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Key Background Factors Underlying the Baseline Staff Projection
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Summary of the Near-Term Outlook
(Percent change at annual rate except as noted)

2006:Q4 2007:Q1

Measure Dec. | Jan. | Dec. | Jan.

GB GB GB GB

Real GDP 1.3 2.6 1.7 2.0

Private domestic final purchases 1.2 2.1 1.3 2.0

Personal consumption expenditures 3.1 4.6 2.7 3.6

Residential investment -23.8 -206 -20.3 -21.2

Business fixed investment 41 -14 3.9 3.9
Government outlays for consumption

and investment 3.4 4.9 2.9 2.3

Contribution to growth
(percentage points)
Inventory investment -9 -1.2 3 3
Net exports 5 1.1 -3 -5

pace is about ¥4 percentage point faster than we had projected in the December
Greenbook.

That unexpected strength in private spending has been mirrored in the recent labor
market data, which continue to provide little indication of the slowdown in the pace of
hiring that we had expected. Increases in private payroll employment averaged 119,000
in the fourth quarter, close to the average pace in the previous two quarters, and the
unemployment rate held steady at 4.5 percent in December. In response, we have revised
up our forecast for private payroll gains in the first quarter by 25,000 per month, to an
average of about 100,000 per month. We continue to expect the unemployment rate to
average 4.6 percent in the first quarter.

Manufacturing production jumped 0.7 percent in December after some very soft readings
in the fall. Forward-looking indicators point to more-modest monthly increases in
manufacturing output—on the order of 0.2 percent—in coming months. Production of
semiconductors, computers, and aircraft appears poised for continued solid gains, but
output in sectors related to construction and motor vehicles appears likely to remain soft.
As for motor vehicles, automakers’ schedules call for only a slight increase in the
production of light vehicles from the low pace of the fourth quarter. Production of
medium and heavy trucks is expected to drop sharply this quarter after last year’s surge to
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Projections of Real GDP
(Percent change at annual rate from end of
preceding period except as noted)

2006: | 2007:
Measure H2 H1 2007 | 2008
Real GDP 2.3 2.2 2.3 2.5
Previous 1.7 2.0 2.2 2.5
Final sales 2.9 2.0 2.2 2.5
Previous 2.1 1.9 2.1 25
PCE 3.7 3.0 2.8 2.7
Previous 3.0 25 2.5 2.6
Residential investment |-19.6 -15.2 -8.8 2.0
Previous -21.3 -14.0 -7.6 1.4
BFI 41 5.8 5.1 4.2
Previous 6.7 41 3.9 4.1
Government purchases 3.3 2.2 2.1 1.9
Previous 2.7 2.7 24 1.9
Exports 7.2 5.2 5.1 5.1
Previous 5.9 55 54 5.6
Imports 1.8 5.1 5.0 51
Previous 3.0 3.9 4.2 5.1

Contribution to growth
(percentage points)

Inventory change -6 | 1 -0
Previous -4 0 1 .0
Net exports 5 -2 -2 -3
Previous 1 -0 -1 -2

Greenbook, the strength largely reflecting the lagged effects of the faster pace of real
income growth that we now project over the first half of this year.

As noted earlier, the inventory of unsold new homes remains high. Accordingly, we
forecast that single-family housing starts will remain weak in 2007, averaging 1.2 million
units. That level of starts should go a long way toward eliminating the excess stock of
unsold new homes, given our forecast that sales will stabilize and begin to edge up in the
middle of this year. As the inventory adjustment proceeds, we expect single-family starts
to turn up and to reach a pace of 1.3 million units by the end of 2008. In the multifamily
sector—where construction activity has been relatively stable in recent years—we expect
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Decomposition of Structural Labor Productivity
Nonfarm Business Sector
(Percent change, Q4 to Q4, except as noted)
1974- | 1996- | 2001-

Measure 95 | 2000 | 04 2005 | 2006 | 2007 | 2008

Structural labor productivity 1.5 2.5 3.0 25 2.6 2.5 25
Previous 15 2.5 3.0 2.5 2.6 2.5 2.5

Contributions®

Capital deepening v 1.4 .6 5 v .6 .6
Previous T 14 .6 .5 g .6 .6

Multifactor productivity 5 8 2.1 1.8 1.7 1.7 1.7
Previous 5 .8 2.1 1.8 1.7 1.7 1.7

Labor composition 3 3 3 3 2 2 2

MEMO

Potential GDP 3.0 3.3 2.9 2.6 2.7 2.6 2.5
Previous 3.0 3.3 2.9 2.6 2.7 2.6 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 2005 | 2006 | 2007 | 2008
Output per hour, nonfarm business 2.5 15 2.4 2.6
Previous 2.5 1.2 2.6 2.7
Nonfarm private payroll employment 1.6 15 v 4
Previous 1.6 14 5 A4
Household survey employment 19 2.1 4 5
Previous 1.9 1.8 2 5
Labor force participation rate’ 66.1 66.3 66.0 65.7
Previous 66.1 66.2 658 65.6
Civilian unemployment rate 50 45 48 49
Previous 5.0 45 5.0 51
MEMO
GDP gap? -0 4 1 1
Previous -0 1 -3 -3

1. Percent, average for the fourth quarter.

2. Percent difference between actual and potential GDP in the fourth quarter
of the year indicated. A negative number indicates that the economy is
operating below potential.
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Inflation Projections
(Percent change, Q4 to Q4, except as noted)

Measure 2005 | 2006 | 2007 | 2008
PCE chain-weighted price index 3.1 1.9 2.2 2.1
Previous 3.1 2.0 2.8 2.1
Food and beverages 2.1 2.3 2.9 2.2
Previous 2.1 2.6 2.5 2.3
Energy 212 -39 1.8 2.2
Previous 21.2 -4.7 9.5 1.1
Excluding food and energy 2.1 2.3 2.2 2.0
Previous 2.1 2.4 2.3 2.1
Consumer price index 3.7 2.0 2.4 2.2
Previous 3.7 2.0 3.1 2.2
Excluding food and energy 2.1 2.7 2.4 2.2
Previous 2.1 2.8 25 2.3
GDP chain-weighted price index 3.1 2.6 2.6 2.3
Previous 3.1 2.5 2.6 2.4
ECI for compensation of private
industry workers® 29 32 40 40
Previous 2.9 3.2 4.1 41
Compensation per hour,
nonfarm business sector 4.1 49 49 49
Previous 4.1 4.9 51 5.0
Prices of core nonfuel imports 2.2 2.9 15 1.0
Previous 2.2 2.9 2.1 1.0

1. December to December.

the pace of hiring in coming quarters. Consequently, productivity is forecast to rise about
in line with its trend this year and next, whereas payroll employment gains are expected
to slow to about 60,000 per month in the second half of 2007 and in 2008.2 These
projected employment gains are below our estimate of the pace needed to absorb the
projected increases in the labor force; accordingly, we expect the unemployment rate to
rise to 4.9 percent by the end of 2008.

Prices and wages. Core PCE inflation is expected to edge down to 2.2 percent this year
and 2 percent next year, 0.1 percentage point less each year than anticipated in the

2 \We estimate that the monthly pace of payroll employment growth consistent with no change in the
unemployment rate will slow from about 110,000 in 2006 to roughly 80,000 in 2008.
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Alternative Scenarios
(Percent change, annual rate, from end of preceding period except as noted)

2006 2007 2008
H2 H1 H2 H1 H2

Measure and scenario

Real GDP
Greenbook baseline 2.3 2.2 2.4 2.5 2.5
Buoyant consumer spending 2.8 3.2 35 3.2
Weak investment 18 19 1.9 19
More extensive housing correction 2.1 1.8 2.0 2.3
Lower NAIRU 24 2.6 2.8 2.8
Slower productivity growth 19 1.5 13 13
with stable participation 2.2 2.2 2.3 2.3
Market-based federal funds rate 2.2 2.4 2.7 2.8
Unemployment rate*
Greenbook baseline 4.5 4.7 4.8 4.9 4.9
Buoyant consumer spending 4.6 4.6 4.5 4.3
Weak investment 4.7 4.9 5.1 5.2
More extensive housing correction 4.7 4.9 5.1 5.2
Lower NAIRU 4.7 4.7 4.8 4.7
Slower productivity growth 4.7 4.8 51 5.2
with stable participation 4.7 4.8 4.9 5.0
Market-based federal funds rate 4.7 4.8 4.9 4.8
Core PCE inflation
Greenbook baseline 2.1 2.2 2.1 2.0 2.0
Buoyant consumer spending 2.2 2.1 2.0 2.1
Weak investment 2.2 2.1 2.1 2.1
More extensive housing correction 2.2 2.1 2.0 2.0
Lower NAIRU 2.1 19 1.7 1.7
Slower productivity growth 2.3 2.3 2.2 2.3
with stable participation 2.3 2.4 2.4 2.4
Market-based federal funds rate 2.2 2.1 2.1 2.1
Federal funds rate’
Greenbook baseline 5.3 53 5.3 53 53
Buoyant consumer spending 55 59 6.4 6.7
Weak investment 5.2 5.0 4.8 4.7
More extensive housing correction 5.3 5.0 4.7 4.6
Lower NAIRU 5.2 51 4.9 4.8
Slower productivity growth 5.6 5.7 5.7 5.4
with stable participation 5.4 55 5.6 5.6
Market-based federal funds rate 5.2 5.1 4.8 4.7

1. Percent, average for the final quarter of the period.
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Selected Greenbook Projections and
70 Per cent Confidence Intervals Derived from
Historical Forecast Errorsand FRB/US Simulations

Measure 2007 2008
Real GDP
(percent change, Q4 to Q4)
Projection 2.3 25
Confidence interval
Greenbook forecast errors .8-3.8 .84.2
FRB/US stochastic simulations 1.1-3.6 .94.3

Civilian unemployment rate

(percent, Q4)
Projection 4.8 4.9
Confidence interval
Greenbook forecast errors 4453 4.0-5.8
FRB/US stochastic simulations 4552 4354
PCE prices

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

Projection 2.2 2.0
Confidence interval
Greenbook forecast errors 1.6-2.7 1.1-29
FRB/US stochastic simulations 1727 1.3-2.8

Federal fundsrate

(percent, Q4)
Projection 52 52
Confidence interval

FRB/US stochastic simulations 4.4-6.2 4.0-6.8

Note. Shocks underlying FRB/US stochastic simulations are
randomly drawn from the 1986-2005 set of model equation residuals.
Intervals derived from Greenbook forecast errors are based on the
1986-2005 set of Greenbook historical errors.
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Forecast Confidence Intervals and Alternative Scenarios under
the Assumption that Monetary Policy Follows an Estimated Taylor Rule

Confidence Intervals based on FRB/US Stochastic Simulations
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Evolution of the Staff Forecast
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Class Il FOMC—Restricted (FR)
International Developments

Since the December FOMC meeting, prospects for foreign economic growth have been
improved by a decline in spot and future oil prices of around $8 to $10 per barrel and an
increase in the broad nominal value of the dollar of a little more than 1 percent. We have
lowered our projected path of oil prices and raised our projected path of the broad real
dollar accordingly. In addition, readings on foreign activity during the intermeeting
period have been strong. All together, these developments suggest that the expansion
abroad should continue at a pace that is a notch higher than the already healthy pace in
the previous Greenbook. Foreign consumer price inflation, which declined as oil prices
trended down, will move back up as oil prices reverse some of their decline but will
remain below the rate previously forecast.

Summary of Staff Projections
(Percent change from end of previous period, s.a.a.r.)

2006 Projection
Indicator 2007
H1 Q3 2836 2008
Q1 Q2 H2
Foreign output 4.4 3.3 3.5 3.3 3.4 3.4 3.5
December GB 4.4 3.4 3.3 3.2 3.3 3.3 3.4
Foreign CPI 2.4 1.8 1.5 21 2.0 21 2.1
December GB 2.4 1.8 1.4 2.5 2.4 2.3 2.2

Note. Changes for years are measured as Q4/Q4; for half-years, Q2/Q4 or Q4/Q2.

Core import price inflation is forecast to remain subdued, moving from about 2 percent at
present to 1 percent in 2008 as nonfuel commodity prices flatten out and the dollar
depreciates only slightly. The forecast for core import price inflation is lower this year
than in the previous Greenbook, largely reflecting the recent increase in the dollar.

Real net exports of goods and services are estimated to have made a positive arithmetic
contribution to U.S. GDP growth of more than 1 percentage point in the last quarter of
2006—more than %2 percentage point higher than projected in the December Greenbook.
This year and next, net exports are forecast to subtract around ¥4 percentage point from
U.S. GDP growth. The magnitude of the negative contribution is somewhat greater than
in the previous Greenbook, largely because of the higher path for the dollar.
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futures markets, and that the effects of earlier commodity price increases will diminish
quickly over the next several quarters. Compared with the December Greenbook, our
projection is down 1 percentage point on average in the first half, in light of the recent
strengthening of the dollar, but it is little changed thereafter.

Staff Projections of Selected Trade Prices
(Percent change from end of previous period excepted as noted; s.a.a.r.)

2006 Projection
Indicator ) 2007
H1 Q3 Z%Of' 2008
Q1 Q2 H2
Exports
Core goods 5.3 5.8 1.0 4.0 2.7 1.4 1.0
December GB 5.3 5.8 -0.2 4.0 3.7 15 1.2
Imports
Core goods 2.7 4.3 1.7 2.0 1.6 1.3 1.0
December GB 2.7 4.2 2.0 3.3 2.2 15 1.0
Oil (dollars per barrel) | 63.75 66.55 55.43 50.08 51.39 54.48 55.97
December GB 63.75 66.58 56.08 58.68 61.32 63.98 65.03

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.

We estimate that core export price inflation dropped from 5% percent at an annual rate in
the third quarter to just 1 percent in the fourth quarter. Data on export prices in the fourth
quarter were quite weak on average, in part reflecting the slower pace of commodity
price increases relative to the third quarter. Even so, this estimate is up noticeably from
the last Greenbook, when we projected that core export prices had fallen slightly. Core
export prices came in very close to our expectations in November but exceeded our
expectations in December; prices for agricultural industrial supplies, fuels, and building
materials all moved up strongly.

We expect core export price inflation to move up in the current quarter to 4 percent, in
line with projected increases in U.S. prices, especially agricultural prices, and reflecting
the high level of core export prices in December. Further out we project core export
price inflation to slow gradually to 1 percent by the end of 2008, as agricultural prices
flatten out. Compared with the previous Greenbook, this outlook is little changed aside
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Staff Projections for Trade in Goods and Services
(Percent change from end of previous period, s.a.a.r.)

2006 Projection
Measure . 2007
H1 | Q3 2%046' 2008
QL | Q2 | H2
Real exports 10.0 6.8 7.5 53 52 49 51
December GB 10.0 6.3 54 55 56 54 56
Real imports 5.2 56 -1.8 6.7 35 49 51
December GB 5.2 53 7 5.6 22 45 51

NoOTE. Changes for years are measured as Q4/Q4; for half-years, Q2/Q4 or
Q4/Q2.

We project that import growth will slow to 3% percent in the second quarter, largely on
account of a quirky seasonal adjustment factor that depresses real oil imports, before
climbing to about 5 percent in the second half of 2007 and in 2008. Core import growth
is expected to pick up throughout 2007, supported by firming U.S. GDP growth and a
deceleration in core import prices, before leveling off at just over 5% percent in 2008.
Imports of services are expected to grow steadily throughout the projection period, as are
imports of computers and semiconductors. Our forecast for import growth in the final
three quarters of this year has been revised up about % percentage point from the
December Greenbook forecast, because of a smaller projected decline in real oil imports
as well as the positive effect of the higher projected path of the dollar on imports of core
goods and services.

Real exports of goods and services are estimated to have increased 7Yz percent in the
fourth quarter, a bit faster than the pace of growth in the third quarter, as an acceleration
in exports of services more than offsets a decline in the growth rate of core exports. This
estimate is about 2 percentage points stronger than the one in the December Greenbook,
largely because of stronger-than-expected exports in both the October and the November
trade data, with exports of aircraft exhibiting particular strength. We project that real
export growth will decline to 5% percent in the current quarter, as exports of aircraft
flatten out and exports of both core goods and services decelerate to rates consistent with
the pace of foreign GDP growth and recent developments in relative prices. Our
projection for the first quarter is about ¥4 percentage point lower than that in the previous
Greenbook, largely because of negative effects of the higher projected path of the dollar
on exports of core goods and services.
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This leads monetary policy abroad to tighten, raising real interest rates and causing
foreign activity to decelerate. This shock is phased in beginning in the first quarter of
2007 and is also calibrated to lower foreign GDP 2 percent below baseline in the second
half of 2008. In the second scenario, there are noticeably smaller spillover effects on
U.S. activity and prices than in the first scenario because the dollar depreciates in
response to higher real interest rates abroad. Accordingly, the reduction of U.S. real net
exports is smaller, and U.S. GDP growth declines only 0.1 percentage point below
baseline in the second half of 2007 and in 2008. Core PCE inflation is unchanged in the
second half of 2007 and is down about 0.1 percentage point on average in 2008, as the
effect of lower resource utilization on domestic inflation is offset to some extent by a rise
in import prices.

Alternative Scenarios
Lower Foreign Demand and Higher Foreign Inflation
(Percent change from previous period, annual rate, except as noted)

2007 2008
H1 H2 H1 H2

Indicator and simulation

U.S. real GDP

Baseline 2.2 24 25 25
Lower foreign demand 2.1 2.2 2.2 2.1
Higher foreign inflation 2.1 2.3 2.4 2.4
U.S. core PCE inflation

Baseline 2.2 2.1 2.0 2.0
Lower foreign demand 2.2 2.0 18 18
Higher foreign inflation 2.2 2.1 19 1.8
U.S. federal funds rate

(percent)

Baseline 5.3 5.3 5.3 5.3
Lower foreign demand 52 5.0 4.7 4.4
Higher foreign inflation 5.3 5.2 51 4.9
U.S. trade balance

(percent of GDP)

Baseline 51 52 -3 -52
Lower foreign demand 50 52 54 55
Higher foreign inflation 51 52 53 -52

NOTE. Half year changes are measured as Q2/Q4 or Q4/Q2. The federal
funds rate is the average rate for the final quarter of the period. The monetary
authorities in the United States and the major foreign adjust their policy rates
according to Taylor rules.
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Evolution of the Staff Forecast
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Production of Domestic Light Vehicles
(Millions of units at an annual rate except as noted)

2006 2007 2006 2007
Item Q2 Q3 Q4 Q1 Dec. Jan. Feb. Mar.
U.S. production? 111 105 10.5 105 10.8 10.2 10.6 10.7
Autos 4.3 4.3 4.4 4.0 4.4 4.0 4.0 4.1
Light trucks 6.7 6.2 6.1 6.5 6.4 6.3 6.6 6.6
Days' supply? 75 70 70 n.a 69 n.a n.a n.a
Autos 54 54 60 n.a 57 n.a n.a n.a
Light trucks 90 82 78 n.a 78 n.a n.a n.a
Inventories® 3.06 2.95 2.84 n.a 2.84 n.a n.a n.a
Autos .95 .95 1.03 n.a 1.03 n.a n.a n.a
Light trucks 2.10 1.99 181 n.a 181 na n.a na
Memo: U.S. production,
total motor vehicles? 115 11.0 10.9 10.8 11.3 10.6 10.9 11.0

Note. FRB seasonals. Components may not sum to totals because of rounding.

1. Production rates for the first quarter reflect the latest industry schedules.

2. Quarterly values are calculated with end-of-period stocks and average reported sales.
3. End-of-period stocks.

4. Includes medium and heavy trucks.

n.a. Not available.

Inventories of Light Vehicles

Millions of units

1998 1999 2000 2001 2002 2003 2004 2005 2006

Days’ Supply of Light Vehicles
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Indicators of High-Tech Manufacturing Activity

Rate of Change in Semiconductor
Industrial Production

Percent

| 3-month moving average

Dec.

2002 2003 2004 2005
Note. MPU is a microprocessor unit.

2006

U.S. Personal Computer and Server Sales
Millions of units, ratio scale

Servers (left scale)

PCs (right scale)

IIIIIIIIIIIIIIIIIIIIIIIlIIII
2000 2001 2002 2003 2004 2005 2006

Note. FRB seasonals. Q4 servers value is Gartner’s forecast.

Source. Gartner.

Capital Expenditures by Telecommunications
Service Providers

Billions of dollars, ratio scale

- ® Annual average —
= O 2006 guidance -

lIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII
1999 2000 2001 2002 2003 2004 2005 2006
Note. FRB seasonals. Excludes cable television companies.
Source. SEC filings.
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Millions of units, ratio scale
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MPU Shipments and Intel Revenue

Billions of dollars, ratio scale

Jo1 4
WQA

WorIdW|de MPU sh|pments

2000 2001 2002 2003 2004 2005 2006 2007
Note. Q1 Intel revenue is the range of the company’s
guidance as of January 16, 2007, and Q4 worldwide MPU
shipments is a staff estimate. FRB seasonals.
Source. Intel and Semiconductor Industry Association.

IP: Communications Equipment
2002 = 100, ratio scale

2002 2003 2004 2005 2006 2007
ClIO Magazine Data Networking Equipment
and Telecom Equipment Diffusion Index
Index
e Last month of each quarter
WWC
IIIIIIIIIIIIIIIIIIIII

11
2001 2002 2003 2004 2005 2006
Note. The average of diffusion indexes for future spending
on data networking equipment and telecom equipment.
Source. CIO magazine. Monthly through 2005. As of 2006,
the survey is collected only on the last month of each quarter.
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Content redacted.
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Sales of Light Vehicles

(Millions of units at an annual rate; FRB seasonals)

2006
Category 2006 Q2 | Q3 | Q4 | Oct. | Nov. | Dec.
Total 16.5 16.3 16.6 16.3 16.1 16.0 16.7
Autos 7.8 7.8 7.9 7.6 7.3 7.4 8.1
Light trucks 8.7 85 8.7 8.6 8.8 8.6 8.6
North American! 12.8 12.6 12.8 124 12.3 12.2 12.7
Autos 54 54 54 52 51 51 56
Light trucks 7.4 7.1 14 7.2 7.2 7.2 7.1
Foreign-produced 3.7 3.7 3.7 3.8 3.8 38 4.0
Autos 23 24 25 24 22 23 25
Light trucks 13 13 13 15 15 14 14
Memo:
Big Three domestic
market share (percent)? 53.7 53.9 52.8 52.3 53.7 52.0 51.2
Note. Components may not sum to totals because of rounding.
1. Excludes some vehicles produced in Canada that are classified as imports by the industry.
2. Domestic market share excludes sales of foreign brands affiliated with the Big Three.
Market Share
Percent
70
Big Three domestic
vehicles (left scale)
65
Q4
60
Other domestic
vehicles (right scale)
55
Q4
50 .

Car-Buying Attitudes

Average Value of Incentives on Light Vehicles

PP |
2000

MEPEP EPEPEPE BPEPEPE PP PP B
2001 2002 2003 2004 2005 2006

Current dollars per vehicle, ratio scale

Jan. 14

Percent Index
80 — — 200 —
2= - 180
64 - Appraisal of car-buying conditions (right scale)
— 160 -
56 |-
48 Jan. 4 140
40
— 120 -
32
24 — 100
Bad time to buy:
16 - Gas prices and shortages 80
8 (left scale)
Jan. _{ g0
0
8 llllllllllllllllllllllllllllllllllllllllllllllllllll 40
1996 1998 2000 2002 2004 2006 2008 2002

Source. Reuters/University of Michigan Survey.

2004 2006

Note. Weighted average of customer cash rebate and
interest rate reduction. Data are seasonally adjusted.
Source. J.D. Power and Associates.

30

25

20

15

3800
3400

2500

1600

700


m1pmg01
Typewritten Text

m1pmg01
Typewritten Text
Content redacted.


11-32

CBO Budget Projectionsand Economic Assumptions

2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017

Baseline

budget projectionst Billions of dollars

(fiscal years)

Total surplus -172 -98  -116  -137 -12 170 159 185 208 192 249
On-budget -357 -299  -332  -367 -258 -85 -101 -79 -57 -72 -10
Off-budget 185 201 216 230 246 255 261 264 265 264 259

Adjusted budget

(fiscal years)

Adjusted surplus -207 -216 -213 -218 -232 -164 -222 -236 -258 -323 -322

Tota adjustments -35  -118 -97 -81 -220 -334 -381 421 466 -515 -571
War on terror? 3 -25 -53 -29 10 33 46 54 59 60 62 63
Expiring taxes -9 -61 -59 -78  -233  -347 -386 -412 437 -466  -498
Debt service® -1 -4 -9 -13 -20 -33 -49 -68 -89 111 -136

Memo: Percent of GDP

Total surplus -1.3 -0.7 -0.8 -0.9 -0.1 1.0 0.9 1.0 11 0.9 12

Adjusted surplus -15 -1.5 -14 -14 -14 -1.0 -1.2 -1.3 -1.3 -1.6 -15

Economic assumptions

(calendar years) Percent change, year over year

Nominal GDP 43 48 5.0 4.8 45 45 44 44 43 43 43

Real GDP 2.3 3.0 31 3.0 2.7 2.7 2.6 25 25 25 24

CPI-U 19 23 22 22 22 22 22 22 22 22 22

Core CPI-U 2.6 2.3 22 22 22 2.2 22 22 22 22 22

Core PCE prices 21 19 20 20 20 20 19 20 20 1.9 19

Percent, annual average

Unemployment rate 4.7 49 5.0 50 5.0 5.0 5.0 5.0 5.0 5.0 5.0

Treasury yields
Three-month 4.8 45 44 44 44 4.4 44 44 44 4.4 44
Ten-year 48 5.0 51 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2

1. The on-budget surplus excludes the Social Security surplus and the Postal Service, which are off-budget. The
baseline assumes that budget authority for discretionary programs grows with inflation after fiscal 2006 and that no new
mandatory spending or tax legislation is enacted.

2. The adjustment reflects the CBO' s estimates of an aternative policy scenario in which additional supplemental
funding for the war on terror would increase spending above the baseline projection over the next 3 years, but it also
assumes a subsequent phasing down of military activitiesin Irag and Afghanistan instead of an extension of current
appropriations for such activities.

3. Negative valuesindicate the effect on the surplus and reflect an increase in outlays.

Source. Congressional Budget Office, The Budget and Economic Outlook (January 2007).
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State and Local Indicators

Real Spending on Consumption & Investment Net Change in Employment
Percent change, annual rate Thousands of jobs, monthly average
- ] 1 12 - 4 50
—— Spending
I —— 4-quarter moving average 4 10
- 4 8
L 16 i
= d 4 =
- 4 2
Q3
l | A
- q-2 Dec.
1 1 1 1 1 1 1 1 1 1 1 1) 1 1 1 1 1 1 1 1 1l 10
1996 1998 2000 2002 2004 2006 2000 2002 2004 2006
Real Construction Net Saving
Billions of chained (2000) dollars Percent of nominal GDP
[ Annual rate q 200 B 7 10
Q4

| { 180 M /\/\/\/J\/\ 1 o5
. 1 160 \/VAVA\( \ f\A 0.0

U

Q3
- 4 140 - 4 -05
L1 1 1 1 1 1 1 1 1 1 1459 1 1 1 s |
1996 1998 2000 2002 2004 2006 1985 1990 1995 2000 2005
Note. Nominal CPIP deflated by BEA prices through
Q3 and by staff projection thereafter. Q4 is the average
for October and November.
State Revenues Local Revenues
Percent change from year earlier Percent change from year earlier
[ 4-quarter moving average 120 [ 4-quarter moving average 114
- 4 15 - 412
4 10 - 4 10
Q3 | 5 Property taxes 1g
Total revenues
' \V . I,
- 4 -5 44
Individual and corporate
- income taxes 4 -10 42
Total revenues
L1 1 1 1 1 1 1 1 1 1 445 L1 1 1 1 1 1 1 1 1 1 g
1996 1998 2000 2002 2004 2006 1996 1998 2000 2002 2004 2006

Source. Census Bureau. Source. Census Bureau.



Consumer Prices
(12-month change except as noted)

PCE Prices
Percent
— — 4
Total PCE
—3
Dec.*
2
Core PCE —1
lllllllllllllllllllllllllllllll
2000 2002 2004 2006
* Staff estimate.
PCE excluding Food and Energy
Percent
— — 3
Dec.*
-2
- —1
Market-based components
lllllllllllllllllllllllllllllll
2000 2002 2004 2006
* Staff estimate.
PCE excluding Food and Energy
Percent
— — 5
3-month change, annual rate 4
3
2
1
0
lllllllllllllllllllllllllllllll_

2000 2002 2004 2006

* Staff estimate.

CPI and PCE ex. Food and Energy

Percent

PCE CPI
- chained

lllllllllllllllllllllllllllllll

2000 2002 2004 2006

* PCE for December is a staff estimate.

PCE Goods and Services

Percent
Dec.*
| Services ex. energy |
A A AW N
/ ~ YA \pec
Goods ex.
food and energy |
lllllllllllllllllllllllllllllll_
2000 2002 2004 2006
* Staff estimate.
CPI excluding Food and Energy
Percent

3-month change, annual rate

vl b by b v by Ia
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Measures of Expected Inflation

Survey Measures (Reuters/Michigan)

Percent Percent
Quarterly 12 Monthly
- — 10 | |
- s
. = Jan. -
Median, 5 to 10 years ahead
- — 6
- — 4
Q4
- Median, 12 months ahead — 2 B T
I N e e A v I 11 | T 11
1971 1976 1981 1986 1991 1996 2001 2006 2005 2006 2007
Inputs to Models of Inflation
Percent Percent
Quarterly 12 Quarterly
- — 10 | a
- -8
FRB/US long-run expectations measure - —
H 1 *
| l for CPI inflation s Q4
L Q1]
T 4
Distributed lag of
| core CPI inflation** Q4| 2 - -
Q1
1 S e e e e A A I PR R T N T S S B
1971 1976 1981 1986 1991 1996 2001 2006 2005 2006

* For 1991 forward, the median projection for CPI inflation over the next 10 years from the Survey of Professional Forecasters;
for 1981 to 1991, a related survey conducted by Richard Hoey; and for the period preceding 1981, a model-based estimate constructed
by Board staff.

** Derived from one of the reduced-form Phillips curves used by Board staff.

Inflation Compensation from TIPS
Percent Percent

Quarterly 5 Weekly

T

5 to 10 years ahead

- Next 5 years

1 l 1 1 l 1 1 l 1 1 l 1 1 l 1 1 l 1

1 1 1 l 1 1

2001 2002
Note. Based on a comparison of an estimated TIPS yield curve with an estimated nominal off-the-run Treasury yield curve, with an
adjustment for the indexation-lag effect since March 2004.

1 l 0 1

1 1 1 1 1 1 1
2003 2004 2005 2006 2005 2006 2007
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Broad Measures of I nflation
(Percent change, Q3 to Q3)

Measure 2003 | 2004 | 2005 | 2006
Product prices
GDP priceindex 22 2.9 31 29
Lessfood and energy 19 29 29 29
Nonfarm business chain price index 13 25 33 2.6
Expenditure prices
Gross domestic purchases price index 2.3 32 3.6 31
Lessfood and energy 19 2.8 2.8 2.8
PCE price index 1.9 2.7 31 2.8
Lessfood and energy 13 21 20 2.4
PCE price index, market-based components 18 23 31 2.6
Lessfood and energy 11 14 17 20
CPI 2.2 2.7 3.8 33
Lessfood and energy 13 18 21 2.8
Chained CPI 2.0 25 31 3.0
Lessfood and energy 1.0 17 17 2.7
Median CPI 2.1 2.4 2.3 34
Trimmed mean CPI 18 21 2.3 29
Trimmed mean PCE 17 2.3 2.3 2.6
Surveys of Inflation Expectations
(Percent)
Reuters/University of Michigan Index
Actual 1lyear? 5to 10 years® Professional
CPI forecasters
Period inflation? Mean Median Mean Median | (10years)*
2005:Q1 3.0 3.6 3.0 3.2 2.8 25
Q2 2.9 39 3.2 3.3 2.9 25
Q3 3.8 4.3 35 35 2.9 25
Q4 3.7 4.6 3.7 35 31 25
2006:Q1 36 3.7 3.0 33 29 25
Q2 4.0 45 35 3.6 31 25
Q3 33 4.0 34 33 3.0 25
Q4 19 35 3.0 35 3.0 25
2006:July 4.1 3.8 3.2 3.2 2.9
Aug. 3.8 4.6 3.8 35 3.2 25
Sept. 2.1 3.6 31 3.2 3.0
Oct. 13 3.7 31 35 31
Nov. 2.0 3.3 3.0 35 3.0 25
Dec. 25 35 2.9 34 3.0
2007:Jan. n.a 3.6 3.0 35 3.0

1. Percent change from the same period in the preceding year.
2. Responses to the question, By about what percent do you expect prices to go up, on

average, during the next 12 months?

3. Responses to the question, By about what percent per year do you expect prices to go up,

on average, during the next 5 to 10 years?

4. Quarterly CPI projections compiled by the Federal Reserve Bank of Philadelphia

... Not applicable.
n.a. Not available.
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Hourly Compensation and Unit Labor Costs
(Percent change from preceding period at compound annual rate; based on seasonally adjusted data)

2004:Q3| 2005:Q3 2005 2006
to to
Category 2005:Q3 | 2006:Q3¢ Q4 Q1 Q2 Q3e
Compensation per hour
Nonfarm business 4.8 45 2.9 13.7 -1.2 31
Unit labor costs
Nonfarm business 2.1 31 3.0 9.0 -24 3.2

e Staff estimate.

Compensation per Hour
(Percent change from year-earlier period)
Percent

Productivity and costs*

Q3

[N N S Y S [ [ N NS N
1996 1998 2000 2002 2004 2006

* Value for 2006:Q3 is a staff estimate.

Average Hourly Earnings
(Percent change from year-earlier period)

[N [ I N N [N [ A N —

1996 1998 2000 2002 2004 2006

O B N W A~ OO N @©

1.0

Unit Labor Costs

(Percent change from year-earlier period)

Percent
Q34
A A
vv ' \I
| | | | | | | | | | 1
1996 1998 2000 2002 2004 2006

Note. Value for 2006:Q3 is a staff estimate.

Markup, Nonfarm Business

Ratio
Q3 |
- ~ —
- Average, -
1968-present
| | | | | | | | | | | 1
1996 1998 2000 2002 2004 2006

Note. The markup is the ratio of output price to unit
labor costs. Value for 2006:Q3 is a staff estimate.

Last Page of Domestic Nonfinancial Developments

Nk O R N WA O Oo

1.66
1.64

1.60
1.58

1.54
1.52
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Selected Components of Net Debt Financing

Business Finance

Gross | ssuance of Securities by U.S. Corporations
(Billions of dollars; monthly rates, not seasonally adjusted)

2006 2007
Type of security 2003 2004 2005 H1 I Q3 I Q4 I Dec. Jan. ©
Nonfinancial corporations
Stock: 3.7 54 46 5.2 2.6 5.6 54 3.0
Initial public offerings 4 16 17 19 7 2.7 18 na
Seasoned offerings 33 38 28 33 19 29 35 na
Bonds? 316 22.7 191 30.5 187 36.2 29.6 20.0
Investment grade 159 8.2 84 14.4 105 12.7 104 na
Speculative grade 11.3 9.7 6.4 84 4.8 104 152 na
Other (sold abroad/unrated) 4.3 49 4.3 7.8 35 13.2 4.0 na
Memo
Net issuance of commercial paper? -34 15 -4 34 -1.2 9.9 311 11.0
Changein C&1 loans at
commercial banks®*° 7.7 32 2.9 145 14.7 7.0 72 na
Financjal corporations
Stocks® 6.6 6.9 5.0 44 5.0 6.8 48 na
Bonds® 111.1 139.3 176.3 190.2 174.8 190.8 220.8 100.0

Note. Components may not sum to totals because of rounding.

1. Excludes private placements and equity-for-equity swaps that occur in restructurings.

2. Datainclude regular and 144a private placements. Bond totals reflect gross proceeds rather than par value of
original discount bonds. Bonds are categorized according to Moody’ s bond ratings or to Standard & Poor’s if

unrated by Moody’s.

3. End-of-period basis, seasonally adjusted.

4. Adjusted for FIN 46 effects.

5. Adjusted to remove the effects of a consolidation of a sizable amount of thrift assets onto acommercial bank’s

books in October 2006.
e Staff estimate.
n.a Not available.

Monthly rate, nonfinancial firms

NI

Commercial paper*
C&l loans*
Bonds

| [N

Total

Billions of dollars

60

|
| 7N

Monthly rate, nonfinancial firms

Public issuance
Private issuance
Repurchases
Cash mergers

Total

Components of Net Equity Issuance

Billions of dollars

e

2002 2003 2004

2005

* Seasonally adjusted, period-end basis.

2006

2002

2003 2004 2005

e Staff estimate.
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Commercial Real Estate

Commercial Mortgage Debt
Percent change from year earlier

Quarterly

1996 1998 2000 2002 2004 2006
e Staff estimate.

Gross Issuance of CMBS
Billions of dollars

Quarterly

*

1996 1998 2000 2002 2004
* Staff estimate for Q1.
Source. Commercial Mortgage Alert.

2006

Delinquency Rates on Commercial Mortgages
Percent

- At commercial ]
banks

Q3
Dec.
insurance
- companies Q3 +
Il Il Il Il Il Il Il Il Il Il Il Il
1996 1998 2000 2002 2004 2006

Source. Citigroup, Call Report, ACLI.
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Commercial Mortgage Rate
Percent

Monthly

%\W N

Note. Based on newly securitized commercial mortgages
that were originated several months before securitization.
Source. Commercial Mortgage Alert.

Investment-Grade CMBS Spreads
Basis points

Weekly

BBB

Jan. 17 |

2000 2001 2002 2003 2004 2005 2006
Note. Measured relative to the 10-year Treasury yield.
Source. Morgan Stanley.

Commercial Real Estate Prices and Rents
Percent change from year earlier

Quarterly

Prices

w

)

Rents

L ' ' ' ' ' ' ' ' ' ' ' ' ' ' ' ' ' ' ' ' ' '
1988 1991 1994 1997 2000 2003 2006

Note. Series include office, industrial, and retail properties.
Source. NCREIF, Torto Wheaton.
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Household Assets

House Prices

Percent change from year earlier

House-Price Path Implied by Futures on

S&P/Case-Shiller 10-City Index ~
January 2000 = 100

—_— —_ 14 —_— } pa—
Quarterly Quarterly Implied
= -4 12
= -4 10
L 4 8 B T
- - 6 B n
| OFHEO purchase-only index Q3 i A
B 1 2 —— Dec. 11
[N NN NN NI B FRE FREE FREE FEEE FETN N F R 1 ‘ 1 L 1 ‘
1996 1998 2000 2002 2004 2006 2005 2006 2007
Source. Office of Federal Housing Enterprise Oversight. Source. Chicago Mercantile Exchange.
Stock Prices Net Worth
Percent change from year earlier Ratio to disposable income
Quarterly, end of period Quarterly, end of period, s.a.
- - 30 - -
Q4 Q4e
- - O = -
- - _30 - -
Wilshire 5000
| NI N WA IS AN WA NN NN WA WA N R -60 | NS NN N WA I N W NS NS N NN N |
1996 1998 2000 2002 2004 2006 1996 1998 2000 2002 2004 2006
e Staff estimate.
Net Flowsinto Long-Term Mutual Funds
(Billions of dollars, monthly rate)
Fund type 2004 2005 2006 Assets
Q1 Q2 Q3 Q4¢€ Dec.e Nov.
Total long-term funds 175 16.0 38.9 6.2 9.2 26.1 32.6 7971
Equity funds 14.8 11.3 311 7.0 4.1 135 16.5 5,836
Domestic 9.3 2.6 10.7 -24 -3.6 10 24 4,568
International 5.6 8.7 20.4 94 7.7 125 141 1,268
Hybrid funds 3.6 2.1 0.4 -0.1 0.3 2.0 2.1 647
Bond funds -0.9 2.6 7.4 -0.7 4.8 10.6 14.0 1,488
High-yield -0.8 -1.3 -04 -14 04 0.9 12 155
Other taxable 1.0 35 58 0.7 33 7.7 11.0 968
Municipals -11 0.4 21 0.1 1.0 20 17 365

Note. Excludes reinvested dividends.
e Staff estimate based on confidential weekly data.
Source. Investment Company Institute.

240

230

220

210

200

190

6.5

6.0

5.5

5.0

4.5



11-12

State and Local Gover nment Finance

Gross Offerings of Municipal Securities
(Billions of dollars; monthly rate, not seasonally adjusted)

2006 2007
Type of security 2003 | 2004 | 2005 | H1 | Q3 | Q4 | Dec. | Jan.®
Total 379 347 384 329 346 438 497 230
Long-term1 320 298 341 300 291 403 458 220
Refundings 2 100 108 155 9.7 80 141 108 9.0
New capital 221 190 187 203 211 262 350 130
Short-term 5.8 49 4.2 2.8 55 35 3.9 1.0
Memo: Long-term taxable 35 20 21 2.8 2.7 1.7 20 .0

1. Includesissues for public and private purposes.
2. All issues that include any refunding bonds.
e Staff estimate based on preliminary data through January 18, 2007.

Ratings Changes
Number of ratings changes

Annual rate Upgrades H1 vo

Downgrades
1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1
1989 1991 1993 1995 1997 1999 2001 2003 2005 2007
* Staff estimate based on data through January 17, 2007.
Source. S&P’s Credit Week Municipal and Ratings Direct.
Municipal Bond Yields Municipal Bond Yield Ratio
General Obligation Percent General Obligation over Treasury Ratio
e c— 8 p— c—
Weekly Weekly
- g7 L .
20-year 20-year
- -6
- 15
Jan. B T
- 18 - 4
Jan.
Jan.
= 23 3 18
= 1-year i B 7
- 141
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1995 1998 2001 2004 2007 1995 1998 2001 2004 2007

Source. Municipal Market Advisors and Bond Buyer. Source. Bond Buyer.

2400

1800

1200
600

600
1200
1800
2400

1.0

0.9

0.8

0.7



1-14

M2 Monetary Aggregate
(Based on seasonally adjusted data)
Percent change (annual rate)l Level
(billions
2006 2007 | of dollars),
Aggregate and components 2005 | 2006 Q3 Q4 Dec. | Jan. Jan.
(e) (e)
M2 41 5.0 4.2 6.8 7.6 9.0 7,074
Components2
Currency 3.6 3.6 11 31 3.9 18 751
Liquid deposits3 20 6 -12 27 53 8.9 4,329
Small time deposits 187 197 202 17.7 103 6.1 1,170
Retail money market funds -2 129 157 174 197 209 817
Memo:
Institutional money market funds 49 157 172 208 263 -36 1,329
Monetary base 35 31 v 25 3.9 11 813

For years, Q4 to Q4; for quarters and months, calculated from corresponding average levels.
Nonbank traveler’s checks are not listed.

Sum of demand deposits, other checkable deposits, and savings deposits.

Estimated.

® wph P
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Retail Sales and Industrial Production
06Jan. 2003=100

12-month percent change

United Kingdom

Consumer Price Inflation

Percent, 12-month basis

10 —
Industria production
(left scale)
104 g | |
102
—I6 —
100 CPI
—4 I —
98
Core*
% Retail sales -2
(right scale)
94 | | | | | | | | | | 0 | | | | | | | | | |
1997 1999 2001 2003 2005 2007 1997 1999 2001 2003 2005 2007
*Excludes energy and unprocessed food (n.s.a.)
Unemployment Rates House Price Inflation Producer Price Index
Percent 8 Percent, 12-month basis 35 Percent, 12-month basis
- —{ 30 I —
Input
- —{ 25 I —
— 6
. i —{ 20 | —
Nationwide* Output
Labor force — 15 \’\"V Ty
- —4
-5 —
I I A I Y I

2
1997 1999 2001 2003 2005 2007

0
1997 1999 2001 2003 2005 2007
*Nationwide and Halifax are two of Britain's largest mortgage lenders.

Economic Indicators

1997 1999 2001 2003 2005

(Percent change from previous period except as noted, s.a)

2006 2006 2007
Indicator Q2 [ Q@3] Q4| Oct. [ Nov. | Dec. | Jan.
Real GDP* 30 28 34
Producer prices’ 133 79 33 45 35 20 na
Average earnings’ 4.3 40 na 4.2 39 na n.a
Business confidence® 120 130 83 90 50 110 120
Consumer confidence® -47 60 -49 -35 -53 58 na
Trade balance’ 263 -250 na -77 -90 na na

1. Q4 figureis preliminary estimate (s.aar.). 2. Percent change from year earlier.

3. Confederation of British Industry,
4. Eurostat, percent balance.

5. Level in billions of US Dollars.
n.a. Not available. ... Not applicable.

percent balance.
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