year and beyond, the waning of the judgmental weakness 
contributes to growth.  In this scenario, we consider the possibility that household and 
business spending proves more resilient than we expect; to illustrate this risk, we remove 
the judgmental adjustments.  Accordingly, real GDP increases at an annual rate of about 
3 percent during the second half of this year and then moderates to an average pace of 
almost 2¼ percent in 2009 and 2010.  The unemployment rate averages nearly 
½ percentage point below baseline through the end of next year; with less slack than in 
the baseline, inflation is a touch higher.  In response to stronger real activity and slightly 
higher inflation, monetary policy tightens somewhat faster and more appreciably. 
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Stronger productivity.  Although actual productivity growth has been surprisingly 
strong in recent quarters in the context of a weakening economy and high energy prices, 
we continue to assume structural productivity growth of 2 percent per year in our 
baseline.  In this alternative, we assume instead that structural productivity will 
henceforth grow at a 2½ percent annual rate.  The rosier outlook for productivity boosts 
households’ estimates of permanent income and firms’ expectations of future earnings, 
leading to higher consumption and investment spending.  Consequently, real GDP 
accelerates to a gain of about 2¾ percent in 2009 and to around 3¾ percent thereafter.  
The sluggishness of the nominal wage adjustment means that unit labor costs rise more 
slowly than in the baseline; competitive pressures oblige firms to pass on most of the 
resulting cost savings, so core inflation moves down to 1½ percent by 2012.  While 
inflation is lower than in the baseline, so is unemployment:  The competing influences on 
monetary policy result in a path for the federal funds rate that is little different from 
baseline through much of the scenario. 

Costly sectoral reallocation.  The implosion of the housing market, higher energy costs, 
and the decline in the dollar may induce reallocations of labor and capital across sectors 
that prove to be unexpectedly costly.  These costs could hamper the efficiency of the 
labor market, and accordingly, this scenario incorporates a temporary increase of 
½ percentage point in the effective NAIRU going forward.  As a result, the productive 
capacity of the economy is below baseline for about two years.  The shock implies less 
slack in resource utilization initially, boosting inflation.  However, it also causes 
households to trim their expenditures in response to the weakened outlook for income, 
firms to curtail capital expenditures, and equity prices to fall.  In response to higher 
inflation and weaker real GDP growth through 2009, the federal funds rate remains close 
to baseline but then tightens more after the NAIRU falls back to baseline because 
inflation remains elevated. 

Inflationary spiral.  Although long-term inflation expectations seem to have edged up 
over the past few years, the increase has been remarkably small given the persistently 
elevated readings on headline inflation.  In this scenario, we assume that this stability has 
come to an end.  Both short- and long-term inflation expectations move up about 
½ percentage point this quarter as total PCE inflation climbs to almost 5 percent.  
Subsequently, actual and expected inflation feed on each other in a more insidious 
dynamic than we usually assume.  As a result, core PCE inflation rises to 3 percent by 
the middle of next year.  Under the estimated Taylor rule (which responds to actual rather 
than expected inflation), the federal funds rate increases only gradually in response to 
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higher inflation, implying that real short-term interest rates do not rise above baseline 
levels until 2010.  However, monetary policy eventually tightens by enough to begin to 
reverse the upward spiral, both by increasing slack in labor and product markets and by 
damping expectations directly. 
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Selected Greenbook Projections and 70 Percent Confidence Intervals Derived
from Historical Greenbook Forecast Errors and FRB/US Simulations

Measure 2008 2009 2010 2011 2012

Real GDP
(percent change, Q4 to Q4)
Projection 1.2 2.2 3.1 3.2 3.0
Confidence interval

Greenbook forecast errors .4–1.9 .6–3.8 1.7–4.5 . . . . . .
FRB/US stochastic simulations .4–2.0 .9–3.6 1.5–4.7 1.4–4.9 1.2–4.7

Civilian unemployment rate
(percent, Q4)
Projection 5.9 5.9 5.5 5.1 4.9
Confidence interval

Greenbook forecast errors 5.7–6.1 5.2–6.6 4.5–6.5 . . . . . .
FRB/US stochastic simulations 5.6–6.2 5.4–6.4 4.8–6.0 4.4–5.8 4.0–5.7

PCE prices, total
(percent change, Q4 to Q4)
Projection 3.7 2.4 1.9 1.9 1.7
Confidence interval

Greenbook forecast errors 3.3–4.1 1.5–3.2 .6–3.1 . . . . . .
FRB/US stochastic simulations 3.2–4.3 1.6–3.3 .9–2.9 .9–3.0 .8–2.8

PCE prices excluding
food and energy
(percent change, Q4 to Q4)
Projection 2.3 2.2 2.0 1.8 1.7
Confidence interval

Greenbook forecast errors 2.0–2.7 1.5–2.9 .9–3.1 . . . . . .
FRB/US stochastic simulations 2.1–2.6 1.7–2.8 1.4–2.7 1.1–2.6 1.1–2.6

Federal funds rate
(percent, Q4)
Projection 2.0 2.8 3.3 3.5 4.1
Confidence interval

FRB/US stochastic simulations 1.5–2.5 1.5–4.1 2.0–4.8 2.1–5.2 2.7–5.8

   Notes: Intervals derived from Greenbook forecast errors are based on projections made from 1987-2007.
 Shocks underlying FRB/US stochastic simulations are randomly drawn from the 1987-2007 set of
 model equation residuals.
   . . . Not applicable.  The Greenbook forecast horizon has typically extended about two years.  
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Summary of Staff Projections 
(Percent change from end of previous period except as noted, a.r.) 

Projection 

2008 Indicator 2007 2008: 
Q1 

Q2 H2 
2009 

Foreign output 4.1 2.8 2.0 2.4 3.3 
  June GB 4.1 2.9 2.2 2.6 3.4 

Foreign CPI 3.6 4.8 5.4 4.2 2.7 
  June GB 3.6 4.8 4.8 3.8 2.7

 Contribution to growth (percentage points) 

U.S. net exports  .8 .8 2.3 .9 .6 
  June GB  .8 .8 2.1 .7 .5 

 Note.  Changes for years measured as Q4/Q4; half-year is measured as 
Q4/Q2. 

 

International Developments 

Recent indicators have confirmed our expectation that the pace of economic activity 
abroad would slow in the second quarter.  Foreign economic growth in the second quarter 
was below trend, with particular softness in the advanced foreign economies.  We expect 
overall foreign growth to remain weak in the second half of this year before strengthening 
in 2009, in line with the projected easing of financial stresses and the pickup in U.S. 
activity.  This outlook is a touch below that in the last forecast, reflecting weaker-than-
expected data in the near term and the small markdown to U.S. growth further out.   

The sharp decline in oil prices in recent weeks should relieve some upward pressure on 
top-line inflation abroad.  Even so, we have revised up both our estimate of inflation in 
the second quarter and our projection for the remainder of 2008, as recent data suggest 
that past commodity price increases are likely having larger and more persistent effects 
on inflation than we had anticipated.  However, we expect inflation to moderate in 2009 
as commodity prices level off.            

The foreign exchange value of the dollar fell through mid-July, apparently on heightened 
concern about the U.S. financial system, but the dollar has since rebounded somewhat.  
On balance, the trade-weighted broad real dollar is about 1 percent lower than in the June 
Greenbook.  Going forward, we project that the broad real dollar will depreciate at a pace 
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of about 2½ percent annually, reflecting pressures associated with the financing of the 
U.S. current account deficit. 

We estimate that real net exports contributed 2¼ percentage points to U.S. GDP growth 
in the second quarter; real exports expanded robustly and real imports fell, pulled down 
by a large decline in real oil imports.  The contribution of net exports is expected to 
moderate to just under 1 percentage point in the second half of the year, as export growth 
slows from the second-quarter pace and real oil imports resume their growth.  In 2009, 
the contribution steps down to ½ percentage point, with the recovery of U.S. GDP growth 
supporting a pickup in imports.  Compared with the June Greenbook, our projection for 
net exports is a little stronger, as imports are damped by the weaker outlook for U.S. 
growth and higher projected core import price inflation.  

Oil and Other Commodity Prices 
The spot price of West Texas intermediate (WTI) crude oil closed at $122.19 per barrel 
on July 29, about $12 lower than at the time of the June Greenbook.  The price of the 
December 2016 futures contract fell to $118 per barrel, about $20 lower than at the time 
of the previous Greenbook.  Given the path of futures prices, we project that the price of 
WTI crude oil will drift up to about $124 per barrel by the second quarter of next year 
and then move down to $121 per barrel over the second half of next year.  Relative to the 
June Greenbook, this projection is about $12 per barrel lower, on average, across the 
forecast period.   

Heightened geopolitical risks put upward pressure on oil prices early in the intermeeting 
period, as increased tensions in the Middle East and continued violence in Nigeria 
combined to push the spot price of WTI up to $145 per barrel in early July.  Since that 
time, however, prices have fallen dramatically.  In addition to markdowns in expectations 
for global economic activity, the easing of prices was also due to recent reports that Saudi 
Arabia put more oil on the market during June and to market chatter suggesting that 
further production increases likely occurred in July.  With this additional output from 
Saudi Arabia, OPEC production will have returned to early 2006 levels.      

Since the time of the previous Greenbook, the performance of nonfuel commodity prices 
has been mixed.  Because of improved growing conditions, prices for corn and wheat are 
both down sharply.  In contrast, industrial metals prices have moved up since the June 
Greenbook, boosted largely by aluminum prices, which spiked in early July due to supply 
disruptions.  Based on prices in spot and futures markets, we project that our trade-
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1 Notably, concerns about the government-sponsored enterprises had little apparent effect on foreign 

official demand for agency debt. 

weighted average of nonfuel commodity prices will be roughly flat throughout the 
forecast period, a path little changed from the previous Greenbook.  

International Financial Markets 
The dollar depreciated against the other major currencies in mid-July when worries about 
the government-sponsored enterprises were at their height, but subsequently appreciated 
as investor sentiment improved. 1  On balance, the major currencies index is unchanged 
from its level at the time of the June Greenbook.     

Headline indexes for stock markets in the advanced foreign economies have declined 
6-to-8 percent on net since the time of the June Greenbook, amid signs that growth in 
these economies is slowing.  Funding pressures in euro and sterling interbank markets 
appeared to ease modestly as the quarter-end passed, despite the quarter-point increase in 
the policy rate of the European Central Bank (ECB) on July 3.  There were some 
indications that the interest rates paid by European banks for dollar funding also eased 
slightly.  However, demand at the dollar auctions of the ECB and Swiss National Bank 
remained strong; the ECB’s auctions drew record bids.   

Since the June Greenbook, long-term sovereign bond yields have fallen about 15 to 
30 basis points in the euro area, Japan, and the United Kingdom but remained unchanged 
in Canada.  Ten-year inflation compensation has declined roughly 10 basis points in the 
euro area and Japan and 45 basis points in the United Kingdom, as oil prices fell and 
growth prospects softened. 

Many emerging market economies continued to tighten monetary policy in response to 
rising prices of food and energy, and the index of the dollar against our other important 
trading partners fell ¾ percent.  China raised its reserve requirement ratio again and 
allowed the renminbi to appreciate a further ¾ percent against the dollar.  However, 
Chinese authorities appear to have increasing concerns regarding prospects for growth, 
and in a nod to these concerns we slightly decreased the projected rate of dollar 
depreciation versus the renminbi in our forecast.   

On balance, the starting point for the projected path of the staff's broad real index of the 
foreign exchange value of the dollar is down 1 percent from that in the June Greenbook.  
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We project a further decline in the broad real value of the dollar at an annual rate of about 
2½ percent, slightly less than in the June Greenbook. 

Advanced Foreign Economies 
We estimate that real GDP in the advanced foreign economies rose just ¾ percent at an 
annual rate in the second quarter, roughly half the first-quarter pace.  Preliminary GDP 
data for the United Kingdom show growth slowing to ¾ percent in the second quarter, led 
by declines in manufacturing and construction.  Given deteriorating housing and financial 
market conditions, we project a slight contraction of U.K. output in the second half of this 
year.  In Japan and the euro area, growth is estimated to have fallen sharply in the second 
quarter from the rapid rate of the previous quarter; Japanese exports and retail sales 
contracted, and euro area industrial production, orders, and sentiment declined.  In 
Canada, a pickup in industrial production supports our estimate of a subdued second-
quarter recovery after a first-quarter contraction.   

Overall, growth in the advanced foreign economies is projected to run at around 1 percent 
in the second half of this year before rising to 2½ percent by the end of 2009, in line with 
the projected pickup in the United States and improvements in financial conditions.  
Compared with the June Greenbook, our forecast is about ¼ percentage point lower in the 
second half of 2008, primarily stemming from larger-than-anticipated drag from the U.K. 
housing sector.  In 2009, the outlook for GDP growth is roughly unchanged.   

Our forecast for inflation in the second half of the year is significantly higher than in the 
June Greenbook, despite the lower oil price projection.  Incoming inflation data have 
continued to surprise on the upside, as past increases in commodity prices have boosted 
headline prices more than we had expected.  Additionally, we now expect further sharp 
upward adjustments in U.K. utility prices in the second half of this year.  U.K. inflation 
(four-quarter rate) is expected to peak at 5¼ percent later this year and then decline to 
about 2½ percent in 2009, still above the Bank of England’s 2 percent target.  In Canada, 
an acceleration of previously quiescent food prices, along with past energy price 
increases, is projected to cause headline inflation to average over 3¼ percent in the 
second half of this year and into next year before declining to the Bank of Canada’s 
2 percent target later in 2009.  Euro-area inflation is expected to peak at 4 percent in the 
third quarter and to decline to 2½ percent by the end of the forecast period, in line with 
the flattening of oil and commodity prices.   A similar trajectory is projected for inflation 
in Japan, which is expected to jump to 2¼ percent this quarter and then slow to ½ percent 
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by the end of 2009.  Excluding food and energy, inflation in Japan is expected to increase 
from near zero currently to about ½ percent by the end of the forecast period.   

Our near-term monetary policy assumptions are little changed from the June Greenbook.  
As before, we assume that the ECB, the Bank of Canada, and the Bank of Japan will view 
the surge in headline inflation as transitory and thus keep policy interest rates steady 
throughout the forecast period.  The Bank of England is expected to raise its policy 
interest rate 25 basis points in the second half of this year and then remain on hold 
through the end of next year.   

Emerging Market Economies 
We estimate that real GDP growth in the emerging market economies fell 1 percentage 
point to 3¾ percent in the second quarter, as slower growth in emerging Asia more than 
offset a slight acceleration in activity in Latin America.  The pace of activity in emerging 
Asia was pulled down by a moderation of growth in China to a still robust 10 percent, 
reflecting a weaker contribution from net exports.  An estimated sharp downward swing 
in Singapore’s growth also contributed to the second-quarter slowdown in emerging Asia.  
Latin American growth was supported by a pickup in activity in Brazil and the 
resumption of growth in Colombia and Venezuela, which more than offset a step-down in 
growth in Mexico.  Our estimate of growth in the emerging market economies in the 
second quarter is little changed relative to the June Greenbook.  

We expect growth in the emerging market economies to remain relatively subdued at 
4¼ percent in the second half of 2008 before strengthening to 5 percent in 2009.  In 
particular, growth in Mexico is expected to strengthen in line with the U.S. recovery, and 
activity in emerging Asia should pick up as firming global growth boosts external 
demand.  We have revised down our projection for the remainder of 2008 and 2009 by 
¼ percentage point on account of weaker projected activity in the United States. 

Four-quarter inflation in the emerging market economies rose to 6¾ percent in the second 
quarter amid continued increases in prices of food and energy.  We expect inflation to 
begin moderating in the current quarter and to decline to 3½ percent by the end of the 
forecast period.  Inflation has already moved down in China, led by lower food price 
inflation.  In contrast, inflationary pressures are mounting in Mexico, where the 
government is reducing domestic fuel subsidies, and in other Latin American countries.  
The outlook for inflation in the emerging market economies is slightly higher in the near 
term than in the previous Greenbook, as an upward revision to Latin American inflation 
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more than offsets the effects of lower oil prices on inflation in the emerging market 
economies. 

Prices of Internationally Traded Goods 
Core import prices continued to increase sharply in June, largely reflecting higher prices 
for material-intensive products, especially for iron and steel.  In contrast, for the second 
consecutive month, prices for finished goods rose modestly and at a much slower pace 
than earlier in the year.  For the second quarter as a whole, we estimate that core import 
prices increased at an annual rate of 11½ percent, more than 3 percentage points faster 
than the first-quarter pace.  We revised up the second-quarter estimate 1 percentage point 
from the June Greenbook, in light of the higher-than-expected prices in June.  Our read of 
the data continues to suggest that these surprisingly high rates of import price inflation 
are mostly attributable to an unusually strong effect of rising commodity prices on prices 
of material-intensive imports.  The incoming data have not given us cause to revise up 
our estimate of exchange rate pass-through to import prices.  That said, an increase in 
pass-through remains an important risk to our forecast.   

For the third quarter, we project that core import prices will increase 5¾ percent, up 
3¼ percentage points from the June Greenbook in response to the June trade prices.  We 
project that core import price inflation will fall to 2¼ percent in the last quarter of 2008 
and then drift down to 1¼ percent in late 2009, as commodity prices are projected to level 
off and as the dollar depreciates at a modest pace.  Relative to the June Greenbook, the 
forecast for 2009 is unchanged.     

After running at a 12¼ percent pace in the first quarter, core export price inflation 
appears to have downshifted to 9½ percent in the second quarter, as prices of agricultural 
exports rose at a more moderate pace.  We expect core export price inflation to slow 
further in the third quarter to 6 percent, reflecting lower rates of inflation for metals and 
nonfuel intermediate inputs.  Over the remainder of the forecast period, the projected 
flattening out of commodity prices is expected to push down core export price inflation to 
1¼ percent by the end of 2009.  
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Staff Projections of Selected Trade Prices 
(Percent change from end of previous period excepted as noted, a.r.) 

Projection 

2008 Indicator 2007 2008: 
Q1 

Q2 H2 
2009 

Imports      
Core goods 3.3 8.3 11.5 4.0 1.4 
 June GB 3.3 8.3 10.5 2.3 1.4 
Imported Oil (dollars/barrel) 80.11 87.44 108.60 117.07 118.77 
 June GB 80.11 87.44 109.88 131.05 131.20 

Exports      
Core goods 6.4 12.2 9.5 4.1 1.6 
 June GB 6.4 12.4 8.6 3.7 1.3 
 Note.  Prices for core exports exclude computers and semiconductors.  Prices 
for core imports exclude computers, semiconductors, oil, and natural gas.  Both 
price series are on a NIPA chain-weighted basis. 
 The price of imported oil for multiquarter periods is the price for the final 
quarter of the period.  Imported oil includes both crude oil and refined products. 

 

 

Trade in Goods and Services  
Real exports of goods and services are estimated to have increased 10¾ percent at an 
annual rate in the second quarter, supported by large gains in exports of capital goods and 
industrial supplies.  We project that export growth will step down to a still robust 
7 percent pace in the second half of 2008, supported by the effects of previous dollar 
depreciation.   Export growth edges up in 2009, as the recovery in foreign GDP growth 
more than offsets the waning effect of previous dollar depreciation.  Stronger-than-
expected exports in the May trade data led us to revise up our estimate for the second 
quarter by 3½ percentage points.  Beyond the second quarter, our forecast is little 
changed.  
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Prices of Imported Goods from China 

The Bureau of Labor Statistics started reporting a price series for imported goods from China 
in December 2003.  The index fell steadily through the beginning of 2007 but has since 
turned up, increasing 6 percent at an annual rate in the second quarter of 2008.  For prices of 
imports excluding computers and semiconductors, the second-quarter increase was even 
larger, at 9½ percent.  (Computers and semiconductors account for almost one-fifth of 
imports from China and generally have decreasing prices.)    

Although rising prices for imports from China have attracted considerable attention, their 
increase explains only a small portion of the acceleration in overall core import price 
inflation observed in the first half of 2008.  Imports from China are not concentrated in the 
material-intensive goods that have been the largest contributors to the overall run-up.  
However, higher prices for imports from China have been an important factor in pushing up 
inflation in certain categories of finished goods.  For example, the price of imported 
consumer goods, of which roughly one-third are sourced from China, increased 5¾ percent 
(a.r.) in the second quarter, the largest quarterly increase in over 15 years. 

Increases in import prices for goods from China likely reflect both the recent faster pace of 
renminbi appreciation and a pickup in Chinese domestic prices.  After increasing roughly 
3 percent in 2006 and 6 percent in 2007, the pace of renminbi appreciation accelerated to 
11½ percent at an annual rate in the first half of 2008.  Since the beginning of 2007, Chinese 
CPI inflation has also stepped up.  After running below 3 percent in 2006, inflation averaged 
above 6 percent in 2007 and the first half of 2008.  Although CPI inflation in China has 
largely reflected higher food prices, producer prices have also risen markedly, suggesting 
broader price pressures.  

Do recent movements in China’s exchange rate and CPI explain the run-up in import prices 
from China?  We believe they do.  The available data sample is too short to estimate a 
separate econometric equation for import prices from China alone.  However, using a model 
for prices of imported finished goods that has been estimated with data from all our trading 
partners, we find that the increase in import prices of goods from China seems to be well 
explained by appreciation of the renminbi and increases in Chinese domestic prices. 



International Developments Class II FOMC—Restricted (FR)    I-43 

 

 
 

Prices of Imported Goods from China (continued) 
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Staff Projections for  

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

Projection 

2008 Measure 2007 2008: 
Q1 

Q2 H2 
2009 

Real imports 1.0 -.7 -5.3 .1 2.4 
  June GB 1.0 -.5 -6.7 1.0 2.8 

Real exports 8.4 5.4 10.8 7.0 7.5 
  June GB 8.4 5.6 7.2 7.2 7.5 

 NOTE. Changes for years are measured as Q4/Q4; half-year 
is measured as Q4/Q2. 

 
 

Real imports of goods and services are estimated to have declined 5¼ percent in the 
second quarter, as a large drop in real oil imports more than offset modest growth in non-
oil goods and services.  Imports are expected to remain depressed in the second half of 
the year despite a resumption in oil import growth, as weak U.S. demand and high core 
import price inflation restrain imports of non-oil goods.  In 2009, real import growth is 
expected to step up to 2½ percent, as U.S. growth strengthens and non-oil import price 
inflation declines.  We have revised up our second quarter estimate by 1½ percentage 
points on account of stronger-than-expected imports of core goods and computers in the 
May trade data.  We have revised down our projections for the second half of this year 
and 2009 by about ¾ percentage point, in line with the markup in the projected pace of 
core import price inflation as well as the small downward revision to the U.S. growth 
outlook.  

Alternative Simulations 
Higher import prices.  Our baseline forecast calls for import prices to decelerate late 
this year and in 2009.  However, recent experience highlights the upside risks to this 
forecast.  In our first simulation, we use the SIGMA model to examine the effects of an 
increase in the markups of firms exporting to the United States.  The rise in markups may 
reflect some “catch up” adjustment by foreign exporters seeking to let more of the past 
dollar depreciation pass through to the U.S. prices of their goods.  It could also reflect a 
decision to pass a higher share of rising commodity costs on to U.S. buyers.  The shock to 
markups occurs in the third quarter of 2008 and pushes U.S. non-oil import price inflation 
2.5 percentage points above baseline over the following two years.  Monetary policies in 
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the United States and foreign countries follow Taylor rules, and long-run inflation 
expectations remain anchored.  

In this scenario, rising import prices boost core PCE inflation 0.3 percentage point 
relative to baseline in the second half of 2008 and 2009.  The markup shock initially 
stimulates U.S. GDP growth, as consumers substitute away from foreign products to 
domestically produced goods.  In the longer term, however, GDP growth falls below 
baseline, as tighter monetary policy reduces investment spending, thus lowering the stock 
of capital for a sustained period.  Higher import prices also contribute to a widening of 
the U.S. nominal trade deficit of about 0.3 percent of GDP in the second half of 2009.  
However, this deterioration in the trade deficit does not persist, in part because import 
volumes decline in response to the shock.  

Weaker foreign demand.  Our baseline forecast assumes that foreign GDP growth will 
pick up in the second half of this year.  Our second simulation (also using the SIGMA 
model) considers the implications of a marked further deceleration in foreign activity, 
driven by a decline in foreign consumption and investment.  The shock begins in the third 
quarter of 2008 and is calibrated so that, relative to baseline, annual GDP growth in all 
major U.S. trading partners is reduced 1 percentage point until 2010:H1, after which the 
shock gradually dies away.   

The adverse shock to foreign activity reduces U.S. real net exports directly through lower 
foreign spending and indirectly through a modest appreciation of the dollar.  As a result, 
U.S. GDP growth declines about 0.3 percentage point relative to baseline in 2008:H2 and 
0.2 percentage point in 2009.  The decline in output relative to baseline is cushioned by 
the U.S. monetary policy response, with the federal funds rate falling about 50 basis 
points below baseline by 2010.  Core PCE inflation moves little initially but declines 
0.2 percentage point below baseline by the end of 2009.  The fall in core PCE inflation 
reflects both lower import prices, as a result of dollar appreciation, and the effect of the 
contraction in aggregate demand.  The combination of weaker foreign activity and an 
appreciated dollar contribute to a deterioration of the ratio of the trade deficit to GDP.  In 
the longer term, U.S. GDP growth rises above baseline, as U.S. monetary policy remains 
loose relative to baseline and the foreign economies recover.  
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 Alternative Scenarios: 
Higher Foreign Export Markups And Weaker Foreign Demand 
(Percent change from previous period, annual rate, except as noted) 

2008 2009 
Indicator and simulation 

H2 H1 H2 
2010 2011-12 

U.S. real GDP      
Baseline 0.6 1.9 2.5 3.1 3.1 
Higher foreign export markups 0.8 2.1 2.5 2.9 2.9 
Weaker foreign demand 0.3 1.6 2.3 3.3 3.4 

U.S. PCE prices 
excluding food and energy 

     

Baseline 2.6 2.3 2.1 2.0 1.8 
Higher foreign export markups 2.9 2.7 2.4 2.1 1.6 
Weaker foreign demand 2.6 2.2 1.9 1.8 1.8 
     
U.S federal funds rate 
(percent)      

Baseline 2.0 2.5 2.8 3.3 4.1 
Higher foreign export markups 2.3 3.1 3.4 3.6 4.0 
Weaker foreign demand 2.0 2.4 2.5 2.8 3.8 

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

     

Baseline -5.0 -4.6 -4.1 -3.9 -3.6 
Higher foreign export markups -5.2 -4.9 -4.4 -4.1 -3.6 
Weaker foreign demand -5.2 -5.0 -4.7 -4.7 -4.2 

 NOTE.  H1 is Q2/Q4; H2 is Q4/Q2.  The federal funds rate is the average rate for the final 
quarter of the period. 
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