COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396

S N N N Nt Nt N oa?

KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

1. Please provide all schedules, tables, and charts included in the testimony and exhibits to
the testimony of Mr. Kollen in electronic format, with formulas intact and visible, and no pasted
values.

RESPONSE:

Please see attached files.



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

2. Please provide all workpapers, source documents, and electronic spreadsheets used in the
development of the testimony of Mr. Kollen. The requested information, if so available, should
be provided in an electronic format, with formulas intact and visible, and no pasted values.

RESPONSE:

Please refer to the response to Question 1.



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

3. Please provide all schedules, tables, and charts included in the testimony and exhibits to
the testimony of Mr. Baron in electronic format, with formulas intact and visible, and no pasted
values.

RESPONSE:

See attached files.



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

4, Please provide all workpapers, source documents, and electronic spreadsheets used in the
development of the testimony of Mr. Baron. The requested information, if so available, should
be provided in an electronic format, with formulas intact and visible, and no pasted values.

RESPONSE:

See response to Question 3.



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

5. Please provide all schedules, tables, and charts included in the testimony and exhibits to
the testimony of Mr. Baudino in electronic format, with formulas intact and visible, and no
pasted values.

RESPONSE:

Please refer to the attached spreadsheet file entitled "Kentucky Power ROE Analysis.xlsx"



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

6. Please provide all workpapers, source documents, and electronic spreadsheets used in the
development of the testimony of Mr. Baudino. The requested information, if so available, should
be provided in an electronic format, with formulas intact and visible, and no pasted values.

RESPONSE:

Please refer to the attached work papers and source documents.

Please note that Value Line reports were not included due to copyright restrictions.

Also, cited pages from New Regulatory Finance and A Random Walk Down Wall Street were not
provided due to copyright restrictions.

The documents cited in footnotes 1 through 4 may be obtained from the web sites shown in the
footnotes.



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

7. Please provide all schedules, tables, and charts included in the testimony and exhibits to
the testimony of Dr. Coomes in electronic format, with formulas intact and visible, and no pasted
values.

RESPONSE:

Please see attached files.



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

7. Please provide all schedules, tables, and charts included in the testimony and exhibits to
the testimony of Dr. Coomes in electronic format, with formulas intact and visible, and no pasted
values.

RESPONSE:

Please see attached files.



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

8. Please provide all workpapers, source documents, and electronic spreadsheets used in the
development of the testimony of Dr. Coomes. The requested information, if so available, should
be provided in an electronic format, with formulas intact and visible, and no pasted values.

RESPONSE:

Please see attached files.



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

9. Please reference Exhibit LK-9, page 3 of 3, of the testimony of Company Witness
Kollen, specifically the numbers used for the Plant in Service total, which reference Schedule B-
2.

a. Confirm that the Plant in Service values used in Exhibit LK-9, page 3 of 3, which
reference Schedule B-2, were not those provided by the Company in this proceeding.

b. If you cannot confirm the statement in subpart a, please explain the basis for your
inability to confirm.

C. Please update Exhibit LK-9 and any other exhibits, schedules, calculations,
statements, or other positions in which Mr. Kollen used or relied on calculations using
values other than those provided by the Company. This includes updating all adjustments
that used Mr. Kollen’s gross up conversion factor as well as Mr. Kollen’s overall
recommendation.

RESPONSE:

a. Confirmed.
b. Refer to the response to part (a) of this question.

C. Refer to the attached update of Exhibit LK-9. The adjustment to include the
Section 199 Deduction in the Gross Revenue Conversion Factor should be $1.147 million
instead of $2.116 million as shown in the Exhibit LK-9 as filed. This update changes Mr.
Kollen’s recommended reduction in the base revenue requirement to $35.702 million
rather than the $36.670 million as filed and changes the overall increase in rates
recommended by KIUC to $26.781 million from the $25.814 million as filed. The
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COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

change does not affect adjustments to the other production related riders because those
gross up conversion factors were calculated utilizing a 100% production allocation for the
Section 199 deduction.
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COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

10.  Please reference page 9 of the testimony of Mr. Kollen.

a. Please identify the units on the Y-axis of the chart shown on that page titled
“Kentucky Power Co. Total Rates Charged to Kentucky Customers 2004-2013.”

b. Please provide all workpapers, source documents, and electronic spreadsheets
used in the development of this chart. The requested information, if so available, should

be provided in an electronic format, with formulas intact and visible, and no pasted
values.

RESPONSE:

a. Cents per kWh.

b. Refer to the response to Question 1.
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COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

11.  Please reference page 42 of the testimony of Mr. Kollen. Please provide all workpapers,
source documents, and electronic spreadsheets used in the calculation of Mr. Kollen’s proposed
$0.832 million adjustment to the Company’s proposed OSS base credit. The requested
information, if so available, should be provided in an electronic format, with formulas intact and
visible, and no pasted values.

RESPONSE:

Please see the attached zip file entitled Response to KPCO 1-11 attachment a and b.zip, which
contains the following files:

Response to KPCO 1-11 attachment a.xIsx
Response to KPCO 1-11 attachment b.xlsx
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BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:
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COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
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12.  Please reference pages 20-22 of the testimony of Mr. Baron.

a. Please confirm that Mr. Barron is proposing that the Company pay customers
interruptible credits under tariff CS IRP whether or not the interruptible capacity qualifies
as a capacity resource in PJM?

b. If you cannot confirm the statement in subpart a, please explain the basis for your
inability to confirm.

RESPONSE:

a. Yes. However, Mr. Baron expects that the capacity will qualify as either a PIM capacity
resource pursuant to PYM Demand Response rules, or as a PJM load reduction
pursuant to PJM’s January 2015 proposed modifications to its emergency demand
response program. Please note that the FERC has rejected PJM’s filing in an Order
issued in Docket No. ER15-582 on March 31, 2015.

b. Not Applicable.
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COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

13.

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

Please reference pages 23 through 27 of the testimony of Mr. Baron.

a. Please confirm that the majority of the Company’s OATT PJM LSE expense is
not within the Company’s control and is instead governed by FERC approved tariffs and
the revenue requirements of other transmission owners in the PJM RTO.

b. If you cannot confirm the statement in subpart a, please explain the basis for
your inability to confirm.

RESPONSE:

a. Yes. Mr. Baron agrees that pursuant to its participation in PJM, AEP East and
KPCo must pay the PJM tariff rates. All of the charges that KPCo pays are based on the
PJM tariff rates. The total amount that KPCo pays to PJM is a function of the PJM rates
and the KPCo billing determinants applied to such rates, based on KPCo’s obligations as
an LSE.

b. Not applicable.
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COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

14.

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

Please identify all proceedings in Ohio, West Virginia, Virginia, Michigan and Indiana

where Mr. Baron provided testimony in opposition to the inclusion of PJM charges and credits in

riders.

a. Please provide copies of all testimony offered by Mr. Baron in those proceedings.

b. Please provide copies of the State Commission Orders in those proceedings where
the State Commissions agreed with the testimony of Mr. Baron opposing the inclusion of
PJM charges and credits in riders.

C. Please confirm that the Company’s affiliates in Ohio, West Virginia, Virginia,
Michigan, and Indiana, all collect their PJM charges and credits through riders, or track
the actual annual PJM charges above and below an amount in base rates.

d. If you cannot confirm the statement in subpart c, please explain the basis for your
inability to confirm.

RESPONSE:

a. See the attached testimony of Mr. Baron in a recent Appalachian Power Company
rate case in West Virginia. To the best of his knowledge, Mr. Baron has not
addressed this issue in Ohio and Virginia, nor has he presented testimony in
Michigan or Indiana since AEP East joined PJM and thus has never addressed this
issue in those two jurisdictions.

b. The WV PSC has not yet issued an order in the case referred to in the response to
part (a).

c. Mr. Baron can confirm this statement with respect to Ohio, WV and VA. He has
not participated in Michigan or Indiana AEP East Company proceedings since
AEP East joined PIM.

d. Not applicable.
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COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

15.

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

Reference Exhibit RAB-5 of the testimony of Mr. Baudino.

a. Please provide a list of each firm relied on by Mr. Baudino to develop the median
earnings and book value growth rates and the individual growth rate estimates for each
firm.

b. Please provide a list of each firm relied on by Mr. Baudino to develop the median
dividend yield of 0.76% and the individual dividend yield for each firm.

C. Please provide all workpapers and supporting documents for the Value Line
median growth rates and dividend yields.

d. Please indicate how many of the firms included in arriving at the median
earnings and book value growth rates pay common dividends.

RESPONSE:

a. The Value Line summary statistics relied upon by Mr. Baudino does not list the
names of the firms included in the summary.

b. See response to part (a) of this question.

c. Please refer to the spreadsheet entitled "Value Line Summary Statistics Feb 25
2015.xIsx" included in the response to Data Request No. 9.
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COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO KENTUCKY POWER COMPANY’S
FIRST SET OF DATA REQUESTS

d. The Value Line summary statistics relied upon by Mr. Baudino did not provide
the requested information.
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10 MERGENT BOND RECORD September 2007

Corporate Bond Yield Averages

CORPORATE CORPORATE
AV. BY RATINGS BY GROUPS PUBLIC UTILITY BONDS INDUSTRIAL BONDS RAILROADBONDS
CORP. Aaa Aa A Baa P.U. IND. R.R. Aaa__ Aa A Baa Aaa Aa A Baa Aaa_Aa A Baa

2002

Jan. 7.38 6.55 7.03 7.50 7.87 7.69 17.07 —  Jan. — 728 7.66 8.13 Jan 6.55 678 735 7.60 Jan emm e eeee eeee
Feb. 7.32 6.51 695 7.37 7.89 7.62 7.02 -~ Feb. - 7.14 754 818 Fcb. 651 676 720 759 Feb. —— @ —— e e
Mar. 7.57 681 722 7.62 811 7.83 7.30 —  Mar. -— 742 776 832 Mar 681 7.02 747 789 Mar, -— - — —-
Apr. 7.49 6.76 7.16 7.49 8.04 774 7.23 —  Apr. - 738 7.57 826 Apr 676 693 740 781 Apr.  — e -
May 7.49 6.75 720 743 8.09 776 122 -—  May —- 743 752 833 May 675 695 733 784 May — @— = @ -
Junc 7.36 6.64 7.08 725 7.96 7.67 7.06 —  Junc -— 733 742 826 Junc 664 683 7.09 767 June — - — —-
July 7.27 6.53 698 7.14 790 7.54 6.99 — July -—— 722 731 807 July 6.53 674 697 171 Juy — @ - - —
Aug. 7.06 6.37 684 695 7.58 734 6.77 —  Aug. — 710 7.17 774 Awg. 637 657 673 742 Aug. -— @ —- e -
Sep. 6.87 6.15 6.63 676 1740 7.23 651 —  Sep. - 698 7.08 762  Scp. 6.15 627 643 717 Sep. -— @ —- = -
Oct. 7.08 6.33 6.74 695 17174 743 672 —  Oct. -— 707 723 800 Oct 633 640 667 748 Oct. -—— - — —-
Nov. 7.01 631 671 6.89 7.62 7.31 6.70 - Nov. — 703 7.4 776 Nov. 631 639 663 747 Nov. -~— == === -
Dec. 6.90 6.21 6.63 6.80 745 720 6.59 —  Dec. — 694 7.07 761 Dec. 621 632 653 728 Dec. —— @@—— e e
2003

Jan. 6.84 6.17 659 676 735 713 654 —  Jan. -— 687 7.06 747 Jan. 617 630 646 723 lan —_— - = —-
Feb. 6.62 595 6.34 6.63 7.06 692 631 -—-- Fcb. - 666 693 7.17 Fcb. 595 6.02 633 694 Fcb. — @ — = e
Mar. 6.53 580 628 6.54 6.95 680 626 —- Mar - 656 679 705 Mar 589 6.04 630 684 Mar. —— - o= e
Apr. 6.44 574 622 645 6.85 668 6.18 —  Apr. -— 647 6.64 694  Apr. 574 597 626 676 Apr. — - — —-
May 6.02 522 585 6.08 6.38 635 570 — May -— 620 636 647 May 522 548 579 629 May -— - — —-
June 5.85 497 572 592 6.19 621 549 —  June — 6.12 621 630 Junc 497 531 562 607 June — @ — e -
July 6.26 549 6.07 6.34 6.62 654 598 -— July — 637 657 6.67 July 549 577 611 656 July - @ — @ e— -
Aug. 6.57 587 631 6.63 7.0!1 678 635 —  Aug. — 648 678 7.08 Aug. 587 613 648 692 Aug. _— = —
Sep. 6.37 572 6.13 642 6.79 658 6.16 -—  Scp. — 630 6.56 687  Scp. 572 595 627 6.71 Sep. e —— e e
QOct. 6.32 570 6.11 633 6.73 650 6.14 ——  Oct. -— 628 643 679 Oct. 570 594 623 6.67 Oct. =eee —— o e
Nov. 6.27 5.65 6.08 6.28 6.66 644 6.09 -— Nov. -— 626 637 669 Nov. 565 591 6.8 663 Nov. -— o= — —-
Dec. 6.20 565 6.02 6.19 6.60 636 604 —  Dec. — 6.18 6.27 6.61 Dec. 562 585 6.1 658 Dec. — @@ o= —  —-
2004

Jan. 6.08 554 591 6.08 644 623 592 - Jan -— 606 6.15 647 Jan 554 574 6.02 640 Jan. — - = e
Fcb. 6.00 550 5.87 6.04 6.27 617 583 -—  Fcb. -— 6.10 6.15 628  Fcb. 550 5.65 593 624 Feb. - e — -
Mar. 5.84 533 570 5.86 6.11 601 567 —  Mar - 593 597 612 Mar 533 548 575 610 Mar. -— @ — - @ —-
Apr. 6.22 573 6.10 625 6.46 638 6.05 - Apr -—— 633 635 646  Apr. 573 585 615 645 Apr. = = — —-
May. 6.51 6.04 640 654 6.75 6.68 634 ~—-  May. -— 666 6.62 675 May. 6.04 6.13 645 6.73 May. - - — —-
June 6.42 6.01 621 642 678 653 631 — Junc — 630 646 684 Junc 6.01 612 637 672 June -— e e
July 6.24 582 6.02 623 6.62 634 6.13 — July - 609 627 667 July 582 594 618 657 July o— @ — —
Aug. 6.08 565 5.87 6.08 648 6.18 598 —  Aug -— 595 6.14 645 Aug. 565 579 602 647 Aug -— - -— —-
Scp. 591 546 5.73 591 6.27 6.01 581 —-  Secp. -— 579 598 627 Scp. 546 5.67 584 627 Scp. — @ - —
Oct. 5.87 547 569 5.86 6.21 595 578 -—-  Oct. — 574 594 6.17 Oct. 547 563 578 624 Oct. -  — —
Nov. 5.89 552 572 5.88 6.21 597 580 —- Nov. -— 579 597 6.16 Nov. 552 565 578 625 Nov. -— = -— —-
Dec. 5.84 547 569 5.82 6.15 593 575 —-  Dec. -— 578 592 6.10 Dec. 547 560 572 620 Decc. —— o= —  —-
2005

Jan. 572 536 5.58 5.68 6.02 580 563 - Jan -— 568 5.78 595 Jan 536 548 558 6.08 Jan. — = e
Fcb. 5.55 520 544 551 582 564 545 —-  Fcb. - 555 5.61 576 Fcb. 520 532 540 587 Feb. -—— @ e —-
Mar. 5.77 540 5.64 573 6.06 586 567 —- Mar -— 576 5.83 6.0l Mar. 540 5.53 563 6.11 Mar, — - e —
Apr. 5.65 533 544 558 6.05 572 558 - Apr -—— 556 5.64 595 Apr. 533 531 552 6.5 Apr.  e—- - — -
May 5.54 515 529 549 6.0l 560 548 --- May -—— 539 553 588 May 515 5.18 545 6.3 May —— @ - — -
June 5.35 496 5.02 533 586 539 531 -~ Junc - 505 540 570 Junc 496 499 526 6.01 June — @ — e —
July 5.46 506 5.14 544 595 550 541 — July -— 5.18 5.51 581 July 506 5.10 537 610 July — — - —-
Aug. 5.49 509 520 548 596 551 546 Aug. — 523 550 580 Aug. 509 5.16 545 612 Aug -— - — -
Sept. 553 513 524 550 6.03 554 551 -~  Scpt —— 527 552 583 Scpt. 513 521 547 622  Sept. - e e -
Oct. 577 534 546 5.75 6.29 579 574 —  Oct. — 550 579 6.08 Oct. 534 542 570 649 Oct. — —— = @ —-
Nov. 5.86 542 555 5.83 6.39 588 583 -—— Nov. -— 559 588 6.19 Nov. 542 552 578 659 Nov. -— == o —-
Dec. 5.81 5.38 551 584 633 583 580 —  Dec. -— 555 5.80 6.14 Decc. 538 545 588 6.51 Dec. — —= o= —
2006

Jan. 5.75 529 545 579 6.24 577 573 - Jan -—— 550 5.75 6.06 Jan. 529 5.39 583 641 Jan. — e -
Feb. 5.80 535 551 5.85 6.27 583 578 -—  Fcb. - 555 5.82 6.11 Feb. 535 546 587 6.43 Feb. -— — e —
Mar. 5.95 5.52 5.67 598 641 598 592 —  Mar — 571 598 626 Mar 552 564 596 655 Mar. — @ — e —-
Apr. 6.26 584 6.00 627 6.68 6.28 623 -  Apr -— 602 629 654 Apr. 584 598 626 6.82 Apr. — @ e=- — -
May 6.36 595 6.13 640 6.75 639 633 —- May -— 6.16 642 659 May 595 6.10 637 690 May -— - @— @ o—-
June 6.35 5890 6.11 639 6.78 639 631 ~— Junc — 6.16 6.40 6.61 June 589 6.05 636 694 Junc - @ —— - —-
July 633 585 6.08 6.36 6.76 637 628 —— July -—— 6.13 637 6.61 July 585 6.02 635 691 July — — = -
Aug. 6.16 568 591 6.19 659 620 6.11 —  Aug. — 597 620 643 Aug. 568 5.85 6.18 674 Aug -— @— o— —-
Scp. 5.98 551 575 598 643 6.03 594 -—-  Scp. -— 581 6.00 626  Scp. 551 5.68 595 659 Scp. - e -
Oct. 597 551 574 594 642 601 593 -—  Oct. -— 580 598 624  Oct. 551 5.68 590 660 Oct. = oo — -
Nov. 5.78 533 557 5.76 6.20 582 573 —-  Nov. - 561 580 604 Nov. 533 552 572 636 Nov. -— — o= —-
Dec. 5.79 529 558 5.78 6.22 583 574 —-  Dec. -— 562 581 605 Dec. 529 553 575 638 Dec. — @@ e —-
2007

Jan. 5.92 540 575 593 6.34 596 588 — Jan. -— 578 596 6.16 Jan. 540 571 591 652  Jan —— e e e
Feb. 5.88 539 572 5.88 6.28 591 585 -  Fceb. —- 573 590 6.10 Fcb. 539 570 586 644 Feb. - — - —-
Mar. 5.84 530 566 5.84 6.27 587 580 - Mar -— 566 585 6.10 Mar 530 566 583 643 Mar. - - -—  —-
Apr. 5.99 547 5.83 599 639 6.01 596 —  Apr. -— 583 597 624 Apr 547 582 600 654 Apr. — @— —— —-
May 6.00 547 5.85 6.01 6.39 6.03 597 — May -— 586 599 623 May 547 584 604 654 May -— @— — —-
June 632 579 6.17 633 6.70 634 629 -- Junc -—— 6.8 630 6.54 Junc 579 615 636 684 June o ee- e —  eee-
July 6.26 573 6.09 6.30 6.65 628 624 -~ July -— 611 625 649 July 5.73 6.07 634 6.81 Juy — e = e
Aug. 6.26 579 6.06 6.29 6.65 628 623 —  Aug. - 6.11 6.24 6.51 Aug. 579 601 635 679 Avwg — @— - —-

Notes: Moody’s® Long-Term Corporate Bond Yield Averages have been published daily since 1929, They are derived from pricing data on a regularly -replenished population of nearly 75 seasoned
corporate bonds in the U§ market, cach with current outstandings over $100 million. The bonds have maturitics as closc as possi ble to 30 years; they arc dropped from the list if their remaining lile
falls below 20 years, if their ratings change. Bonds with deep di or stecp premi to par arc gencrally excluded. All y ields are yicld-to- ity calculated on a i | basis. Each
obscrvation is an unweighted average, with Average C Yiclds rep ing the ighted of the corresponding Av erage Industrial and Average Public Utility obscrvations. Because
of the dearth of Aaa -rated railroad term bond issucs, Moody’s® Aaa railroad bond yicld ge was di inucd as of D ber 18, 1967. Moody’s ® Aaa public utility average suspended from
Jan. 1984 thru chl. 1984. Oct. 1984 figurc for last 14 business days only. The Railroad Bond Averages were discontinued as of July 17, 1989 because of insufficient frequently tradable bonds. The
July figures were based on 8 business days.

Because of the dearth of Aaa rated public utility bond issucs, Moody’s Aaa public utility bond yicld average was discontinued a s of D ber 10, 2001.

Note: October 2002 figurcs have been adjusted.

Note: January 2003 figures have been adjusted.
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140 MERGENT BOND RECORD January 2012

Corporate Bond Yield Averages

CORPORATE CORPORATE

AV. BY RATINGS BY GROUPS PUBLIC UTILITY BONDS INDUSTRIAL BONDS RAILROAD BONDS

CORP. Aaa Aa A Baa P.U. IND. R.R. Aaa_ Aa A Baa Aaa  Aa A Baa Aaa Aa A Baa
2006
Jan. 5.75 529 545 579 624 577 573 - Jan. --- 550 575 606 Jan. 520 539 583 641 Jan. - emm eem -
Feb. 580 535 551 585 627 583 578 -—  Feb. - 555 582 611 Feb. 535 546 587 643 Feb. - o o
Mar. 595 552 567 598 641 598 592 -  Mar. —- 571 598 626 Mar. 552 564 596 655 Mar. - - e -
Apr. 626 584 600 627 668 628 623 -—  Apr. —- 602 629 654 Apr. 584 598 626 682 Apr. - - o oo
May 636 595 613 640 675 639 633 - May —-- 616 642 659 May 595 6.0 637 690 May - - -
June 6.35 589 6.1 639 678 639 631 --—  June ~-- 6.16 640 6.61 June 589 605 636 694 June - o= e e
July 633 585 608 636 676 637 628 - July —- 613 637 661 July 585 602 635 691 July - o e o
Aug. 616 568 591 619 659 620 611 -  Aug. ~- 597 620 643 Aug. 568 585 6.8 674 Aug. - - o e
Sept. 598 551 575 598 643 603 594 -—  Sept —- 581 600 626 Sept. 551 568 595 659 Sept. - --m cem e
Oct. 597 551 574 594 642 601 593 -—  Oct - 580 598 624 Oct. 551 568 590 660 Oct. - o= o e
Nov. 5.78 533 557 576 620 582 573 -—-—  Nov. —- 561 580 604 Nov. 533 552 572 636 Nov. - = e
Dec. 5.79 529 558 578 622 583 574 -  Dec. —— 562 581 605 Dec. 529 553 575 638 Dec. - @ om o e
2007
Jan, 592 540 575 593 634 596 588 - Jan. —- 578 596 6.6 Jan. 540 571 591 652  Jan, - eeee e e
Feb. 588 539 572 588 628 591 585 -  Feb. —- 573 590 610 Feb. 539 570 586 644 Feb., - @ em  o— -
Mar. 584 530 566 584 627 587 580 - Mar - 566 585 610 Mar. 530 566 583 643 Mar. - - -
Apr. 599 547 583 599 639 601 59 - Apr. -~ 583 597 624 Apr. 547 582 600 654 Apr. - o e e
May 600 547 585 601 639 603 597 --—- May - 586 599 623 May 547 584 604 654 May - e o -
June 632 579 6.7 633 6.70 634 629 -  June —— 618 630 654 June 579 6.15 636 684 June - = e -
July 626 573 609 630 665 628 624 --— July —- 6.1 625 649 July 573 607 634 681 July - = e e
Aug. 626 579 606 629 665 628 623 --—  Aug. —- 611 624 651 Aug. 579 601 635 679 Aug. - - o
Sept. 621 574 602 623 659 624 617 - Sept. - 6.10 6.18 645 Sept. 574 593 628 673 Sept. - - -
Oct. 612 566 594 613 648 617 606 - Oct. - 604 611 636 Oct. 566 584 6.4 660 Oct. --- o e
Nov. 597 544 578 597 640 604 590 ---- Nov. —- 587 597 627 Nov. 544 567 597 651 Nov. - - e
Dec. 6.15 549 591 6.19 665 623 607 --- Dec. - 603 6.16 651 Dec. 549 578 622 678 Dec. - - -
2008
Jan, 602 533 578 606 654 608 596 ---- Jan. —- 587 602 635 Jan. 533 568 6.0 673 Jan. - -
Feb. 624 553 597 626 682 628 6.19 -  Feb. —- 604 621 660 Feb. 553 590 630 704 Feb. —- - -
Mar. 6.24 551 590 6.24 689 629 6.7 -—-—  Mar. - 599 621 668 Mar. 551 580 627 7.0 Mar. - @ - ceem e
Apr. 629 555 593 630 697 636 621 -  Apr. - 599 629 681 Apr. 555 586 631 7.2  Apr. - e o e
May 630 557 600 630 692 638 622 - May —- 607 627 679 May 557 593 633 705 May - - -
June 642 568 6.11 643 707 650 635 ---- June —- 6.19 638 693 June 568 602 648 722 June - - —
July 644 567 605 647 716 650 638 - July - 613 640 697 July 567 597 654 735 July - e e
Aug. 642 564 601 646 715 648 635 Aug. - 609 637 698 Aug. 564 592 655 731  Aug. - - s e
Sept. 650 565 603 655 731 659 64l Sept. - 6.13 649 7.5 Sept. 565 593 660 747  Sept. - - e
Oct. 756 628 6.79 758 888 770 742 Oct. —- 695 756 858 Oct. 628 663 760 917 Oct. - —m = -
Nov. 7.65 612 673 768 921 780 749 --— Nov - 683 760 898 Nov. 6.12 663 776 944 Nov. - o s
Dec. 6.73 506 581 670 845 687 659 --—-— Dec - 593 654 813 Dec. 506 568 685 876 Dec. - - = -
2009
Jan, 6.59 505 584 646 8.14 677 641 -—  Jan. — 601 639 790 Jan. 505 567 652 839 Jan.  —m mmem eeem eeo
Feb. 664 527 602 647 808 672 656 --—  Feb. — 611 630 774 Feb. 527 593 662 842 Feb. - oo e e
Mar. 684 550 6.1 666 B42 685 683 -  Mar — 6.4 642 800 Mar. 550 607 690 884 Mar, - oo e e
Apr. 6.85 539 617 670 839 690 679 -  Apr - 620 648 803 Apr. 539 6.4 690 874 Apr. - = e e
May 679 554 624 667 806 683 675 - May - 623 649 776 May 554 624 684 836 May - - e
June 6.52 561 612 639 750 654 649 -  June e 613 620 730 June 561 6.1 658 7.69 June - - e e
July 617 541 571 609 709 615 618 -— July - 563 597 687 July 541 578 620 730 July - - o
Aug. 583 526 545 578 6358 580 586 -— Aug. —-- 533 571 636 Aug. 526 556 584 679 Aug. - - ew e
Sept. 5.61 513 521 556 631 560 562 ---  Sept. - 515 553 6.12 Sept. 5.3 527 558 650 Sept. —-- - o oo
Oct. 563 5.5 524 557 629 564 561 -—  Oct 523 555 6.4 Oct. 515 525 559 644 Oct. -~ - - ——
Nov. 568 5.19 529 564 632 571 564 --—  Nov. 533 564 618 Nov. 5.19 526 564 646 Nov. - -0 em e
Dec. 5.78 526 544 577 637 586 571 -  Dec. 552 579 626 Dec. 526 536 574 647 Dec. - o= e e
2010
Jan. 576 526 550 576 625 583 569 ----  Jan. - 555 577 616 Jan. 526 544 573 633  Jan. e e eeem e
Feb. 58 535 562 584 634 594 579 -  Feb. - 569 587 625 Feb. 535 555 580 643 Feb. - @ oeem e e
Mar. 5381 527 5.57 580 627 590 571 -  Mar. - 564 584 622 Mar. 527 549 575 632 Mar. - oeem e e
Apr. 580 529 557 578 625 587 571 - Apr. - 562 581 6.9 Apr. 529 550 574 632 Apr. - -em e e
May 552 496 525 549 605 559 544 -  May —-- 529 550 597 May 496 5.9 547 6.3 May - eem e -
June 552 488 5.16 544 623 562 542 -  June - 522 546 6.8 June 488 S.01 542 628 June - o eem e
July 532 472 496 525 60! 541 523 - July —- 499 526 598 July 472 492 523 604 July - - -
Aug. 505 449 472 500 566 510 498 -—  Aug. —- 475 501 555 Aug. 449 468 498 577 Aug. - - -
Sept. 505 453 472 501 566 510 500 - Sept. - 474 501 553 Sept. 453 470 500 578 Sept. - - e o
Qct. 5.15 468 483 509 572 520 508 -  Oct. - 489 510 562 Oct. 468 477 507 581 Oct.  ——- e e e
Nov. 537 487 507 533 592 545 529 --  Nov. —- 5.12 537 585 Nov. 487 502 529 599 Nov. «w=s  eees  cem e
Dec. 555 502 526 552 6.10 564 546 -—  Dec. — 532 556 604 Dec. 502 519 547 615 Dec. wes  enem mmmm eeen
2011
Jan. 556 504 526 553 609 564 546 -~ Jan. —- 529 557 606 Jan. 504 522 548 6.1 Jan. - e ceee e
Feb. 566 522 537 564 6.15 573 558 --—-  Feb. - 542 568 6.10 Feb. 522 531 559 6.9 Feb., - @ =
Mar. 555 513 528 552 603 562 548 -  Mar - 533 556 597 Mar. 5.3 522 548 609 Mar. - s e e
Apr. 556 516 529 552 602 562 549 -  Apr. - 532 555 598 Apr. 5.6 525 548 606 Apr. - - - e
May 533 496 506 529 578 538 527 -— May - 508 532 574 May 496 504 526 58I May - - o e
June 530 499 504 526 575 533 527 - June —- 504 526 567 June 499 502 525 582 June - - eem e
July 530 493 503 526 576 534 525 - July —~- 505 527 570 July 493 499 525 581 July - o e
Aug. 479 437 447 474 536 478 479 - Aug. — 444 469 522 Aug. 437 450 479 549 Aug. - - o
Sept. 460 409 423 454 527 461 458 -  Sept. - 424 448 511 Sept. 409 421 459 542 Sept. - - e e
Oct. 460 398 4.16 454 537 466 454 -—  Oct. ——- 421 452 524 Oct. 398 4.11 456 550 Oct. ==  esee cmmm oo
Nov. 439 387 397 434 514 437 441 - Nov. - 392 425 493 Nov. 387 401 443 534 Nov. - e e e
Dec. 447 393 403 440 525 447 447 -  Dec. ——- 400 433 507 Dec. 393 406 446 543 Dec. —- - e e

Notes: Moody's® LonE-Tcrm Corporate Bond Yicld Averages have been published daily since 1929. They are derived from pricing data on a regularly-replenished population of nearly 75 scasoned
corporate bonds in the US market, each with current outstandings over $100 million. The bonds have maturities as close as possible 1o 30 years; they are dropped from the list if their remaining life
falls below 20 years, if their ratings change. Bonds with decp discounts or steep premiums to par are generally excluded. All yiclds are yield-to-maturity calculated on a semi-annual basis. Each
observation is an unweighted average, with Average Corporate Yiclds representing the unweighted average of the corresponding Average Industrial and Average Public Utility observations. Because
of the dearth of Aaa -rated rilroad term bond issues, l\?o(c’)dy'sa Aaa railroad bond yield average was d inued as of D ber 18, 1967. Moody's® Aaa public utility average suspended from
Jan. 1984 thru chl. 1984. Oct. 1984 figure for last 14 business days only. The Railroad Bond Averages were discontinued as of July 17, 1989 because of insufficient frequently tradable bonds. The
July figures were based on 8 business days.

Because of the dearth of Aaa rated public utility bond issues, Moody’s Aaa public utility bond yicld average was discontinued as of December 10,2001,
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MERGENT BOND RECORD 13

Corporate Bond Yield Averages

CORPORATE CORPORATE
Av. BY RATINGS BY GROUPS PUBLIC UTILITY BONDS INDUSTRIAL BONDS RAILROAD BONDS

CORP. Aaa__ Aa A Baa P.U. IND. R.R. Aaa_ Aa A Baa Aaa_ Aa A Baa Aaa Aa A Baa
2009
Feb. 6.64 527 6.02 647 8.08 6.72 6.56 -—  Fcb. —- 6.11 630 7.74  Fcb. 527 593 6.62 842 Feb. - e e —
Mar. 6.84 550 6.11 6.66 842 685 683 -— Mar — 6.14 642 800 Mar. 550 6.07 690 884 Mar. - e —
Apr. 6.85 539 6.17 6.70 8.39 690 6.79 -—  Apr. — 620 648 8.03 Apr. 539 6.14 690 874 Apr. - e e
May 6.79 554 6.24 6.67 8.06 683 675 -—  May —- 623 649 776 May 554 624 6.84 836 May - @ e-- -  —
June 6.52 561 6.12 639 7.50 654 649 -~  Junc 6.13 620 730 Junc 5.61 6.11 658 7.69 Junc - o —
July 6.17 541 571 6.09 7.09 6.15 6.18 — July 563 597 6.87 July 541 578 620 730 July @ —e e e e
Aug. 5.83 526 545 5.78 6.58 580 586 -— @ Aug —- 533 571 636 Aug. 526 556 5.84 679 Aug. —- - —
Sept. 5.61 513 521 5.56 6.31 560 562 —  Scpt. —- 5.15 553 6.2 Sept. 5.3 527 558 6.50 Sept. - s e e
QOct. 5.63 515 524 557 6.29 564 561 -—  Oct — 523 555 6.14 Oct. 515 525 5.59 644 Oct. —= e e e
Nov. 5.68 519 529 5.64 632 571 564 -—  Nov. —- 533 564 6.18 Nov. 519 526 564 646 Nov. =  oooe oo o
Dec. 578 526 544 577 637 586 571 -—  Decc — 552 579 626 Dec. 526 536 574 647 Dec. —— e e
2010
Jan. 5.76 526 550 576 6.25 583 569 -— Jan - 555 577 6.16 Jun. 526 544 573 633 Jan. — @ — = ——
Fcb. 5.86 535 562 584 634 594 579 —  Fcb. —- 5.69 587 625 Fcb. 535 555 580 643 Feb. — — —— —
Mar. 5.81 527 557 580 6.27 590 571 -—  Mar -— 564 584 622 Mar. 527 549 575 632 Mar. — @— —— —
Apr. 5.80 529 557 578 6.25 587 571 -—  Apr. — 562 581 6.19 Apr 529 550 574 632 Apr. — — — —
May 5.52 496 525 549 6.05 559 544 -— May - 529 550 597 May 496 519 547 613 May — — — —
Junc 5.52 488 5.16 544 6.23 562 542 -—  Junc - 522 546 6.18 Junc 488 511 542 628 June — @— — —
July 5.32 472 496 525 601 541 523 —  July 499 526 598 July 472 492 523 6.04 July - -~ ——
Aug. 5.05 449 472 500 566 510 498 -—  Aug 4.75 5.01 555 Aug. 449 468 498 577 Aug. - @ — — o
Sept. 5.05 453 472 501 566 510 500 -——  Sept. - 4.74 501 553 Sept. 453 470 500 578 Sept. - - — o
Oct. 5.15 468 4.83 509 572 520 508 -—  Oct —- 489 510 562 Oct 4.68 477 507 58! Oct. — —— — —
Nov. 5.37 487 5.07 533 592 545 529 -—  Nov. —- 512 537 585 Nov. 487 502 529 599 Nov. == oo = o
Dec. 5.55 502 526 552 6.10 564 546 -—  Dcc. —- 532 556 604 Dcc. 502 519 547 615 Dec. - @ — — —
2011
Jan. 5.56 504 5.26 5.53 6.09 564 546 -—-— Jan. —- 529 557 6.06 Jan. 504 522 548 6.11 Jan. e eees e
Feb. 5.66 522 537 564 6.15 573 558 --—  Fcb. —- 542 568 6.10 Fcb. 522 531 559 6.19 Feb. eee e —— e
Mar. 5.55 5.13 528 5.52 6.03 562 548 -—  Mar —- 533 556 597 Mar. 513 522 548 6.09 Mar - e o oe
Apr. 5.56 5.16 529 552 6.02 562 549 —  Apr — 532 555 598  Apr 516 525 548 6.06 Apr. —— e e e
May 5.33 496 5.06 529 5.78 538 527 -— May —- 5.08 532 574 May 496 504 526 58] May — - —
June 5.30 499 5.04 526 5.75 533 527 -— Junc —- 5.04 526 567 June 499 502 525 582 Junc - @ ees eeee e
July 530 493 503 526 576 534 525 -— luly —- 505 527 570 July 493 499 525 581 July - @ e e e
Aug. 4.79 437 447 474 536 478 479 -—  Aug. - 444 469 522 Aug. 437 450 479 549 Aug — — — —
Scpt. 4.60 4.09 423 454 527 461 458 -—  Scpt. -~ 424 448 511 Sept. 4.09 421 459 542  Sept. - - ——  —
Oct. 4.60 398 4.16 4.54 537 466 454 -—  Oct. —- 421 452 524 Oct 398 4.1 456 550 Oct. — -— -— —
Nov. 4.39 387 397 434 514 437 441 -—  Nov. —- 392 425 493 Nov. 387 401 443 534 Nov. == o= — —-
Dec. 4.47 393 403 440 525 447 447 -—  Dec. — 400 433 507 Decc. 393 406 446 543 Dec. — - -— —
2012
Jan. 4.45 385 4.01 439 523 448 441 -—  Jan. — 4.03 434 506 Jan. 385 398 443 539 Jan. e eeee o ——
Feb. 4.42 385 399 439 514 447 437 -—-—  Fcb. —-- 402 436 502 Feb. 385 396 441 526 Feb.  ee eeee oo —
Mar. 4.54 399 4.14 451 523 459 450 -—  Mar —- 416 448 5.13 Mar. 399 412 453 533 Mar. - eee e
Apr. 4.49 396 4.08 444 519 453 444 -—  Apr — 410 440 5.11 Apr. 396 4.06 448 527  Apr. e eeem eem
May 433 3.80 391 426 5.07 436 430 -— May —- 392 420 497 May 380 390 432 517 May —— @ e eee
June 422 3.64 3.78 4.14 5.02 426 4.18 -  Junc —- 379 408 4901 Junc 3.64 377 4.18 513 Junc —_— - -
July 4.03 340 3.54 393 487 412 393 -— July —- 3.58 393 485 lly 340 349 393 489 July —— - =
Aug. 4.09 348 3.61 3.99 491 418 399 —  Aug — 365 400 488 Aug. 348 357 398 493 Aug — @— e -
Sept. 4.09 349 3.68 4.01 484 417 4.00 -—  Scpt. — 369 402 481 Sept. 349 3.66 400 487 Sept. — = e o
Oct. 397 347 3.63 390 4.58 405 389 —  Oct —- 3.68 391 454 Oct. 347 358 3.89 462 Oct. —— = e e
Nov. 3.92 350 3.57 3.87 451 395 388 -—  Now — 360 3.84 442 Nov. 350 3.54 389 460 Nov. — — =
Dec. 4.05 365 370 398 4.63 4.10 399 -—  Dec. — 375 400 456 Decc. 365 365 396 470 Dec. — @— @ — -
2013
Jan. 4.19 3.80 3.87 4.14 473 424 414 —  Jan. —- 390 4.15 4.66 Jan. 380 384 413 481 Jan. — @— —
Fcb. 4.27 390 395 4.19 4385 429 425 -—  Feb. ~—- 395 4.18 4.74 Fcb. 390 395 420 495 Feb. e e — e
Mar. 4.29 393 397 423 485 429 429 -—  Mar —- 395 420 472 Mar. 393 398 425 499 Mar. - = e ——
Apr. 4.07 373 3.77 4.03 459 4.08 407 -—  Apr — 374 400 449 Apr. 373 379 4.05 469 Apr. —— @— - —
May 423 389 394 419 473 424 422 — May — 391 417 465 May 389 397 420 480 May — @— - @
June 4.63 427 432 456 5.19 463 463 -—  Junc — 427 453 508 Junc 427 436 458 529 June — @— -~ @
July 4.76 434 446 469 532 478 474 —- July —- 444 468 521 July 434 447 469 543 July —— @ — =
Aug. 4.88 454 4.63 478 542 485 492 —  Aug — 453 473 528 Aug. 454 472 483 557 Aug. — — — -
Sept. 4.95 4.64 4.69 485 547 490 499 -—  Sept. —- 458 480 531 Sept. 464 480 490 562 Sept. —— @ —  — o
Oct. 4.82 4.53 459 473 531 478 486 -—  Oct. —- 448 470 5.17  Oct. 453 469 476 544 Qct. — — —
Nov. 491 4.63 4.67 482 538 486 495 -— Nov. — 456 477 524 Nov. 463 479 485 552 Nov. -— - —— -
Dec. 492 462 4.68 4.85 538 489 495 —  Dec. —~—- 459 481 525 Dcc. 4.62 476 489 551 Dec. - eeee — e
2014
Jan. 4.76 449 453 4.69 5.19 472 478 -—  Jan. — 444 463 509 Jan. 449 4.62 474 529 Jan. e e e e
Fcb. 4.68 445 446 460 5.10 464 471 -—  Fcb. - 438 453 501 Feb. 445 454 466 5.19 Feb. —— - e
Mar. 4.65 438 444 456 5.06 463 4.65 -—  Mar. —- 440 451 500 Mar. 438 449 460 513 Mar. — @ — - —
Apr. 4.52 424 433 445 490 452 451 -—  Apr —- 430 441 485 Apr. 424 436 448 496 Apr. — = - —
May 438 416 4.20 431 476 437 440 -—  May —- 416 426 4.69 May 416 424 435 483 May — = e —
June 4.44 425 426 435 480 442 445 -—  Junc — 423 429 473 Junc 425 429 441 486 Junc —— @ —— e —
July 437 416 420 428 4.73 435 439 -— July — 416 423 466 July 416 423 434 480 July — @— e —
Aug. 4.29 4.08 4.10 420 4.69 429 430 —  Aug. — 407 413 465 Aug. 408 413 426 472 Aug. — — - —

Notes: Moody’s®Long-Term Corporate Bond Yield Averages have been published daily since 1929. They are derived from pricing data on a regularly-replenished population of nearly 75 seasoned
corporate bonds in the US market, each with current outstandings over $100 million. The bonds have maturitics as close as possible to 30 years; they arc dropped from the list if their remaining life
falls below 20 years, if their ratings change. Bonds with deep di or steep premi to par arc generally excluded. All yields are yield-t ity calculated on a i 1 basis. Each
observation is an unweighted average, with Average Corporate Yiclds representing the unweighted average of the corresponding Average Industrial and Average Public Utility observations. Because
of the dearth of Aaa -rated railroad term bond issucs, Moody’s® Aaa railroad bond yicld ge was d inued as of D ber 18, 1967. Moody's® Aaa l‘Fubhc utility average suspended from
Jan. 1984 thru ScEl. 1984, Oct. 1984 figure for last 14 business days only. The Railroad Bond Avcrages were discontinued as of July 17, 1989 because of insufficient frequently tradable bonds. The
July figures were based on 8 business days.

Because of the dearth of Aaa rated public utility bond issucs, Moody’s Aaa public utility bond yield ge was di inucd as of D ber 10, 2001.
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Corporate Bond Yield Averages

CORPORATE CORPORATE
AV. BY RATINGS BY GROUPS PUBLIC UTILITY BONDS INDUSTRIAL BONDS RAILROAD BONDS

CORP. Aaa__ Aa A Baa P.U. IND. R.R. Aaa Aa A Baa Aaa Aa A Baa Aaa Aa A Baa
2009
Feb. 6.64 527 6.02 647 B8.08 672 656 -—--  Fcb. - 6.11 630 7.74  Fcb. 527 593 662 842 Feb. — — — —
Mar. 6.84 550 6.11 6.66 8.42 685 6.83 -~  Mar —- 6.14 642 800 Mar. 550 607 690 884 Mar - @ — —— —
Apr. 6.85 539 6.17 670 839 690 6.79 -  Apr. — 620 648 8.03  Apr. 539 6.14 690 874 Apr. — — — —
May 6.79 5.54 6.24 6.67 8.06 683 675 -  May ~- 623 649 1776 May 554 624 684 836 May — @— — —
June 6.52 561 6.12 639 7.50 654 649 —  Junc — 6.13 620 7.30 Junc 561 6.11 658 769 June — @— — —
July 6.17 541 571 6.09 7.09 6.15 618 — July —- 563 597 687 July 541 578 620 730 July — — — —
Aug. 5.83 526 545 5.78 6.58 580 586 -  Aug - 533 571 636 Aug. 526 556 584 679 Aug -~ - ——  —
Scpt. 5.61 513 521 5.56 6.31 560 562 -—  Scpt —- 515 553 612 Sept. 5.3 527 558 650 Scpt. e - ——— —
Oct. 5.63 515 524 5.57 629 564 561 -  Oct. —- 523 555 6.14  Oct. 515 525 559 644 Oct. — — — —
Nov. 5.68 519 529 5.64 632 571 564 -—  Nov. - 533 564 6.18 Nov. 519 526 564 646 Nov. -— — -— —
Dece. 5.78 526 544 577 637 586 571 -  Decc. —- 552 579 626 Dec. 526 536 574 647 Dec. — — —
2010
Jan. 5.76 5.26 550 5.76 6.25 583 569 -— Jan. —- 555 577 6.16 Jan. 526 544 573 633  Jan. —_— = e
Feb. 5.86 535 562 584 634 594 579 -—  Fcb. — 5.69 5.87 625 Fcb. 535 555 5.80 643 Fcb. — = e e
Mar. 5.81 527 557 5.80 6.27 590 571 -—  Mar — 564 584 622 Mar 527 549 575 632 Mar — @ — o= —e
Apr. 5.80 529 557 5.78 6.25 587 571 -—  Apr — 5.62 581 619 Apr. 529 550 574 632 Apr. —— = e e
May 5.52 496 525 549 6.05 559 544 -— May —- 529 550 597 May 496 5.19 547 6.13 May — — -
June 5.52 488 516 544 623 562 542 —  Junc —- 522 546 6.18 Junc 488 511 542 628 June — @— @@= @ o
July 532 472 496 525 6.01 541 523 — July —- 499 526 598 July 4.72 492 523 6.04 July — =  eee e
Aug. 5.05 449 472 500 5.66 510 498 -—  Aug. — 475 501 555 Aug. 449 468 498 577 Aug — @— e —-
Sept. 5.05 453 472 501 5.66 510 500 -—  Sept. —- 474 501 553 Sept. 453 470 500 578 Sept. — = e —
Oct. 5.15 468 4.83 509 572 520 508 -—  Oct. —- 489 510 562 Oct 468 477 5.07 581 Oct.  — — e —
Nov. 537 487 5.07 533 592 545 529 -—  Nov. — 512 537 585 Nov. 487 502 529 599 Nov. — — | m —
Dec. 5.55 502 526 552 6.10 564 546 -——  Dec. —- 532 556 6.04 Dcc. 502 519 547 6.5 Dec. — —— = —
2011
Jan. 5.56 504 526 5.53 6.09 564 546 -—  Jan. —- 529 557 606 Jan. 504 522 548 6.11 Jan. —_— = — —
Feb. 5.66 522 537 564 6.15 573 558 -—-  Fcb. —- 542 568 6.10 Fcb. 522 531 559 619 Feb. ~— @~ — —
Mar. 5.55 5.13 528 552 6.03 562 548 -—  Mar. — 533 556 597 Mar. 513 522 548 609 Mar, — — — —
Apr. 5.56 516 529 552 6.02 562 549 —  Apr. — 532 555 598  Apr 516 525 548 606 Apr. — — — —
May 5.33 496 5.06 529 5.78 538 527 —  May — 508 532 574 May 496 5.04 526 5.81 May — — — —
June 5.30 499 504 526 5.75 533 527 -~ Junc —- 504 526 567 Junc 499 502 525 582 June - @— — —
July 530 493 503 526 5.76 534 525 — lly —- 505 527 570 July 493 499 525 581 Juy  — - —  —
Aug. 4.79 437 447 474 536 4.78 479 -—  Aug. — 444 469 522 Aug. 437 450 479 549 Aug. — @ — e o
Sept. 4.60 4.09 423 454 527 461 458 -——  Sept. — 424 448 511 Sept.  4.09 421 459 542  Sept. — @ —  e— -
Oct. 4.60 398 416 4.54 537 466 454 -——  Oct. —- 421 452 524  Oct. 398 411 456 550 Oct. — = o o
Nov. 4.39 387 397 434 514 437 441 -—  Nov. — 392 425 493 Nov. 387 401 443 534 Nov. — —— e o=
Dec. 447 393 403 440 525 447 447 —  Decc. —- 400 433 507 Dec. 393 406 446 543 Dec. — @ — e e
2012
Jan. 445 385 4.01 439 523 448 441 -— Jan —- 4.03 434 506 Jan. 385 398 443 539 Jan. —_— = = e
Feb. 442 385 399 439 514 447 437 -—  Fcb. —- 4.02 436 502 Fcb. 385 396 441 526 Feb. — @ —— — o
Mar. 4.54 399 4.14 451 523 459 450 -— Mar —- 416 448 513 Mar. 399 4.2 453 533 Mar, — — - -
Apr. 4.49 396 4.08 444 519 453 444 —  Apn —- 410 440 5.11 Apr. 396 4.06 448 527 Apr. — @ — — e
May 4.33 380 391 426 5.07 436 430 -— May —- 392 420 497 May 380 390 432 517 May — @— — @
June 4.22 364 378 4.14 502 426 4.18 —  Junc —- 3.79 4.08 491 June 364 377 4148 513 June — — —
July 4.03 340 354 393 487 4.12 393 — July —- 358 393 485 July 340 349 393 489 July — — — -
Aug. 4.09 348 3.61 3.99 491 418 399 -  Aug — 365 400 488 Aug. 348 357 398 493 Aug — @— —
Scpt. 4.09 349 3.68 4.01 484 4.17 400 -—  Sept — 3,69 4.02 48] Sept. 349 3.66 4.00 4.87 Sept. - - ——
Oct. 397 347 363 390 4.58 405 389 -  Oct —- 3.68 391 454 Oct. 347 358 389 462 Oct. — - — —
Nov. 392 3.50 3.57 3.87 4.51 395 388 - Nov. - 3.60 3.84 442 Nov. 350 354 389 460 Nov. -— — — —
Dec. 4.05 3.65 3.70 398 4.63 410 399 -  Decc. —- 3.75 400 456 Decc. 365 365 396 470 Dec. - - — —
2013
Jan. 4.19 380 387 4.4 473 424 414 —  Jan. —- 390 4.15 4.66 Jan. 380 3.84 413 4381 Jan. —_— e eeem
Feb. 427 390 395 4.19 4385 429 425 -—  Feb. —- 395 4.8 474 Fcb. 390 395 420 4.95 Feb. — - e —
Mar. 429 393 397 423 485 429 429 -—  Mar —- 395 420 472 Mar 393 398 425 499 Mar. — @— ——
Apr. 4.07 373 377 4.03 459 408 407 —  Apr —- 3.74 4.00 449 Apr. 373 379 405 469 Apr. - — —
May 423 389 394 419 473 424 422 —  May —- 391 4.17 465 May 389 397 420 480 May — @— — @
June 4.63 427 432 456 5.19 463 463 — June —- 427 453 5.08 Junc 427 436 458 529 June — @— — —
July 4.76 434 446 4.69 532 478 474 — July —- 444 468 521 July 434 447 469 543 Juy — -~ — —
Aug. 4.88 454 463 478 542 485 492 -—  Aug — 453 473 528 Aug. 454 472 483 557 Aug — @— — —
Sept. 495 4.64 4.69 4.85 547 490 499 -  Sept — 458 480 531 Scpt. 464 480 490 562 Sept. - e ——  —
Oct. 482 4.53 459 473 531 478 4.86 -—  Oct. - 448 470 517  Oct. 453 469 476 544 Oct. — — — —
Nov. 491 4.63 467 482 538 486 495 —  Nov. —- 456 477 524 Nov. 4.63 479 485 552 Nov. - oo com  —
Dec. 4.92 462 468 4.85 538 489 495 -——  Decc. —— 459 481 525 Dec. 462 476 489 551 Dec. — e e =
2014
Jan. 4.76 449 453 469 519 472 478 —  Jan. — 444 463 509 Jan. 449 462 474 529  Jan. —_— = e
Feb. 4.68 445 446 4.60 510 464 471 -  Fcb. — 438 453 501 Feb. 445 454 466 519 Feb. — = e —
Mar. 4.65 438 444 456 506 463 465 -—  Mar —- 440 451 500 Mar. 438 449 460 513 Mar - @ —— e —
Apr. 4.52 424 433 445 49 452 451 —  Apr —- 430 441 485 Apr. 424 436 448 496 Apr. —— @ — - e
May 438 416 420 431 476 437 440 -— May — 416 426 469 May 4.16 424 435 4383 May — — —
June 4.44 425 426 435 480 442 445 — Junc — 423 429 473 June 425 429 441 48 June — @— —— -
July 4.37 416 420 428 4.73 435 439 -  July — 4.16 423 466 July 416 423 434 480 July — @~ — o
Aug. 4.29 408 4.10 420 469 429 430 -—  Aug — 407 413 465 Aug. 408 413 426 472 Aug — — — o
Sept. 439 4.11 4.19 430 4380 440 437 -—  Sept. — 418 424 479 Sept. 411 419 435 482 Sept. — — = o
Oct. 422 392 399 4.13 4.69 424 420 -—  Oct. —- 398 4.06 467 Oct 392 400 420 470 Oct. — — — -
Nov. 428 392 404 4.18 479 429 426 --—  Nov. —- 403 4.09 475 Nov. 392 404 427 482 Nov. —— — = —
Dec. 4.17 379 389 4.05 474 418 415 -—  Dec. — 390 395 470 Dec. 379 3.89 4.5 477 Dec. —— = e ——

Notes: Moody’s®Long-Term Corporate Bond Yield Averages have been published daily since 1929. They are derived from pricing data on a regularly-replenished population of nearly 75 scasoned
corporate bonds in the US market, cach with current outstandings aver $100 million. The bonds have maturitics as close as possible to 30 years; they arc dropped from the list if their remaining life
falls below 20 years, if their ratings change. Bonds with deep di or steep premi to par arc generally excluded. All yiclds are yield-to- ity calculated on a i | basis. Each
observation is an unweighted average, with Average Corporate Yiclds representing the unweighted average of the comresponding Average Industrial and Average Public Utility observations. Because
of the dearth of Aaa -rated milroad term bond issues, Moody’s® Aaa railroad bond yicld ge was d inucd as of D b Ig, 1967. Moody’s® Aaa public utility average suspended from
Jan. 1984 thru chl. 1984. Oct. 1984 figurc for last 14 business days only. The Railroad Bond Averages were discentinued as of July 17, 1989 because of insul‘ricienl frequently tradable bonds. The
July figures were based on 8 business days.

Because of the dearth of Aaa rated public utility bond issues, Moody’s Aaa public utility bond yicld average was di inued as of D ber 10, 2001.
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HOME COMMENTARY DATA MY CREDIT TRENDS

Credit Trends Home > Bond Yields

Daily Bond Yields and Key Indicators
Updated by 11 am ET with data from the previous business day.
Data as of 30-SEP-14

Moody's Daily Long-term Corporate Bond Yield Averages

Utilities Industrial Corporate
Aaa NA 4.05 4.05
Aa 4.13 4.16 4.15
A 4.20 4.34 4.27
Baa 4.78 4.84 4.81
Avg 4.37 4.35 4.36

Moody's Daily Treasury Yield Averages

Short-Term (3-5 yrs) 1.48
Medium-Term (5-10 yrs) 2.09
Long-Term (10+ yrs) 2.96

Moody's Daily Public Utility Common Stock Yield Averages

Price 353.00
Yield 4.01
New Dividend 14.16

Moody's Commodity and Scrap Price Indexes
Spot Commodity Index 5604.79

Industrial Metals Index 1914.14

* Moody's “Aaa” Utilities Index was suspended on 12/10/01.
Since 2000, TVA was the only issuer left in the index as a
decade of deregulation, debt growth, competition, and
consolidation eliminated the rest of the Aaa universe.

Contact Us | Privacy Policy | Proprietary Rights

© 2014 Moody's Investors Service, Inc., Moody's Analytics, Inc. and/or their affiliates and licensors. All rights reserved.

ABOUT US

Contact Us
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HOME COMMENTARY | DATA | MYCREDITTRENDS | ABOUTUS F'““'“ Y seArck W LocouT

Credil Trends Home > Bond Yields

Daily Bond Yields and Key Indicators Contact Us

Updated by 11 am ET with data from the previous business day.
Data as of 26-FEB-15

Moody's Daily Long-term Corporate Bond Yield Averages

Utilities Industrial Corporate
Aaa NA 3.64 3.64
Aa 3.63 3.67 3.65
A 3.69 3.94 3.82
Baa 4.40 4.54 4.47
Avg 3.91 3.95 3.93

Mocdy's Daily Treasury Yield Averages

Short-Term (3-5 yrs) 1.21
Medium-Term (5-10 yrs) 1.69
Long-Term (10+ yrs) 2.39

Moody's Daily Public Utility Common Stock Yield Averages

Price 368.09
Yield 3.94
New Dividend 14.51

Moody's Commodity and Scrap Price Indexes
Spot Commodity Index 5421.43

Industrial Metals Index 1714.02

* Moody's “Aaa” Utilities Index was suspended on 12/10/01.
Since 2000, TVA was the only issuer left in the index as a
decade of deregulation, debt growth, competition, and
consolidation eliminaled the rest of the Aaa universe.

Contact Us | Privacy Policy | Proprietary Rights
© 2015 Moody's Investors Service, Inc., Moody's Analytics, Inc. and/or their affiliates and licensors. All rights reserved.
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HOME COMMENTARY DATA MY CREDIT TRENDS

Credit Trends Home > Bond Yields

Daily Bond Yields and Key Indicators

Updated by 11 am ET with data from the previous business day.
Data as of 27-FEB-15

Moody's Daily Long-term Corporate Bond Yield Averages

Utilities Industrial Corporate
Aaa NA 3.64 3.64
Aa 3.63 3.67 3.65
A 3.69 3.94 3.82
Baa 4.39 4.53 4.46
Avg 3.90 3.95 3.93

Moody's Daily Treasury Yield Averages

Short-Term (3-5 yrs) 1.18
Medium-Term (5-10 yrs) 1.67
Long-Term (10+ yrs) 2.38

Moody's Daily Public Utility Common Stock Yield Averages

Price 368.28
Yield 3.94
New Dividend 14.52

Moody's Commodity and Scrap Price Indexes
Spot Commodity Index 5406.80

Industrial Metals Index 1697.18

* Moody's “Aaa” Ulilities Index was suspended on 12/10/01.
Since 2000, TVA was the only issuer left in the index as a
decade of deregulation, debt growth, competition, and
consolidation eliminated the rest of the Aaa universe.

Contact Us | Privacy Policy | Proprietary Rights

© 2015 Moody's Investors Service, Inc., Moody's Analytics, Inc. and/or their affiliates and licensors. All rights reserved.

ABOUT US

Contact Us

| s AcH
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HOME COMMENTARY DATA MY CREDIT TRENDS

Credit Trends Home > Bond Yields

Daily Bond Yields and Key Indicators

Updated by 11 am ET with data from the previous business day.
Data as of 16-MAR-15

Moody's Daily Long-term Corporate Bond Yield Averages

Utilities Industrial Corporate
Aaa NA 3.70 3.70
Aa 3.70 3.77 3.74
A 3.79 4.00 3.90
Baa 4.55 4.61 4.58
Avg 4.01 4.02 4.02

Moody's Daily Treasury Yield Averages

Short-Term (3-5 yrs) 1.22
Medium-Term (5-10 yrs) 1.77
Long-Term (10+ yrs) 2.48

Moody's Daily Public Utility Common Stock Yield Averages

Price 357.37
Yield 4.07
New Dividend 14.53

Moody's Commodity and Scrap Price Indexes
Spot Commodity Index 5263.21

Industrial Metals Index 1671.73

* Moody's “Aaa” Utilities Index was suspended on 12/10/01.
Since 2000, TVA was the only issuer left in the index as a
decade of deregulation, debt growth, competition, and
consolidation eliminated the rest of the Aaa universe.

Contact Us | Privacy Policy | Proprietary Rights

@ 2015 Moody's Investors Service, Inc., Moody's Analytics, Inc. and/or their affiliates and licensors. Al rights reserved.

ABOUT US

Contact Us
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Current Release (48 kB PDF)

Release Date: February 23, 2015

The weekly release is posted on Monday. Daily updates of the weekly release are posted Tuesday through Friday on this site. if Monday is a holiday, the weekly release will be
posted on Tuesday after the holiday and the daily update will not be posted on that Tuesday.

February 23, 2015

H.15 Selected Interest Rates
Yields in percent per annum

2015 | 2015 | 2015 | 2015 | 2015 [Week Ending |
Instruments Feb Feb Feb Feb Feb Feb Feb Jan
16% 17 18 19 20 20 13
Federal funds (effective) 1 2 3 0.12 | 0.12 | 0.12 0.12 | 0.12 | 0,2 | 0.12 | 0.11
Commercial Paper 3 456
Nonfinancial
1-month 0.08 0.08 0.02 0.07 0.06 | 0.08 0.09
2-month 0.09 0.08 0.09 0.10 0.09 0.09 0.10
3-month 0.12 0.12 0.11 0.14 0.12 0.11 0.12
Financial
1-month 0.11 0.09 n.a. n.a. 0.10 0.10 0.12
2-month 0.15 0.11 0.11 0.11 0.12 0.12 0.14
3-month 0.19 0.14 0.15 0.14 0.16 0.15 0.16
Eurodollar deposits (London) 3 7
1-month 0.19 0.19 0.19 0.19 0.19 0.19 | 0.19 0.19
3-month 0.30 0.30 0.30 0.30 0.30 0.30 | 0.30 0.30
6-month 0.37 0.37 0.37 0.37 0.37 0.37 0.37 0.37
Bank prime loan 23 8 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3.25
Discount window primary credit 2 9 0.75 0.75 0.75 0.75 0.75 0.75 | 0.75 0.75
U.S. government securities
Treasury bills (secondary market) 3 4
4-week 0.02 0.02 0.02 0.02 0.02 0.02 0.02
3-month 0.02 0.02 0.02 0.02 | 0.02 0.01 0.03
6-month 0.07 0.07 0.07 0.07 0.07 | 0.07 0.08
1-year 0.23 0.21 0.21 0.21 0.22 | 0.23 0.18
Treasury constant maturities
Nominal 10
1-month 0.02 0.02 0.02 0.02 | 0.02 | 0.02 0.02
3-month 0.02 0.02 0.02 0.02 0.02 | 0.0t 0.03
6-month 0.07 0.07 0.07 0.07 0.07 | 0.07 0.08
1-year 0.25 0.23 0.23 0.23 0.24 | 0.24 0.20




2-year
 3wyear
| 5eyear ' ]
7-year |
| io-_year_
| 20-year N

| ] 30-year
Inflation indexed 11

S-year

7-year
'! 10-year
20-year

30-year

i. Inflation-indexed long-term average 12
in_teres—t rat; s;vaps 13 ' - i
I 1-year
i-year -
3year
4-year o |
S-year
7-.yea—r
10-y-ear
i 30-year
Corporate bonds
Moody's seasoned |
7Aaa ;:4_
Baa

| State & local bonds 15

| Conventional mortgages 16

* Markets closed.
n.a. Not available.

Footnotes

0.70
1.10
1.62
1.95
214
2.49
2-.73

0.29

0.39

0.43
0.68

0.87

0.73 |

0.50
0.93
1.28
i.54
1.73
1.98
221

2.58 |

3.78

4.67 |

0.62 | 0.67 | 0.67
1100 | 105 | 1.07 | 1.06 |
152 | 158 | 161 1.58
1.86 | 1.92 | 1.84  1.92 |
207 | 211 | 213 | 211 |
2.46 i 250 | 2.50 | 249
2.70 | 273 | 2.73 | 272 |
020 | 023 024 | 0.24
0.31 | 033 034 | 034
036 | 037 038 | 039 |
0.62 | 062 | 0.62 | 0.64 |
082 | 084 | 083 | 084 |
0.68 ;_“o'.si? 0.68 | 0.69 ,
0.51 | 0.48 | 0.49 | 0.49
0.94 | 088 | 0.0 | 091 '
130 | 123 | 1.25 | 1.26
[ 156 | 150 | 151 | 1.53
176 | 169 | 170 | 1.72
202 | 196 | 197 | 1.98
224 | 220 | 220 | 221
260 | 2.59 | 2.59 | 2.59
373 | 377 | 378 | 377
460 | 4.64 | 4.63 | 4.64
3.62 3.62
3.76

1. The daily effective federal funds rate is a weighted average of rates on brokered trades.

2. Weekly figures are averages of 7 calendar days ending on Wednesday of the current week; monthly figures include each calendar

day in the month.
3. Annualized using a 360-day year or bank interast.

4. On a discount basis.

3.76

0.67 | 0.65 | 0.55 |

1.04 | 0.90
151 | 1.37
1.82 | 1.67
2.00 | 1.88
233 | 2.20
258 | 2.46 |
018 | 017
028 | 0.24
0.31 | 0.27
0.56 | 0.50
0.75 | 0.66 |
0.61 | 054 |
0.49 | 0.41
0.90 | 077
124 | 110
149 | 134 |
1.66 | 1.52
190 | 1.77
211 | 2.00 |
247 | 239
3.62 | 3.46
453 | 445
3.60 | 3.40
369 | 3.71

5. Interest rates interpolated from data on certain commercial paper trades settled by The Depository Trust Company. The trades
represent sales of commercial paper by dealers or diract issuers to investors (that is, the offer side). The 1-, 2-, and 3-month rates are
equivalent to the 30-, 60-, and 90-day dates reported on the Board's Commercial Paper Web page

(www.federalreserve.govireleases/cp/).

6. Financial paper that is insured by the FDIC's Temporary Liquidity Guarantee Program is not excluded from relevant indexes, nor is

any financial or nonfinancial commercial paper that may be directly or indirectly affected by one or more of the Federal Reserve's
liquidity facilities. Thus the rates published after September 19, 2008, likely reflect the direct or indirect effects of the new temporary
programs and, accordingly, likely are not comparable for some purposes to rates published prior to that period.

7. Source: Bloomberg and CTRB ICAP Fixed Income & Money Market Products.

8. Rate posted by a majority of top 25 (by assets in domestic offices) insured U.S.-chartered commercial banks. Prime is one of
several base rates used by banks to price short-term business loans.

9. The rate charged for discounts made and advances extended under the Federal Reserve's primary credit discount window
program, which became effective January 9, 2003. This rate replaces that for adjustment credit, which was discontinued after January

8, 2003. For further information, see www.federalreserve.goviboarddocs/press/bereg/2002/200210312/default.htm. The rate reported

is that for the Federal Reserve Bank of New York. Historical series for the rate on adjustment credit as well as the rate on primary
credit are available at www federalreserve govireleases/hi5/data.him.

10. Yields on aclively traded non-inflation-indexed issues adjusted to constant maturities. The 30-year Treasury constant maturity

series was discontinued on February 18, 2002, and reintroduced on February 9, 2006. From February 18, 2002, to February 9, 2008,



the U.S. Treasury published a factor for adjusting the daily nominal 20-year constant maturity in order to estimate a 30-year nominal
rate. The historical adjustment factor can be found at www treasury.gov/resource-center/data-chart-center/interest-rates/. Source:
U.S. Treasury.

11. Yields on Treasury inflation protected securities (TIPS) adjusted to constant maturities. Source: U.S. Treasury. Additional
information on both nominal and inflation-indexed yields may be found at www treasury.gov/resource-center/data-chart:
center/interest-rates/.

12. Based on the unweighted average bid yields for all TIPS with remaining terms to maturity of more than 10 years.

13. International Swaps and Derivatives Association (ISDA®) mid-market par swap rates. Rates are for a Fixed Rate Payer in retum
for receiving three month LIBOR, and are based on rates collected at 11:00 a.m. Eastem time by Thomson Reuters and published on
Thomson Reuters Page ISDAFIX®1. ISDAFIX is a registered service mark of ISDA®. Source: Thomson Reuters.

14. Moody's Aaa rates through December 6, 2001, are averages of Aaa utility and Aaa industrial bond rates. As of December 7,
2001, these rates are averages of Aaa industrial bonds only. Data obtained from Bloomberg Finance L.P.

15. Bond Buyer Index, general obligation, 20 years to maturity, mixed quality; Thursday quotations. Data obtained from Bloomberg
Finance L.P.

16. Contract interest rates on commitments for 30-year fixed-rate first morigages. Source: Primary Mortgage Market Survey® data
provided by Freddie Mac.

Note: Weekly and monthly figures on this release, as well as annual figures available on the Board's historical H.15 web site (see below), are averages of business days unless
otherwise noted.

Current and historical H.15 data are available on the Federal Reserve Board's web site (www.federalreserve.gov/). For information about individual copies or subscriptions,
contact Publications Services at the Federal Reserve Board (phone 202-452-3244, fax 202-728-5886).

Description of the Treasury Nominal and Inflation-Indexed Constant Maturity Series
Yields on Treasury nominal securities at “constant maturity” are interpolated by the U.S. Treasury from the daily yield curve for non-inflation-indexed Treasury securities. This
curve, which relates the yield on a security to its time to maturity, is based on the closing market bid yields on actively traded Treasury securities in the over-the-counter market.
These market yields are calculated from composites of quotations obtained by the Federal Reserve Bank of New York. The constant maturity yield values are read from the
yield curve at fixed maturities, currently 1, 3, and 6 months and 1, 2, 3, 5, 7, 10, 20, and 30 years. This method provides a yield for a 10-year maturity, for example, even if no
outstanding security has exactly 10 years remaining to maturity. Similarly, yields on inflation-indexed securities at “constant maturity” are interpolated from the daily yield curve
for Treasury inflation protected securities in the over-the-counter market. The inflation-indexed constant maturity yields are read from this yield curve at fixed maturities, currently
5,7, 10, 20, and 30 years.

Last update: February 23, 2015
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Current Release (48 kB PDF)

Release Date: March 2, 2015

The weekly release is posted on Monday. Daily updates of the weekly release are posted Tuesday through Friday on this site. If Monday is a holiday, the weekly release will be
posted on Tuesday after the holiday and the daily update will not be posted on that Tuesday.

March 2, 2015

H.15 Selected Interest Rates
Yields in percent per annum

2015 | 2015 | 2015 | 2015 | 2015 |WeekEnding |~
Instruments Feb fFeb Feb Feb Feb Feb Feb Feb
23 24 25 26 27 27 20
Federal funds (effective) 1 2 3 0.11 0.11 0.11 0.11 0.06 | 0.12 | 0.12 0.11
Commercial Paper 3456
Nonfinancial
1-month 0.08 0.07 0.07 0.08 0.08 0.08 | 0.06 0.08
2-month 0.04 0.10 0.09 0.10 n.a. 0.08 | 0.09 0.09
3-month 0.14 0.12 0.12 0.12 n.a. 0.13 | 0.12 0.12
Financial
1-month 0.09 0.10 n.a. 0.09 0.09 0.09 | 0.10 0.10
2-month 0.11 0.11 0.11 0.11 0.12 | 0.11 0.12 0.12
3-month 0.14 0.14 0.15 0.14 0.15 | 0.14 | 0.16 0.15
Eurodollar deposits (London) 3 7
1-month 0.19 0.19 0.19 0.19 0.19 0.19 | 0.19 0.19
3-month 0.30 0.30 0.30 0.30 0.30 0.30 | 0.30 0.30
6-month 0.37 0.37 0.37 0.37 0.37 0.37 | 0.37 0.37
Bank primeloan 23 8 3.25 3.25 3.25 3.25 3.25 3.25 | 3.25 3.25
Discount window primary credit 2 9 0.75 0.75 0.75 0.75 0.75 0.75 0.75 0.75
U.S. government securities
Treasury bills (secondary market) 3 4
4-week 0.01 0.02 0.02 0.02 0.02 | 0.02 0.02 0.02
3-month 0.02 0.02 0.02 0.03 0.02 | 0.02 | 0.02 0.02
6-month 0.08 0.08 0.07 0.07 0.07 0.07 | 0.07 0.07
1-year 0.20 0.20 0.19 0.19 0.19 0.19 | 0.22 0.21
Treasury constant maturities
Nominal 10
1-month 0.01 0.02 0.02 0.02 0.02 | 0.02 | 0.02 0.02
3-month 0.02 0.02 0.02 0.03 0.02 | 0.02 | 0.02 0.02
6-month 0.08 0.08 0.07 0.07 0.07 | 0.07 | 0.07 0.07
1-year 0.22 0.22 0.21 0.22 0.22 0.22 | 0.24 0.22




2-year 0.64 060 0.61 0.66 0.63 | 0.63 0.67 0.62 |

3-year 1.03 0.97 0.98 | 1.04 1.01 | 1.01 | 1.06 0.99 |
5-ye-ar. - . 1.56 1.47 71.477 [ ;..547 ‘150 1.51 | 1.58 | 1.47 |
; 7-year 1.88 1.79 1.78 1.86 1.82 | 1.83 | 192 1.79
: 10-ye;lr - 20; | 1.99‘ 1.96 | ‘2.03 2.00 2.-01_ | -2.1.1 1.98 ..
io-yea; 2-.44 72.38 2.35- 2.39 | 2.38 2.39 2_49_ 2.34 |
30-yeal: 7 7 2.6-6‘ | 2.6b 2.56- 2.63 . 2.60 2.6_1 2.;2 .2-.57 1

Inflation indexed 11

5-year 0.22 0.14 0.11 0.05 0.01 | 0.11 | 0.24 0.11 ‘

7-year 0.30 | 0.23 0.20 | 0.23 0.13 | 0.22 | 0.34 0.22 |
10-year 0.34 0.27 0.24 0.24 0.17 | 0.25 | 0.39 0.26
20-year 0.58 | 0.51 0.48

0.52 0.44 | 051 | 0.64 0.52

30-year 0.79 0.73 0.70 | 0.72 0.68 | 0.72 | 0.84 0.73

Inflation-indexed long-term average 12 | 0.64 0.58 0.54 0.55 0.51 0.56 0.69 0.58 |

| Interest rate swaps 13

1-year 0.48 0.47 0.47 0.48 0.48 | 0.48 | 0.49 0.47
2-year - 0.90 0.89 0;86 0.89 .0.88 0.88 [ 0.91 0.87 |
3-yea|; 1.26 1.24 1.19 1.23 | 1.23 1.2-3 | 1.26 1.20
L 4-{{e_ar - 1.52 1.50 1.4.4 1..48 1.4é 1.48 | 1.53 1.45
5-year 1.71 1.68 1.62 1.66 1.66 | 1.67 | 1.72 1.63 |
7-year : 1.98 1.95 1.87 1.90 191 1.9_2 1.98 1.87 '
10-ye.ar ) 2.21 2.18 2.10 2.12 2,14 215 2.21 2.10 ‘
30-year 2.59 2.56 2.48 2.48 . 2.51 | 2,52 | 2.59 2.47 I

Corporate bonds
Moody's seasoned

Aaa 14 3.70 3.65 3.61 3.64 3.64 | 3.65 | 3.77 3.61

] Baa 4.54 4.48 4.45 4.47 4.46 | 4.48 | 4.64 4.51
i State & local bonds 15 3.62 3.62 | 3.62 3.58
Conventional mortgages 16 3.80 3.80 | 3.76 3.71

n.a. Not available.

Footnotes
1. The daily effective federal funds rate is a weighted average of rates on brokered trades.

2. Weekly figures are averages of 7 calendar days ending on Wednasday of the current week; monthly figures include each calendar
day in the month.

3. Annualized using a 360-day year or bank interest.
4. On a discount basis.

§. Interest rates interpolated from data on certain commercial paper trades settled by The Depository Trust Company. The trades
represent sales of commercial paper by dealers or direct issuers to investors (that is, the offer side). The 1-, 2-, and 3-month rates are
equivalent to the 30-, 60-, and 90-day dales reported on the Board's Commercial Paper Web page

(www.federalreserve gov/releases/cp/).

6. Financial paper that is insured by the FDIC's Temporary Liquidity Guarantee Program is not excluded from relevant indexes, nor is
any financial or nonfinancial commercial paper that may be directly or indirectly affected by one or more of the Federal Reserve's
liquidity facilities. Thus the rates published after September 19, 2008, likely refiect the direct or indirect effects of the new temporary
programs and, accordingly, likely are not comparable for some purposes to rates published prior to that period.

7. Source: Bloomberg and CTRB ICAP Fixed Income & Money Market Products.

8. Rate posted by a majority of top 25 (by assets in domestic offices) insured U.S.-chartered commercial banks. Prime is one of
several base rates used by banks to price short-term business loans.

9. The rate charged for discounts made and advances extended under the Federal Reserve's primary credit discount window
program, which became effective January 9, 2003. This rate repl that for adjustment credit, which was discontinued after January
8, 2003. For further information, see www.federalreserve. gov/boarddocs/press/bereq/2002/2002103 12/default. htm. The rate reported
is that for the Federal Reserve Bank of New York. Historical series for the rate on adjustment credit as well as the rate on primary

10. Yields on actively traded non-inflation-indexed issues adjusted to constant maturities. The 30-year Treasury constant maturity
serigs was discontinued on February 18, 2002, and reintroduced on February 9, 2006. From February 18, 2002, to February 9, 2006,
the U.S. Treasury published a factor for adjusting the daily nominal 20-year constant maturity in order to estimate a 30-year nominal



rate. The historical adjustment factor can be found at www.treasury.gov/resource-center/data-chart-center/interest.-rates/. Source:
U.S. Treasury.

11. Yields on Treasury inflation protected securities (TIPS) adjusted to constant maturities. Source: U.S. Treasury. Additional
information on both nominal and inflation-indexed yields may be found at www.treasury.gov/r rce-center/data-ch
centerfinterast-rates/.

12. Based on the unweighted average bid yields for all TIPS with remaining terms to maturity of more than 10 years.

13. Intemational Swaps and Derivatives Association (ISDA®) mid-market par swap rates. Rates are for a Fixed Rate Payer in retumn
for receiving three month LIBOR, and are based on rates collected at 11:00 a.m. Eastern time by Thomson Reuters and published on
Thomson Reuters Page ISDAFIX®1. ISDAFIX is a registered service mark of ISDA®. Source: Thomson Reuters.

14. Moody's Aaa rates through December 6, 2001, are averages of Aaa utility and Aaa industrial bond rates. As of December 7,
2001, these rates are averages of Aaa industrial bonds only. Data obtained from Bloomberg Finance L.P.

15. Bond Buyer Index, general obligation, 20 years to maturity, mixed quality; Thursday quotations. Data obtained from Bloomberg
Finance L.P,

16. Contract interest rates on commitments for 30-year fixed-rate first mortgages. Source: Primary Mortgage Market Survey® data
provided by Freddie Mac.

Note: Weekly and monthly figures on this release, as well as annual figures available on the Board's historical H.15 web site (see below), are averages of business days unless
otherwise noted.

Current and historical H.15 data are available on the Federal Reserve Board's web site (www.federalreserve.gov/). For information about individual copies or subscriptions,
contact Publications Services at the Federal Reserve Board (phone 202-452-3244, fax 202-728-5886).

Description of the Treasury Nominal and Inflation-Indexed Constant Maturity Series
Yields on Treasury nominal securities at “constant maturity” are interpolated by the U.S. Treasury from the daily yield curve for non-inflation-indexed Treasury securities. This
curve, which relates the yield on a security to its time to maturity, is based on the closing market bid yields on actively traded Treasury securities in the over-the-counter market.
These market yields are calculated from composites of quotations obtained by the Federal Reserve Bank of New York. The constant maturity yield values are read from the
yield curve at fixed maturities, currently 1, 3, and 6 months and 1, 2, 3, 5, 7, 10, 20, and 30 years. This method provides a yield for a 10-year maturity, for example, even if no
outstanding security has exactly 10 years remaining to maturity. Similarly, yields on inflation-indexed securities at “constant maturity” are interpolated from the daily yield curve
for Treasury inflation protected securities in the over-the-counter market. The inflation-indexed constant maturity yields are read from this yield curve at fixed maturities, currently
5,7, 10, 20, and 30 years.
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About EEI

The Edison Electric Institute (EEI) is the association that repre-
sents all U.S. investor-owned electric companies. Qur members
provide electricity for 220 million Americans, operate in all 50

states and the District of Columbia, and directly employ more than

500,000 workers. With $90 billion in annual capital expenditures,

the electric power industry is responsible for millions of additional

jobs. Reliable, affordable, and sustainable electricity powers the

economy and enhances the lives of all Americans. EEI has 70 in-
ternational electric companies as Affiliate Members, and 270 indus-
try suppliers and related organizations as Associate Members. Or-

ganized in 1933, EEI provides public policy leadership, strategic
business intelligence, and essential conferences and forums.

About EEI's Quarterly Financial Updates

EEDs quarterly financial updates present industry trend analyses
and financial data covering 54 U.S. sharcholder-owned electric
utility companies. These 54 companies include 48 electric utility
holding companies whose stocks are traded on major U.S. stock
exchanges and six electric utilities who are subsidiaries of non-
utility or foreign companies. Financial updates are published for
the following topics:

Dividends Rate Case Summary

Stock Performance SEC Financial Statements (Holding Companies)
Credit Ratings FERC Financial Statements (Regulated Utilities)
Construction Fue!

EEI Finance Department material can be found online at:
www.cei.org/ QFU

For EEl Member Companies

The EEI Finance and Accounting Division is developing current

year and historical data sets that cover a wide range of industry
financial and operating metrics. We look forward to serving as a

resource for member companies who wish to produce customized

industry financial data and trend analyses for use in:

Investor relations studies and presentations
Internal company presentations
Performance benchmarking

Peer group analyses

Annual and quarterly reports to shareholders

Edison Electric Institute

701 Pennsylvania Avenue, N.W.
Washington, D.C. 20004-2696
202-508-5000

www.eei.org

We Welcome Your Feedback

EET is interested in ensuring that our financial publications and
industry data sets best address the needs of member companies
and the financial community. We welcome your comments,
suggestions and inquiries.

Contact:

Mark Agnew

Director, Financial Analysis

(202) 508-5049, MAgnew@eei.org

Aaron Trent
Manager, Financial Analysis
(202) 508-5526, ATrent(@eel.org

Bill Pfister
Senior Financial Analyst
(202) 508-5531, BPfister(@ecct.org

Future EEl Finance Meetings

EEI Wall Street Briefing
February 11, 2015
University Club

New York, New York

50th EEI Financial Conference
November 8-11, 2015

Westin Diplomat

Hollywood, Florida

For more information about EEI Finance Meetings,
please contact Debra Henry, (202) 508-5496, DHenry(@eei.org



The 54 U.S. Shareholder-Owned
Electric Utilities

The companies listed below all serve a regulated distribution territory. Other utilities, such as transmission provider ITC Holdings, are not
shown below because they do not serve a regulated distribution territory. However, their financial information is included in relevant EEl data
sets, such as transmission-related construction spending.

ALLETE, Inc. (ALE) Energy Future Foldings Corp. (formerly TXU PG&E Corporation (PCG)
Alliant Energy Corporation (LNT) Corp.) o Pinnacle West Capital Corporation (PN)
Ameren Corporation (AEE) Entergy Corporation (ETR) PNM Resources, Inc. (PNMM)

American Electric Power Company, Inc. Exelon Corporation (EXC) Portland General Electric Company

(AEDP) FirstEnergy Corp. (FE) (POR)
Avista Corporation (AVA) Great Plains Energy Incorporated (GXP) PPL Corporation (PPL)
Berkshire Hathaway Energy Hawaiian Electric Industries, Inc. (HE) Public Service Enterprise Group Inc.
Black Hills Corporation (BIKH) Lberdyola USA (I?‘EG)
CenterPoint Energy, Inc. (CNP) IDACORP, Inc. (IDA) {’/(ge/ Energy, Ine. )
Cleco Corporation (CNL) Integrys Energy Group, Inc. (TEG) b‘CAN‘\ Corporation (SCG)
CMS Encrgy Corporation (CMS) IPA1.CO Enterprises, Ine. Sempra Energy (SRE)
Consolidated Edison, Inc. (ED) MDU Resources Group, Inc. MDU) Southern Company (50)
Dominion Resources, Inc. (D) MGE Energy, Inc. (MGEE) TECO Energy, Inc. (TE)
DPL, Ine. NextEra Energy, Inc. (NEE) UIL Holdings Corporation (UIL)
DTE Energy Company (DTE) NiSource Inc. (NI) Ljnml COIPOmUOr.! (UuTL)
Duke Energy Corporation (DUK) Northeast Utilities (NU) \'ectren Corporation (VV'C)
Edison International (EIX) NorthWestern Corporation (NWE) \fosmf EI“C‘gY’ Inc. (WR) . i
El Paso Electric Company (EE) OGE Energy Corp. (OGE) Wisconsin Energy Corporation (WEC)

Empire District Electric Company (EDE) ~ Otter Tail Corporation (OTTR) Ncel Energy, Inc. (REL)

Pepco Holdings, Inc. (POM)



Companies Listed by Category

(as of 12/31/2013)

Please refer to the Quarterly Financial Updates webpage for previous years’ lists.

Given the diversity of utility holding company corporate strat
egles, no single company categorization approach will be
useful for all EET members and udlity industry analysts. Never-the-
less, we believe the following classification provides an informative
framework for tracking financial trends and the capital markets’
response to business strategies as companies depart from the tradi-

Categorization of the 48 publicly traded utility holding compa
nies is based on year-end business segmentation data presented in
10Ks, supplemented by discussions with company IR departments.
Categorization of the six non-publicly traded companies (shown in
italics) is based on estimates derived from FERC Form 1 data and
information provided by parent company IR departments.

tional regulated utility model.

Regulated 80%+ of total assets are regulated
Mostly Regulated 50% to 80% of total assets are regulated
Diversified Less than 50% of total assets are regulated

Regulated (38 of 54)

ALLETE, Inc.

Alliant Energy Corporation
Ameren Corporation

American Electric Power Company, Inc.
Avista Corporation

Black Hills Corporation

Cleco Corporation

CMS Energy Corporation
Consolidated Edison, Inc.

DPL, Inc.

DTE Energy Company

Duke Energy Corporation

Edison International

El Paso Electric Company
Empire District Electric Company
Entergy Corporation

Great Plains Energy Incorporated
Iberdrola US.A

IDACORP, Inc.

The EEI Finance and Accounting Division continues to eval
uate our approach to company categorization and business seg-
mentation. In addition, we can produce customized categorization

and pecr group analyses in response to member company requests.
We welcome comments, suggestions and feedback from EEI

member companies and the financial commuunity.

Integrys Energy Group

IPALCO Enterprises, Inc.

Northeast Utilities

NorthWestern Energy

OGE Energy Corp.

Otter Tail Corporation

Pepco Holdings, Inc.

PG&E Corporation

Pinnacle West Capital Corporation
PNM Resources, Inc.

Portland General Electric Company
Puget Energy, Inc.

Southern Company

TECO Energy, Inc.

UIL Holdings Corporation

Unitil Corporation

Westar Energy, Inc.

Wisconsin Energy Corporation
Xcel Energy, Inc.

Mostly Regulated (13 of 54)
Berkshire Hathaway Energy
CenterPoint Energy, Inc.
Dominion Resources, Inc.
Exelon Corporation
FirstEnergy Corp.

MGE Energy, Inc.
NextEra Energy, Inc.
NiSource Inc.

PPL Corporation

Public Service Enterprise Group, Inc.
SCANA Corporation
Sempra Energy

Vectren Corporation

Diversified (3 of 54)
Ewergy Firture Holdings
Hawaiian Electric Industries, Inc.

MDU Resources Group, Inc.

Note: Based on assets at 12/31/2013



HIGHLIGHTS

B There were no parent-level ratings actions in Q3. The
industry’s average credit rating remained BBB+.

@ 2014’s actions through Q3 were been largely positive,
with 98 upgrades outnumbering three downgrades.

B Credit outlooks remain stable to positive due to de-
nsking of business models through renewed focus on
regulated activities and improved industry regulation.

@ S&P and Moody’s expect the eventual credit impact of
EPA’s proposed carbon regulations for existing plants
(Clean Power Plan) to be significant, but it’s too early to
reach conclusions due to a multi-year implementation
schedule and potential legal wrangling. S&P noted that
four themes — regional differences, timing issues, costs
and fuel mixes — will shape credit implications across
industry subsectors and companies.

COMMENTARY

There were no parent-level ratings actions in Q3 and the in-
dustry’s average credit rating remained BBB+. During Q2, the
average rating rose to BBB+ from BBB, the first change since
the move to BBB from BBB- in 2004. Total ratings activity, at
101 changes through September 30, was significantly higher
than in the comparable 2013 period, reflecting Moody’s deci-
sion in late January to upgrade most regulated utilities by one
notch. Accordingly, 2014’s actions have been largely positive,
with 98 upgrades outnumbering three downgrades.

EEI captures upgrades and downgrades at the subsidiary
level; multiple actions within a single parent holding company
are included in the upgrade/downgrade totals. The industry’s
average credit rating and outlook are based on the unweighted
averages of all Standard & Poor’s parent company ratings and
outlooks.

Q32014

Credit Ratings

l. S&P Utility Credit Ratings Distribution

U.S. Investor-Owned Electric Utilities

Aor
Below  higher,
BBB- 4% 4%
BBB:; 8%
SR23% P At 9/30/2014
BBB, 34% -
Aor
BBB+, Below higher,
28% BBB-, 9% _ 5%
A, 14%
At 12/31/2012 _ BBB-,
. 20% BBB+,
23%
Aor +
Below  higher, BBB, 29%
BBB-, 8% 6%
A, 15%
BBB-, P At 12/31/2010
23% <
BBB+,
BBB, 24% | 24% Aor
Below higher,
BBB-, 9% _ 6%
A, 14%
At 12/31/2008 BBB-, -
IR e > 22% BBB+,
- 20%
BBB, 29%

Note: Rating applies to utility
holding company entity.
Source: SNL Financial and EEl Finance Department
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CREDIT RATINGS

Il. Credit Rating Agency Upgrades and Downgrades

U.S. Investor-Owned Electric Utilities

Positive = upgrades Negatives = downgrades
80
60

40

e Fitch
s Moody's
Standard & Poor's

2008 2009 2010 2011 2012 2013 2014

Q1] 0Q2]0Q3]Q4(Q1|Q2|0Q3|Q4|0Q1Q2]Q3|0Q4|Q1)|Q2]Q3| Q4 (Q1]0Q2|Q3|0Q41Q1)|Q2(Q3)Q4|0Q1]|Q2]|Q3
Fitch (Up) 1 o| 3| 4| o| 3| 1| 2| 1| 4| 2| o 3| 8| 2 1| 2| 8| 2| 1| o| 6| o| 4} 4| 4§ 1
Fitch (Down) 8| of .| of 3| 2| 3] o} 2f 7| 5| 3| of| 6| 1| 4| 3| 5| 1| 4] 4| o| 8| 1| o 2| o
Moody's (Up) 1| 2§ o} 1| o| 2| 3| o]l o 2| 4} 1{ 3] 4| o o] 5{ 9| of o| 1| 4| 8| o|78| 2| 5
Moody's
(Down) ol 2| -2{ of| 2| -of 5| 2| 2| 8| -3 3| o of 3| -1| 2| 2] 4| 4| 1| 4| 2 o| o| of O
S&P (Up) 3| 3| 6| 1| 1| s| 3| 3| o| 6| 5| 4| 5| 9| 2 2| 11 7| o| 2|13| 10| 6| 8| O| 4] ©
S&P (Down) 5| 3| 3| 3] 4| 3| of -a|-13| 2{ o| 6| o 2| o -4 3| 4| 5| 8| o| o| o] 3| o 1| ©O

Note: Data presents the number of occurrences and includes each event, even if multiple actions occurred for a single company.

Source: SNL Financlal and EEl Finance Department

lll. Total Ratings Actions IV. Direction of Ratings Actions

U.S. Investor-Owned Electric Utilities

2008 2009 2010 2011 2011 2012 2013 2014*

Fitch 17 14 24 16 25 26 23 11
Moody's 6 23 20 7 11 20 17 85
sondad 57 20 38 15 24 30 40 5
Total 50 57 8 38 60 76 80 101

Note: Full year, except where noted. / * Through September 30
Source: SNL Financial and EE| Finance Department

EEI Q3 2014 Financial Update

U.S. Investor-Owned Electric Utilities

Upgrade % wwfiifemm Total Actions ===

97%
00%
] N 75%)
65%
78% ,eo  60% 61% 60% - ,
' 46% A48% %
50% { = - - . 40% 350 (e = ===
25% - 14% 449 121 449 HIM:I
I- 80 76 80 3
o% 50 57 60 1
5 > O AP OO NS D o
F &P PSS NGNS
S S S TS oS
0»
D)

Note: Full year, except where noted.
Source: SNL Financtlal and EEl Finance Department
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CREDIT RATINGS 3

V. S&P Utility Credit Rating Distribution by Company Category (at period end)

U.S. Investor-Owned Electric Utilities

12/31/2007 | 12/31/2008 | 12/31/2009 |12/31/2010 |12/31/2011 | 12/31/2012 |12/31/2013 | 9/30/2014

REGULATED

A or higher 5 | 13% 3| 8% 3| 1% 3| 9% 3| 8% 2 | 6% 1| 3% 1| 3%
A 2 5% 4 | 10% 6 | 15% 5 | 14% 5 | 14% 6 | 17% 7 | 20% 8 | 21%
BBB+ 10 | 26% 9 | 23% 9 | 22% 6 | 17% 7 | 19% 5 | 14% 6 | 17% | 10 | 26%
BBB 8 | 21% 9 | 23% 11 | 27% | 41 | 31% | 13 | 35% | 43 | 36% | 17 | 49% | 16 | 42%
BBB- 7| 18% 9 | 23% 8 | 20% 6 | 17% 5 | 14% 6 | 17% 2 | e% 1| 3%
Below BBE- 6 | 16% 5 | 13% 4 | 10% 4 | 11% 4 | 11% 4 | 11% 2 | &% 2 | 5%
Total 38 | 100% 39 |100% 41 1100% | 35 |100% | 37 |100% | 36 [100% | 35 |100% | 38 |100%
MOSTLY REGULATED

A or higher 1 5% 1| 5% 2 | 11% 1| 5% 1| 5% 1| 6% 1] 6% 1| 8%
A 3| 16% 5 | 26% 2 | 11% 3 | 15% 3 | 16% 2 | 12% 5 | 29% 4 | 31%
BBB+ 4| 21% 2 | 11% 5 | 26% 6 | 30% 6 | 32% 7 | 41% 5 | 29% 4 | 31%
BBB 6 | 32% 8 | 42% 6 | 32% 4 | 20% 3 | 16% 3 | 18% 3 | 18% 2 | 15%
BBB- 4| 21% 3 | 16% 4 | 21% 6 | 30% 6 | 32% 4 | 24% 3 | 18% 2 | 15%
Below BBE- 1 5% 0| 0% 0| ox% 0| 0% 0| 0% 0| o% 0| o% 0| 0%
Total 19 | 100% 19 [100% 19 |100% | 20 |100% | 19 |100% | 47 [100% | 17 [100% | 13 |100%
DIVERSIFIED

A or higher 0 0% 0| 0% 0| o% 0| 0% 0| o% 0| o% 0| o% 0| 0%
A 2 | 22% 0| o% 0| 0% 0| o% o o% 0| o% o | o% 0| o%
BBB+ 3| 33% 2 | 29% 1] 17% 2 | 40% 1| 25% 1 | 33% 1 | 50% 1 | 50%
BBB 1| 11% 2 | 29% 2 | 33% 0| 0% 0| 0% 0| o% 0| o% 0| 0%
BBB- 2 | 22% 2 | 29% 2 | 33% 2 | 40% 2 | 50% 1| 33% 0| o% 1 | 50%
Below BBB- 1] 11% 1| 14% 1| 17% 1 | 20% 1| 25% 1 | 33% 1| 50% 0| 0%
Total 9 | 100% 7 |100% 6 |100% 5 1100% 4 |100% 3 |100% 2 |100% 2 |100%

Note: Category membership based on assets at January 1 of year shown.
Percentages may not total 100% due to rounding.
Source: SNL Financial and EE! Finance Department

During the first three quarters of 2014, parent-level rat-
ings were affected by three upgrades and no downgrades.
The upgrades centered on companies’ continued focus on
regulated operations and the effective management of regu-
latory risk, as well as company-specific factors.

As of October 1, 2014, approximately 72% of compa-
nies’ ratings outlooks were Stable, 17% were Positive or
Watch-Positive, 9% were Negative or Watch-Negative, and
2% were Developing.

The industry’s revised rating of BBB+ reflects a round-
ing-up of EEI’s calculated average (see the Excel “Backup
Data” file accompanying this report on EEI’s website).

Upgrades Reflect Continued Regulated Focus
Ratings changes through the third quarter included three
parent company-level upgrades.

Edison International
On April 8, S&P raised its corporate credit rating for Edison
International (EIX) by two notches, to BBB+ from BBB-,
on the emergence from bankruptcy of the company’s former
unregulated subsidiary, Edison Mission Energy. At the same
time, S&P affirmed its rating for EIX’s primary subsidiary,
regulated utility Southern California Edison (SCE), at BBB+.
S&P noted that SCE “represents virtually all” of EIX’s

EEI Q3 2014 Financial Update



4 CREDIT RATINGS

credit profile and has business fundamentals that, in the
agency’s view, are “slightly better” than most of its inte-
grated electric utility peers. S&P said that SCE’s service ter-
ritory is “improving but still struggling,” its financial health
is protected by “strict and restrictive” oversight by the Cali-
fornia Public Utiliies Commission, the company’s earned
returns are “normally healthy” and that cash flow is sup-
ported by various rate mechanisms. S&P also commented
that SCE’s operating risk is worse than average, as high-
lighted by the problems it faced at the San Onofre nuclear
plant.

Regarding EIX’s financial metrics, S&P said it expects
the utility’s leverage to modestly increase with rising capital
spending; it forecasts funds from operations (FFO) to debt
at about 21% to 23% in the near term and debt to EBITDA
of more than three times over the next several years. While
S&P’s upgrade of EIX was driven largely by the successful
resolution of EME’s bankruptcy, the agency also noted that
management’s “stated plans to focus mainly on regulated
activities,” as well as its commitment to maintaining a stable
financial profile, were important considerations.

Westar

On April 29, S&P raised its corporate ratings for Westar
Energy and utlity subsidiary Kansas Gas & Electric to
BBB+ from BBB. The upgrade reflected the company’s
improved business risk profile as a result of management’s
continuing focus on regulated operations, effective manage-
ment of regulatory risk and “strengthening cost recovery
through the regulatory process.” S&P said that Westar’s
reduced business risk had led to stable profits and stronger
financial metrics. The agency commented that the com-
pany’s ongoing capital spending would require timely recov-
ery through “various rate mechanisms including base rates
and rate surcharges” that were likely to improve cash flow.
Furthermore, S&P noted that Westar’s investment in emis-
stons control equipment at the La Cygne coal plant, which it
jointly owns with Great Plains Energy’s Kansas City Power
& Light, does not benefit from rider recovery, meaning that
Westar would need to seek base rate changes to recover its
costs.

With regard to Westar’s financial metrics, S&P forecast
FFO to debt of 18% to 20% over the next three years and
cash flow from operations (CFO) to debt of 17.5%. The
agency noted that, as capital expenditures decline following
the completion of the La Cygne air emissions equipment, it
expects discretionary cash flow to be “much less negative,”
reducing the need for Westar to raise new debt and equity
capital.

EEI Q3 2014 Financial Update

VI. Credit Ratings Scales

U.S. Investor-Owned Electric Utilities

Investment Grade Moody’'s S&P Fitch
Aaa AAA AAA
Aal AA+ AA+
Aa2 AA AA
Aa3 AA- AA-
Al A+ A+
A2 A A
A3 A-
Baal BBB+ BBB+
Baa2 BBB BBB
Baa3 BBB- BBB-

Specuiative Grade Moody's S&P Fitch
Bal BB+ BB+
Ba2 BB BB
Ba3 BB- BB-
B1 B+ B+
B2 B B
B3 B- B-
Caal CCC+ CCC+
Caa2 CCC CCC
Caa3 CCC- CCC-
Ca cc cc
C c (o

Defauit Moody's S&P Fitch

c D D

Source: Fitch Ratings, Moody's, Standard & Poor's

Great Plains Energy

On May 1, S&P raised its corporate ratings for Great Plains
Energy (GPE) and subsidiary Kansas City Power & Light to
BBB+ from BBB. The agency’s rationale was largely the
same as for Westar and Kansas Gas & Electric: manage-
ment’s continuing focus on regulated operations, the effec-
tive management of regulatory risk and improving cost re-
covery through the regulatory process. Each of these factors
served to improve the companies’ business risk profiles. As
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with Westar, S&P stated that Great Plains Energy’s capital
spending program requires timely recovery through base
rates and rate surcharges that should strengthen cash flow.
Regarding GPE’s credit ratios, S&P forecast FFO to
total debt of 18% over the next three years and CFO to
debt of 16%. As capital spending tapers following the com-
pletion of the La Cynge emissions controls, S&P expects
currently negative discretionary cash flow to improve.

A More-Regulated Business & Constructive Regulation
While 2013 marked the tenth consecutive year of a BBB
rating for the industry (i.e., based on EEI’s unweighted av-
erage of S&P ratings at the parent level), it was also charac-
terized by the highest percentage of positive ratings changes
(across all issuers and ratings agencies) in at least as many
years. The first three quarters of 2014 extended this trend
and moved the industry’s average rating during the second
quarter to BBB+. Early in 2014, both S&P and Moody’s
published industry-level outlooks describing why they ex-
pect U.S. regulated utilities to maintain stable credit profiles.
While both agencies described positive factors that included
the de-risking of utility business models through a renewed
focus on regulated activities, Moody’s emphasized that im-
proving industry regulation was the “most important” driver
of its outlook.

Moody’s developed its view more fully in a report pub-
lished February 3, 2014 (“U.S. Uulity Sector Upgrades
Driven by Stable and Transparent Regulatory Frame-
works”). The report described the reasoning behind the No-
vember 2013 decision to place most regulated utilities on
review for upgrade and the late January 2014 upgrade of
most by one notch. Moody’s described how state-level regu-
lation had evolved over the past several years for the better,
including implementation of a “suite of transparent and
timely cost and investment recovery mechanisms.” Moody’s
said the regulatory environment would likely remain
“supportive and constructive” for at least three to five years.

In a report published February 19, 2014 (“Regulation
Will Keep Cash Flow Stable as Major Tax Break Ends”),
Moody’s said the end of bonus depreciation in 2013 would
cause financial metrics to decline but that improved regula-
tory frameworks —featuring cost-recovery mechanisms and
annual base-rate increases — would play a significant offset-
ting role. Moody’s offered several examples of positive rate
case outcomes that are shaping its industry outlook, such
Puget Sound Energy’s in Washington and Westar Energy’s
in Kansas (see Q2 2014 Rate Case Summary). Moody’s also
noted that improved regulation is helping utilities manage
the effects of sluggish customer demand.

In a report published in January of this year, S&P said
that factors behind the industry’s credit stability included

continued improvement in economic conditions, sustained
demand for a “very critical” commodity, the “generally sup-
portive” posture of regulators toward cost recovery for capi-
tal expenditures, and continued demand by investors for
utility equity and debt secutities.

Throughout these reports, neither agency raised major
concerns about risks to the stable progression of the indus-
try’s credit profile in the near to medium terms. S&P stated
that “we see little alteration in the sector’s business and fi-
nancial risk profiles during periods of economic change”
because of the essential nature of electricity, the regulated
character of the business and the constructive regulatory
environment. The agency also suggested that, if the econ-
omy grows faster than expected, there could be “some
modest improvement” in the industry’s credit worthiness.
Moody’s commented that “a more contentious regulatory
environment” or a “widespread adoption” of more-
aggressive financial strategies could lead to a negative out-
look, while a “marked increase” in allowed ROEs or steps
to scale back dividends and stock repurchases might lead to
a positive outlook.

Implications of the EPA’s Clean Power Plan

During Q2 and Q3, rating agencies analyzed the EPA’s pro-
posal for carbon limits on existing power plants, known as
the Clean Power Plan (CPP). Released June 2, the plan is
open to public comment through December 1; the EPA is
expected to finalize the rule by June 2015. A key aspect of
the rule is a requirement for states to develop individual
implementation plans by June 2016 or partner with
neighboring states and develop a multi-state plan by June
2017-18 (the deadlines are tentative and subject to revision).

S&P and Moody’s both expect the eventual credit im-
pact of the CPP to be significant but not uniform across the
U.S. electricity sector. Furthermore, both expect the rules’
effects to take shape over an extended period of time.

On June 3, Moody’s described the EPA’s draft rule as
“credit-negative for coal-dependent utilities, power projects
and merchant power genetators because . . . the rule will
likely result in reduced power volumes and higher costs for
generation.” However, Moody’s expects that regulated utili-
ties, including those with large coal fleets, will do better than
unregulated power generators because regulated utilities
generally have mechanisms in place to recover costs and
investments associated with environmental mandates.
Moody’s also noted that it believes certain merchant genera-
tors, including Exelon and Calpine, will benefit from the
CPP because their fleets emphasize nuclear or natural gas
generation. Moody’s said these companies face compara-
tively smaller capital investment needs and won’t have to
“materially change” their generation portfolios.

EEI Q3 2014 Financial Update
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In a special report published September 2, S&P came to
similar conclusions. The agency characterized the CPP as
potentially “the most ambitious effort at mitigating the ef-
fects of climate change since the Clean Air Act of 1990;”
however, it expects that “meaningful credit impacts” are
unlikely to be imminent. S&P said the proposed rule will
likely “undergo exhaustive reviews and spur much litigation
before implementation” but that EPA will finalize it “more
or less in its proposed form.”

S&P also described how four themes — regional differ-
ences, timing issues, costs and fuel mixes — will shape
credit implications across industry subsectors and compa-
nies.

Regional Differences — The agency stated that the cost of
reducing carbon emissions will be “much greater” in some
states than in others. For example, while CPP reduction
goals for Ohio and Kentucky are less aggressive than for
other states, “their percentage reductions would be quite
steep considering their limited generating flexibility, minimal
remediation efforts to date, and constrained natural gas
pipeline capacity.”

Timing — S&P emphasized the uncertainty associated
with potential litigation of the EPA’s final rule and noted
that states’ implementation plans are not due until mid-2016
at the earliest. Therefore any credit implications before 2016
would result from anticipatory actions that companies may
choose to take.

Costs — S&P expressed the view that power prices are

EE!I Q3 2014 Financial Update

likely to rise “in response to carbon-trading schemes” but
that utilities might work to reduce generating costs through
demand management programs.

Fuel — S&P stated that the CPP favors natural gas over
coal. Therefore, the agency expects capacity factors to im-
prove for natural gas and decline for coal, but noted that
outcomes would vary regionally “based on gas and coal sup-
ply availability and the region’s current generating profile.”

While it’s too eatly to reach conclusions about the
CPP’s impact on credit ratings, the industry faces the issue
from a position of strength. As the rating agencies have
noted in industry outlooks and recent rating changes, strong
regulatory relationships and the continued shift toward
regulated business models have reduced fundamental risks
and resulted in both credit stability and improved financial
metrics.

Ratings by Company Category

The table S&P Utility Credit Rating Distribution by Com-
pany Category presents the distribution of credit ratings
over time for the investor-owned electric utilities organized
into Regulated, Mostly Regulated and Diversified categories.
Ratings are based on S&P long-term issuer ratings at the
holding company level, with only one rating assigned per
company. At September 30, 2014, the categories had the
following average ratings: Regulated = BBB+, Mostly Regu-
lated = BBB+, and Diversified = BBB.B
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Part 1
Overview:

Monetary Policy and the Economic Outlook

Amid a severe global economic downturn, the U.S.
economy contracted further and labor market conditions
worsened over the first half of 2009. In the early part

of the year, economic activity deteriorated sharply, and
strains in financial markets and pressures on financial
institutions generally intensified. More recently, how-
ever, the downturn in economic activity appears to be
abating and financial conditions have eased somewhat,
developments that partly reflect the broad range of
policy actions that have been taken to address the crisis.
Nonetheless, credit conditions for many households and
businesses remain tight, and financial markets are still
stressed. In the labor market, employment declines have
remained sizable—although the pace of job loss has
diminished somewhat from earlier in the year—and the
unemployment rate has continued to climb. Meanwhile,
consumer price inflation has remained subdued.

U.S. real gross domestic product (GDP) fell sharply
again in the first quarter of 2009, but the contraction in
overall output looks to have moderated somewhat of
late. Consumer spending—which has been supported
recently by the boost to disposable income from the tax
cuts and increases in various benefit payments that were
implemented as part of the 2009 fiscal stimulus pack-
age—appears to be holding reasonably steady so far
this year. And consumer sentiment is up from the his-
torical lows recorded around the turn of the year. In the
housing market, a leveling out of home sales and con-
struction activity in the first half of 2009 suggests that
the demand for new houses may be stabilizing follow-
ing three years of steep declines. Businesses, however,
have continued to cut capital spending and liquidate
inventories in response to soft demand and excessive
stocks. Economic activity abroad plummeted in the first
quarter and has continued to fall, albeit more slowly, in
recent months. Slumping foreign demand led to a sharp
drop in U.S. exports during the first half of the year.
However, the ongoing contraction in U.S. domestic
demand triggered an even sharper drop in imports.

The further contraction in domestic economic activ-
ity during the first half of 2009 was accompanied by
a significant deterioration in labor market conditions.

Note: A list of abbreviations is available at the end of this report.

Private-sector payroll employment fell at an average
monthly rate of 670,000 jobs in the first four months of
this year before declining by 312,000 jobs in May and
415,000 jobs in June. Meanwhile, the unemployment
rate moved up steadily from 7% percent at the turn of
the year to 9% percent in June. With the sharp reduc-
tions in employment, the wage and salary incomes of
households, adjusted for price changes, fell during this
period.

Overall consumer price inflation, which slowed
sharply late last year, remained subdued in the first half
of this year as the margin of slack in labor and product
markets widened considerably further and as prices of
oil and other commodities retraced only a part of their
earlier steep declines. All told, the 12-month change
in the personal consumption expenditures (PCE) price
index was close to zero in May, while the 12-month
change in PCE prices excluding food and energy was
134 percent. Survey measures of longer-term inflation
expectations have remained relatively stable this year
and currently stand at about their average values in
2008.

During the first few months of 2009, pressures on
financial firms, which had eased late last year, intensi-
fied again. Equity prices of banks and insurance com-
panies fell amid reports of large losses in the fourth
quarter of 2008, and market-based measures of the
likelihood of default by those institutions rose. Broad
equity price indexes also fell in the United States and
abroad, and measures of volatility in such markets
stayed at near-record levels. In addition, bank funding
markets were strained, flows of credit to businesses
and households were impaired, and many securitization
markets remained shut.

The Federal Reserve and other government enti-
ties continued to respond forcefully to these adverse
financial market developments. The Federal Reserve
kept its target for the federal funds rate at a range
between 0 and ' percent and purchased additional
agency mortgage-backed securities (MBS) and agency
debt. Throughout the first half of the year, the Federal
Reserve also continued to provide funding to financial
institutions and markets through a variety of credit and
liquidity facilities. In February, the Treasury, the Feder-
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al Reserve, the Federal Deposit Insurance Corporation,
the Office of the Comptroller of the Currency, and the
Office of Thrift Supervision announced the Financial
Stability Plan. The plan included, among other ele-
ments, a Capital Assistance Program designed to assess
the capital needs of banking institutions under a range
of economic scenarios (through the Supervisory Capital
Assessment Program (SCAP), or stress test) and, if nec-
essary, to assist banking institutions in strengthening the
amount and quality of their capital. In early March, the
Federal Reserve and the Treasury launched the Term
Asset-Backed Securities Loan Facility (TALF), an ini-
tiative designed to catalyze the securitization markets
by providing financing to investors to support their
purchases of certain AAA-rated asset-backed securi-
ties. At the March meeting of the Federal Open Market
Committee (FOMC), the Committee decided to expand
its purchases of agency MBS and agency debt and to
begin buying longer-term Treasury securities to help
improve conditions in private credit markets. In May,
the Federal Reserve announced an expansion of eligible
collateral under the TALF program. In the same month,
the results of the SCAP were announced and were posi-
tively received in financial markets.

These policy actions, and ones previously taken,
have helped stabilize a number of financial markets
and, in some cases, have led to significant improve-
ments. In recent months, strains in short-term funding
markets have eased, with some credit spreads in those
markets returning close to pre-crisis levels. The narrow-
ing in spreads likely reflects, in part, a decrease in the
probability that market participants assign to extremely
adverse outcomes for the economy in light of the appar-
ent moderation in the rate of economic contraction.
Global equity prices have recouped some of their earlier
declines, and measures of volatility in equity and other
financial markets have retreated somewhat, though they
remain at elevated levels. Issuance in some securitiza-
tion markets that were essentially shut down earlier
has begun to increase. Although yields on longer-term
Treasury securities have risen, some of these increases
are likely attributable to improvement in the economic
outlook and a reversal in flight-to-quality flows. Mort-
gage rates have risen about in line with Treasury yields,
but corporate bond yields have continued to decline.

By early June, the 10 banking organizations required

by the SCAP to bolster their capital buffers had issued
new common equity in amounts that either met or came
close to meeting the SCAP requirements. Nonetheless,
despite these notable improvements, strains remain

in most financial markets, many financial institutions
face the possibility of significant additional losses, and
the flow of credit to some businesses and households
remains constrained.

In conjunction with the June 2009 FOMC meeting,
the members of the Board of Governors of the Federal
Reserve System and presidents of the Federal Reserve
Banks, all of whom participate in FOMC meetings, pro-
vided projections for economic growth, unemployment,
and inflation; these projections are presented in Part 4
of this report. FOMC participants generally viewed the
outlook for the economy as having improved modestly
in recent months. Participants expected real GDP to
bottom out in the second half of this year and then to
move onto a path of gradual recovery, bolstered by an
accommodative monetary policy, government efforts to
stabilize financial markets, and fiscal stimulus. Howev-
er, all participants expected that labor market conditions
would continue to deteriorate during the remainder of
this year and improve only slowly over the subsequent
two years, with the unemployment rate still elevated at
the end of 2011. FOMC participants expected total and
core inflation to be lower in 2009 than during 2008 as
a whole, in part because of the sizable amount of slack
in resource utilization; inflation was forecast to remain
subdued in 2010 and 2011.

Participants generally judged that the degree of
uncertainty surrounding the medium-term outlook for
both economic activity and inflation exceeded histori-
cal norms. Participants viewed the risks to their pro-
jections of economic growth over the medium run as
either balanced or tilted to the downside, and most saw
the risk to their projections of medium-run inflation as
balanced. Participants also reported their assessments
of the rates to which key macroeconomic variables
would be expected to converge in the longer run under
appropriate monetary policy and in the absence of fur-
ther shocks to the economy. Most participants expected
real GDP to grow in the longer run at an annual rate of
about 2% percent, the unemployment rate to be about
5 percent, and the rate of consumer price inflation to be
about 2 percent.



Part 2

Recent Financial and Economic Developments

Economic activity, which fell sharply in the fourth
quarter of 2008, declined at nearly the same rate in
the first quarter of 2009. (For the change in real gross
domestic product (GDP) in recent years, see figure 1.)
However, the pace of contraction appears to have mod-
erated somewhat of late. To be sure, businesses have
continued to cut back on investment spending, and firms
have reacted to the abrupt rise in inventory-sales ratios
around the turn of the year by cutting production and
running down inventories at a more rapid pace, par-
ticularly in the motor vehicle sector. Nevertheless, con-
sumer spending seems to have stabilized, on balance, in
the first half of this year, and housing activity, while still
quite depressed, has leveled off in recent months. And,
while the recession abroad led to another sharp drop
in export demand in the first quarter, the latest indica-
tors suggest that the contraction in foreign activity has
lessened, especially in emerging Asian economies. In
the labor market, the pace of job loss has diminished in
recent months from the rate earlier this year; nonethe-
less, employment declines have remained sizable, and
the unemployment rate has risen sharply. Meanwhile,
inflation remained subdued in the first half of this year
(figure 2).

In early 2009, strains in some financial markets
appeared to intensify from the levels seen in late 2008.

1. Change in real gross domestic product, 2003-09

Percent, annual rate
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Norte: Here and in subsequent figures, except as noted, change for a given
period is measured to its final quarter from the final quarter of the preceding
period.

Source: Department of Commerce, Bureau of Economic Analysis.

2. Change in the chain-type price index for personal
consumption expenditures, 2003-09

Percent

Excluding food
and energy

2003 2004 2005 2006 2007 2008 2009

NoTe: The data are monthly and extend through May 2009; changes are
from one year earlier.
Source: Department of Commerce, Bureau of Economic Analysis.

Market participants’ concerns about major financial
institutions increased, equity prices for such institutions
fell, and their credit default swap (CDS) spreads wid-
ened substantially. These developments spilled over to
broader markets, with equity prices falling and spreads
of yields on corporate bonds over those on comparable-
maturity Treasury securities moving to near-record
highs. Deterioration in the functioning of many finan-
cial markets restricted the flow of credit to businesses
and households.

In response to these financial market stresses, the
Federal Reserve and other government entities imple-
mented additional policy initiatives to support finan-
cial stability and promote economic recovery. Federal
Reserve initiatives included expanding direct purchases
of agency debt and agency mortgage-backed securi-
ties (MBS), beginning direct purchases of longer-term
Treasury securities, and providing loans against con-
sumer and other asset-backed securities (ABS).! Other
government entities also undertook new measures to
support the financial sector, including the provision of

1. For more information, see Board of Governors of the Federal
Reserve System (2009), Federal Reserve System Monthly Report on
Credit and Liquidity Programs and the Balance Sheet (Washington:
Board of Governors, July), www.federalreserve.gov/files/
monthlyclbsreport200907.pdf.
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more capital to banking institutions under the Capital
Purchase Program, or CPP, and the announcement of
programs to help banks manage their legacy assets. In
addition, the bank supervisory agencies undertook a
special assessment of the capital strength of the largest
U.S. banking organizations (the Supervisory Capital
Assessment Program, or SCAP).

Partly as a result of these efforts, conditions in
financial markets began to show signs of improvement
starting in March, although they remained strained.
During the subsequent few months, both equity prices
of financial firms and broad equity price indexes rose,
on balance, and corporate bond spreads narrowed.
Firms responded by substituting longer-term financ-
ing through the corporate bond market for shorter-term
funding from bank loans and commercial paper (CP).
Supported by the Federal Reserve’s Term Asset-Backed
Securities Loan Facility (TALF), issuance of consumer
ABS began to approach pre-crisis levels. Short-term
interbank funding markets also showed substantial
improvement, and banking institutions involved in the
SCAP were able to issue significant amounts of public
equity and nonguaranteed debt. However, outstanding
bank loans to households and nonfinancial businesses
continued to decline amid expectations that borrower
credit quality would deteriorate further, risk spreads in
many markets that were still quite elevated, and finan-
cial conditions that remained somewhat strained.

DOMESTIC DEVELOPMENTS
The Household Sector

Residential Investment and Housing Finance

Although home prices have continued to fall, the steep
declines in housing demand and construction that began
in late 2005 appear to be abating. Sales of existing
single-family homes have flattened out at a little more
than 4 million units at an annual rate since late last year,
and sales of new single-family homes have been little
changed since January at a bit below 350,000 units.
That said, the pace of sales for both new and existing
homes is still very low by historical standards.

In the single-family housing sector, starts of new
units appear to have firmed of late, though they remain
at a depressed level (figure 3). With this restrained level
of construction, months’ supply of unsold new homes
relative to sales has come down somewhat from its
peak at the turn of the year, but it still remains quite
high compared with earlier in the decade. Starts in the
multifamily sector—which had held up well through the

3. Private housing starts, 1996-2009
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NoTE: The data are quarterly and extend through 2009:Q2.
Sourck: Department of Commerce, Bureau of the Census.

spring of 2008 even as single-family activity was plum-
meting—have deteriorated considerably over the past
year. These declines have coincided with a substantial
worsening of many of the economic and financial fac-
tors that influence construction in this sector, including
reports of a pullback in the availability of credit for new
projects and a sharp decline in the price of apartment
buildings following a multiyear run-up.

House prices continued to fall in the first part of
this year. The latest readings from national indexes
show price declines for existing homes over the past

4. Change in prices of existing single-family houses,
1993-2009

Percent

s S&P/Case-Shiller — 20
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NotE: The data are monthly and extend into 2009:Q2; changes are from
one year earlier. The LP price index includes purchase transactions only. The
FHFA index (formerly calculated by the Office of Federal Housing
Enterprise Oversight) also includes purchase transactions only. The
S&P/Case-Shiller index reflects all arm’s-length sales transactions in the
metropolitan areas of Boston, Chicago, Denver, Las Vegas, Los Angeles,
Miami, New York, San Diego, San Francisco, and Washington, D.C.

Source: For LP, LoanPerformance, a division of First American
CoreLogic; for FHFA, Federal Housing Finance Agency; for
S&P/Case-Shiller, Standard & Poor’s.
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12 months in the range of 7 to 18 percent (figure 4).
One such measure with wide geographic coverage, the
LoanPerformance repeat-sales price index, fell more
than 9 percent over the 12 months ending in May and

is now 20 percent below the peak that it achieved in
mid-2006. Price declines have been particularly marked
in areas of the country that have experienced a large
number of foreclosure-related sales, such as Nevada,
Florida, California, and Arizona. Lower prices improve
the affordability of homeownership for potential new
buyers and, all else being equal, should eventually help
bolster housing demand. However, expectations of fur-
ther declines in house prices can make potential buyers
reluctant to enter the market. Although consumer sur-
veys continue to suggest that a sizable portion of house-
holds expect house prices to fall in the coming year, the
share of such households appears to have subsided in
recent months.

With house prices still falling, conditions in the labor
market deteriorating, and household financial condi-
tions remaining weak, delinquency rates continued to
rise across all categories of mortgage loans. As of April
2009, nearly 40 percent of adjustable-rate subprime
loans and 15 percent of fixed-rate subprime loans were
seriously delinquent (figure 5).2 In May 2009, delin-
quency rates for prime and near-prime loans reached

2. A mortgage is defined as seriously delinquent if the borrower is
90 days or more behind in payments or the property is in foreclosure.

5. Mortgage delinquency rates, 2001-09
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Note: The data are monthly and extend through April 2009 for subprime
and May 2009 for prime and near prime. Delinquency rate is the percent of
loans 90 days or more past due or in foreclosure.

Source: For subprime, LoanPerformance, a division of First American
CoreLogic; for prime and near prime, Lender Processing Services, Inc.

about 12 percent for adjustable-rate loans and 4 percent
for fixed-rate loans, representing substantial increases
over the past year to historic highs.

Foreclosures also jumped in 2009. Over the last three
quarters of 2008, about 600,000 homes entered the fore-
closure process each quarter. During the first quarter of
2009, about 750,000 homes entered the process. The
increase may be related to the expiration of temporary
foreclosure moratoriums that were put in place by some
state and local governments, some private firms, and the
government-sponsored enterprises (GSEs) late last year.
The Treasury Department has recently established the
Making Home Affordable program, which encompasses
several efforts designed to lower foreclosure rates. The
program includes a provision to allow borrowers to refi-
nance easily into mortgages with lower payments and a
provision to encourage mortgage lenders and servicers
to modify delinquent mortgages.

Interest rates on 30-year fixed-rate conforming
mortgages declined during early 2009; although those
rates have risen more recently, about in line with
increases in Treasury rates, mortgage rates remain at
historically low levels (figure 6). Part of the decrease
may have reflected expansion of the Federal Reserve's
agency MBS purchase program. Early in the year,
spreads of rates on conforming fixed-rate mortgages
over long-term Treasury yields fell to their lowest lev-
els in more than a year. Offer rates on nonconforming
jumbo fixed-rate loans fell slightly but continued to
be well above rates on conforming loans.® Although

3. Conforming mortgages are those eligible for purchase by Fan-
nie Mae and Freddie Mac; they must be equivalent in risk to a prime
mortgage with an 80 percent loan-to-value ratio, and they cannot
exceed in size the conforming loan limit. The conforming loan limit

6. Mortgage interest rates, 1993-2009
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the declines in rates and spreads made borrowing rela-
tively less expensive for those qualified for conforming
mortgages, access to credit remained limited for many
other borrowers. In the April 2009 Senior Loan Officer
Opinion Survey on Bank Lending Practices, a majority
of respondents indicated that they had tightened stan-
dards on residential mortgages over the preceding three
months, an extension of the prevailing trend in earlier
quarters, that about 40 percent of banks had reduced
the size of existing home equity lines of credit, and that
only a few of the banks reported having made subprime
loans. The secondary market for conventional mortgage
loans not guaranteed by Fannie Mae or Freddie Mac
remained essentially shut.

Mortgage debt outstanding was about flat in the first
quarter of 2009, with the effects of the weakness in the
housing market and relatively restricted access to credit
offsetting the influence of lower mortgage rates. The
available indicators suggest that mortgage debt likely
remained very soft in the second quarter. Refinancing
activity was somewhat elevated early in the year, prob-
ably due to low mortgage interest rates and the waiver
of many fees and easing of many underwriting terms
by the GSEs. However, such activity moderated con-
siderably when interest rates rose during the past few
months.

Consumer Spending and Household Finance

Consumer spending appears to have leveled off so far
this year after falling sharply in the second half of last
year (figure 7). Continued widespread job losses and
the drag from large declines in household wealth have
weighed on consumption; however, spending lately has
been supported by the boost to household incomes from
the fiscal stimulus package enacted in February. Mea-
sures of consumer sentiment, while still at depressed
levels, have nonetheless moved up from the historical
lows recorded around the turn of the year.

Real personal consumption expenditures (PCE),
although variable from month to month, have essen-
tially moved sideways since late last year. Sales of
new light motor vehicles continued to contract early
this year but have stabilized in recent months—at an
average annual rate of 9.7 million units over the four
months ending in June. Outlays on other goods, which

for a first mortgage on a single-family home in the contiguous United
States is currently equal to the greater of $417,000 or 115 percent

of the area’s median house price; it cannot exceed $625,500. Jumbo
mortgages are those that exceed the maximum size of a conforming
loan; they are typically extended to borrowers with relatively strong
credit histories.

7. Real personal consumption expenditures, 2003-09
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plunged in 2008, have remained at extremely low lev-
els, while spending on services has only edged up so far
this year.

Real disposable personal income, or DPI—that is,
after-tax income adjusted for inflation—has risen at an
annual rate of about 9 percent so far this year, a sub-
stantial pickup from the increase of 1% percent posted
in 2008 (figure 8). Gains in after-tax income have been
bolstered by the tax cuts and increases in social benefit
payments that were implemented as part of the 2009 fis-
cal stimulus package. In contrast, nominal labor income
has been declining steeply. Although nominal hourly
compensation has risen at a faster pace than overall
prices, sizable reductions in employment and the work-
week have cut deeply into total hours worked and hence

8. Change in real income and in real wage and salary
disbursements, 200309

Percent, annual rate

[] Real disposable personal income —
— B Real wage and salary disbursements — 8

““Jﬂﬁﬂ

- ——— 4

[ | ! | | | ! L
2003 2004 2005 2006 2007 2008 2009

Note: Through 2008, change is from December to December; for 2009,
change is from December to May.
SoURcE: Department of Commerce, Bureau of Economic Analysis.

S

[A I N —1 N U]




Board of Governors of the Federal Reserve System 7

9. Personal saving rate, 1986-2009

11. Consumer sentiment, 1996-2009
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overall labor compensation. With real after-tax income
up appreciably in the first half of the year and consumer
outlays leveling off, the personal saving rate jumped
during the spring, reaching nearly 7 percent in May
compared with the 1% percent average recorded during
2008 (figure 9).

Household net worth continued to fall in the first
quarter of this year as a result of the ongoing declines in
house prices and a further drop in equity prices (figure
10). However, equity prices have recorded substantial
gains since March, helping to offset continued declines
in the value of real estate wealth. The recent stimulus-
induced jump in real disposable income and the
improvement in equity wealth since this spring appar-

10. Wealth-to-income ratio, 1986-2009

Ratio
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Source: The Conference Board and Reuters/University of Michigan Sur-
veys of Consumers.

ently helped lift consumer sentiment somewhat from its
earlier very low levels (figure 11).

Nonmortgage consumer debt outstanding is esti-
mated to have fallen at an annual rate of 2 percent in the
first half of 2009, extending a decline that began in the
final quarter of 2008. The decreases likely reflect both
reduced demand for loans as a result of the restrained
pace of consumer spending and a restricted supply of
credit. The April 2009 Senior Loan Officer Opinion
Survey showed a further tightening of standards and
terms on consumer loans over the preceding three
months, actions that included lowering credit limits on
existing credit card accounts.

The tightening in standards and terms likely reflect-
ed, in part, concerns by financial institutions about con-
sumer credit quality. Delinquency rates on most types
of consumer lending—credit card loans, auto loans, and
other nonrevolving loans—continued to rise during the
first half of 2009. The increase in credit card loan delin-
quency rates at banks was particularly sharp, and at
6'2 percent as of the end of the first quarter of 2009,
such delinquencies exceeded the level reached during
the 2001 recession (figure 12). Household bankruptcy
rates continued the upward trend that has been evident
since the bankruptcy law reform in 2005; the recent
increases likely reflect the deterioration in household
financial conditions.

Changes in interest rates on consumer loans were
mixed over the first half of the year. Auto loan rates
were about flat, credit card rates ticked upward, and
rates on other consumer loans showed a slight decline.
Spreads of these rates over those on comparable-
maturity Treasury securities remained at elevated levels.
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12.  Delinquency rates on consumer loans at commercial
banks, 1996-2009
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Before the onset of the financial crisis, the market for
ABS provided significant support for consumer lending
by effectively reducing the cost to lenders of providing
such credit. The near-complete cessation of issuance
in this market in the fourth quarter of 2008 thus likely
contributed importantly to the curtailment of consumer
credit. Issuance of credit card, auto, and student loan
ABS began to pick up in March and approached pre-
crisis levels in April and May. Spreads of yields on
AAA-rated credit card and auto ABS over yields
on swaps fell sharply in early 2009, although they
remained at somewhat elevated levels. The increased
issuance and falling spreads appeared to reflect impor-
tantly the TALF program, which had been announced
in late 2008 and began operation in March 2009. Avail-
ability of loans to purchase automobiles, which had
declined sharply at the end of 2008, rehounded in early
2009 as some auto finance companies accessed credit
through the TALF and others received funding directly
from the government.

The Business Sector
Fixed Investment

Businesses have continued to cut back capital spend-
ing, with declines broadly based across equipment,
software, and structures. Real business fixed investment
fell markedly in the final quarter of 2008 and the first
quarter of this year (figure 13). The cutbacks in busi-
ness investment were prompted by a deterioration late
last year and early this year in the economic and finan-
cial conditions that influence capital expenditures: In

13. Change in real business fixed investment, 2003-09
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particular, business output contracted steeply, corporate
profits declined, and credit availability remained tight
for many borrowers. More recently, it appears that the
declines in capital spending may be abating, and financ-
ing conditions for businesses have improved somewhat.
Real business outlays for equipment and software
dropped at an annual rate of 34 percent in the first quar-
ter of 2009 after falling nearly as rapidly in the fourth
quarter. In both quarters, business purchases of motor
vehicles plunged at annual rates of roughly 80 percent,
and real spending on high-tech capital—computers,
software, and communications equipment—fell at an
annual rate of more than 20 percent. Real investment
in equipment other than high tech and transporta-
tion, which accounts for nearly one-half of outlays for
equipment and software, dropped at an annual rate of
about 35 percent in the first quarter after falling at a
20 percent rate in the previous quarter. The available
indicators suggest that real spending on equipment and
software fell further in the second quarter, though at a
much less precipitous pace: Although shipments of non-
defense capital goods other than transportation items
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continued to fall in April and May, the rate of decline
slowed from the first-quarter pace. In addition, business
purchases of new trucks and cars appear to have sta-
bilized in the second quarter (albeit at low levels), and
recent surveys of business conditions have been gener-
ally less downbeat than earlier this year.

Real spending on nonresidential structures turned
down late last year and fell sharply in the first quar-
ter. Outlays for construction of commercial and office
buildings declined appreciably late last year and have
contracted further so far this year. Spending on drill-
ing and mining structures, which had risen briskly for
a number of years, has plunged this year in response
to the substantial net decline in energy prices since last
summer. In contrast, outlays on other energy-related
projects—such as new power plants and the expansion
and retooling of existing petroleum refineries—have
been growing rapidly for some time now and contin-
ued to post robust gains through May. On balance, the
recent data on construction expenditures suggest that
declines in spending on nonresidential structures may
have slowed in the second quarter. However, weak busi-
ness output and profits, tight financing conditions, and
rising vacancy rates likely will continue to weigh heav-
ily on this sector.

Inventory Investment

Businesses ran off inventories aggressively in the first
quarter, as firms entered the year with extremely high
inventory-sales ratios despite having drawn down
stocks throughout 2008 (figure 14). Much of the first-
quarter liquidation occurred in the motor vehicle sector,
where production was cut sharply and remained low in
the second quarter. As a result, days’ supply of domestic

14. Change in real business inventories, 2003-09
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light vehicles dropped from its peak of about 100 days
in February to less than 70 days at the end of June,
closer to the automakers’ preferred level.

Firms outside of the motor vehicle sector also have
been making significant production adjustments to
bring down inventories. Factory output (excluding
motor vehicles and parts) plunged in the first quarter,
and inventories of nonfarm goods other than motor
vehicles were drawn down noticeably in real terms.
According to the available data, this pattern of pro-
duction declines and inventory liquidation appears to
have continued in the second quarter as well. Although
inventory-sales ratios remain elevated in many indus-
tries, some recent business surveys suggest that firms
have become more comfortable in recent months with
the current level of inventories.

Corporate Profits and Business Finance

Operating earnings per share for S&P 500 firms in the
first quarter were about 35 percent below their year-
earlier levels. Profitability of both financial and nonfi-
nancial firms showed steep declines. Analysts’ forecasts
suggest that the pace of profit declines moderated only
slightly in the second quarter, although downward revi-
sions to forecasts for earnings over the next two years
have slowed recently.

Business financial conditions in the first half of the
year were characterized by lower demand for funds,
even as financial conditions eased somewhat on bal-
ance. Borrowing by domestic nonfinancial businesses
fell slightly in the first half of 2009 after having slowed
markedly in the second half of 2008 (figure 15). The
composition of borrowing shifted, with net issuance of
corporate bonds surging, while both commercial and
industrial (C&I) loans and CP outstanding fell. This
reallocation of borrowing may have reflected a desire
by businesses to strengthen their balance sheets by sub-
stituting longer-term sources of financing for shorter-
term sources during a period when the cost of bond
financing was generally falling. In particular, yields on
both investment- and speculative-grade corporate bonds
dropped sharply, and their spreads over yields on com-
parable-maturity Treasury securities narrowed apprecia-
bly, as investors’ concerns about the economic outlook
eased. Nonetheless, bond spreads remained somewhat
elevated by historical standards.

C&I and commercial real estate (CRE) lending by
commercial banks were both quite weak in the first half
of 2009, likely reflecting reduced demand for loans and
a tighter lending stance on the part of banks. The results
of the April 2009 Senior Loan Officer Opinion Survey
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15. Selected components of net financing for nonfinancial
corporate businesses, 2003-09
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indicated that commercial banks had tightened terms
and standards on C&I and CRE loans over the preced-
ing three months (figure 16). The market for commer-
cial mortgage-backed securities (CMBS)—an important
source of funding before the crisis—remained shut.
Both seasoned and initial equity offerings by nonfi-
nancial corporations were modest over the first half of
2009 (figure 17). Equity retirements are estimated to
have slowed in early 2009 from their rapid pace during

16. Net percentage of domestic banks tightening standards
and increasing spreads on commercial and industrial
loans to large and medium-sized borrowers, 1993-2009
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17. Components of net equity issuance, 2003-09
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the second half of 2008. As a result, net equity issu-
ance in the first quarter declined by the smallest amount
since 2002.

The credit quality of nonfinancial firms continued
to deteriorate in the first half of 2009. The pace of rat-
ing downgrades on corporate bonds increased, and
upgrades were relatively few. Delinquency rates on
banks’ C&I loans continued to increase in the first
quarter, while those on CRE loans rose substantially
{figure 18). Delinquency rates on construction and land
development loans for one- to four-family residential
properties increased to more than 20 percent. Banks
that responded to the Senior Loan Officer Opinion Sur-
vey conducted in April 2009 expected delinquency and
charge-off rates on such loans to increase over the rest
of 2009, assuming that economic activity progressed in
line with consensus forecasts.

Financial firms issued bonds at a solid pace, includ-
ing both debt issued under the Temporary Liquidity
Guarantee Program of the Federal Deposit Insurance
Corporation (FDIC) and debt issued without such guar-
antees. Equity issuance by such firms picked up sub-
stantially from a very low level following the comple-
tion of the SCAP reviews in May.

The Government Sector

Federal Government

The deficit in the federal unified budget has increased
substantially during the current fiscal year. The budget
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18. Delinquency rates on commercial real estate loans,
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costs associated with the Troubled Asset Relief Pro-
gram (TARP), the conservatorship of the mortgage-
related GSEs, and the fiscal stimulus package enacted
in February, along with the effects of the weak economy
on outlays and revenues, have all contributed to the
widening of the budget gap. Over the first nine months
of fiscal year 2009—from October through June—the
unified budget recorded a deficit of about $1.1 trillion.
The deficit is expected to widen further over the rest of
the fiscal year because of the continued slow pace of
economic activity, additional spending increases and
tax cuts associated with the fiscal stimulus legislation,
and further costs related to financial stabilization pro-
grams. The budget released by the Office of Manage-
ment and Budget in May, which included the effects of
the President’s budget proposals, calculated that the def-
icit for fiscal 2009 would total more than $1.8 trillion
(13 percent of nominal GDP), significantly larger than
the deficit in fiscal 2008 of $459 billion (3% percent of
nominal GDP) *

4. The President’s budget includes a placeholder for additional
funds for financial stabilization programs that have not been enacted
but have an estimated budget cost of $250 billion.

19. Federal receipts and expenditures, 1989-2009
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The decline in economic activity has cut deeply
into tax receipts so far this fiscal year (figure 19). After
falling about 2 percent in fiscal 2008, federal receipts
dropped about 18 percent in the first nine months of
fiscal 2009 compared with the same period in fiscal
2008. The decline in revenue has been particularly
pronounced for corporate receipts, which have plunged
as corporate profits have contracted and as firms have
presumably adjusted payments to take advantage of the
bonus depreciation provisions contained in the Eco-
nomic Stimulus Act of 2008 and the American Recov-
ery and Reinvestment Act of 2009. Individual income
and payroll tax receipts have also declined noticeably,
reflecting the weakness in nominal personal income and
reduced capital gains realizations.’

Nominal federal outlays have risen markedly of late.
After having increased about 9 percent in fiscal 2008,
outlays in the first nine months of fiscal 2009 were
almost 21 percent higher than during the same period
in fiscal 2008. Spending was boosted, in part, by
$232 billion in outlays recorded for activities under the
TARP and the conservatorship of the GSEs so far this
fiscal year.® Spending for income support—particularly

5. While the 2009 stimulus plan has reduced individual taxes by
around $13 billion so far in fiscal 2009, the stimulus tax rebates in
2008 lowered individual taxes by about $50 billion during the same
period last year. Thus, the tax cuts associated with fiscal stimulus
have not contributed to the year-over-year decline in individual tax
receipts.

6. In the Monthly Treasury Statements and the Administration's
budget, both equity purchases and debt-related transactions under the
TARP are recorded on a net-present-value basis, taking into account
market risk, and the Treasury’s purchases of the GSE's MBS are
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20. Change in real government expenditures
on consumption and investment, 2003-09
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for unemployment insurance benefits—has been pushed
up by the deterioration in labor market conditions as
well as by policy decisions to expand funding for a
number of benefit programs. Meanwhile, federal spend-
ing on defense, Medicare, and Social Security also has
recorded sizable increases. In contrast, net interest pay-
ments declined compared with the same year-earlier
period, as the reduction in interest rates on Treasury
debt more than offset the rise in Treasury debt.

As measured in the national income and product
accounts (NIPA), real federal expenditures on consump-
tion and gross investment—the part of federal spending
that is a direct component of GDP—fell at an annual
rate of 4! percent in the first quarter following its steep
rise of more than 8 percent in 2008 (figure 20). Real
defense spending more than accounted for the first-
quarter contraction, as nondefense outlays increased
slightly. However, in the second quarter, defense spend-
ing appears to have rebounded, and it is likely to rise
further in coming quarters given currently enacted
appropriations.

Federal Borrowing

Federal debt continued to increase in the first half of
2009, although at a slightly less rapid pace than had
been posted in the second half of 2008. Despite the con-
siderable issuance of Treasury securities in the first half
of the year, demand at Treasury auctions generally kept
pace, with bid-to-cover ratios within historical ranges.
Foreign custody holdings of Treasury securities at the

recorded on a net-present-value basis. However, equity purchases
from the GSEs in conservatorship are recorded on a cash-flow basis.

Federal Reserve Bank of New York grew steadily over
the first half of the year. Fails-to-deliver of Treasury
securities, which were elevated earlier in the year, gen-
erally decreased after the May 1 implementation of the
Treasury Market Practices Group’s recommendation of
a mandatory charge for delivery failures.”

State and Local Government

The fiscal positions of state and local governments have
deteriorated significantly over the past year, and budget
strains are particularly acute in some states, as revenues
have come in weaker than policymakers expected. At
the state level, revenues from income, business, and
sales taxes have declined sharply.® Plans by states to
address widening projected budget gaps have included
cutting planned spending, drawing down rainy day
funds, and raising taxes and fees. In coming quarters,
the grants-in-aid included in the fiscal stimulus legisla-
tion will likely mitigate somewhat the pressures on state
budgets, but many states are still expecting significant
budget gaps for the upcoming fiscal year. At the local
level, revenues have held up fairly well; receipts from
property taxes have continued to rise moderately,
reflecting the typically slow response of property taxes
to changes in home values.? Nevertheless, the sharp

fall in house prices over the past two years is likely to
put downward pressure on local revenues before long.
Moreover, many state and local governments have
experienced significant capital losses in their employee
pension funds in the past year, and they will need to

set aside money in coming years to rebuild pension
assets.

7. The fails charge is incurred when a party to a repurchase agree-
ment or cash transaction fails to deliver the contracted Treasury secu-
rity to the other party by the date agreed upon. The charge is a share
of the value of the security, where the share is the greater of 3 percent
(at an annual rate) minus the target federal funds rate (or the bottom
of the range when the Federal Open Market Committee specifies a
range) and zero. Previously, the practice was that a failed transaction
was allowed to settle on a subsequent day at an unchanged invoice
price; therefore, the cost of a fail was the lost interest on the funds
owed in the transaction, which was minimal when short-term interest
rates were very low. The new practice of a fails charge ensures that
the total cost of a fail is at least 3 percent.

8. Sales taxes account for nearly one-half of the tax revenues col-
lected by state governmens.

9. The delay between changes in house prices and changes in prop-
erty tax revenues likely occurs for three reasons. First, property taxes
are based on assessed property values from the previous year. Second,
in many jurisdictions, assessments are required to lag contemporane-
ous changes in market values (or they lag such changes for adminis-
trative reasons). Third, many localities are subject to state limits on
the annual increases in total property tax payments and property value
assessments. Thus, increases and decreases in market prices for hous-
es tend not to be reflected in property tax bills for quite some time.
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Outlays by state and local governments have been
restrained by the pressures on their budgets. As meas-
ured in the NIPA, aggregate real expenditures on
consumption and gross investment by state and local
governments—the part of state and local spending that
is a direct component of GDP—fell in both the fourth
quarter of last year and the first quarter of this year, led
by sharp declines in real construction spending. How-
ever, recent data on construction expenditures suggest
that investment spending in the second quarter picked
up, reversing a portion of the earlier declines. State and
local employment has remained about flat over the past
year, although some state and local governments are
in the process of reducing outlays for compensation
through wage freezes and mandatory furloughs that
are not reflected in the employment figures.

State and Local Government Borrowing

On net, bond issuance by state and local governments
picked up in the second quarter of 2009 after having
been tepid during the first quarter. Issuance of short-
term debt remained modest, although about in line
with typical seasonal patterns. Issuance of long-term
debt, which is generally used to fund capital spending
projects or to refund existing long-term debt, increased
from the sluggish pace seen in the second half of 2008.
The composition of new issues continued to be skewed
toward higher-rated borrowers.

Interest rates on long-term municipal bonds declined
in April as investors’ concerns about the credit quality
of municipal bonds appeared to ease somewhat with
the passage of the fiscal stimulus plan, which included
a substantial increase in the amount of federal grants
to states and localities. That bill also aided the finances
of state and local governments by establishing Build
America Bonds, taxable state and local government
bonds whose interest payments are subsidized by the
Treasury at a 35 percent rate. Yields on municipal secu-
rities rose somewhat in May and June, concomitant
with the rise in other long-term interest rates
over that period; even so, the ratio of municipal
bond yields to those on comparable-maturity
Treasury securities dropped to its lowest level in
almost a year.

In contrast to long-term municipal bond markets,
conditions in short-term municipal bond markets con-
tinued to exhibit substantial strains. Market participants
continued to report that the cost of liquidity support
and credit enhancement for variable-rate demand obli-
gations (VRDOs)—bonds that combine long maturi-
ties with floating short-term interest rates—remained

substantially higher than it had been a year earlier.'®

In addition, auctions of most remaining auction-rate
securities failed. Some municipalities were able to issue
new VRDOs, but many lower-rated issuers appeared to
be either unwilling or unable to issue this type of debt
at the prices that would be demanded of them. How-
ever, the seven-day Securities Industry and Financial
Markets Association swap index, a measure of yields
for high-grade VRDOs, declined to the lowest level on
record, suggesting that the market was working well for
higher-rated issuers.

The External Sector

The demand for U.S. exports dropped sharply in the
first quarter. However, U.S. demand for imports fell
even more precipitously, softening the decline in real
GDP.

Real exports of goods and services declined at an
annual rate of 31 percent in the first quarter, exceeding
even the 24 percent rate of decline in the fourth quarter
of 2008 (figure 21). Exports in almost all major catego-
ries contracted, with exports of machinery, industrial
supplies, automotive products, and services recording
large decreases. (Exports of aircraft were the excep-
tion, with increases following the end of strike-related

10. VRDO:s are taxable or tax-exempt bonds that combine long
maturities with floating short-term interest rates that are reset on a
weekly, monthly, or other periodic basis. VRDOs also have a contrac-
tual liquidity backstop, typically provided by a commercial or invest-
ment bank, that ensures that bondholders are able to redeem their
investment at par plus accrued interest even if the securities cannot be
successfully remarketed to other investors.

21. Change in real imports and exports of goods and services,
2002-09
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production disruptions in the fourth quarter.) All of our
major trading partners reduced their demand for U.S.
exports, with exports to Canada, Europe, and Mexico
exhibiting especially significant declines. Data for April
and May suggest that exports in the second quarter
continued to fall, although more moderately, reflecting
a slowing in the rate of contraction in foreign economic
activity.

Real imports of goods and services fell at an annual
rate of more than 36 percent in the first quarter. The
drop in imports was widespread across U.S. trading
partners, with large declines observed for imports from
Canada, Europe, Japan, and Latin America. All major
categories of imports fell, with imports of machinery,
automotive products, and industrial supplies display-
ing particularly pronounced declines. The sharp fall
in exports and imports of automotive products partly
reflected cutbacks in North American production of
motor vehicles, which relies heavily on flows of parts
and finished vehicles among the United States, Canada,
and Mexico.

In the first quarter of 2009, the U.S. current account
deficit was $406 billion at an annual rate, or a bit less
than 3 percent of GDP, considerably narrower than the
$706 billion deficit recorded in 2008 (figure 22). The
narrowing largely reflected the sharp reduction in the
U.S. trade deficit, with the contraction in real imports
described earlier being compounded by a steep fall in
the value of nominal oil imports as oil prices declined.

Import prices fell sharply in late 2008 and the first
quarter of this year, but they have stabilized over the
past few months. This pattern was influenced impor-
tantly by the swing in prices for oil and non-oil com-
modities, which turned back up in the second quarter.
Prices for finished goods declined only slightly in the

22. U.S. trade and current account balances, 2000-09
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23. Prices of oil and nonfuel commodities, 2004-09
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last quarter of 2008 and the first quarter of this year and
have increased slightly in recent months.

The price of crude oil in world markets rose consid-
erably over the first half of this year (figure 23). After
plunging from a record high of more than $145 per bar-
rel in mid-July 2008 to a December average of about
$40, the spot price of West Texas intermediate (WTI)
crude oil rebounded to about $60 per barrel in mid-July
of this year. The rebound in oil prices appears to reflect
the view that the global demand for oil has begun to
pick up once again. In addition, the ongoing effects of
previous reductions in OPEC supply seem to be putting
upward pressure on oil prices. The prices of longer-term
futures contracts for crude oil have moved up to around
$85 per barrel, reflecting the view that the market will
continue to tighten as global demand strengthens over
the medium term.

National Saving

Total net national saving—that is, the saving of house-
holds, businesses, and governments, excluding depre-
ciation charges as measured in the NIPA—fell to a level
of negative 1Yz percent of nominal GDP in the first
quarter of this year, its lowest reading in the post-World
War II period (figure 24). After having reached 3z per-
cent of nominal GDP in early 2006, net national saving
dropped over the subsequent three years as the federal
budget deficit widened substantially and the fiscal posi-
tions of state and local governments deteriorated. In
contrast, private saving has risen considerably, on bal-
ance, over this period, as a decline in business saving
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24. Net saving, 1989-2009

25.  Net change in private payroll employment, 2003-09
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has been more than offset by the recent jump in person-
al saving. National saving will likely remain very low
this year in light of the weak economy and the probable
further widening of the federal budget deficit. Nonethe-
less, if not boosted over the longer run, persistent low
levels of national saving will likely be associated with
both low rates of capital formation and heavy borrow-
ing from abroad, which would limit the rise in the stan-
dard of living of U.S. residents over time and hamper
the ability of the nation to meet the retirement needs of
an aging population.

The Labor Market
Employment and Unemployment

The labor market deteriorated significantly further in
the first half of this year as employment continued to
fall and the unemployment rate rose sharply. The job
losses so far this year have been widespread across
industries and have brought the cumulative decline in
private employment since December 2007 to more than
6% million jobs. In recent months, however, the pace of
job loss has moderated somewhat. Private nonfarm pay-
roll employment fell by 670,000 jobs, on average, per
month from January to April, but the declines slowed
to 312,000 in May and 415,000 in June (figure 25). In
contrast, the civilian unemployment rate has continued
to move up rapidly so far this year, climbing 2% per-
centage points between December 2008 and June to
92 percent (figure 26).

Virtually all major industries experienced consider-
able job losses in the first few months of the year. More

NoTE: The data are monthly and extend through June 2009.
SOURCE: Department of Labor, Bureau of Labor Statistics.

recently, employment declines in many industry groups
have eased, and some industries have reported small
gains. The May and June declines in construction jobs
were the smallest since last fall, job declines in tempo-
rary help services slowed noticeably, and employment
in nonbusiness services turned up in May and increased
further in June. Meanwhile, in the manufacturing
sector, employment declines have subsided a bit in
recent months but still remain sizable; job losses in

this sector have totaled 1.9 million since the start of
the recession.

In addition to shedding jobs, firms have cut their
labor input by shortening hours worked. Average week-
ly hours of production and nonsupervisory workers on
private payrolls dropped sharply through June. In addi-
tion, the share of persons who reported that they were
working part time for economic reasons—a group that

26. Civilian unemployment rate, 1976-2009
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includes individuals whose hours have been cut by their
employers as well as those who would like to move to
full-time jobs but are unable to find them—is high.

Since the beginning of the recession in December
2007, the unemployment rate has risen more than
4Y2 percentage points. The rise in joblessness has been
especially pronounced for those who lost their jobs
permanently; these individuals tend to take longer to
find new jobs than those on temporary layoffs or those
who left their jobs voluntarily, and their difficulty in
finding new jobs has been exacerbated by the ongoing
weakness in hiring. Accordingly, the median duration
of uncompleted spells of unemployment has increased
from 8% weeks in December 2007 to 18 weeks in June
2009, and the number of workers unemployed more
than 15 weeks has moved up appreciably.

The labor force participation rate, which typically
weakens during periods of rising unemployment,
decreased gradually through March but has moved up
somewhat, on balance, in recent months (figure 27).
The emergency unemployment insurance programs that
were introduced last July have likely contributed to the
higher participation rate and unemployment rate by
encouraging unemployed individuals to remain in the
labor force to continue to look for work. In addition,
anecdotes suggest that the impairment of household
balance sheets during this recession may have led some
workers to delay retirement and other workers to enter
the labor force.

Other more recent indicators suggest that conditions
in the labor market remain very weak. Initial claims for
unemployment insurance, which rose dramatically ear-
lier this year, have fallen noticeably from their peak but
remain elevated, and the number of individuals receiv-
ing regular and emergency unemployment insurance

27. Labor force participation rate, 1976-2009
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benefits climbed, reaching nearly 10 million at the end
of June.

Productivity and Labor Compensation

Labor productivity has continued to increase at a sur-
prising rate during the most recent downturn, in part
because firms have responded to the contraction in
aggregate demand by aggressively reducing employ-
ment and shortening the workweeks of their employees.
According to the latest available published data, output
per hour in the nonfarm business sector increased at

an annual rate of about 1Yz percent in the first quarter
after rising 2% percent during all of 2008 (figure 28). If
these productivity estimates prove to be accurate, they
would suggest that the fundamental factors that have
supported a solid trend in underlying productivity in
recent years—such as the rapid pace of technological
change and ongoing efforts by firms to use information
technology to improve the efficiency of their opera-
tions—remain in place.

Alternative measures of nominal hourly compensa-
tion and wages suggest, on balance, that increases in
Tabor costs have slowed this year in response to the
sizable amount of slack in labor markets. The employ-
ment cost index (ECI) for private industry workers,
which measures both wages and the cost to employers
of providing benefits, has decelerated considerably over
the past year (figure 29). This measure of compensation
increased less than 2 percent in nominal terms between
March 2008 and March 2009 after rising 3% percent in
each of the preceding two years. Average hourly earn-

28. Change in output per hour, 1948-2009
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ed to the fourth quarter of the final year of the period from the fourth
quarter of the year immediately preceding the period.
Source: Department of Labor, Bureau of Labor Statistics.
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29. Measures of change in hourly compensation,
1999-2009
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Source: Department of Labor, Bureau of Labor Statistics.

ings of production and nonsupervisory workers—a
more timely, but narrower, measure of wage develop-
ments—have also decelerated significantly, especially
in recent months. In contrast, compensation per hour
(CPH) in the nonfarm business sector—an alternative
measure of hourly compensation derived from the data
in the NIPA—increased about 4 percent over the year
ending in the first quarter of 2009, similar to the rate of
increase seen during the past several years.

The much slower pace of overall consumer price
inflation over the past year has supported real wage
growth. Indeed, changes in both broad measures of
hourly compensation—the ECI and CPH—have picked
up in real terms over the past year, as has the inflation-
adjusted increase in average hourly earnings. Nonethe-
less, as noted previously, with the sharp reduction in
total hours worked, real wage and salary income of
households has fallen over this period.

Prices

Headline consumer prices, which fell sharply late last
year with the marked deterioration in economic activ-
ity and drop-off in the prices of crude oil and other
commodities, have risen at a moderate pace so far this
year. While the margin of slack in product and labor
markets has widened considerably further this year, put-
ting downward pressure on inflation, many commodity
prices have retraced part of their earlier declines. All

30. Change in the chain-type price index for personal
consumption expenditures, 2003-09
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told, the chain-type price index for personal consump-
tion expenditures increased at an annual rate of about
13 percent between December 2008 and May 2009,
compared with its 3% percent rise over the 12 months
of 2008 (figure 30). The core PCE price index—which
excludes the prices of energy items as well as those of
food and beverages—also has increased at a moderate
pace so far this year following especially low rates of
increase late in 2008. Data for PCE prices in June are
not yet available, but information from the consumer
price index and other sources suggests that total PCE
prices posted a relatively large increase that month as
gasoline prices jumped; core consumer price increases
were moderate.

Consumer energy prices flattened out, on balance, in
the first five months of 2009 following their sharp drop
late last year. However, crude oil prices have turned up
again, with the spot price of WTI rising to around $60
per barrel in mid-July from about $40, on average, last
December. The increase in crude costs has been putting
upward pressure on the price of gasoline at the pump in
recent months. In contrast, natural gas prices continued
to plunge over the first half of this year in response
to burgeoning supplies from new wells in Louisiana,
North Dakota, Pennsylvania, and Texas that boosted
inventories above historical midyear averages. Con-
sumer prices for electricity have edged down so far this
year—after rising briskly through the end of last year—
as fossil fuel input costs have continued to decline.

Food prices decelerated considerably in the first part
of this year in response to the dramatic downturn in
spot prices of crops and livestock in the second half of
last year. After climbing nearly 6% percent in 2008, the
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PCE price index for food and beverages decreased at an
annual rate of 1 percent between December 2008 and
May 2009.

Core PCE prices rose at an annual rate of 2!z percent
over the first five months of the year, compared with
13 percent over all of 2008. The pickup in core infla-
tion during the first part of this year reflected, in part,

a jump in the prices of tobacco products associated
with large increases in federal and state excise taxes
this spring; excluding tobacco prices—for which the
large increases likely were one-off adjustments—
core inflation was unchanged at 13 percent over this
period. Aside from tobacco, prices for other core
goods snapped back early this year—following heavy
discounting at the end of last year in reaction to weak
demand and excess inventories—but have been little
changed for the most part in recent months. In contrast,
prices for a wide range of non-energy services have
decelerated noticeably further this year.

Survey-based measures of near-term inflation expec-
tations declined late last year and early this year as
actual headline inflation came down markedly, but, in
recent months, some measures have moved back up
close to their average levels of recent years. According
to the Reuters/University of Michigan Surveys of Con-
sumers, median expectations for year-ahead inflation
stood at 3.0 percent in the preliminary estimate for July,
up from about 2 percent around the turn of the year.
Indicators of longer-term inflation expectations have
been steadier over this period. These expectations in the
Reuters/University of Michigan survey stood at 3.1 per-
cent in the preliminary July release, about the measure’s
average value over all of 2008.

FINANCIAL STABILITY DEVELOPMENTS

Evolution of the Financial Turmoil, Policy
Actions, and the Market Response

Stresses in financial markets intensified in the first few
months of 2009 but have eased more recently. Credit
default swap spreads for bank holding companies—
which primarily reflect investors’ assessments of the
likelihood of those institutions defaulting on their debt
obligations—rose sharply in early January on renewed
concerns that some of those firms could face consider-
able capital shortfalls and liquidity difficulties (figure
31). Equity prices for banking and insurance companies
fell in the first quarter of the year as a number of large
financial institutions reported substantial losses for the
fourth quarter of 2008 (figure 32).
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Strains in short-term funding markets persisted
in January and February. A measure of stress in the
interbank market, the spread of the London interbank
offered rate (Libor) over the rate on comparable-
maturity overnight index swaps (OIS), remained at
elevated levels early in the year (figure 33). Required
margins of collateral (also known as haircuts) and bid-
asked spreads generally continued to be wide in the
markets for repurchase agreements backed by many
types of securities.

Other financial markets also continued to show
signs of stress during the first two months of the year.
In the leveraged loan market, bid prices remained

32. Equity price indexes for banks and insurance
companies, 2007-09
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33. Libor minus overnight index swap rate, 2007-09
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close to historical lows, and issuance—particularly of
loans intended for nonbank lenders—dropped to very
low levels (figure 34). Issuance of securities backed

by credit card loans, nonrevolving consumer loans,

and auto loans continued to be minimal in the first few
months of the year, and there was no issuance of CMBS
in the first half of 2009 (figure 35). An index based on
CDS spreads on AAA-rated CMBS widened and neared
the peak levels seen in November. Broad equity price
indexes continued to fall, and measures of equity price
volatility remained very high (figures 36 and 37).
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Nonetheless, a few financial markets showed signs
of improvement early in the year. In the CP market,
spreads on shorter-maturity A1/P1 nonfinancial and
financial CP as well as on asset-backed commercial
paper (ABCP) over AA nonfinancial CP declined mod-
estly (figure 38). Although part of the improvement
likely reflected greater demand from institutional inves-
tors as short-term Treasury yields declined to near zero
on occasion, CP markets continued to be supported by
the Federal Reserve’s Commercial Paper Funding Facil-
ity (CPFF). More notably, spreads on shorter-maturity
A2/P2 CP, which is not eligible for purchase under the
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ties dropped early in the year, reflecting, in part, the
effects of Federal Reserve purchases of agency debt and
agency MBS (figure 40). Interest rates on 30-year fixed
rate conforming mortgages also fell.

In an effort to help restore confidence in the strength
of U.S. financial institutions and restart the flow of
lending to businesses and households, on February 10,
the Treasury, the Federal Reserve, the FDIC, the Office
of the Comptroller of the Currency, and the Office of
Thrift Supervision announced the Financial Stability

CPFF, also fell. In the corporate bond market, spreads
of yields on BBB-rated and speculative-grade bonds
relative to yields on comparable-maturity Treasury
securities narrowed in January and February, although
they remained at historically high levels (figure 39).
Spreads on 10-year Fannie Mae debt and option-
adjusted spreads on Fannie Mae mortgage-backed
securities over comparable-maturity Treasury securi-

38. Commercial paper, 2007-09
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Plan. The plan included the Capital Assistance Program
(CAP), designed to assess the capital needs of deposito-
ry institutions under a range of economic scenarios and
to help increase the amount and strengthen the qual-

ity of their capital if necessary; a new Public-Private
Investment Program, or PPIP, which would combine
public and private capital with government financing

to help banks dispose of legacy assets and strengthen
their balance sheets, thereby supporting new lending;
an expansion of the Federal Reserve’s TALF program;
and an extension of the senior debt portion of the
FDIC’s Temporary Liquidity Guarantee Program

to October 31, 2009.

The announcement of the plan did not lead to an
immediate improvement in financial market conditions.
Bank and insurance company equity prices continued to
decline, and CDS spreads of such institutions widened
to levels above those observed the previous fall. Market
participants were reportedly unclear about the method-
ology that would underlie the assessment of bank capi-
tal needs. The timing of the announcement of the results
and the likely policy responses from this part of the
CAP—formally named the SCAP, but popularly known
as the stress test—were also sources of uncertainty.
(CAP and SCAP are described in greater detail in the
box titled “Capital Assistance Program and Supervisory
Capital Assessment Program.”) On March 2, American
International Group, Inc. (AIG), reported losses of more
than $60 billion for the fourth quarter of 2008, and the
Treasury and the Federal Reserve announced a restruc-
turing of the government assistance to AIG to enhance
the company'’s capital and liquidity in order to facilitate
the orderly completion of its global divestiture program.

On March 3, the Treasury and the Federal Reserve
announced the launch of the TALF. In the initial phase
of the program, the Federal Reserve offered to provide
up to $200 billion of three-year loans on a nonrecourse
basis secured by AAA-rated ABS backed by newly and
recently originated auto loans, credit card loans, stu-
dent loans, and loans guaranteed by the Small Business
Administration. The Treasury’s TARP would purchase
$20 billion of subordinated debt in a special purpose
vehicle (SPV) created by the Federal Reserve Bank of
New York. The SPV would purchase and manage any
assets received by the New York Fed in connection
with any TALF loans. The demand for TALF funding
was initially modest, reportedly on concerns that future
changes in government policies could adversely affect
TALF borrowers.

Financial markets began to show signs of improve-
ment in early March when a few large banks indi-
cated that they had been profitable in January and
February. Sentiment continued to improve after the

March 17-18 meeting of the Federal Open Market
Committee (FOMC), at which, against a backdrop of
weakening economic activity and significant financial
market strains, the Committee announced that it would
expand its purchases of agency MBS by $750 billion,
and of agency debt by $100 billion; in addition, it
would also purchase up to $300 billion of longer-term
Treasury securities over the next six months. Yields on
a wide range of longer-term debt securities dropped
substantially within a day of the release of the Com-
mittee’s statement. First-quarter earnings results pre-
announced by some large financial institutions were
substantially better than expected, although some of
the surprise was attributable to greater-than-anticipated
effects of revisions in accounting rules." Equity prices
of banks and insurance companies rose, and CDS
spreads for such institutions narrowed, although to still-
elevated levels. Broad stock price indexes also climbed
and measures of equity price volatility declined. Libor-
OIS spreads began to edge down. Spreads on lower-
rated investment-grade and speculative-grade corporate
bonds over comparable-maturity Treasury securities
also fell, though again to levels that remained high by
historical standards. Bid-asked spreads on speculative-
grade bonds declined. Similarly, bid-asked spreads nar-
rowed in the leveraged loan market.

Conditions in financial markets continued to improve
in the second quarter, aided in part by the emergence
of more detail on the SCAP program and the release
of its results on May 7. Market participants reportedly
viewed the amount of additional capital that banks
were required to raise in conjunction with the SCAP
as relatively modest. With uncertainty about the SCAP
results resolved, and amid the ongoing improvements in
financial markets, market participants appeared to mark
down the probability of extremely adverse financial
market outcomes. Equity prices for many large banks
and insurance companies rose even as substantial equity
issuance by banks covered by the SCAP program added
to supply. The secondary market for leveraged loans
also showed improvement, with the average bid price

11. In early April, the Financial Accounting Standards Board
issued new guidance related to fair value measurements and other-
than-temporary impairments (OTTIs). The new fair value guidance
reduces the emphasis to be placed on the “last transaction price”
in valuing assets when markets are not active and transactions are
likely to be forced or distressed. The new OTT1 guidance will require
impairment write-downs through earnings only for the credit-related
portion of a debt security’s fair value impairment when two criteria
are met: (1) The institution does not have the intent to sell the debt
security, and (2) it is unlikely that the institution will be required to
sell the debt security before a forecasted recovery of its cost basis.
The two changes have resulted in higher fair value estimates and
reductions in impairments, improving institutions’ reported first-
quarter earnings.
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Capital Assistance Program and Supervisory Capital Assessment Program

On February 10, 2009, the Treasury, Federal
Reserve, Federal Deposit Insurance Corporation
(FDIC), Office of the Comptroller of the Currency,
and Office of Thrift Supervision announced a
Capital Assistance Program (CAP) to ensure that
the largest banking institutions would be appro-
priately capitalized with high-quality capital. As
part of this program, the federal banking supervi-
sors undertook a Supervisory Capital Assessment
Program (SCAP) to evaluate the capital needs of
the largest U.S. bank holding companies (BHCs)
under a more challenging economic environment
than generally anticipated. The Treasury and fed-
eral banking agencies believe it important for the
largest BHCs to have a capital buffer sufficient
to withstand losses and allow them to meet the
credit needs of their customers if the economy
were to weaken more than expected in order to
help facilitate a broad and sustainable economic
recovery.

The SCAP was initiated on February 25, 2009,
and results were released publicly on May 7,
2009. U.S. BHCs with risk-weighted assets of
more than $100 billion at the end of 2008 were
required to participate. The objective of the
exercise was to conduct a comprehensive and
consistent assessment simultaneously on the
largest BHCs using a common set of alternative
macroeconomic scenarios and a common for-
ward-looking conceptual framework. Extensive
information was collected on the characteristics
of the major loan, securities, and trading port-
folios, revenues, and modeling methods of the
institutions. With this information, supervisors
were able to apply a consistent and systematic
approach across firms to estimate losses, rev-
enues, and reserves for 2009 and 2010, and to
determine whether firms would need to raise
capital to build a buffer to withstand larger-than-
expected losses. The SCAP buffer for each BHC
was sized to achieve a Tier 1 risk-based ratio of
6 percent and a Tier 1 Common risk-based ratio
of 4 percent at the end of 2010 under a more
severe macroeconomic scenario than expected.

Supervisors took the unusual step of publicly
reporting the findings of the SCAP. The decision
to depart from the standard practice of maintain-
ing confidentiality of examination information
stemmed from the belief that greater clarity
around the SCAP process and findings would
make the exercise more effective at reducing

uncertainty and restoring confidence in financial
institutions.’

Results of the SCAP indicated that 10 firms
would need to augment their capital or improve
the quality of the capital from 2008:Q4 levels;
the combined amount totaled $185 billion,
nearly all of which is required to meet the tar-
get Tier 1 Common risk-based ratio. Between
the end of 2008 and the release of the results
in May, many firms had already completed or
contracted for asset sales or restructured exist-
ing capital instruments. After adjusting for these
transactions and revenues that exceeded what
had been assumed in the SCAP, the combined
amount of additional capital needed to estab-
lish the buffer was $75 billion. The 10 firms
are required to raise the additional capital by
November 9, 2009.

Since the release of the results, almost all of
the 10 firms that were asked to raise capital buf-
fers issued new common equity in the public
markets and raised about $40 billion; they also
raised a substantial additional amount of capi-
tal by exchanging preferred shares to common
shares and selling assets. Firms that do not meet
their buffer requirement can issue mandatory
convertible shares to the Treasury in an amount
up to 2 percent of the institution’s risk-weighted
assets (or higher on request), as a bridge to pri-
vate capital. In addition, firms can apply to the
Treasury to exchange their existing Capital Pur-
chase Program preferred stock to help meet their
buffer requirement. To protect taxpayers, firms
will be expected to have issued private capital
before or simultaneously with the exchange.

The firms not asked to augment their capita!
also raised about $20 billion in common equity
in May and early June. Most of these firms and
others applied for and received approval from
their supervisors to repay their outstanding Capi-
tal Purchase Program preferred stock. In early
June, 10 large BHCs repaid about $68 billion to
the Treasury. A number of banks have also been
able to issue debt not guaranteed by the FDIC's
Temporary Liquidity Guarantee Program.

1. Adescription of the methodology and a summary of
results, including loss rates on major loan categories for each
firm, is available at www.federalreserve.gov/bankinforeg/scap.
htm.
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rising considerably; issuance, however, particularly of
institutional loans, remained very weak. Short-term
interbank funding markets continued to improve, with
Libor-OIS spreads at one-month tenors declining to
near pre-crisis levels; spreads at longer tenors also

fell but remained very high. Demand for TALF funds
increased in May and June, particularly for securities
backed by credit card and auto loans. Supported by the
TALF, issuance of consumer ABS picked up further in
May, and it began to approach pre-crisis levels. Also in
May, the Federal Reserve announced that, starting in
June, CMBS and securities backed by insurance pre-
mium finance loans would be eligible collateral under
the TALF. Financial markets abroad also improved
during the second quarter, reflecting improved global

economic prospects and positive news from the banking

sector (see “International Developments” for additional
detail).

In early June, the Federal Reserve outlined the cri-
teria it would use to evaluate applications to redeem
Treasury capital from participants in the SCAP. On
June 17, 10 banking institutions redeemed about
$68 billion in Treasury capital. At about the same time,
the 10 banking organizations that had been required
under the SCAP to bolster their capital buffers all sub-
mitted plans that would provide sufficient capital to
meet the required buffer under the assessment’s more
adverse scenario. On June 25, the Federal Reserve
announced that while it would extend a number of its
liquidity facilities through early 2010, in light of the
improvement in financial conditions and reduced usage
of some of its facilities, it would trim their size and
adjust some of their terms.

Banking Institutions

Profitability of the commercial banking sector, as
measured by return on assets and return on equity,
recovered somewhat in the first quarter after having
posted near-record lows in the fourth quarter of 2008
(figure 41). Profits were concentrated at the largest
banks and were driven by a rebound in trading rev-
enue as well as reduced noninterest expense related

to smaller write-downs of intangible assets. Smaller
banks, in contrast, continued to lose money amid
mounting credit losses. Indeed, at the industry level,
loan quality deteriorated substantially from the already
poor levels recorded late last year, with delinquency
rates on credit card loans reaching their highest level on
record (back to 1991). Delinquency rates on residential
mortgages held by banks soared to 8 percent. Regula-
tory capital ratios improved in the fourth quarter of

41. Commercial bank profitability, 1988-2009
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2008 and the first quarter of 2009 as commercial banks
received substantial capital infusions—likely related to
funds received by their parent bank holding companies
under the Capital Purchase Program—while total assets
declined. Despite a decline in loans outstanding, unused
commitments to fund loans to both households and
businesses shrank at an annual rate of more than
30 percent in the first quarter of 2009 (figure 42).
Commercial bank lending contracted at an annual
rate of nearly 7 percent during the first half of 2009,
reflecting weak loan demand and tight credit condi-
tions. C&I loans fell at an annual rate of about 14 per-
cent over this period, partly as a result of broad and
sustained paydowns of outstanding loans amid weak

42. Change in unused bank loan commitments to
businesses and households, 1990-2009
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investment spending by businesses. Some of these pay-
downs also were likely related to increased issuance

of longer-term corporate debt, as nonfinancial firms—
especially those rated as investment grade—tapped the
corporate bond market. CRE loans ran off steadily, like-
ly a result of continued weakness in that sector. Bank
loans to households also fell over the first half of the
year, particularly in the spring, as banks reportedly sold
or securitized large volumes of residential mortgages
and consumer credit card loans. Loan loss reserves
reported by large banks increased considerably in the
second quarter, suggesting continued deterioration in
credit quality and further pressure on earnings.

The Senior Loan Officer Opinion Survey conducted
in April 2009 indicated that large fractions of banks
continued to tighten standards and terms on loans to
businesses and households over the preceding three
months. For most loan categories, however, the frac-
tions of banks that reported having done so decreased
from the January survey. The majority of respondents
to the April survey indicated that they expected the
credit quality of their loan portfolios to worsen over the
remainder of the year. Demand for most types of loans
also reportedly weakened over the survey period, with
the noticeable exception of demand from prime borrow-
ers for mortgages to purchase homes—a development
that coincided with a temporary rise in applications to
refinance home mortgages.

Data from the February and May Surveys of Terms
of Business Lending indicated that the spreads of yields
on C&I loans over those on comparable-maturity mar-
ket instruments rose noticeably. The increase in the
May survey was partly attributable to a steep increase
in spreads on loans made under commitment, as a larger
share of loans in the May survey were drawn from com-
mitments arranged after the onset of the financial crisis.

Monetary Policy Expectations and
Treasury Rates

The current target range for the federal funds rate,

0 to % percent, is in line with the level that investors
expected at the end of 2008. However, over the first
half of 2009, investors marked down, on balance, their
expectation for the path of the federal funds rate for the
remainder of the year. Early in the year, the markdown
was attributable to continued concerns about the health
of financial institutions, weakness in the real economy,
and a moderation in inflation pressures. Later in the
period, FOMC communications indicating that the fed-
eral funds rate would likely remain low for an extended
period reportedly also contributed to the downward

revision to policy expectations. In contrast, investors
marked up their expectations about the pace with which
policy accommodation will be removed in 2010, likely
in light of increased optimism about the economic out-
look. Futures quotes currently suggest that investors
expect the federal funds rate to remain within the cur-
rent target range for the remainder of this year and then
to rise in 2010. However, uncertainty about the size of
term premiums and potential distortions created by the
zero lower bound for the federal funds rate continue to
make it difficult to obtain a definitive reading on the
policy expectations of market participants from futures
prices. Options prices suggest that investor uncertainty
about the future path for policy increased, on balance,
during the first half of 2009.

Yields on longer-maturity Treasury securities
increased substantially, on net, over the first half of
2009, in response to better-than-expected economic
data releases, declines in the weight investors attached
to highly adverse economic outcomes, signs of thaw-
ing in the credit markets, technical factors related to the
hedging of mortgage holdings, and the large increase in
the expected supply of such securities (figure 43). The
rise in Treasury yields has likely been mitigated some-
what by the implementation of the Federal Reserve’s
large-scale asset purchases, under which the Federal
Reserve is conducting substantial purchases of agency
debt, agency MBS, and longer-maturity Treasury secu-
rities. On net, yields on 2- and 10-year Treasury notes
rose about 50 and 115 basis points, respectively, during
the first half of 2009, with the rise concentrated in the
second quarter, after having declined about 200 and
140 basis points, respectively, during the second half of
2008.

43. Interest rates on selected Treasury securities, 2004-09
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In contrast to yields on their nominal counterparts,
yields on Treasury inflation-protected securities (TIPS)
declined over the first half of 2009, which resulted in
a noticeable increase in measured inflation compensa-
tion—the difference between comparable-maturity
nominal yields and TIPS yields. Inferences about infla-
tion expectations from inflation compensation have
been difficult to make since the second half of 2008
because yields on nominal and TIPS issues appear
to have been affected significantly by movements in
liquidity premiums, and because other special factors
have buffeted yields on nominal Treasury issues. Some
of these special factors have begun to subside in recent
months, suggesting that the increase in inflation com-
pensation since year-end is partly due to an improve-
ment in market functioning and other special factors,
although near-term inflation expectations may have
been boosted by rising energy prices.

Monetary Aggregates and the
Federal Reserve’s Balance Sheet

The M2 monetary aggregate expanded at an annual rate
of 7% percent during the first half of 2009, reflecting
robust growth in the first quarter and more moderate
growth in the second (figure 44).'? This expansion was
due in part to the relatively small difference between
market interest rates and the rates offered on M2 assets,
as well as an increased desire of households and firms
to hold safe and liquid assets because of the financial
turmoil. Strong growth in liquid deposits was partially
offset by rapid declines in small time deposits and retail
money market mutual funds, as yields on the latter two
assets dropped relative to rates on liquid deposits. The
currency component of the money stock also increased,
with a notable rise in the first quarter that appeared to
reflect strong demand for U.S. banknotes from both for-
eign and domestic sources. The monetary base—essen-
tially the sum of currency in the hands of the public and

12. M2 consists of (1) currency outside the U.S. Treasury, Federal
Reserve Banks, and the vaults of depository institutions; (2) traveler’s
checks of nonbank issuers; (3) demand deposits at commercial banks
(excluding those amounts held by depository institutions, the U.S.
government, and foreign banks and official institutions) less cash
items in the process of collection and Federal Reserve float;

(4) other checkable deposits (negotiable order of withdrawal, or
NOW, accounts and automatic transfer service accounts at depository
institutions; credit union share draft accounts; and demand deposits

at thrift institutions); (5) savings deposits (including money market
deposit accounts); (6) small-denomination time deposits (time depos-
its issued in amounts of less than $100,000) less individual retirement
account (IRA) and Keagh balances at depository institutions; and

(7) balances in retail money market mutual funds less IRA and Keogh
balances at money market mutual funds.

44. M2 growth rate, 1991-2009
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the reserve balances of depository institutions held at
the Federal Reserve—continued to expand rapidly in
the first quarter of 2009, albeit at a slower pace than in
the second half of 2008. The expansion of the monetary
base slowed further in the second quarter of 2009, as

a decline in amounts outstanding under the Federal
Reserve’s credit and liquidity programs partially offset
the effects on reserve balances of the Federal Reserve’s
large-scale asset purchases.

The nontraditional monetary policy actions
employed by the Federal Reserve since the onset of
the current episode of financial turmoil have resulted
in a considerable expansion of the Federal Reserve’s
balance sheet (table 1). On December 31, 2007, prior
to much of the financial market turmoil, the Federal
Reserve’s assets totaled nearly $920 billion, the bulk of
which was Treasury securities. Its liabilities included
nearly $800 billion in Federal Reserve notes (currency
in circulation) and about $20 billion in reserve balances
held by depository institutions.

By December 31, 2008, after the introduction of
several new Federal Reserve policy initiatives, assets
had more than doubled to about $2.2 trillion. Hold-
ings of U.S. Treasury securities had declined by nearly
one-half. At that point, the majority of Federal Reserve
assets consisted of credit extended to depository insti-
tutions, other central banks, and primary dealers."

The Federal Reserve had extended about $330 billion
in funding to the CPFF and was providing more than

13. Primary dealers are broker-dealers that trade in U.S. govern-
ment securities with the Federal Reserve Bank of New York.
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1. Selected components of the Federal Reserve balance sheet,
2007-09

Millions of dollars

Dec. 31, | Dec. 31, | July 15,

Balance sheet item 2007 2008 2009

Total assets 917,922 2,240,946 2,074,822

Selected assets

Credit extended to depository institutions
and dealers

Primary credit

Term auction credit.

Central bank liquidity swaps .. .

Primary Dealer Credit Facility and other
broker-dealer credit...........ccooeunirinninnes

8,620 93,769
40,000 450,219
24,000 553,728

34,743
273,691
111,641

37,404 0

Credit extended to other market
participants

Asset-Backed Commercial Paper Money
Market Mutual Fund Liquidity Facility.

Net portfolio holdings of Commercial

Paper Funding Facility LLC.....................

Net portfolio holdings of LLCs funded
through the Money Market Investor
Funding Facility ......c.coooovurvninnnciiininns 0 0

Term Asset-Backed Securities Loan
FaCility coceeeonveevcrenicsssnsmrismnsessiseisenes 30,121

23,765 5,469
334,102 111,053

Support of critical institutions

Net portfolio holdings of Maiden Lane
LLC, Maiden Lane I LLC, and
Maiden Lane I LLC..........ccooverriiinnne

Credit extended to American
International Group, Inc.........ccoovvvnnee

73,925 60,546
38,914 42,871

Securities held outright

U.S. Treasury securities 740,611 475921 684,030

Agency debt securities 0 19,708 101,701

Agency mortgage-backed securities

%MBS)’ 526,418

MEMO
Term Securities Lending Facility®................. 171,600 4,250
Total liabilities 881,023 2,198,794 2,025,348

Selected liabilities

Federal Reserve notes in circulation ........ 791,691 853,168 870,327
Reserve balances of depository
inslitutions 20,767 860,000 808,824
U.S. Treasury, general account.. 16,120 106,123 65,234
U.S. Treasury, supplemental financing
account..........covnnnns 259,325 199,939
Total capital ...........cccccoonvimiimisnnarnennes 36,899 42,152 49474

Note: LLC is a limited liability company.

1. The Federal Reserve has extended credit to several LLCs in conjunction
with efforts to support critical institutions. Maiden Lane LLC was formed to
acquire certain assets of The Bear Stearns Companies, Inc. Maiden Lane Il LLC
was formed to purchase residential mortgage-backed securities from the U.S.
securities lending reinvestment portfolio of subsidiaries of American Interna-
tional Group, Inc. (AIG). Maiden Lane III LLC was formed to purchase multi-
sector collateralized debt obligations on which the Financial Products group of
AIG has written credit default swap contracts.

2. Includes only MBS purchases that have already settled.

3. The Federal Reserve retains ownership of securities lent through the Term
Securities Lending Facility.

... Not applicable.

Source: Federal Reserve Board.

$100 billion in support of certain critical institutions.
The growth in assets was largely funded by an increase
in reserve balances, which, at $860 billion, slightly
exceeded currency in circulation.

Over the first half of this year, total Federal Reserve
assets decreased slightly, on net, to about $2.1 trillion,

though there were large changes in the composition of
those assets. Holdings of Treasury securities increased
to nearly $685 billion, and holdings of agency debt and
MBS rose to more than $625 billion as a result of large-
scale asset purchases. Credit extended to depository
institutions, primary dealers, and other market partici-
pants fell as market functioning improved. The decline
importantly reflected a decrease in foreign central
banks’ draws on dollar liquidity swap lines and a runoff
in credit extended through the CPFF and the Term Auc-
tion Facility (TAF). The amount of credit extended in
support of certain critical institutions remained about
unchanged. On the liability side, reserve balances fell
somewhat, while currency in circulation rose.

INTERNATIONAL DEVELOPMENTS

International Financial Markets

During most of the first quarter of 2009, fears that
global economic activity would spiral further down-
ward led to a sharp selloff in foreign equity markets
and to rising spreads on foreign corporate debt. Stock
indexes in Europe and Japan fell about 20 percent,

and European bank shares fell more than 40 percent

in response to weak earnings reports and rising fears
about the exposure of many Western European banks
to emerging Europe. Interbank funding markets were
supported by government guarantees of bank debt and
other policies put in place during 2008 to aid wholesale
funding. These markets remained more stressed than
before the financial crisis, but their functioning contin-
ued to gradually improve from the serious disarray that
occurred last fall.

Rapidly easing monetary policies in many foreign
economies, along with further safe-haven flows into
Treasury securities, fueled continued dollar apprecia-
tion over the first two months of the year. The Federal
Reserve’s broadest measure of the nominal trade-
weighted foreign exchange value of the dollar rose
more than 6 percent during January and February (fig-
ure 45). However, beginning in March, the dollar depre-
ciated as the global outlook improved a bit and inves-
tors accordingly shifted away from Treasury securities
to riskier assets abroad, reversing the pattern observed
in the fourth quarter of 2008. During the spring, the
dollar fell most sharply against currencies of major
commodity-producing economies such as Australia and
Canada, as the improvement in the global outlook also
boosted commaodity prices (figure 46). On net, the Fed-
eral Reserve’s broad measure of the nominal exchange
value of the dollar is about 2 percent lower than it was



Board of Governors of the Federal Reserve System 27

45. U.S. dollar nominal exchange rate, broad index,
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at the start of the year but remains well above its mid-
2008 lows.

Stock markets around the world rebounded in
the second quarter along with prospects for global
growth (figure 47). Financial stocks led this rise in
the advanced foreign economies as some large banks
reported strong earnings growth, which benefited from
the low interest rate environment. On net, headline
European stock indexes are now about where they
were at the start of the year. Equity prices in the emerg-

46. U.S. dollar exchange rate against selected major
currencies, 2007-09

December 31, 2007 = 100

— 145
— 140
— 135
— 130

— 125
Canadian — 120
- doliar 5

— 110

o Japanese yen — 80
| PP AT R S S PRI AN R AFAPIT S A
Jan. Apr. July Oct. Jan. Apr. July Oct. Jan. Apr. July
2007 2008 2009

Note: The data, which are in foreign currency units per dollar, are daily.
The last observation for each series is July 15, 2009.

Source: Federal Reserve Board, Statistical Release H.10, “Foreign
Exchange Rates.”

| I T R AR B U T R SIS EPRSOY BPRP R |

Jan. Apr. July Oct. Jan. Apr. July Oct. Jan. Apr. July
2007 2008 2009

NoTe: The data are daily. The last observation for each series is July 15,
2009. Because the Tokyo Exchange was closed on December 31, 2007, the
Japan index is scaled so that the December 28, 2007, closing value equals
100.

Source: For euro area, Dow Jones Euro STOXX Index; for Canada,
Toronto Stock Exchange 300 Composite Index; for Japan, Tokyo Stock
Exchange (TOPIX); and for the United Kingdom, London Stock Exchange
(FTSE 350), as reported by Bloomberg.

ing market economies, which were helped both by the
improved outlook and by an increased willingness

on the part of investors to hold riskier assets, are now
20 to 75 percent higher than at the start of the year
(figure 48).

48. Equity indexes in selected emerging market economies,
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reported by Bloomberg.
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49. Yields on benchmark government bonds in selected
advanced foreign economies, 2007-09
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The decisions of several foreign central banks to
engage in nontraditional monetary policies appeared
to have some effect on longer-term interest rates (fig-
ure 49). Yields on long-term British gilts fell 60 basis
points around the March 5 announcement by the Bank
of England that it would begin purchasing government
securities, and yields on European covered bonds fell
nearly 30 basis points over the week following the
May 7 announcement by the European Central Bank
(ECB) that it would purchase covered bonds. However,
as the economic outlook improved some in the sec-
ond quarter, and amid concerns about mounting fiscal
deficits and debts, yields on nominal benchmark bonds
rose. On balance, nominal benchmark bond yields in
major foreign countries are higher than at the start of
the year, even as yields on inflation-protected bonds
have fallen.

The Financial Account

The pattern of financial flows between the United States
and the rest of the world was strongly affected by the
intensification of financial turmoil in the fall of 2008
and, more recently, by the easing of strains in financial
markets (figure 50). In the second half of 2008, U.S.
investors withdrew to some extent from foreign secu-
rities, and foreigners slowed their purchases of U.S.
assets. At the same time, foreigners noticeably shifted
their purchases away from U.S. corporate and agency
securities and toward safer U.S. Treasury securities (fig-
ure 51). For 2008 as a whole, the size of the purchases

50. U.S. net financial inflows, 2004-09

Billions of dollars

[] Private

@ U.S. official = 0

— l Foreign official al — 400

300

2004 2005 2006 2007 2008 2009

Note: U.S. official flows include foreign central banks' drawings on their
swap lines with the Federal Reserve.
SOURCE: Department of Commerce, Bureau of Economic Analysis.

of U.S. Treasury securities by foreigners was unprec-
edented, nearly doubling the previous record.

The pattern of flows has normalized somewhat this
year. The pace of private foreign net Treasury purchases
slowed in the first quarter, and in April flows turned to
net sales, primarily of short-term Treasury securities,
signaling some reversal of the flight to safety. For-
eign demand for most other U.S. securities, however,
remained extremely weak throughout the first part of
2009. Foreigners continued to sell U.S. corporate and
agency securities through April, although they did show
renewed interest in U.S. corporate stocks in March,
April, and particularly May.

Foreign official institutions resumed strong net
purchases of U.S. assets in the first several months of
2009, although acquisitions remained centered on U.S.

51. Net foreign purchases of U.S. securities, 200409
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52. Net U.S. purchases of foreign securities, 2004-09
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Note: Negative numbers indicate a balance-of-payments outflow
associated with positive U.S. purchases of foreign securities.
Source: Department of Commerce, Bureau of Economic Analysis.

Treasury securities. This development followed net
sales in the fourth quarter of 2008 as some countries
sold reserves to support their currencies; although for-
eign official institutions made large net purchases of
Treasury securities, they sold larger amounts of other
U.S. assets. Foreign official acquisitions of Treasury
securities were concentrated in short-term bills for
some months during the winter, but official acquisitions
of long-term notes and bonds have been similar to those
of bills over the period since February.

Resumption of portfolio investment abroad by U.S.
investors in 2009 also pointed to reduced risk aver-
sion in financial markets. Following unprecedented net
inflows in this category in 2008 resulting from U.S.
residents bringing home their foreign investments, out-
flows resumed in early 2009 as U.S. investors returned
to net purchases of foreign securities (figure 52).
Finally, starting this year, improvements in the tone of
interbank funding markets led to a resumption of net
lending abroad by U.S. banks after a sharp contraction
of lending in the fourth quarter. As private sources of
dollar liquidity reemerged, foreign banks were able to
repay the loans they had received from their central
banks. These foreign central banks, in turn, reduced
the outstanding amounts of U.S. dollars drawn on swap
lines from the Federal Reserve.

Advanced Foreign Economies

The contraction of economic activity in the major
advanced foreign economies deepened in the first
quarter, as financial turbulence, shrinking world trade,
adverse wealth effects, and eroding business and con-

sumer confidence continued to weigh on activity. GDP
fell particularly sharply in Germany and Japan, which
were hit hard by a contraction in manufacturing exports.
Domestic demand plummeted across the advanced
foreign economies, with double-digit declines in invest-
ment spending and sizable negative contributions of
inventories to economic growth. Housing markets also
continued to weaken in the first quarter, with prices

and building activity declining. By the second quarter,
however, monthly indicators of economic activity in
these economies began to show some moderation in the
pace of contraction. Purchasing managers indexes and
surveys of business confidence rebounded in the second
quarter from the exceptionally low levels reached in
the first quarter, while industrial production stabilized
somewhat.

Twelve-month consumer price inflation continued
to decline during the first half of the year, driven down
by the fall in oil and other commodity prices since mid-
2008 and the significant increase in economic slack
(figure 53). Headline inflation fell to near or below zero
in all major economies except the United Kingdom,
where the depreciation of the pound late last year con-
tributed to keeping inflation around 2 percent. Exclud-
ing food and energy prices, the slowing in consumer
prices in these economies was more limited.

Foreign central banks responded to worsening eco-
nomic conditions and reduced inflation by aggressively
cutting policy rates and, in some cases, initiating uncon-
ventional monetary easing. The ECB and Bank of Eng-
land each reduced its key policy rate 150 basis points
over the first half of 2009, while the Bank of Canada
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54. Official or targeted interest rates in selected
advanced foreign economies, 2005-09
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lowered its rate 125 basis points (figure 54). The Bank
of Japan, which had already cut the overnight uncol-
lateralized call rate to 10 basis points, kept rates at that
minimal level. As policy rates fell to very low levels,
central banks implemented nontraditional policies to
provide further support to activity. The Bank of Eng-
land established an Asset Purchase Facility to purchase
up to £125 billion in government and corporate debt;
the Bank of Japan announced that it would increase its
purchase of Japanese government bonds, including
longer-term bonds, and would purchase commercial
paper outright; and the ECB announced plans to pur-
chase as much as €60 billion in covered bonds over
the next year and conducted its first one-year financing
operations on June 24, allocating €442 billion.

Emerging Market Economies

The global financial crisis took its toll on the emerging
market economies as well. After falling steeply in the
fourth quarter, economic activity contracted sharply
again in the first quarter. However, recent data on busi-
ness sentiment, production, and retail sales suggest that
economic activity may be starting to recover.

Among the larger developing economies, only China
and India have maintained positive growth during the
global slowdown. Chinese growth was supported in
the first quarter and boosted significantly further in
the second quarter by a large fiscal stimulus package,
which focused on infrastructure investment, and by an

enormous jump in credit growth. India’s economy also
was supported by fiscal stimulus and was relatively
insulated from the negative global shock because it is
less open. Elsewhere in emerging Asia, the economies
of Hong Kong, Malaysia, Singapore, South Korea, Tai-
wan, and Thailand all contracted at double-digit annual
rates in at least one quarter, in line with their deep trade
and financial linkages with the global economy. More
recently, however, indicators such as industrial produc-
tion have turned up in some of these countries. In addi-
tion, exports, although they remain weak, have edged
higher in some countries, partly because of stimulus-
driven demand from China.

Economic activity in Mexico contracted sharply late
last year and again in the first quarter, owing largely to
Mexico's strong ties to the United States. The outbreak
of the HIN1 virus was a significant drag on Mexican
economic activity in the second quarter. In addition, the
economies of Mexico and some other Latin American
countries continued to be negatively affected by the
sharp fall in commodity prices in the second half of last
year. However, as in Asia, industrial production in sev-
eral Latin American countries has recently turned high-
er. In Brazil, the automabile sector, which has received
government support, appears to have led a rebound in
output.

Several countries in emerging Europe continued to
experience intense financial stress and sharp economic
contractions in the first quarter, with activity declining
at an especially precipitous rate in Latvia. The region
has faced external financing difficulties as a result of
large external imbalances and high dependence on
foreign capital flows. Hungary, Latvia, Romania, and
Ukraine are among the countries that have received
official assistance from the International Monetary
Fund.

As the global economy has slowed, inflation in
emerging market economies has diminished. Inflation in
emerging Asia has decreased significantly, especially in
China where consumer prices in June were below their
year-earlier levels. Reduced price pressures and weak
economic growth prompted significant monetary easing
in several Asian emerging market economies. Infla-
tion in Latin America has fallen less sharply. Notably,
Mexican inflation remains near its recent high, due in
part to pass-through from the peso’s depreciation earlier
this year. In these circumstances, monetary easing has
taken place in Latin America, but nominal interest rates
remain somewhat higher than in Asia. Many emerging
market economies have undertaken fiscal stimulus this
year, although the degree has varied and all stimulus
packages have been smaller than that in China.
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Part 3

Monetary Policy: Recent Developments and

Outlook

Monetary Policy over the First Half of 2009

Over the second half of 2008, the Federal Open Mar-
ket Committee (FOMC) eased the stance of monetary
policy by decreasing its target for the federal funds rate
from 2 percent to a range between 0 and ' percent and
took a number of additional actions to increase liquidity
and improve the functioning of financial markets (figure
55). During the first half of 2009, the FOMC maintained
its target range for the federal funds rate of 0 to % per-
cent, and it extended and modified the nontraditional
policy actions taken previously.

The data reviewed at the January 27-28 FOMC
meeting indicated a continued sharp contraction in
economic activity. The housing market remained on a
steep downward trajectory, consumer spending contin-
ued its significant decline, the slowdown in business
equipment investment intensified, and foreign demand
had weakened. Conditions in the labor market had con-
tinued to deteriorate rapidly, and the drop in industrial
production had accelerated. Headline consumer prices
fell in November and December, reflecting declines in
consumer energy prices; core consumer prices were

55. Selected interest rates, 2006-09

about flat in those months. Although credit conditions
generally had remained tight, some financial markets—
particularly those that were receiving support from
Federal Reserve liquidity facilities and other govern-
ment actions—exhibited modest signs of improvement.
Meeting participants—Federal Reserve Board gover-
nors and Federal Reserve Bank presidents—anticipated
that a gradual recovery in U.S. economic activity would
begin in the second half of the year in response to mon-
etary easing, additional fiscal stimulus, relatively low
energy prices, and continued efforts by the government
to stabilize the financial sector and increase the avail-
ability of credit. Committee members agreed that
keeping the target range for the federal funds rate at

0 to % percent would be appropriate. In its Janu-

ary statement, the FOMC reiterated that the Federal
Reserve would use all available tools to promote the
resumption of sustainable economic growth and to pre-
serve price stability. The Committee also stated that, in
addition to the purchases of agency debt and mortgage-
backed securities (MBS) already under way, it was
prepared to purchase longer-term Treasury securities if
evolving circumstances indicated that such transactions
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would be particularly effective in improving conditions
in private credit markets. The Committee indicated

that it would continue to monitor carefully the size and
composition of the Federal Reserve’s balance sheet

in light of evolving financial market developments. It
would also continue to assess whether expansions of, or
modifications to, lending facilities would serve to fur-
ther support credit markets and economic activity and
help preserve price stability.

On February 7, 2009, the Committee met by confer-
ence call in a joint session with the Board of Governors
to discuss the potential role of the Federal Reserve in
the Treasury's forthcoming Financial Stability Plan. The
Federal Reserve’s primary direct role in the plan would
be through an expansion of the previously announced
Term Asset-Backed Securities Loan Facility (TALF),
which would be supported by additional funds from the
Treasury’s Troubled Asset Relief Program (TARP). It
was anticipated that such an expansion would provide
additional assistance to financial markets and institu-
tions in meeting the credit needs of households and
businesses and thus would support overall economic
activity.

At the March FOMC meeting, nearly all participants
indicated that economic conditions had deteriorated
relative to their expectations at the time of the January
meeting. Economic activity continued to fall sharply,
with widespread declines in payroll employment and
industrial production. Consumer spending had remained
flat at a low level, the housing market weakened further,
and nonresidential construction fell. Business spending
on equipment and software had continued to decline
across a broad range of categories. Despite the cutbacks
in production, inventory overhangs appeared to have
worsened in a number of areas. Of particular note was
the sharp fall in foreign economic activity, which was
having a negative effect on U.S. exports. Both headline
and core consumer prices had edged up in January and
February. Credit conditions remained very tight, and
financial markets continued to be fragile and unsettled,
with pressures on financial institutions generally having
intensified over the past few months. Overall, partici-
pants expressed concern about downside risks to an
outlook for activity that was already weak. Nonethe-
less, looking beyond the very near term, participants
saw a number of market forces and policies then in
place as eventually leading to economic recovery. Nota-
bly, the low level of mortgage interest rates, reduced
house prices, and the Administration’s new programs
to encourage mortgage refinancing and mitigate fore-
closures ultimately could bring about a lower cost of
homeownership, a sustained increase in home sales, and
a stabilization of house prices.

In light of the deterioration in the economic situation
and outlock, Committee members agreed that substan-
tial additional purchases of longer-term assets would
be appropriate. In its March statement, the Committee
announced that, to provide greater support to mortgage
lending and housing markets, it would increase the
size of the Federal Reserve’s balance sheet further by
purchasing up to an additional $750 billion of agency
MBS, bringing its total purchases of these securities to
up to $1.25 trillion in 2009, and that it would increase
its purchases of agency debt this year by up to $100 bil-
lion to a total of up to $200 billion. Moreover, to help
improve conditions in private credit markets, the Com-
mittee decided to purchase up to $300 billion of longer-
term Treasury securities over the next six months. The
Committee decided to maintain the target range for
the federal funds rate at 0 to % percent and noted in
its March statement that it anticipated that economic
conditions were likely to warrant exceptionally low
levels of the federal funds rate for an extended period.
The Committee also noted that the Federal Reserve had
launched the TALF to facilitate the extension of credit
to households and small businesses, and it anticipated
that the range of eligible collateral for this facility was
likely to be expanded to include other financial assets.
The Committee stated that it would continue to care-
fully monitor the size and composition of the Federal
Reserve's balance sheet in light of evolving financial
and economic developments.

On March 23, the Federal Reserve and the Treas-
ury issued a joint statement on the role of the Federal
Reserve in preserving financial and monetary stability.
In the statement, the Federal Reserve and the Treasury
agreed to continue to cooperate on measures to improve
the stability and functioning of the financial system
while minimizing the associated credit risk to the Fed-
eral Reserve and preserving the ability of the Federal
Reserve to achieve its monetary policy objectives. The
two government entities also agreed to work together
with the Congress on a comprehensive resolution
regime for systemically important financial institutions,
and the Treasury promised to remove the emergency
loans for systemically important institutions from the
Federal Reserve’s balance sheet over time to the extent
its authorities permit.

At the FOMC meeting on April 28 and 29, partici-
pants noted that the pace of decline in some compo-
nents of final demand appeared to have slowed. Con-
sumer spending firmed in the first quarter after dropping
markedly during the second half of 2008. Housing
activity remained depressed but seemed to have lev-
eled off in February and March. In contrast, businesses
had cut production and employment substantially in
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recent months—reflecting, in part, inventory overhangs
that had persisted into the early part of the year—and
fixed investment continued to contract. Headline and
core consumer prices rose at a moderate pace over the
first three months of the year. Participants noted that
financial market conditions had generally strengthened,
and surveys and anecdotal reports pointed to a pickup
in household and business confidence, which nonethe-
less remained at very low levels. Yields on Treasury
and agency securities had fallen after the release of the
March FOMC statement, which noted the increase in
planned purchases of longer-term securities. However,
this initial drop was subsequently reversed amid the
improved economic outlook, an easing of concerns
about financial institutions, and perhaps some unwind-
ing of flight-to-quality flows. Participants anticipated
that the acceleration in final demand and economic
activity over the next few quarters would be modest,
with growth of consumption expenditures likely to be
restrained and business investment spending probably
shrinking further. Looking further ahead, participants
considered a number of factors that would be likely to
restrain the pace of economic recovery over the medi-
um term. Strains in credit markets were expected to
recede only gradually as financial institutions continued
to rebuild their capital and remained cautious in their
approach to asset-liability management, especially giv-
en that the outlook for credit performance would prob-
ably remain weak. Households would likely continue
to be cautious, and their desired saving rates would be
relatively high over the extended period that would be
required to bring their wealth back up to more normal
levels relative to income. The stimulus from fiscal pol-
icy was expected to diminish over time as the govern-
ment budget moved to a sustainable path. Demand for
U.S. exports would also take time to revive, reflecting
the gradual recovery of economic activity in our major
trading partners.

Against this backdrop, the FOMC indicated that it
would maintain the target range for the federal funds
rate at 0 to % percent and anticipated that economic
conditions would be likely to warrant exceptionally low
levels of the federal funds rate for an extended period.
The Committee reiterated that, to provide support to
mortgage lending and housing markets and to improve
overall conditions in private credit markets, the Federal
Reserve would purchase a total of up to $1.25 trillion
of agency MBS and up to $200 billion of agency debt
by the end of the year. In addition, the Federal Reserve
would buy up to $300 billion of Treasury securities
by autumn. The Committee would continue to evalu-
ate the timing and overall amounts of its purchases of
securities in light of the evolving economic outlook and

conditions in financial markets. The Federal Reserve
was facilitating the extension of credit to households
and businesses and supporting the functioning of finan-
cial markets through a range of liquidity programs. The
Committee indicated that it would continue to care-
fully monitor the size and composition of the Federal
Reserve’s balance sheet in light of financial and eco-
nomic developments.

The information reviewed at the June 23-24 FOMC
meeting suggested that the economy remained weak,
though declines in activity seemed to be lessening.
Consumer spending appeared to have stabilized, sales
and starts of new homes flattened out, and the recent
declines in capital spending did not look as severe as
those that had occurred around the turn of the year. At
the same time, labor markets and industrial produc-
tion continued to deteriorate sharply. Apart from a
tax-induced jump in tobacco prices, consumer price
inflation was fairly quiescent in recent months, although
an upturn in energy prices appeared likely to boost
headline inflation in June. Conditions and sentiment
in financial markets had continued to show signs of
improvement since the last meeting. The results of
the Supervisory Capital Assessment Program (SCAP)
were positively received by financial markets, credit
default swap spreads of banking organizations declined
considerably, and the institutions involved in the SCAP
were subsequently able to issue significant amounts of
public equity and nonguaranteed debt. The functioning
of short-term funding markets improved, broad stock
price indexes increased, and spreads on corporate bonds
continued to narrow. Nominal Treasury yields climbed
steeply, reflecting investors’ perceptions of an improved
economic outlook, a reversal of flight-to-quality flows,
and technical factors related to the hedging of mortgage
holdings.

In its June statement, the FOMC reiterated that it
would employ all available tools to promote economic
recovery and preserve price stability. It noted that it
would maintain its target range for the federal funds
rate at 0 to % percent and continued to anticipate that
economic conditions would likely warrant exception-
ally low levels of the federal funds rate for an extended
period. The FOMC indicated that, as it had previously
announced, to provide support to mortgage lending and
housing markets and to improve overall conditions in
private credit markets, the Federal Reserve would pur-
chase a total of up to $1.25 trillion of agency MBS and
up to $200 billion of agency debt by the end of the year.
In addition, the Federal Reserve would buy up to $300
billion of Treasury securities by autumn. The Commit-
tee noted that it would continue to evaluate the timing
and overall amounts of its purchases of securities in
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light of the evolving economic outlook and conditions
in financial markets. The FOMC also stated that the
Federal Reserve was monitoring the size and composi-
tion of its balance sheet and would make adjustments to
its credit and liquidity programs as warranted.
Conditions in financial markets had improved nota-
bly by the end of June, although market functioning in
many areas remained impaired and seemed likely to
remain strained for some time. Usage of some of the
Federal Reserve’s liquidity programs had also decreased
in recent months. Against this backdrop, on June 25, the
Federal Reserve announced extensions of and modifica-
tions to a number of its liquidity programs (see table 2
for a summary of the changes).! The Federal Reserve
noted that the Board and the FOMC would continue to
monitor closely the condition of financial markets and
the need for and effectiveness of the Federal Reserve's
special liquidity facilities and arrangements. Should the
recent improvements in market conditions continue, the
Board and the FOMC anticipated that a number of the
facilities might not need to be extended beyond Febru-
ary 1, 2010. However, if financial stresses did not mod-
erate as expected, the Board and the FOMC were pre-
pared to extend the terms of some or all of the facilities
as needed to promote financial stability and economic
growth. The public would receive timely notice of
planned extensions, discontinuations, or modifications
of Federal Reserve programs. The next section of this
report, “Monetary Policy as the Economy Recovers,”

14. For more details, see Board of Governors of the Federal
Reserve System (2009), “Federal Reserve Announces Extensions
of and Modifications to a Number of Its Liquidity Programs,”
press release, June 25, www.federalreserve.gov/newsevents/press/
monetary/20090625a.htm.

has further discussion related to the evolution of these
progranms.

Over the first half of the year, the Federal Reserve
also undertook a number of initiatives to improve com-
munications about its policy actions. These initiatives
are described more fully in the box titled “Federal
Reserve Initiatives to Increase Transparency.”

Monetary Policy as the Economy Recovers

At present, the focus of monetary policy is on stimulat-
ing economic activity in order to limit the degree to
which the economy falls short of full employment and
to prevent a sustained decline in inflation below levels
consistent with the Federal Reserve’s legislated objec-
tives. Economic conditions are likely to warrant accom-
modative monetary policy for an extended period. At
some point, however, economic recovery will take hold,
labor market conditions will improve, and the down-
ward pressures on inflation will diminish. When this
process has advanced sufficiently, the stance of policy
will need to be tightened to prevent inflation from rising
above levels consistent with price stability and to keep
economic activity near its maximum sustainable level.
The FOMC is confident that it has the necessary tools
to withdraw policy accommodation, when such action
becomes appropriate, in a smooth and timely manner.
Monetary policy actions taken over the past year
have led to a considerable increase in the assets held
by the Federal Reserve. This increase in assets reflects
both the expansion of Federal Reserve liquidity facili-
ties and the purchases of longer-term securities. On the
margin, the extension of credit and acquisition of assets

2. Extensions and modifications of Federal Reserve liquidity programs

Liquidity program

Extension

Maodification

Asset-Backed Commercial Paper Monel Market
Mutual Fund Liquidity Facility (AMLF)...................

Extended to February 1, 2010

Money market mutual funds have to experience
material outflows before being able to sell asset-
backed commercial paper that would be eligible

Central bank Swap lines ...t
Commercial Paper Funding Facility ....
Money Market Investor Funding Facility ......................
Primary Dealer Credit Facility
Term Asset-Backed Securities Loan Facility .................
Term Auction Facility
Term Securities Lending Facility.......c.cooovveevirveeieiiins

Extended to February 1, 2010

Extended to February 1, 2010

Expiration date remains at October 30, 2009
Extended to February 1, 2010

Expiration date remains at December 31, 2009
No fixed expiration date

Extended to February 1, 2010

collateral for AMLF loans.

Auction amounts reduced initially to $125 billion.

Auctions backed by Schedule 1 collateral sus-

ended effective July 1, 2009. Auctions backed by
gchedule 2 collateral now conducted every four
weeks. Total amount offered reduced initially to
$75 billion.

... Not applicable.
Source: Federal Reserve Board.
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Federal Reserve Initiatives to Increase Transparency

The Federal Reserve took a number of nontradi-
tional policy actions during the current episode
of financial turmoil. In late 2008, Chairman
Bernanke asked Vice Chairman Kohn to lead a
review of how Federal Reserve disclosure poli-
cies should be adapted to make more informa-
tion about these programs available to the public
and to the Congress. A guiding principle of

the review was that the Federal Reserve would
seek to provide to the public as much informa-
tion and analysis as possible, consistent with its
objectives of promoting maximum employment
and price stability. The Federal Reserve subse-
quently created a separate section of its website
devoted to providing data, explanations, and
analyses of its lending programs and balance
sheet.! Postings in the first half of 2009 included
additional explanatory material and details about
a number of Federal Reserve credit and liquidity
programs, the annual financial statements of the
12 Federal Reserve Banks, the Board of Gover-
nors, and the limited liability companies (LLCs)
created in 2008 to avert the disorderly failures of
The Bear Stearns Companies, Inc., and American
International Group, Inc., as well as the most

1. This section of the Board’s website is available at www.
federalreserve.gov/monetarypolicy/bst.htm.

recent reports to the Congress on the Federal
Reserve’s emergency lending programs.

On June 10, the Federal Reserve issued the
first of a series of monthly reports to provide
more information on its credit and liquidity pro-
grams.? For many of those programs, the new
information provided in the report includes the
number of borrowers and the amounts borrowed
by type of institution, collateral by type and
credit rating, and data on the concentration of
borrowing. The report also includes information
on liquidity swap usage by country, quarterly
income earned on different classes of Federal
Reserve assets, and asset distribution and other
information on the LLCs. In addition, the report
summarizes and discusses recent developments
across a number of Federal Reserve programs. In
addition to the new report, the Federal Reserve
Bank of New York recently made available the
investment management agreements related to
its financial stability and liquidity activities.?

2. See Board of Governors of the Federal Reserve System
(2009), Federal Reserve System Monthly Report on Credit and
Liquidity Programs and the Balance Sheet (Washington: Board
of Governors, July), www.federalreserve.gov/files/monthlyclb-
sreport200907 .pdf.

3. Federal Reserve Bank of New York (2009), “Vendor Infor-
mation,” www.newyorkfed.org/aboutthefed/vendor_informa-
tion.html.

by the Federal Reserve has been funded by crediting
the reserve accounts of depository institutions (hence-
forth referred to as banks). Thus, the increase in Federal
Reserve assets has been associated with substantial
growth in banks’ reserve balances, leaving the level

of reserves far above that typically observed when
short-term interest rates were significantly greater than
Zero.

To some extent, a contraction in the stock of reserve
balances will occur automatically as financial condi-
tions improve. In particular, most of the liquidity facili-
ties deployed by the Federal Reserve in the current
period of financial turmoil are priced at a premium over
normal interest rate spreads or have a minimum bid rate
that is high enough to make them unattractive under
normal market conditions. Thus, the sizes of these
programs, as well as the stock of reserve balances they
create, will tend to diminish automatically as finan-
cial strains abate. Indeed, as noted elsewhere in this
report, total credit extended to banks and other market
participants (excluding support of critical institutions)

declined from about $1.5 trillion as of December 31,
2008, to less than $600 billion as of July 15, 2009, as
financial conditions improved. In addition, redemp-
tions of the Federal Reserve’s holdings of agency debt,
agency MBS, and longer-term Treasury securities are
expected to occur at a rate of $100 billion to $200 bil-
lion per year over the next few years, leading to further
reductions in reserve balances.

But even after lending facilities have wound down
and holdings of long-term assets have begun to run off,
the volume of assets on the Federal Reserve’s balance
sheet may remain very large for some time. Without
additional actions, the level of bank reserves would
continue to remain elevated as well.

Despite continued large holdings of assets, the Fed-
eral Reserve will have at its disposal two broad means
of tightening monetary policy at the appropriate time.
In principle, either of these methods would suffice to
raise short-term interest rates; however, to ensure effec-
tiveness, the two methods will most likely be used in
combination.
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The first method for tightening monetary policy
relies on the authority that the Congress granted to the
Federal Reserve last fall to pay interest on the balances
maintained by banks. By raising the rate it pays on
banks’ reserve balances, the Federal Reserve will be
able to tighten monetary policy by inducing increases
in the federal funds rate and other short-term market
interest rates. In general, banks will not supply funds to
the money market at an interest rate lower than the rate
they can earn risk free at the Federal Reserve. More-
over, they should compete to borrow any funds that are
offered in the market at rates below the rate of interest
paid by the Federal Reserve, as such borrowing allows
them to earn a spread without any risk. Thus, raising
the interest rate paid on balances that banks hold at the
Federal Reserve should provide a powerful upward
influence on short-term market interest rates, including
the federal funds rate, without the need to drain reserve
balances. A number of foreign central banks have been
able to maintain overnight interbank interest rates at or
above the level of interest paid on bank reserves even in
the presence of unusually high levels of reserve balanc-
es (see the box titled “Foreign Experience with Interest
on Reserves”).

Despite this logic, the federal funds rate has been
somewhat lower than the rate of interest banks earn on
reserve balances; the gap was especially noticeable in
October and November 2008, when payment of inter-
est on reserves first began. This gap appears to have
reflected several factors: First, the Federal Reserve is
not allowed to pay interest on balances held by non-
depository institutions, including some large lenders
in the federal funds market such as the government-
sponsored enterprises (GSEs). Such institutions may
have an incentive to lend at rates below the rate that
banks receive on reserve balances. Second, the pay-
ment of interest on reserves was a new policy at the
time that the gap was particularly noticeable, and banks
may not have had time to adjust their operations to the
new regime. Third, the unusually strained conditions
in financial markets at that time may have reduced the
willingness of banks to arbitrage by borrowing in the
federal funds market at rates below the rate paid on
reserve balances and earning a higher rate by increas-
ing their deposits at the Federal Reserve. The latter
two factors are not likely to persist, particularly as the
economy and financial markets recover. Moreover, if, as
the economy recovers, large-scale lending in the federal
funds market by nondepository institutions threatens to
hold the federal funds rate below its target, the Federal
Reserve has various options to deal with the problem.
For example, it could offer these institutions the option
of investing in reverse repurchase agreements. Under

these transactions, the Federal Reserve sells securities
from its portfolio, thereby removing funds from the
market, and agrees to buy back the securities at a later
date." Eliminating the incentive of nondepository insti-
tutions to lend their excess funds into short-term money
markets would help ensure that raising the rate of inter-
est paid on reserves would raise the federal funds rate
and tighten monetary conditions even if the level of
reserve balances were to remain high.

The second method for tightening monetary policy,
despite a high level of assets on the Federal Reserve's
balance sheet, is to take steps to reduce the overall level
of reserve balances. Policymakers have several options
for reducing the level of reserve balances should such
action be desired. First, the Federal Reserve could
engage in large-scale reverse repurchase agreements
with financial market participants, including the GSEs
as well as other institutions. Reverse repurchase agree-
ments are a traditional tool of Federal Reserve mon-
etary policy implementation. Second, the Treasury
could sell more bills and deposit the proceeds with the
Federal Reserve. The Treasury has been conducting
such operations since last fall; the resulting deposits are
reported on the Federal Reserve balance sheet as the
Supplementary Financing Account. One limitation on
this option is that the associated Treasury debt is subject
to the statutory debt ceiling. Also, to preserve monetary
policy independence, the Federal Reserve must ensure
that it can achieve its policy objectives without reliance
on the Treasury if necessary. A third option is for the
Federal Reserve to offer banks the opportunity to hold
some of their balances as term deposits. Such deposits
would pay interest but would not have the liquidity and
transactions features of reserve balances. Term deposits
could not be counted toward reserve requirements, nor
could they be used to avoid overnight overdraft penal-
ties in reserve accounts.'® Each of these three policy
options would allow a tightening of monetary policy by
draining reserve balances and raising short-term interest
rates. As noted earlier, measures to drain reserves will
likely be used in conjunction with increases in the inter-
est rate paid on reserves to tighten conditions in short-
term money markets.

15. These transactions are referred to as reverse repurchase agree-
ments to distinguish them from repurchase agreements in which the
Federal Reserve is the investor.

16. To be successful, especially in a period of rising interest rates,
such deposits likely would have to pay rates of interest above the
overnight rate on reserve balances. To prevent banks from earning
risk-free profits by borrowing from the Federal Reserve and investing
the proceeds in term deposits, the rate of remuneration on term depos-
its would have to be kept lower than the rates the Federal Reserve
charges on its lending facilities, such as the discount window.
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Raising the rate of interest on reserve balances and
draining reserves through the options just described
would allow policy to be tightened even if the level of
assets on the Federal Reserve’s balance sheet remained
very high. In addition, the Federal Reserve retains the
option to reduce its stock of assets by selling off a por-
tion of its holdings of longer-term securities before
they mature. Asset sales by the Federal Reserve would
serve to raise short-term interest rates and tighten mon-
etary policy by reducing the level of reserve balances;
in addition, such sales could put upward pressure on
longer-term interest rates by expanding the supply of
longer-term assets available to investors. In an envi-
ronment of strengthening economic activity and rising

inflation pressures, broad-based increases in interest
rates could facilitate the achievement of the Federal
Reserve's dual mandate.

In short, the Federal Reserve has a wide range of
tools that can be used to tighten the stance of monetary
policy at the point that the economic outlook calls for
such action. However, economic conditions are not
likely to warrant a tightening of monetary policy for
an extended period. The timing and pace of any future
tightening, together with the mix of tools employed,
will be calibrated to best foster the Federal Reserve’s
dual objectives of maximum employment and price
stability.

Foreign Experience with Interest on Reserves

Paying interest on excess reserve balances,
either directly or by allowing banks to place
excess balances into an interest-bearing account,
is a standard tool used by major foreign central
banks. Many have used interest on reserves, in
combination with other tools, to maintain a floor
under overnight interbank interest rates both in
normal circumstances and during the period of
financial turmoil. The European Central Bank
(ECB), for example, has long allowed banks to
place excess reserves into a deposit facility that
pays interest at a rate below the ECB’s main
refinancing rate (its bellwether policy rate).

The quantity of funds that banks hold in that
facility increased sharply as the ECB expanded
its liquidity-providing operations last fall and
has remained well above pre-crisis levels; as a
result, the euro-area overnight interbank rate fell
from a level close to the main refinancing rate

toward the rate the ECB pays on deposits—but,
importantly, not below that rate. Since Novem-
ber 2008, the Bank of Japan (BOJ) on a tempo-
rary basis has paid interest on excess reserve
balances, at a rate of 10 basis points per year,
which is also its current target for the overnight
uncollateralized call rate; the BOJ noted that its
action was intended to keep the call rate close
to the targeted level as it supplied additional
liquidity to the banking system. Indeed, the
overnight rate has traded near 10 basis points

in recent months, even as reserve balances at
the BO) have risen substantially, returning to
their level during much of 2002, when the BO)]
was implementing its Quantitative Easing Policy
and the call rate was trading at 1 basis point

or below. The Bank of Canada and the Bank of
England also have used their standing deposit
facilities to help manage interbank interest rates.
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Part 4

Summary of Economic Projections

The following material appeared as an addendum to
the minutes of the June 23-24, 2009, meeting of the
Federal Open Market Committee.

In conjunction with the June 23-24, 2009, FOMC
meeting, the members of the Board of Governors and
the presidents of the Federal Reserve Banks, all of
whom participate in deliberations of the FOMC, sub-
mitted projections for output growth, unemployment,
and inflation in 2009, 2010, 2011, and over the longer
run. Projections were based on information available
through the end of the meeting and on each participant’s
assumptions about factors likely to affect economic
outcomes, including his or her assessment of appropri-
ate monetary policy. “Appropriate monetary policy” is
defined as the future path of policy that the participant
deems most likely to foster outcomes for economic
activity and inflation that best satisfy his or her interpre-
tation of the Federal Reserve’s dual objectives of maxi-
mum employment and stable prices. Longer-run projec-
tions represent each participant’s assessment of the rate
to which each variable would be expected to converge
over time under appropriate monetary policy and in the
absence of further shocks.

FOMC participants generally expected that, after
declining over the first half of this year, output would
expand sluggishly over the remainder of the year.

Consequently, as indicated in table 1 and depicted in
figure 1, all FOMC participants projected that real
gross domestic product (GDP) would contract over the
entirety of this year and that the unemployment rate
would increase in coming quarters. All participants

also expected that overall inflation would be somewhat
slower this year than in recent years, and most pro-
jected that core inflation would edge down this year.
Almost all participants viewed the near-term outlook
for domestic output as having improved modestly rela-
tive to the projections they made at the time of the April
FOMC meeting, refiecting both a slightly less severe
contraction in the first half of 2009 and a moderately
stronger, but still sluggish, recovery in the second half.
With the strong adverse forces that have been acting on
the economy likely to abate only slowly, participants
generally expected the recovery to be gradual in 2010.
Even though all participants had raised their near-term
outlook for real GDP, in light of incoming data on labor
markets, they increased their projections for the path of
the unemployment rate from those published in April.
Participants foresaw only a gradual improvement in
labor market conditions in 2010 and 2011, leaving the
unemployment rate at the end of 2011 well above the
level they viewed as its longer-run sustainable rate. Par-
ticipants projected low inflation this year. For 2010 and
2011, the central tendencies of the participants’ inflation

Table 1. Economic projections of Federal Reserve Governors and Reserve Bank presidents, June 2009

Percent
Central tendency’ Range?
Variable
2009 | 2010 2011 Longer run 2009 l 2010 2011 | Longer run

Change in real GDP -1.5t0-1.0 2.1103.3 38046 . 25t02.7 1.6t0-0.6 0.81t04.0 2.3105.0 E 241028

April projection... -20t0-1.3 201030 351048 | 25t027 2.5t0-05 1.5t 4.0 231050 ! 241030
Unemployment rate 9.81010.1 95098 841088 E 481050 9.7t010.5 8510106 681092 451060

April projection... 921096 9.0t09.5 771085 : 48105.0 91t0100 801096 651090 , 451053
PCE inflation 101014 121018 111020 | 171020 101018 091t02.0 051025 ! l5to2.1

April projection..........ccoeereenneenninns 061009 10016 1.01019 : 171020 05t01.2 0.7t02.0 051025 + 1520
Core PCE inflation’ 1.3t01.6 1.0t01.5 091017 121020 0.5t02.0 021025 |

April projection..........cniericciiinnnee 10t 1.5 071013 08016 | 071016 051020 02t025 |

Note: Projections of change in real gross domestic product (GDP) and in
inflation are from the fourth quarter of the previous year to the fourth quarter of
the year indicated. PCE inflation and core PCE inflation are the percentage rates
of change in, respectively, the price index for personal consumption expendi-
tures (PCE) and the price index for PCE excluding food and energy. Projections
for the unemployment rate are for the average civilian unemployment rate in
the fourth quarter of the year indicated. Each participant's projections are based
on his or her assessment of appropriate monetary policy. Longer-run projections
represent each participant’s assessment of the rate to which each variable would

be expected to converge under appropriate monetary policy and in the absence
of further shocks to the economy. The April projections were made
in conjunction with the meeting of the Federal Open Market Committee on
April 28-29, 2009.

1. The central tendency excludes the three highest and three lowest projections
for each variable in each year.

2. The range for a variable in a given year consists of all participants’ projec-
tions, from lowest to highest, for that variable in that year.

3. Longer-run projections for core PCE inflation are not collected.
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Figure 1. Central tendencies and ranges of economic projections, 2009-11 and over the longer run
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forecasts pointed to fairly stable inflation that would be
modestly below most participants’ estimates of the rate
consistent with the dual objectives; however, the diver-
gence of participants’ views about the inflation outlook
remained wide. Most participants indicated that they
expected the economy to take five or six years to con-
verge to a longer-run path characterized by a sustain-
able rate of output growth and by rates of unemploy-
ment and inflation consistent with the Federal Reserve's
dual objectives, but several said full convergence would
take longer. In contrast to recent projections, a majority
of participants perceived the risks to growth as roughly
balanced, although several still viewed those risks as
tilted to the downside. Most participants saw the risks
surrounding their inflation outlook as roughly balanced,
and fewer participants than in April characterized those
risks as skewed to the downside. With few exceptions,
participants judged that the projections for economic
activity and inflation remained subject to a degree of
uncertainty exceeding historical norms.

The Outlook

Participants’ projections for the change in real GDP in
2009 had a central tendency of negative 1.5 percent to
negative 1.0 percent, somewhat above the central ten-
dency of negative 2.0 percent to negative 1.3 percent
for their April projections. Participants noted that the
data received between the April and June FOMC meet-
ings pointed to a somewhat smaller decline in output
during the first half of the year than they had anticipated
at the time of the April meeting. Moreover, participants
saw additional indications that the economic downturn
in the United States and worldwide was moderating in
the second quarter, and they continued to expect that
sales and production would begin to recover gradually
during the second half of the year, reflecting the effects
of monetary and fiscal stimulus, measures to support
credit markets, and diminishing financial stresses. As
reasons for marking up their projections for near-term
economic activity, participants pointed to a further
improvement in financial conditions during the inter-
meeting period, signs of stabilization in consumer
spending, and tentative indications of a leveling out of
activity in the housing sector. In addition, they observed
that aggressive inventory reductions during the first
half of this year appeared to have left firms’ stocks in
better balance with sales, suggesting that production is
likely to increase as sales stabilize and then start to turn
up later this year. Participants expected, however, that
recoveries in consumer spending and residential invest-
ment initially would be damped by further deterioration

in labor markets, the continued repair of household
balance sheets, persistently tight credit conditions,
and still-weak housing demand. They also anticipated
that very low capacity utilization, sluggish growth in
sales, uncertainty about the economic environment,
and a continued elevated cost and limited availability
of financing would contribute to continued weakness in
business fixed investment this year. Some participants
noted that weak economic conditions in other countries
probably would hold down growth in U.S. exports.
A number of participants also saw recent increases in
some long-term interest rates and in oil prices as factors
that could damp a near-term economic recovery.

Looking further ahead, participants’ projections for
real GDP growth in 2010 and 2011 were not materially
different from those provided in April. The projections
for growth in 2010 had a central tendency of 2.1 to
3.3 percent, and those for 2011 had a central tendency
of 3.8 to 4.6 percent. Participants generally expected
that household financial positions would improve only
gradually and that strains in credit markets and in the
banking system would ebb slowly; hence, the pace of
recovery would continue to be damped in 2010. But
they anticipated that the upturn would strengthen in
late 2010 and in 2011 to a pace exceeding the growth
rate of potential GDP. Participants noted several factors
contributing to this pickup, including accommoda-
tive monetary policy, fiscal stimulus, and continued
improvement in financial conditions and household
balance sheets. Beyond 2011, they expected that out-
put growth would remain above that of potential GDP
for a time, leading to a gradual elimination of slack in
resource utilization. Over the longer run, most partici-
pants expected that, without further shocks, real GDP
growth eventually would converge to a rate of 2.5 to
2.7 percent per year, reflecting longer-term trends in the
growth of productivity and the labor force.

Even though participants raised their output growth
forecasts, they also moved up their unemployment
rate projections and continued to anticipate that labor
market conditions would deteriorate further over the
remainder of the year. Their projections for the aver-
age unemployment rate during the fourth quarter of
2009 had a central tendency of 9.8 to 10.1 percent,
about ¥z percentage point above the central tendency of
their April projections and noticeably higher than the
actual unemployment rate of 9.4 percent in May—the
latest reading available at the time of the June FOMC
meeting. All participants raised their forecasts of the
unemployment rate at the end of this year, reflect-
ing the sharper-than-expected rise in unemployment
that occurred over the intermeeting period. With little
material change in projected output growth in 2010
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and 2011, participants still expected unemployment

to decline in those years, but the projected unemploy-
ment rate in each year was about % percentage point
above the April forecasts, reflecting the higher starting
point of the projections. Most participants anticipated
that output growth next year would not substantially
exceed its longer-run sustainable rate and hence that
the unemployment rate would decline only modestly in
2010; some also pointed to frictions associated with the
reallocation of labor from shrinking economic sectors
to expanding sectors as likely to restrain progress in
reducing unemployment. The central tendency of

the unemployment rate at the end of 2010 was 9.5 to
9.8 percent. With output growth and job creation gener-
ally projected to pick up appreciably in 2011, partici-
pants anticipated that joblessness would decline more
noticeably, as evident from the central tendency of 8.4
to 8.8 percent for their projections of the unemploy-
ment rate in the fourth quarter of 2011. They expected
that the unemployment rate would decline considerably
further in subsequent years as it moved back toward its
longer-run sustainable level, which most participants
still saw as between 4.8 and 5.0 percent; however, a
few participants raised their estimates of the longer-run
unemployment rate.

The central tendency of participants’ prajections for
personal consumption expenditures (PCE) inflation in
2009 was 1.0 to 1.4 percent, about % percentage point
above the central tendency of their April projections.
Participants noted that higher-than-expected infiation
data over the intermeeting period and the anticipated
influence of higher oil and commodity prices on con-
sumer prices were factors contributing to the increase in
their inflation forecasts. Looking beyond this year, par-
ticipants’ projections for total PCE inflation had central
tendencies of 1.2 to 1.8 percent for 2010 and 1.1 to
2.0 percent for 2011, modestly higher than the central
tendencies from the April projections. Reflecting the
large increases in energy prices over the intermeet-
ing period, the forecasts for core PCE inflation (which
excludes the direct effects of movements in food and
energy prices) in 2009 were raised by less than the pro-
jections for total PCE inflation, while the forecasts for
core and total PCE inflation in 2010 and 2011 increased
by similar amounts. The central tendency of projections
for core inflation in 2009 was 1.3 to 1.6 percent; those
for 2010 and 2011 were 1.0 to 1.5 percent and 0.9 to
1.7 percent, respectively. Most participants expected
that sizable economic slack would continue to damp
inflation pressures for the next few years and hence
that total PCE inflation in 2011 would still be below
their assessments of its appropriate longer-run level.
Some thought that such slack would generate a decline

in inflation over the next few years. Most, however,
projected that, as the economy recovers, inflation would
increase gradually and move closer to their individual
assessments of the measured rate of inflation consistent
with the Federal Reserve's dual mandate for maximum
employment and price stability. Several participants,
noting that the public’s longer-run inflation expectations
had not changed appreciably, expected that inflation
would return more promptly to levels consistent with
their judgments about longer-run inflation than these
participants had projected in April. A few participants
also anticipated that projected inflation in 2011 would
be modestly above their longer-run inflation projections
because of the possible effects of very low short-term
interest rates and of the large expansion of the Federal
Reserve's balance sheet on the public’s infiation expec-
tations. Overall, the range of participants’ projections of
inflation in 2011 remained quite wide.

As in April, the central tendency of projections of
the longer-run inflation rate was 1.7 to 2.0 percent.
Most participants judged that a longer-run PCE inflation
rate of 2 percent would be consistent with the Federal
Reserve’s dual mandate; others indicated that inflation
of 1% percent or 13 percent would be appropriate.
Modestly positive longer-run inflation would allow the
Committee to stimulate economic activity and support
employment by setting the federal funds rate temporar-
ily below the inflation rate when the economy suffers a
large negative shock to demands for goods and
services.

Uncertainty and Risks

In contrast to the participants’ views over the past sev-
eral quarters, in June a majority of participants saw the
risks to their projections for real GDP growth and the
unemployment rate as broadly balanced. In explaining
why they perceived a reduction in downside risks to
the outlook, these participants pointed to the tentative
signs of economic stabilization, indications of some
effectiveness of monetary and fiscal policy actions, and
improvements in financial conditions. In contrast, sev-
eral participants still saw the risks to their GDP growth
forecasts as skewed to the downside and the associated
risks to unemployment as skewed to the upside. Almost
all participants shared the judgment that their projec-
tions of future economic activity and unemployment
continued to be subject to greater-than-average uncer-
tainty.!” Many participants again high-lighted the still-

17. Table 2 provides estimates of forecast uncertainty for the
change in real GDP, the unemployment rate, and total consumer price
inflation over the period from 1989 to 2008. At the end of this sum-
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Table 2. Average histarical projection error ranges
Percentage points

Variable 2000 | 2010 | 2011
Change in real GDP'.........covvimmeiiernnrennnnnns +1.0 z1.5 1.6
Unemployment ratel..........cocooevvrrmmmrnnrnirinnrens 0.4 0.8 +1.0
Total consumer prices®.........cocoemvverisevrnsrinnsnnnns 0.9 1.0 1.0

Norte: Error ranges shown are measured as plus or minus the raot mean squared
error of projections for 1989 through 2008 that were released in the summer
by various private and government forecasters. As described in the box titled
“Forecast Uncertainty,” under certain assumptions, there is about a 70 percent
probability that actual outcomes for real GDP, unemployment, and consumer
prices will be in ranges implied by the average size of projection errors made in
the past. Further information is in David Reifschneider and Peter Tulip (2007),
“Gauging the Uncertainty of the Economic Qutlook from Historical Forecasting
Errors,” Finance and Economics Discussion Series 2007-60 (Washington: Board
of Governors of the Federal Reserve System, November).

1. For definitions, refer to general note in table 1.

2. Measure is the overall consumer price index, the price measure that has
been most widely used in government and private economic forecasts. Projection
is percent change, fourth quarter of the previous year to the fourth quarter of the
year indicated.

considerable uncertainty about the future course of the
financial crisis and the risk that a resurgence of finan-
cial turmoil could adversely impact the real economy.
In addition, some noted the difficulty in gauging the
macroeconomic effects of the credit-easing policies that
have been employed by the Federal Reserve and other
central banks, given the limited experience with such
tools.

Most participants judged the risks to the inflation
outlock as roughly balanced, with the number doing
so higher than in April. A few participants continued
to view these risks as skewed to the downside, and one
saw the inflation risks as tilted to the upside. Some par-
ticipants noted the risk that inflation expectations might
drift downward in response to persistently low inflation
outcomes and continued significant slack in resource
utilization. Several participants pointed to the possibil-
ity of an upward shift in expected and actual inflation if
the stimulative monetary policy measures and the atten-
dant expansion of the Federal Reserve's balance sheet
were not unwound in a timely fashion as the economy
recovers. Most participants again saw the uncertainty
surrounding their inflation projections as exceeding his-
torical norms.

Diversity of Views

Figures 2.A and 2.B provide further details on the diver-
sity of participants’ views regarding likely outcomes

mary, the box titled “Forecast Uncertainty” discusses the sources and
interpretation of uncertainty in economic forecasts and explains the
approach used to assess the uncertainty and risks attending partici-
pants’ projections.

for real GDP growth and the unemployment rate in
2009, 2010, 2011, and over the longer run. The disper-
sion in participants’ June projections for the next three
years reflects, among other factors, the diversity of their
assessments regarding the effects of fiscal stimulus and
nontraditional monetary policy actions as well as the
likely pace of improvement in financial conditions. For
real GDP growth, the distribution of projections for
2009 narrowed and shifted slightly higher, reflecting
the somewhat better-than-expected data received dur-
ing the intermeeting period. The distributions for 2010
and 2011 changed little. For the unemployment rate, the
surprisingly large increases in unemployment reported
during the intermeeting period prompted an upward
shift in the distribution. Because of the persistence
exhibited in many of the unemployment forecasts, there
were similar upward shifts in the distributions for 2010
and 2011. The dispersion of these forecasts for all three
years was roughly similar to that of April. The distribu-
tion of participants’ projections of longer-run real GDP
growth was about unchanged. A few participants raised
their longer-run projections of the unemployment rate,
widening the dispersion of these estimates, as they
incorporated the effects of unexpectedly high recent
unemployment data and of the reallocation of labor
from declining sectors to expanding ones. The disper-
sion in participants’ longer-run projections reflected
differences in their estimates regarding the sustainable
rates of output growth and unemployment to which the
economy would converge under appropriate monetary
policy and in the absence of any further shocks.

Figures 2.C and 2.D provide corresponding informa-
tion about the diversity of participants’ views regarding
the inflation outlook. The distribution of the projections
for total and core PCE inflation in 2009 moved upward,
reflecting the higher inflation data released over the
intermeeting period, while distributions for the projec-
tions in 2010 and 2011 did not change significantly.
The dispersion in participants’ projections for total and
core PCE inflation for 2009, 2010, and 2011 illustrates
their varying assessments of the effects on inflation and
inflation expectations of persistent economic slack as
well as of the recent expansion of the Federal Reserve’s
balance sheet. These varying assessments are especially
evident in the wide dispersion of inflation projections
for 2011. In contrast, the tight distribution of partici-
pants’ projections for longer-run inflation illustrates
their substantial agreement about the measured rate
of inflation that is most consistent with the Federal
Reserve’s dual objectives of maximum employment and
stable prices.



44 Monetary Policy Report to the Congress O July 2009

Figure 2.A. Distribution of participants’ projections for the change in real GDP, 2009-11 and over the longer run
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Figure 2.B. Distribution of participants’ projections for the unemployment rate, 2009-11 and over the longer run
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Figure 2.C. Distribution of participants’ projections for PCE inflation, 2009-11 and over the longer run

Number of participants

2009 — 16

@ Junc projections

— == April projections — 14
— 12

= —10
— 8

e ST — 6
) — 4

i - - 1 — 2

r
! 1

05 03  0l1- 0l 03 05 07~  09- LI 1o Z1- 23 25
<04 0.2 0.0 0.2 04 0.6 08 1.0 1.2 20 2.k 24 26
Percent range
Number of participants
2010 — 16
— 14
. — 12
— 10
i — 8
| I — 6
t §
= — 4
L} 1 |
=z ¥
oo l ' d | )
R 1 OV .
-0.5- -3 -0.1- 0.1- 0.3- 05- 07- 09- 1.1- 1.3- 1.3- 1.7- 1.9- 2.0- 23- 25-
4 -2 o4 02 04 0.6 08 1.0 1.2 14 1.6 18 24 22 24 26
Pereent range
Number of participanis
_ 2011 16
— — 14
12
o — 10

e Y T T N L T L1
03 w02 0l 0 0. 0 [

Percent range

Longer run

T s @ - 03 035 07-  09- 11
0% 03 0% 08 1.0 03

s

T T E
00

==
b

it

Percent range

NoTe: Definitions of variables arc in the general note to table 1.



Board of Governors of the Federal Reserve System 47

Figure 2.D. Distribution of participants’ projections for core PCE inflation, 200911
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Forecast Uncertainty

The economic projections provided by the
members of the Board of Governors and the
presidents of the Federal Reserve Banks inform
discussions of monetary policy among policy-
makers and can aid public understanding of the
basis for policy actions. Considerable uncer-
tainty attends these projections, however. The
economic and statistical models and relation-
ships used to help produce economic forecasts
are necessarily imperfect descriptions of the real
world. And the future path of the economy can
be affected by myriad unforeseen developments
and events. Thus, in setting the stance of mon-
etary policy, participants consider not only what
appears to be the most likely economic outcome
as embodied in their projections, but also the
range of alternative possibilities, the likelihood
of their occurring, and the potential costs to the
economy should they occur.

Table 2 summarizes the average historical
accuracy of a range of forecasts, including those
reported in past Monetary Policy Reports and
those prepared by Federal Reserve Board staff
in advance of meetings of the Federal Open
Market Committee. The projection error ranges
shown in the table illustrate the considerable
uncertainty associated with economic forecasts.
For example, suppose a participant projects that
real gross domestic product (GDP) and total
consumer prices will rise steadily at annual rates
of, respectively, 3 percent and 2 percent. If the
uncertainty attending those projections is simi-

lar to that experienced in the past and the risks
around the projections are broadly balanced,
the numbers reported in table 2 would imply a
probability of about 70 percent that actual GDP
would expand within a range of 2.0 to 4.0 per-
cent in the current year, 1.5 to 4.5 percent in
the second year, and 1.4 to 4.6 percent in the
third year. The corresponding 70 percent confi-
dence intervals for overall inflation would be
1.1 to 2.9 percent in the current year and 1.0
to 3.0 percent in the second and third years.
Because current conditions may differ from
those that prevailed, on average, over history,
participants provide judgments as to whether the
uncertainty attached to their projections of each
variable is greater than, smaller than, or broadly
similar to typical levels of forecast uncertainty
in the past as shown in table 2. Participants also
provide judgments as to whether the risks to
their projections are weighted to the upside, are
weighted to the downside, or are broadly bal-
anced. That is, participants judge whether each
variable is more likely to be above or below
their projections of the most likely outcome.
These judgments about the uncertainty and the
risks attending each participant’s projections are
distinct from the diversity of participants’ views
about the most likely outcomes. Forecast uncer-
tainty is concerned with the risks associated with
a particular projection rather than with diver-
gences across a number of different projections.
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Abbreviations

ABCP
ABS
AIG
BHC
BOJ
CAP
CDS
C&l
CMBS
Cp
CPFF
CPH
CPP
CRE
DPI
ECB
ECI
FDIC
FOMC
GDP
GSE
IRA
Libor
LLC
MBS
NIPA
NOW
ocCC
OIS
OTTI
PCE
PPIP
SCAP
SPV
TAF
TALF
TARP
TIPS
VRDO
WTI

asset-backed commercial paper
asset-backed securities

American International Group, Inc.

bank holding company

Bank of Japan

Capital Assistance Program

credit default swap

commercial and industrial

commercial mortgage-backed securities
commercial paper

Commercial Paper Funding Facility
compensation per hour

Capital Purchase Program

commercial real estate

disposable personal income

European Central Bank

employment cost index

Federal Deposit Insurance Corporation
Federal Open Market Committee; also, the Committee
gross domestic product
government-sponsored enterprise
individual retirement account

London interbank offered rate

limited liability company
mortgage-backed securities

national income and product accounts
negotiable order of withdrawal

Office of the Comptroller of the Currency
overnight index swap
other-than-temporary impairment
personal consumption expenditures
Public-Private Investment Program
Supervisory Capital Assessment Program
special purpose vehicle

Term Auction Facility

Term Asset-Backed Securities Loan Facility
Troubled Asset Relief Program

Treasury inflation-protected securities
variable-rate demand obligation

West Texas intermediate
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STATEMENT ON LONGER-RUN GOALS AND MONETARY POLICY STRATEGY
Adopted effective January 24, 2012; as amended effective January 27, 2015

The Federal Open Market Committee (FOMC) is firmly committed to fulfilling its statutory
mandate from the Congress of promoting maximum employment, stable prices, and moderate
long-term interest rates. The Committee seeks to explain its monetary policy decisions to the public
as clearly as possible. Such clarity facilitates well-informed decisionmaking by households and
businesses, reduces economic and financial uncertainty, increases the effectiveness of monetary
policy, and enhances transparency and accountability, which are essential in a democratic society.

Inflation, employment, and long-term interest rates fluctuate over time in response to economic and
financial disturbances. Moreover, monetary policy actions tend to influence economic activity and
prices with a lag. Therefore, the Committee’s policy decisions reflect its longer-run goals, its medium-
term outlook, and its assessments of the balance of risks, including risks to the financial system that
could impede the attainment of the Committee’s goals.

The inflation rate over the longer run is primarily determined by monetary policy, and hence the
Committee has the ability to specify a longer-run goal for inflation. The Committee reaffirms its
judgment that inflation at the rate of 2 percent, as measured by the annual change in the price index
for personal consumption expenditures, is most consistent over the longer run with the Federal
Reserve’s statutory mandate. Communicating this inflation goal clearly to the public helps keep
longer-term inflation expectations firmly anchored, thereby fostering price stability and moderate
long-term interest rates and enhancing the Committee’s ability to promote maximum employment
in the face of significant economic disturbances. The maximum level of employment is largely
determined by nonmonetary factors that affect the structure and dynamics of the labor market.
These factors may change over time and may not be directly measurable. Consequently, it would
not be appropriate to specify a fixed goal for employment; rather, the Committee’s policy decisions
must be informed by assessments of the maximum level of employment, recognizing that such
assessments are necessarily uncertain and subject to revision. The Committee considers a wide range
of indicators in making these assessments. Information about Committee participants’ estimates of
the longer-run normal rates of output growth and unemployment is published four times per year
in the FOMC’s Summary of Economic Projections. For example, in the most recent projections,
FOMC participants’ estimates of the longer-run normal rate of unemployment had a central
tendency of 5.2 percent to 5.5 percent.

In setting monetary policy, the Committee seeks to mitigate deviations of inflation from its
longer-run goal and deviations of employment from the Committee’s assessments of its maximum
level. These objectives are generally complementary. However, under circumstances in which the
Committee judges that the objectives are not complementary, it follows a balanced approach in
promoting them, taking into account the magnitude of the deviations and the potentially different
time horizons over which employment and inflation are projected to return to levels judged
consistent with its mandate.

The Committee intends to reaffirm these principles and to make adjustments as appropriate at its
annual organizational meeting each January.
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SUMMARY

The labor market improved further during the
second half of last year and into early 2015,
and labor market conditions moved closer to
those the Federal Open Market Committee
(FOMC,) judges consistent with its maximum
employment mandate. Since the middle of last
year, monthly payrolls have expanded by about
280,000, on average, and the unemployment
rate has declined nearly 'z percentage point
on net. Nevertheless, a range of labor market
indicators suggest that there is still room for
improvement. In particular, at 5.7 percent, the
unemployment rate is still above most FOMC
participants’ estimates of its longer-run
normal level, the labor force participation rate
remains below most assessments of its trend,
an unusually large number of people continue
to work part time when they would prefer
full-time employment, and wage growth has
continued to be slow.

A steep drop in crude oil prices since the
middle of last year has put downward pressure
on overall inflation. As of December 2014,
the price index for personal consumption
expenditures was only ¥ percent higher

than a year earlier, a rate of increase that

is well below the FOMC’s longer-run goal

of 2 percent. Even apart from the energy
sector, price increases have been subdued.
Indeed, the prices of items other than food
and energy products rose at an annual rate of
only about 1 percent over the last six months
of 2014, noticeably less than in the first half
of the year. The slow pace of price increases
during the second half was likely associated,
in part, with falling import prices and perhaps
also with some pass-through of lower oil
prices. Survey-based measures of longer-term
inflation expectations have remained stable;
however market-based measures of inflation
compensation have declined since last summer.

Economic activity expanded at a strong pace in
the second half of last year. Notably reflecting
solid gains in consumer spending, real gross

domestic product (GDP) is estimated to have
increased at an annual rate of 3% percent after
a reported increase of just 1% percent in the
first half of the year. The growth in GDP was
supported by accommodative monetary policy,
a reduction in the degree of restraint imparted
by fiscal policy, and the increase in households’
purchasing power arising from the drop in

oil prices. The gains in GDP have occurred
despite continued sluggish growth abroad and
a sizable appreciation of the U.S. dollar, both
of which have weighed on net exports.

Financial conditions in the United States have
generally remained supportive of economic
growth. Longer-term interest rates in the
United States and other advanced economies
have continued to move down, on net, since
the middle of 2014 amid disappointing
economic growth and low inflation abroad as
well as the associated anticipated and actual
monetary policy actions by foreign central
banks. Broad indexes of U.S. equity prices
have risen moderately, on net, since the end of
June. Credit flows to nonfinancial businesses
largely remained solid in the second half

of last year. Overall borrowing conditions

for households eased further, but mortgage
lending standards are still tight for many
potential borrowers.

The vulnerability of the U.S. financial system
to financial instability has remained moderate,
primarily reflecting low-to-moderate levels

of leverage and maturity transformation.
Asset valuation pressures have eased a little,
on balance, but continue to be notable in
some sectors. The capital and liquidity
positions of the banking sector have improved
further. Over the second half of 2014, the
Federal Reserve and other agencies finalized
or proposed several more rules related to

the Dodd-Frank Wall Street Reform and
Consumer Protection Act of 2010, which were
designed to further strengthen the resilience of
the financial system.



2 SUMMARY

At the time of the FOMC meeting in late
January of this year, the Committee saw the
outlook as broadly similar to that at the time
of its December meeting, when the most
recent Summary of Economic Projections
(SEP) was compiled. (The December SEP is
included as Part 3 of this report.) The FOMC
expects that, with appropriate monetary policy
accommodation, economic activity will expand
at a moderate pace, and that labor market
indicators will continue to move toward levels
the Committee judges consistent with its dual
mandate of maximum employment and price
stability. In addition, the Committee continues
to see the risks to the outlook for economic
activity and the labor market as nearly
balanced. Inflation is anticipated to decline
further in the near term, mainly reflecting the
pass-through of lower oil prices to consumer
energy prices. However, the Committee expects
inflation to rise gradually toward its 2 percent
longer-run objective over the medium term

as the labor market improves further and the
transitory effects of lower energy prices and
other factors dissipate.

At the end of October, and after having
made further measured reductions in the
pace of its asset purchases at its July and
September meetings, the FOMC concluded
the asset purchase program that began in
September 2012. The decision to end the
purchase program reflected the substantial
improvement in the outlook for the labor
market since the program’s inception—the
stated aim of the asset purchases—and a
judgment that the underlying strength of the
broader economy was sufficient to support
ongoing progress toward the Committee’s
policy objectives.

Nonetheless, the Committee continued

to judge that a high degree of policy
accommodation remained appropriate.

As a result, the FOMC has maintained

the exceptionally low target range of 0 to

Va percent for the federal funds rate and kept

the Federal Reserve’s holdings of longer-term
securities at sizable levels. The Committee has
also continued to provide forward guidance
bearing on the anticipated path of the federal
funds rate. In particular, the FOMC has
stressed that in deciding how long to maintain
the current target range, it will consider a
broad set of indicators to assess realized and
expected progress toward its objectives. On
the basis of its assessment, the Committee
indicated in its two most recent postmeeting
statements that it can be patient in beginning
to normalize the stance of monetary policy.

To further emphasize the data-dependent
nature of its policy stance, the FOMC

has stated that if incoming information
indicates faster progress toward its policy
objectives than the Committee currently
expects, increases in the target range for

the federal funds rate will likely occur

sooner than the Committee anticipates. The
FOMC has also indicated that in the case

of slower-than-expected progress, increases

in the target range will likely occur later

than currently anticipated. Moreover, the
Committee continues to expect that, even after
employment and inflation are near mandate-
consistent levels, economic conditions may, for
some time, warrant keeping the target federal
funds rate below levels the Committee views as
normal in the longer run.

As part of prudent planning, the Federal
Reserve has continued to prepare for the
eventual normalization of the stance and
conduct of monetary policy. The FOMC
announced updated principles and plans

for the normalization process following its
September meeting and has continued to test
the operational readiness of its monetary
policy tools. The Committee remains confident
that it has the tools it needs to raise short-
term interest rates when doing so becomes
appropriate, despite the very large size of the
Federal Reserve’s balance sheet.



PART 1

ReCeNT EcoNnoMIC AND FINANCIAL DEVELOPMENTS

The labor market continued to improve in the second half of last year and early this year. Job

gains have averaged close to 280,000 per month since June, and the unemployment rate fell from

6.1 percent in June to 5.7 percent in January. Even so, the labor market likely has not yet fully
recovered, and wage growth has remained slow. Since June, a steep drop in crude oil prices has
exerted downward pressure on overall inflation, and non-energy price increases have been subdued
as well. The price index for personal consumption expenditures (PCE) increased only ¥ percent
during the 12 months ending in December, a rate that is well below the Federal Open Market
Committee’s (FOMC) longer-run objective of 2 percent; the index excluding food and energy prices
was up 1Y% percent over this period. Survey measures of longer-run inflation expectations have been
stable, but measures of inflation compensation derived from financial market quotes have moved
down. Meanwhile, real gross domestic product (GDP) increased at an estimated annual rate of

3% percent in the second half of the year, up from a reported rate of just 1%« percent in the first half.
The growth in GDP has been supported by accommodative monetary policy and generally favorable
financial conditions, the boost to households’ purchasing power from lower oil prices, and improving
consumer and business confidence. However, housing market activity has been advancing only
slowly, and sluggish growth abroad and the higher foreign exchange value of the dollar have weighed
on net exports. Longer-term interest rates in the United States and other advanced economies
declined, on net, amid disappointing growth and low inflation abroad and the associated actual and
anticipated accommodative monetary policy actions by foreign central banks.

Domestic Developments

The labor market has strengthened
further . ..

Employment rose appreciably and the
unemployment rate fell in the second half of
2014 and early this year. Payroll employment
has increased by an average of about 280,000
per month since June, almost 40,000 faster
than in the first half of last year (figure 1).
The gain in payroll employment for 2014 as a
whole was the largest for any year since 1999.
In addition, the unemployment rate continued
to move down, declining from 6.1 percent in
June to 5.7 percent in January of this year,

a rate more than 4 percentage points below
its peak in 2009. Furthermore, a substantial
portion of the decline in unemployment

over the past year came from a decrease

in the number of individuals reporting
unemployment spells longer than six months.

The labor force participation rate has been
roughly flat since late 2013 after having

declined not only during the recession, but
also during much of the recovery period when
most other indicators of labor market health
were improving (figure 2). While much of that
decline likely reflected ongoing demographic
trends—such as the aging of members

of the baby-boom generation into their
retirement years—some of the decline likely

1. Net change in payroll employment
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2. Labor force participation rate and reflected workers’ perceptions of poor job
employment-to-population ratio opportunities. Judged against the backdrop
of a declining trend, the recent stability
of the participation rate likely represents
_ — 68 some cyclical improvement. Nevertheless,
the participation rate remains lower than

Monthly Percent

- % would be expected given the unemployment

— — 64 rate, and thus it continues to suggest more

N pg;;'i‘;‘i’;afg;ffmw e cyclical weakness than is indicated by the
unemployment rate.

— 60

Another sign that the labor market remains
58 . .
Employment-to-population rativ weaker than indicated by the unemployment
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2000 2003 2005 2007 200 o1 30 sors rate alone is the still elev:ated share of wprkers
. - who are employed part time but would like

Note: Both series are a percent of the population aged 16 and over. . . .

Source: Department of Labor, Bureau of Labor Statistics. to work full time. This share of 1nvoluntary
part-time employees has generally shown less
improvement than the unemployment rate
over the past few years; in part for this reason,
the more comprehensive U-6 measure of
labor underutilization remains quite elevated
(figure 3).

Nevertheless, most broad measures of
labor market health have improved. With
employment rising and the participation

3. Measures of labor underutilization

Monthly Percent
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Norte: U-4 measures total unemployed plus discouraged workers, as a percent of the labor force plus discouraged workers. Discouraged workers are a subset of
marginally attached workers who are not currently looking for work because they believe no jobs are available for them. U-5 measures total unemployed plus all
marginally attached to the labor force, as a percent of the labor force plus persons marginally attached to the labor force. Marginally attached workers are not in
the labor force, want and are available for work, and have looked for a job in the past 12 months. U-6 measures total unemployed plus all marginally attached
workers plus total employed part time for economic reasons, as a percent of the labor force plus all marginally attached workers. The shaded bar indicates a
period of business recession as defined by the National Bureau of Economic Research.

Source: Department of Labor, Bureau of Labor Statistics.



rate holding steady, the employment-to-
population ratio climbed noticeably higher in
2014 and early 2015 after having moved more
or less sideways for much of the recovery.

The quit rate, which is often perceived as a
measure of worker confidence in labor market
opportunities, has largely recovered to its pre-
recession level. Moreover, an index constructed
by Federal Reserve Board staff that aims to
summarize movements in a wide array of labor
market indicators also suggests that labor
market conditions strengthened further in
2014, and that the gains have been quite strong
in recent months (figure 4).'

. . . while gains in compensation have
been modest . . .

Even as the labor market has been improving,
most measures of labor compensation have
continued to show only modest gains. The
employment cost index (ECI) for private
industry workers, which measures both wages
and the cost of employer-provided benefits,
rose 2% percent over the 12 months ending in
December, only slightly faster than the gains
of about 2 percent that had prevailed for
several years. Two other prominent measures
of compensation—average hourly earnings
and business-sector compensation per hour—
increased slightly less than the ECI over the
past year and have shown fewer signs of
acceleration (figure 5). Over the past five years,
the gains in all three of these measures of
nominal compensation have fallen well short
of their pre-recession averages and have only
slightly outpaced inflation. That said, the drop
in energy prices has pushed up real wages in
recent months.

1. For details on the construction of the labor market
conditions index, see Hess Chung, Bruce Fallick,
Christopher Nekarda, and David Ratner (2014),
“Assessing the Change in Labor Market Conditions,”
Finance and Economics Discussion Series 2014-109
(Washington: Board of Governors of the Federal
Reserve System, December), www.federalreserve.gov/
econresdata/feds/2014/files/2014109pap.pdf.
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4. Change in labor market conditions index
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Independent Business.

5. Measures of change in hourly compensation
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6. Change in total business sector output per hour

Percent, annual rate
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Note: Changes arc measured from Q4 of the year immediately preceding
the period through Q4 of the final year of the period.
Source: Department of Labor, Bureau of Labor Statistics.

. . . and productivity growth has been
lackluster

Over time, increases in productivity are the
central determinant of improvements in living
standards. Labor productivity in the private
business sector has increased at an average
annual pace of 1% percent since the recession
began in late 2007. This pace is close to the
average that prevailed between the mid-
1970s and the mid-1990s, but it is well below
the pace of the earlier post-World War II
period and the period from the mid-1990s

to the eve of the financial crisis (figure 6). In
recent years, productivity growth has been
held down by, among other factors, the sharp
drop in businesses’ capital expenditures over
the recession and the moderate recovery in
expenditures since then. Productivity gains
may be better supported in the future as
investment continues to strengthen.

A plunge in crude oil prices has held
down consumer prices . . .

As discussed in the box “The Effect of the
Recent Decline in Oil Prices on Economic
Activity,” crude oil prices have plummeted
since June 2014. This sharp drop has caused
overall consumer price inflation to slow,
mainly due to falling gasoline prices: The
national average of retail gasoline prices
moved down from about $3.75 per gallon in
June to about $2.20 per gallon in January.
Crude oil prices have turned slightly higher
in recent weeks, and futures markets suggest
that prices are expected to edge up further in
coming years; nevertheless, oil prices are still
expected to remain well below the levels that
had prevailed through last June.

Over the past six months, increases in food
prices have moderated. Consumer food price
increases had been somewhat elevated in early
2014 as a result of rising food commodity
prices, but those commodity prices have since
eased, and increases at the retail level have
slowed accordingly.



. . . but even outside of the energy and

food categories, inflation has remained
subdued

Inflation for items other than food and energy
(so-called core inflation) remains modest.
Core PCE prices rose at an annual rate of
only about 1 percent over the last six months
of 2014 after having risen at a 1% percent
rate in the first half of the year; for 2014 as

a whole, core PCE prices were up a little
more than 1Y% percent (figure 7). The trimmed
mean PCE price index, an alternative indicator
of underlying inflation constructed by the
Federal Reserve Bank of Dallas, also
increased more slowly in the second half of
last year. Falling import prices likely held
down core inflation in the second half of

the year; lower oil prices, and easing prices
for commodities more generally, may have
played a role as well. In addition, ongoing
resource slack has reinforced the low-inflation
environment, though with the improving
economy, downward pressure from this factor
is likely waning.

Looking at the overall basket of items that
people consume, price increases remain muted
and below the FOMC'’s longer-run objective of
2 percent. In December, the PCE price index
was only % percent above its level from a year
earlier. With retail surveys showing a further
sharp decline in gasoline prices in January,
overall consumer prices likely moved lower
early this year.

Survey-based measures of longer-term
inflation expectations have remained
stable, while market-based measures of
inflation compensation have declined

The Federal Reserve tracks indicators

of inflation expectations because such
expectations likely factor into wage- and
price-setting decisions and so influence
actual inflation. Survey-based measures of
longer-term inflation expectations, including
surveys of both households and professional
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7. Change in the chain-type price index for personal
consumption expenditures
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The Effect of the Recent Decline in Oil Prices

on Economic Activity

Since June, the price of crude oil has fallen
sharply, on net, with the spot price of Brent (the blue
line in figure A) dropping about 50 percent and the
price of the December 2017 futures contract (the
black line in figure A) declining about 25 percent.
Although weaker-than-expected global oil demand
has contributed to the fall in prices, much of the
decline is likely due to favorable supply factors,
including the rapid growth of U.S. oil production, the
surprising strength of oil exports from Libya and Iraq,
and OPEC’s decision to maintain production levels
despite declining prices. The drop in oil prices has a
number of economic implications, including a sizable
but temporary reduction in consumer price inflation.
This discussion reviews some of the channels through
which the recent fall in oil prices is anticipated to
affect economic activity in the United States and
globally.

One important channel through which a decline
in oil prices affects the global economy is the transfer
of wealth from oil producers to oil consumers. As
shown in the table, the largest net oil-importing

A. Brent spot and futures prices
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countries—and thus the prime beneficiaries of lower
oil prices—are the emerging Asian economies,
Japan, the euro area, and, despite recent sharp
increases in oil production, the United States.'
Losses are concentrated in the oil-producing
countries, including those of the Middle East, Russia,
Venezuela, and, to a lesser extent, Canada and
Mexico. (Lower oil prices have also destabilized
financial markets in Russia and Venezuela.) Globally,
the wealth transfer nets to zero, but the overall

1. Although many of the largest oil importers also are oil
producers, and thus have some domestic losses as well as
gains, net exports of oil by country provides a useful proxy
for the global distribution of gains and losses following a
price change.

Net oil and petroleum product exports

Millions of | Percent of
barrels per GDP
day
Emerging Asia ex. China............ccccoeunv.. | -9.9 -5.9
JAPAR ... i R AR SR RS —44 =37
Euro area -9.2 -3.0
China.......occconinvnnrenns -5.8 -2.6
United States -6.6 -1.6
Central and South America -0.8 -0.8
exX. VEnezuela.........covvrrnveienirenincnnenend

Mexico 0.9 2.8
Canada ........coociveerecneen 1.6 37
RUSSIA .o 7.0 13.8
Middle East .......coccorrivneicncrersrncrnnen, 19.1 29.8
Venezuela . 1.7 310

Note: The data are for 2013. Share of GDP is an approximation
based on net export volumes valued at the Brent price on June 17,
2014 (3113.30). GDP is gross domestic product.

Source: Department of Energy; International Monetary Fund.




effect on global economic activity is likely to be
stimulative in the near term; oil consumers tend to
spend a substantial portion of the windfall, while oil
producers generally absorb at least some of the initial
effect through reduced saving or higher borrowing.

In the United States, the wealth transfer just
discussed is likely to be most apparent in supporting
consumer spending, as lower gasoline prices boost
the real disposable income of consumers. Indeed, the
recent rise in consumer sentiment and improvements
in survey measures of expected income growth
suggest that households are reacting quite positively
to lower gasoline prices.

The stimulus from higher U.S. consumption is
likely to be somewhat offset by reduced investment
in the oil sector. Already there has been a sharp
decline in the number of oil drilling rigs in operation
(figure B), and a number of oil companies have cut
their capital expenditure plans. Nonetheless, the
direct effect on U.S. gross domestic product (GDP)

B. Domestic oil drilling rigs in operation
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of such a decline will be small because investment
in the oil sector—though rising in recent years—
accounts for only about 1 percent of GDP.

Lower oil-sector investment is likely to weigh on
U.S. oil production, which has grown at a torrid pace
in recent years (figure C). So far, however, U.S. oil
production has yet to decline. The continued strength
of production despite falling investment reflects both
a propensity to cut investment in the least productive
projects first and a large stock of partially completed
wells that are likely to still come on line.

While there is a general consensus that lower
oil prices should boost U.S. and global economic
activity, considerable uncertainty exists regarding
the ultimate size of the effect. All in all, however,
for the United States as a whole, it is likely that the
additional disposable income resulting from lower
gasoline prices will provide a significant boost to
consumer spending that will far exceed the drag from
lower investment in the oil sector.

C. Domestic crude oil extraction
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8. Median inflation expectations
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Professional Forecasters (SPF).

9. Change in real gross domestic product, gross domestic
income, and private domestic final purchases

Percent, annual rate
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forecasters, have been quite stable over the
past 15 years; in particular, they have changed
little, on net, over the past few years (figure 8).
In contrast, measures of longer-term inflation
compensation derived from financial market
instruments have fallen noticeably during

the past several months. As is discussed

in more detail in the box “Challenges in
Interpreting Measures of Longer-Term
Inflation Expectations,” deducing the sources
of changes in inflation compensation is
difficult because such movements may be
caused by factors other than shifts in market
participants’ inflation expectations.

Economic activity expanded at a strong
pace in the second half of 2014

Real GDP is estimated to have increased at an
annual rate of 3% percent in the second half
of last year after a reported increase of just
1% percent in the first half, when output was
likely restrained by severe weather and other
transitory factors (figure 9). Private domestic
final purchases—a measure of household and
business spending that tends to exhibit less
quarterly variation than GDP—also advanced
at a substantial pace in the second half of

last year.

The second-half gains in GDP reflected
solid advances in consumer spending and in
business investment spending on equipment
and intangibles (E&I) as well as subdued
gains for both residential investment and
nonresidential structures. More generally,
the growth in GDP has been supported by
accommodative financial conditions, including
declines in the cost of borrowing for many
households and businesses; by a reduction
in the restraint from fiscal policy relative to
2013; and by increases in spending spurred
by continuing job gains and, more recently,
by falling oil prices. The gains in GDP

have occurred despite an appreciating U.S.
dollar and concerns about global economic



growth, which remain an important source of
uncertainty for the economic outlook.

Consumer spending was supported by
continuing improvement in the labor
market and falling oil prices, . ..

Real PCE rose at an annual rate of 3% percent
in the second half of 2014—a noticeable
step-up from the sluggish rate of only about
2 percent in the first half (figure 10). The
increases in spending have been supported

by the improving labor market. In addition,
the fall in gasoline and other energy prices
has boosted purchasing power for consumers,
especially those in lower- and middle-income
brackets who spend a sizable share of their
income on gasoline. Real disposable personal
income—that is, income after taxes and
adjusted for price changes—rose 3 percent at
an annual rate in the second half of last year,
roughly double the average rate recorded over
the preceding five years.

. . . further increases in household wealth
and low interest rates, . . .

Consumer spending growth was also likely
supported by further increases in household
net worth, as the stock market continued to
rise and house prices moved up in the second
half of last year. The value of corporate
equities rose about 10 percent in 2014, on

top of the 30 percent gain seen in 2013.
Although the gains in house prices slowed last
year—for example, the CoreLogic national
index increased only 5 percent after having
risen more substantially in 2012 and 2013—
these gains affected a larger share of the
population than did the gains in equities, as
more individuals own homes than own stocks
(figure 11). Reflecting increases in home and
equity prices, aggregate household net wealth
has risen appreciably from its levels during
the recession and its aftermath to more than
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10.  Change in real personal consumption expenditures
and disposable personal income

Percent, annual rate
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Challenges in Interpreting Measures of Longer-Term

Inflation Expectations

In many economic models, inflation expectations
are an important determinant of the behavior of
actual inflation. For this reason, measures of inflation
expectations are widely followed. Although none of the
available measures is perfect, surveys of individuals,
economists, and professional forecasters all shed
some light on the inflation expectations of different
groups. For the most part, these survey-based measures
have been quite stable in recent years in the United
States. Many analysts credit that stability with helping
to keep the variation in actual inflation fairly limited
despite pressures (such as the deep recession and sharp
changes in energy prices) that might have had the
potential to induce more substantial and long-lasting
changes in inflation.

Measures of expected inflation can also be derived
from financial instruments whose payouts are linked to
inflation. For example, inflation compensation implied
by Treasury Inflation-Protected Securities (TIPS), known
as the TIPS breakeven inflation rate, is defined as the
difference, at comparable maturities, between yields on
nominal Treasury securities and yields on TIPS, which
are indexed to headline consumer price index (CPI)
inflation. Inflation swaps—contracts in which one party
makes payments of certain fixed nominal amounts in
exchange for cash flows that are indexed to cumulative
CPl inflation over some horizon—provide alternative
measures of inflation compensation. These measures
of inflation compensation provide information about
market participants’ expectations of inflation, but
that information is generally obscured by other sources
of variation.

Both of those market-based measures of inflation
compensation have declined noticeably since early
August (figure A). Focusing on inflation compensation
5 to 10 years ahead is useful, particularly for monetary
policy, because it gives a sense of where market
participants expect inflation to settle in the long term
after developments influencing inflation in the short
term have run their course. The 5-to-10-year-forward
inflation compensation measure computed from TIPS
fell from an annual rate of around 2¥: percent in early
August to below 2 percent in January; over the same
period, the swaps-based measure fell from around
2% percent to a little more than 2 percent. Market
participants have offered several potential explanations
for these declines, including the effects of the plunge in

oil prices and soft readings on overall and core inflation
as well as concerns about the global growth outlook
and disinflationary pressure abroad.'

The Federal Open Market Committee’s (FOMC)
2 percent inflation objective is stated in terms of the
price index for personal consumption expenditures
(PCE), and PCE price inflation tends to run a few tenths
of a percentage point lower, on average, than the CPI
inflation used in pricing TIPS and inflation swaps. Thus,
if these recent readings on inflation compensation
could be interpreted as direct measures of expected
CPl inflation, then they would probably correspond
to expectations for PCE inflation that are lower than
the Committee’s objective. Recent FOMC statements
have noted that the Committee will monitor both
survey measures and these market-based inflation
compensation measures closely.

1. In support of the latter explanation, market participants
also noted the decline of inflation compensation abroad,
in particular in the euro area. One possible reason for the
effects of oil prices and realized inflation on longer-term
inflation compensation is that, in response to changes in the
intermediate-term inflation outlook, investors are reportedly
more likely to adjust their positions in the more recently
issued, and thus more liquid, longer-term TIPS rather than the
older-vintage TIPS with shorter remaining maturities.

A. 5-to-10-year-forward inflation compensation
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Inflation compensation is distinct from inflation
expectations, however, as both TIPS- and swaps-
based measures of inflation compensation reflect
not only expected inflation, but also an inflation risk
premium-—the compensation that holders of nominal
securities demand for bearing inflation risk—as well
as other premiums driven by liquidity differences and
shifts in the relative supply and demand of nominal
versus inflation-indexed securities. Federal Reserve
System staff maintain several term structure models
aimed at disentangling the various components of
inflation compensation and providing estimates of
inflation expectations and risk premiums.2 Most staff
models suggest that 5-to-10-year inflation expectations
have remained relatively stable since last summer.
Instead, the models tend to attribute at least part of the
decline in inflation compensation to some reduction
in inflation risk premiums and the effects of the other
factors included in the models. However, these models
cannot fully explain the recent decline in inflation
compensation.

Distributions of future inflation derived from
surveys and inflation options also display an interesting
divergence. Distributions of inflation 5 to 10 years
ahead that are derived from surveys of primary dealers

2. For further details, see Michael Abrahams, Tobias Adrian,
Richard Crump, and Emanuel Moench (2012), “Decomposing
Real and Nominal Yield Curves,” Federal Reserve Bank of
New York Staff Reports, no. 570 (New York: FRB New York,
September, revised October 2013), www.newyorkfed.org/
research/staff_reports/sr570.html; Jens H.E. Christensen,

Jose A. Lopez, and Glenn D. Rudebusch (2010), “inflation
Expectations and Risk Premiums in Arbitrage-Free Model of
Nominal and Real Bond Yields,” Journal of Money, Credit
and Banking, vol. 42 (September, issue supplement s1),

pp. 143-78; Stefania D’Amico, Don H. Kim, and Min Wei
(2014}, “Tips from TIPS: The Informational Content of Treasury
Inflation-Protected Security Prices,” Finance and Economics
Discussion Series 2014-24 (Washington: Board of Governors
of the Federal Reserve System, January), www.federalreserve.
gov/pubs/feds/2014/201424/201424pap.pdf; Andrea Ajello,
Luca Benzoni, and Olena Chyruk (2012), “Core and ‘Crust’:
Consumer Prices and the Term Structure of Interest Rates,”
available at SSRN: http://ssrn.com/abstract=1851906 or http://
dx.doi.org/10.2139/ssrn.1851906; and Joseph G. Haubrich,
George G. Pennacchi, and Peter Ritchken (2012), “Inflation
Expectations, Real Rates, and Risk Premia: Evidence from
Inflation Swaps,” Review of Financial Studies, vol. 25 (5),

pp. 1588-629.
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have remained stable since last summer—consistent
with the stability of the other survey measures cited
earlier. In contrast, information gleaned from 10-
year inflation options (that is, caps and floors, which
pay the holder when inflation is higher or lower
than specified levels) suggests that investors may
have recently become more concerned about lower
inflation outcomes and less concerned about higher
inflation outcomes. This shift could reflect an increase
in the investors’ perceived likelihood of low inflation
outcomes, but it could also reflect an increased
willingness to pay higher premiums for insurance
against such outcomes as well as other possible factors
depressing long-horizon inflation compensation.
Thus, the results from the Federal Reserve’s staff
models are consistent with readings from surveys of
primary dealers, economists, professional forecasters,
and consumers, all of which indicate that longer-run
inflation expectations have remained generally stable
(figure B). However, given the uncertainties in inferring
inflation expectations from the market measures of
inflation compensation, one cannot rule out a decline
in inflation expectations among market participants.

B. Survey measures of longer-term inflation expectations

Percent
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Note: The Survey of Professional Forecasters (SPF) serics starts on March
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on June 2007 and extends through December 2014. The Survey of Primary
Dealers series starts on January 2011 and extends through January 2015. CPI
is consumer price index.

Source: Federal Reserve Bank of Philadelphia, Survey of Professional
Forecasters (SPF), Blue Chip Financial Forecasts; Federal Reserve Bank of
New York, Survey of Primary Dealers.
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12.  Wealth-to-income ratio
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Commerce, Burcau of Economic Analysis.

13. Household debt service
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14, Changes in household debt

Billions of dallars, monthly rate

B Mortgages
o W Consumer credit — 1000
— [\ — Sum — 800
600

400

400

2007 2008 2009 2010 2011 2012 2013 2014

Note: Changes arc calculated from ycar-end to ycar-end, except 2014
changes, which are calculated from Q3 to Q3.
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six times the value of disposable personal
income (figure 12).

Coupled with low interest rates, the rise in
incomes has lowered debt payment burdens for
many households. The household debt service
ratio—that is, the ratio of required principal
and interest payments on outstanding
household debt to disposable personal
income—has remained at a very low level by
historical standards (figure 13).

.. . and increased credit availability for
consumers

Consumer credit continued to expand through
late 2014, as auto and student loans have
remained available even to borrowers with
lower credit scores (figure 14). In addition,
credit cards have become somewhat more
accessible to individuals on the lower end of
the credit spectrum, and overall credit card
debt increased moderately last year.

Consumer confidence has moved up

Consistent with the improvement in the labor
market and the fall in energy prices, indicators
of consumer sentiment moved up noticeably
in the second half of last year. The University
of Michigan Surveys of Consumers’ index

of consumer sentiment—which incorporates
households’ views about their own financial
situations as well as broader economic
conditions—has moved up strongly, on net,

in recent months and is now close to its
long-run average (figure 15). The Michigan
survey’s measure of households’ expectations
of real income changes in the year ahead

has also continued to trend up over the past
several months, perhaps reflecting the fall in
gasoline prices. However, this measure remains
substantially below its historical average and
suggests a more guarded outlook than the
headline sentiment index.

However, the pace of homebuilding has
improved only slowly

After advancing reasonably well in 2012
and early 2013, the recovery in residential



construction activity has slowed markedly.
Single-family housing starts only edged up in
2014, and multifamily construction activity
was also little changed (figure 16). And sales
of both new and existing homes were flat, on
net, last year (figure 17). In all, real residential
investment rose only 2% percent in 2014, and it
remains well below its pre-recession peak. The
weak recovery in construction likely relates

to the rate of household formation, which,
notwithstanding tentative signs of a recent
pickup, has generally stayed very low despite
the improvement in the labor market.

Lending policies for home purchases remained
tight overall, although there are some
indications that mortgage credit has started

to become more widely accessible. Over the
course of 2014, the fraction of home-purchase
mortgages issued to borrowers with credit
scores on the lower end of the spectrum edged
up. Additionally, in the Senior Loan Officer
Opinion Survey on Bank Lending Practices
(SLOOS), several large banks reported

having eased lending standards on prime
home-purchase loans in the third and fourth
quarters of last year.? In January, the Federal
Housing Administration reduced its mortgage
insurance premiums by about one-third of the
level that had prevailed during the past four
years—a step that may lower the cost of credit
for households with small down payments
and low credit scores. Even so, mortgages
have remained difficult to obtain for many
households.

Meanwhile, for borrowers who can qualify

for a mortgage, the cost of credit is low. After
rising appreciably around mid-2013, mortgage
interest rates have since retraced much of those
increases. The 30-year fixed mortgage rate
declined roughly 60 basis points in 2014,

and it has edged down further, on net, this
year to a level not far from its all-time low

2. The SLOOS is available on the Board’s website at
www.federalreserve.gov/boarddocs/snloansurvey.
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15. Indexes of consumer sentiment and income expectations
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16. Private housing starts and permits
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17. New and existing home sales
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18. Mortgage interest rate and mortgage refinance index
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19. Change in real business fixed investment
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20. Selected components of net financing for nonfinancial
businesses
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in 2012 (figure 18). Likely related to the most
recent decline in mortgage rates, refinancing
activity rose modestly in January.

Overall business investment has moved
up, but investment in the energy sector is
starting to be affected by the drop in oil
prices

Business fixed investment rose at an annual
rate of 5% percent in the second half of

2014, close to the rate of increase seen in the
first half. Spending on E&I capital rose at an
annual rate of about 6 percent, while spending
on nonresidential structures moved up about
4 percent (figure 19). Business investment

has been supported by strengthening final
demand as well as by low interest rates and
generally accommodative financial conditions.
Regarding nonresidential structures, vacancy
rates for existing properties have been
declining, and financing conditions for new
construction have eased further—both factors
that bode well for future construction. More
recently, however, the steep decline in the
number of drilling rigs in operation suggests
that a sharp falloff in the drilling and mining
component of investment in nonresidential
structures may be under way.

Corporate financing conditions were
generally favorable

The financial condition of large nonfinancial
firms generally remained solid in the second
half of last year; profitability stayed high,
and default rates on nonfinancial corporate
bonds were generally very low. Nonfinancial
firms have continued to raise funds through
capital markets at a robust pace, given
sturdy corporate credit quality, historically
low interest rates on corporate bonds, and
highly accommodative lending conditions
for most firms (figures 20 and 21). Bond
issuance by investment-grade nonfinancial
firms, and syndicated lending to those firms,
have both been particularly strong. However,
speculative-grade issuance in those markets,
which had remained elevated for most of 2014
diminished late in the year, because volatility

3



increased and spreads widened and perhaps
also because of greater scrutiny by regulators
of syndicated leveraged loans with weaker
credit quality and lower repayment capacity.

Credit also was readily available to most
bank-dependent businesses. According to

the October 2014 and January 2015 SLOOS
reports, banks generally continued to ease
price and nonprice terms on commercial

and industrial (C&I) loans to firms of all

sizes in the second half of 2014. That said,

in the fourth quarter, several banks reported
having tightened lending policies for oil and
gas firms or, more broadly, in response to
legislative, supervisory, or accounting changes.
In addition, although overall C&I loans on
banks’ books registered substantial increases
in the second half of 2014, loans to businesses
in amounts of $1 million or less—a proxy for
lending to small businesses—increased only
modestly. The weak growth in these small
loans appears largely due to sluggish demand;
however, bank lending standards to small
businesses are still reportedly somewhat tighter
than the midpoint of their range over the past
decade despite considerable loosening over the
past few years,

Net exports held down second-half real
GDP growth slightly

Exports increased at a modest pace in the
second half of 2014, held back by lackluster
growth abroad as well as the appreciation of
the dollar. Import growth was also relatively
subdued, despite the impetus from the stronger
dollar, and was well below the pace observed
in the first half (figure 22). All told, real net
trade was a slight drag on real GDP growth in
the second half of 2014.

The current account deficit was little changed
in the third quarter of 2014 and, at 2% percent
of nominal GDP, was near its narrowest
reading since the late 1990s (figure 23). The
current account deficit in the first three
quarters of 2014 was financed mainly by
purchases of Treasury and corporate securities
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21.  Corporate bond yields, by securities rating
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22. Change in real imports and exports of goods
and services

Percent, annual rate

W Imports
W Exports 12

L ] | | l I [

L | J
2008 2009 2010 2011 2012 2013 2014

Sourct: Department of Commerce, Burcau of Economic Analysis.

23. U.S. trade and current account balances
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24. U.S. net financial inflows
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25. Change in real government expenditures on
consumption and investment
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by foreign private investors (figure 24). In
contrast, the pace of foreign official purchases
in the first three quarters of the year was the
slowest in more than a decade, reflecting a
significant slowdown in reserve accumulation
by emerging market economies (EMEs).

Federal fiscal policy was less of a drag on
GDP...

Fiscal policy at the federal level had been a
factor restraining GDP growth for several
years, especially in 2013. In 2014, however,

the contractionary effects of tax and spending
changes eased appreciably as the restraining
effects of the 2013 tax increases abated and
there was a slowing in the declines in federal
purchases due to sequestration and the Budget
Control Act of 2011 (figure 25). Moreover,
some of the overall drag on demand was offset
in 2014 by an increase in transfers resulting
from the Affordable Care Act.

The federal unified deficit narrowed further
last year, reflecting both the previous years’
spending cuts and an increase in tax receipts
resulting from the ongoing economic
expansion (figure 26). The budget deficit was
2% percent of GDP for fiscal year 2014, and
the Congressional Budget Office projects
that it will be about 2% percent in 2015. As a
result, overall federal debt held by the public
stabilized as a share of GDP in 2014, albeit at
a relatively high level (figure 27).

.. . and state and local government
expenditures are also turning up

The expansion of economic activity has

also led to continued slow improvements in
the fiscal position of most state and local
governments. Consistent with improving
finances, states and localities expanded
employment rolls in 2014 (figure 28).
Furthermore, state and local expenditures on
construction projects rose a touch last year
following several years of declines.



Financial Developments

The expected path for the federal funds
rate flattened

Market participants seemed to judge the
incoming domestic economic data since the
middle of last year, especially the employment
reports, as supporting expectations for
continued economic expansion in the United
States; however, concerns about the foreign
economic outlook weighed on investor
sentiment. On balance, market-based measures
of the expected (or mean) path of the federal
funds rate through late 2017 have flattened,
but the expected timing of the initial increase
in the federal funds rate from its current target
range was about unchanged. In addition,
according to the results of the most recent
Survey of Primary Dealers and the Survey

of Market Participants, both conducted

by the Federal Reserve Bank of New York
just prior to the January FOMC meeting,
respondents judged that the initial increase in
the target federal funds rate was most likely
to occur around mid-2015, little changed
from the results of those surveys from last
June.? Meanwhile, in part because the passage
of time brought the anticipated date of the
initial increase in the federal funds rate closer,
measures of policy rate uncertainty based on
interest rate derivatives edged higher, on net,
from their mid-2014 levels.

Longer-term Treasury yields and other
sovereign benchmark yields declined

Yields on longer-term Treasury securities have
continued to move down since the middle of
last year on net (figure 29). In particular, the
yields on 10- and 30-year nominal Treasury
securities declined about 40 basis points and
60 basis points, respectively, from their levels
at the end of June 2014. The decreases in

3. The results of the Survey of Primary Dealers and
of the Survey of Market Participants are available on
the Federal Reserve Bank of New York’s website at
www.newyorkfed.org/markets/primarydealer_survey_
questions.html and www.newyorkfed.org/markets/
survey_market_participants.html, respectively.
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29. Yields on nominal Treasury securities
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longer-term yields were driven especially by
reductions in longer-horizon forward rates.
For example, the 5-year forward rate 5 years
ahead dropped about 80 basis points over the
same period. Long-term benchmark sovereign
yields in advanced foreign economies (AFEs)
have also moved down significantly in response
to disappointing growth and very low and
declining rates of inflation in a number of
foreign countries as well as the associated
actual and anticipated changes in monetary
policy abroad.

The declines in longer-term Treasury yields
and long-horizon forward rates seem to largely
reflect reductions in term premiums—the
extra return investors expect to obtain from
holding longer-term securities as opposed to
holding and rolling over a sequence of short-
term securities for the same period. Market
participants pointed to several factors that
may help to explain the reduction in term
premiums. First, very low and declining AFE
yields and safe-haven flows associated with
the deterioration in the foreign economic
outlook likely have increased demand for
Treasury securities. Second, the weaker foreign
economic outlook coupled with the steep
decline in oil prices may have led investors to
put higher odds on scenarios in which U.S.
inflation remains quite low for an extended
period. Investors may see nominal long-term
Treasury securities as an especially good hedge
against such risks. Finally, market participants
may have increased the probability they attach
to outcomes in which U.S. economic growth

is persistently subdued. Indeed, the 5-year
forward real yield 5 years ahead, obtained
from yields on Treasury Inflation-Protected
Securities, has declined further, on net, since
the middle of last year and stands well below
levels commonly cited as estimates of the
longer-run real short rate.

Consistent with moves in the yields on longer-
term Treasury securities, yields on 30-year
agency mortgage-backed securities (MBS)—an
important determinant of mortgage interest



rates—decreased about 30 basis points, on
balance, over the second half of 2014 and
early 2015 (figure 30).

Liquidity conditions in Treasury and
agency MBS markets were generally
stable . .. '

On balance, indicators of Treasury market
functioning remained stable over the second
half of 2014 even as the Federal Reserve
trimmed the pace of its asset purchases and
ultimately brought the purchase program to

a close at the end of October. The Treasury
market experienced a sharp drop in yields and
significantly elevated volatility on October 15,
as technical factors reportedly amplified

price movements following the release of the
somewhat weaker-than-expected September
U.S. retail sales data. However, market
conditions recovered quickly and liquidity
measures, such as bid-asked spreads, have
been generally stable since then. Moreover,
Treasury auctions generally continued to be
well received by investors.

As in the Treasury market, liquidity conditions
in the agency MBS market were generally
stable, with the exception of mid-October.
Dollar-roll-implied financing rates for
production coupon MBS—an indicator of

the scarcity of agency MBS for settlement—
suggested limited settlement pressures in these
markets over the second half of 2014 and early
2015 (figure 31).

. . . and short-term funding markets
also continued to function well as rates
moved slightly higher overall

Conditions in short-term dollar funding
markets also remained stable during the
second half of 2014 and early 2015. Both
unsecured and secured money market rates
moved modestly higher late in 2014 but
remained close to their averages since the
federal funds rate reached its effective lower
bound. Unsecured offshore dollar funding
markets generally did not exhibit signs of
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32. Equity prices
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stress, and the repurchase agreement, or repo,
market functioned smoothly with modest year-
end pressures.

Money market participants continued to focus
on the ongoing testing of the Federal Reserve’s
monetary policy tools. The offering rate in the
overnight reverse repurchase agreement (ON
RRP) exercise has continued to provide a soft
floor for other rates on secured borrowing,
and the term RRP testing operations that were
conducted in December and matured in early
January seemed to help alleviate year-end
pressures in money markets. For a detailed
discussion of the testing of monetary policy
tools, see the box “Additional Testing of
Monetary Policy Tools” in Part 2.

Broad equity price indexes rose despite
higher volatility, while risk spreads on
corporate debt widened

Over the second half of 2014 and early 2015,
broad measures of U.S. equity prices increased
further, on balance, but stock prices for the
energy sector declined substantially, reflecting
the sharp drops in oil prices (figure 32).
Although increased concerns about the foreign
economic outlook seemed to weigh on risk
sentiment, the generally positive tone of U.S.
economic data releases as well as declining
longer-term interest rates appeared to provide
support for equity prices. Overall equity
valuations by some conventional measures

are somewhat higher than their historical
average levels, and valuation metrics in some
sectors continue to appear stretched relative to
historical norms. Implied volatility for the
S&P 500 index, as calculated from options
prices, increased moderately, on net, from low
levels over the summer.

Corporate credit spreads, particularly those
for speculative-grade bonds, widened from
the fairly low levels of last summer, in part
because of the underperformance of energy
firms. Overall, corporate bond spreads across
the credit spectrum have been near their
historical median levels recently. For further



discussion of asset prices and other financial
stability issues, see the box “Developments
Related to Financial Stability.”

Bank credit and the M2 measure of the
money stock continued to expand

Aggregate credit provided by commercial
banks increased at a solid pace in the second
half of 2014 (figure 33). The expansion in
bank credit was mainly driven by moderate
loan growth coupled with continued robust
expansion of banks’ holdings of U.S. Treasury
securities, which was reportedly influenced by
efforts of large banks to meet the new Basel I1I
Liquidity Coverage Ratio requirements.

The growth of loans on banks’ books was
generally consistent with the SLOOS reports
of increased loan demand and further easing
of lending standards for many loan categories
over the second half of 2014. Meanwhile,
delinquency and charge-off rates fell across
most major loan types.

Measures of bank profitability were little
changed in the second half of 2014, on net,
and remained below their historical averages
(figure 34). Equity prices of large domestic
bank holding companies (BHCs) have
increased moderately, on net, since the middle
of last year (figure 32). Credit default swap
(CDS) spreads for large BHCs were about
unchanged.

The M2 measure of the money stock has
increased at an average annualized rate of
about 5'% percent since last June, below the
pace registered in the first half of 2014 and
about in line with the pace of nominal GDP.
The deceleration was driven by a moderation
in the growth rate of liquid deposits in the

banking sector relative to the first half of 2014,

Although demand for currency weakened in
the third quarter of 2014 relative to the first
half of the year, currency growth has been
strong since November.
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33. Ratio of total commercial bank credit to nominal gross
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Developments Related to Financial Stability

The financial vulnerabilities in the U.S. financial
system overall have remained moderate since the
previous Monetary Policy Report. In the past few years,
capital and liquidity positions in the banking sector
have continued to improve, net wholesale short-
term funding in the financial sector has decreased
substantially, and aggregate leverage of the private
nonfinancial sector has not picked up. However,
valuation pressures are notable in some asset markets,
although they have eased a littie on balance. Leverage
at lower-rated nonfinancial firms has become more
pronounced. Recent developments in Greece have
rekindled concerns about the country defaulting and
exiting the euro system.

With regard to asset valuations, price-to-earnings
and price-to-sales ratios are somewhat elevated,
suggesting some valuation pressures. However,
estimates of the equity premium remain relatively
wide, as the long-run expected return on equity
exceeds the low real Treasury yield by a notable
margin, suggesting that investors still expect somewhat
higher-than-average compensation relative to historical
standards for bearing the additional risk associated
with holding equities. Risk spreads for corporate bonds
have widened over recent months, especially for
speculative-grade firms, in part because of concerns
about the credit quality of energy-related firms, though
yields remain near historical lows, reflecting low term
premiums. Residential real estate valuations appear
within historical norms, with recent data pointing
to some cooling of house price gains in regions
that recently experienced rapid price appreciation.
However, valuation pressures in the commercial real
estate market may have increased in recent quarters
as prices have risen relative to rents, and underwriting
standards in securitizations have weakened somewhat,
though debt growth remains moderate.

The private nonfinancial sector credit-to-GDP ratio
has declined to roughly its level in the mid-2000s.

At lower-rated and unrated nonfinancial businesses,
however, leverage has continued to increase with
the rapid growth in high-yield bond issuance and

leveraged loans in recent years. The underwriting
quality of leveraged loans arranged or held by
banking institutions in 2014:Q4 appears to have
improved slightly, perhaps in response to the stepped-
up enforcement of the leveraged lending guidance.
However, new deals continue to show signs of weak
underwriting terms and heightened leverage that are
close to levels preceding the financial crisis.

As a result of steady improvermnents in capital
and liquidity positions since the financial crisis,

U.S. banking firms, in aggregate, appear to be

better positioned to absorb potential shocks—such

as those related to litigation, falling oil prices, and
financial contagion originating abroad—and to meet
strengthening credit demand. The sharp decline in

oil prices, if sustained, may lead to credit strains for
some banks with concentrated exposures to the energy
sector, but at banks that are more diversified, potential
losses are likely to be offset by the positive effects of
lower oil prices on the broader economy. Thirty-one
large bank holding companies (BHCs) are currently
undergoing their annual stress tests, the results of which
are scheduled to be released in March.

Leverage in the nonbank financial sector appears, on
balance, to be at moderate levels. New securitizations,
which contribute to financial sector leverage, have been
boosted by issuance of commercial mortgage-backed
securities (CMBS) and collateralized loan obligations
(CLOs), which remained robust amid continued reports
of relatively accommodative underwriting standards for
the underlying assets. That said, the risk retention rules
finalized in October, which require issuers to retain
at least 5 percent of any securitizations issued, have
the potential to affect market activity, especially in the
private-label residential mortgage-backed securities,
non-agency CMBS, and CLO sectors.

Reliance on wholesale short-term funding by
nonbank financial institutions has declined significantly
in recent years and is low by historical standards.
However, prime money market funds with a fixed net
asset value remain vulnerable to investor runs if there
is a fall in the market value of their assets. Furthermore,



the growth of bond mutual funds and exchange-traded
funds (ETFs) in recent years means that these funds
now hold a much higher fraction of the available
stock of relatively less liquid assets—such as high-
yield corporate debt, bank loans, and international
debt—than they did before the financial crisis. As
mutual funds and ETFs may appear to offer greater
liquidity than the markets in which they transact, their
growth heightens the potential for a forced sale in the
underlying markets if some event were to trigger large
volumes of redemptions.

Since the previous Monetary Policy Report, the
Federal Reserve has taken further steps to improve the
resiliency of the financial system. First, the Federal
Reserve Board and other federal banking agencies
finalized several rules to enhance the capital and
liquidity positions of large banking organizations. In
particular, a final rule on a liquidity coverage ratio
was issued, requiring large and internationally active
banking organizations to hold a certain minimum
amount of high-quality liquid assets, such as central
bank reserves and government and corporate debt
that can be converted easily and quickly into cash.
Another final rule was adopted to modify the definition
of the supplementary leverage ratio in a manner
consistent with the recent changes agreed to by the
Basel Committee on Banking Supervision. The technical
modifications adjust the amount of certain off-balance-
sheet items included in the ratio, such as credit
derivatives, repurchase agreement-style transactions,
and lines of credit. The changes strengthen the ratio by
more appropriately capturing a banking organization’s
on- and off-balance-sheet exposures and, based on
estimates, would increase capital requirements, on
balance, across banking firms.

In addition, the Federal Reserve issued several
rules to conform to Dodd-Frank Act mandates. A
final rule was issued to implement section 622 of the
act, which generally prohibits a financial company
{defined generally as an insured depository institution
or depository institution holding company) from
combining with another company if the resulting
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company’s liabilities would exceed 10 percent of the
aggregate consolidated liabilities of all such financial
companies. Another final rule, issued jointly by several
federal agencies, requires the sponsors of asset-backed
securities (ABS) to retain not less than 5 percent of

the credit risk of the assets collateralizing the ABS
issuance unless certain underwriting criteria on the
securitized assets are met. The rule also generally
prohibits the sponsor from transferring or hedging that
credit risk. Moreover, several federal agencies jointly
issued a proposed rule establishing minimum margin
requirements for certain swap contracts that are not
cleared through central counterparties.

In addition, the Federal Reserve proposed a rule
to further strengthen the capital positions of the most
systemically important U.S. bank holding companies
(BHCs). The proposal establishes a methodology to
identify whether a U.S. BHC is a global systemically
important banking organization (GSIB) and so would
be subject to a risk-based capital surcharge calibrated
based on its systemic profile. A GSIB would be
required to calculate its capital surcharge under two
methods and would be subject to the higher of the two
surcharges. The first method is consistent with the Basel
frame work, which results in capital surcharges ranging
from 1.0 to 2.5 percent. The second method, which
takes into account a measure of the firm’s’ reliance on
short-term wholesale funding, results in capital
surcharges ranging from 1.0 to 4.5 percent. Failure to
maintain the capital surcharge would subject the GSIB
to restrictions on capital distributions and discretionary
bonus payments.

Finally, the Federal Reserve invited public comment
on enhanced prudential standards for the regulation
and supervision of General Electric Capital Corporation
(GECC), a nonbank financial company that the
Financial Stability Oversight Council has designated for
supervision by the Federal Reserve Board. In light of the
substantial similarity of GECC’s activities and risk profile
to those of a similarly sized BHC, the Federal Reserve
is proposing to apply enhanced prudential standards to
GECC similar to those applied to large BHCs.
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35. 10-year nominal benchmark yields in advanced
foreign economies
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Municipal bond markets functioned
smoothly, but some issuers remained
strained

Credit conditions in municipal bond markets
have generally remained stable since the middle
of last year. Over that period, the MCDX—an
index of CDS spreads for a broad portfolio

of municipal bonds—and ratios of yields on
20-year general obligation municipal bonds

to those on longer-term Treasury securities
increased slightly.

Nevertheless, significant financial strains were
still evident for some issuers. Puerto Rico, with
speculative-grade-rated general obligation
bonds, continued to face challenges from
subdued economic performance, severe
indebtedness, and other fiscal pressures.
Meanwhile, the City of Detroit emerged

from bankruptcy late in 2014 after its debt
restructuring plan was approved by a federal
judge.

International Developments

Bond yields in the advanced foreign
economies continued to decline . ..

As noted previously, long-term sovereign
yields in the AFEs moved down further during
the second half of 2014 and into early 2015

on continued low inflation readings abroad
and heightened concerns over the strength

of foreign economic growth as well as amid
substantial monetary policy accommodation
(figure 35). German yields fell to record

lows, as the European Central Bank (ECB)
implemented new liquidity facilities, purchased
covered bonds and asset-backed securities, and
announced it would begin buying euro-area
sovereign bonds. Specifically, the ECB said
that it would purchase €60 billion per month
of euro-area public and private bonds through
at least September 2016. Japanese yields

also declined, reflecting the expansion by the
Bank of Japan (BOJ) of its asset purchase
program. In the United Kingdom, yields fell
as data showed declining inflation and some
moderation in economic growth, although they



have retraced a little of that move in recent
weeks, in part as market sentiment toward

the U.K. outlook appears to have improved
somewhat. In emerging markets, yields were
mixed—falling, for the most part, in Asia and
generally rising modestly in Latin America—as
CDS spreads widened amid growing credit
concerns, particularly in some oil-exporting
countries.

. . . while the dollar has strengthened
markedly

The broad nominal value of the dollar has
increased markedly since the middle of 2014,
with the U.S. dollar appreciating against
almost all currencies (figure 36). The increase
in the value of the dollar was largely driven
by additional monetary easing abroad and
rising concerns about foreign growth—forces
similar to those that drove benchmark yields
lower—in the face of expectations of solid U.S.
growth and the anticipated start of monetary
tightening in the United States later this year.
Both the euro and the yen have depreciated
about 20 percent against the dollar since mid-
2014. Notwithstanding the sharp nominal
appreciation of the dollar since mid-2014,
the real value of the dollar, measured against
a broad basket of currencies, is currently
somewhat below its historical average since
1973 and well below the peak it reached in
early 1985 (figure 37).

Foreign equity indexes were mixed over

the period (figure 38). Japanese equities
outperformed other AFE indexes, helped by
the BOJ’s asset purchase expansion. Euro-area
equities are up modestly from their mid-2014
levels, boosted recently by monetary easing.
However, euro-area bank shares substantially
underperformed broader indexes, partly
reflecting low profitability, weak operating
environments, and lingering vulnerabilities to
economic and financial shocks. EME equities
indexes were mixed, with most emerging Asian
indexes rising and some of the major Latin
American indexes moving down.
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36. U.S. dollar exchange rate against broad index and
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38. Equity indexes for selected foreign economies
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39. Real gross domestic product growth in selected
advanced foreign economies
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Economic growth in the advanced foreign
economies, while still generally weak,
firmed toward the end of the year

Economic growth in the AFEs, which was
weak in the first half of 2014, firmed toward
the end of the second half of the year,
supported in part by lower oil prices and more
accommodative monetary policies (figure 39).
The euro-area economy barely grew in the
third quarter and unemployment remained
near record highs, but the pace of economic
activity moved up in the fourth quarter.
Notwithstanding more supportive monetary
policy and the recent pickup in euro-area
growth, negotiations over additional financial
assistance for Greece have the potential to
trigger adverse market reactions and resurrect
financial stresses that might impair growth in
the broader euro-area economy. Japanese real
GDP contracted again in the third quarter,
following a tax hike-induced plunge in the
second quarter, but it rebounded toward the
end of the year as exports and household
spending increased. In contrast, economic
activity in the United Kingdom and Canada
was robust in the third quarter but moderated
in the fourth quarter.

The fall in oil prices and other commodity
prices pushed down headline inflation across
the major AFEs. Most notably, 12-month
euro-area inflation continued to trend down,
falling to negative 0.6 percent in January.
Declines in inflation and in market-based
measures of inflation expectations since
mid-2014 prompted the ECB to increase its
monetary stimulus. Similar considerations led
the BOJ to step up its pace of asset purchases
in October. The Bank of Canada lowered

its target for the overnight rate in January

in light of the depressing effect of lower oil
prices on Canadian inflation and economic
activity, as oil exports are nearly 20 percent
of total goods exports. Several other foreign
central banks lowered their policy rates, either
reaching or pushing further into negative
territory, including in Denmark, Sweden, and



Switzerland—the last of which did so in the
context of removing its floor on the euro-Swiss
franc exchange rate.

Growth in the emerging market
economies improved but remained
subdued

Following weak growth earlier last year,
overall economic activity in the EMEs
improved a bit in the second half of 2014, but
performance varied across economies. Growth
in Asia was generally solid, supported by
external demand, particularly from the United
States, and improved terms of trade due to the
sharp decline in commodity prices. In contrast,
the decline in commodity prices, along with
macroeconomic policy challenges, weighed on
economic activity in several South American
countries.

In China, exports expanded rapidly in the
second half of last year, but fixed investment
softened, as real estate investment slowed amid
a weakening property market. Responding

to increased concerns over the strength of
growth, the authorities announced additional
targeted stimulus measures in an effort to
prevent the economy from slowing abruptly.
In much of the rest of emerging Asia, exports,
particularly to the United States, supported

a step-up in growth from the first half of the
year, The Mexican economy continued to
grow at a moderate pace in the second half
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of 2014, with solid exports to the United
States but lingering softness in household
demand. In Brazil, economic activity
remained lackluster amid falling commodity
prices, diminished business confidence, and
tighter macroeconomic policy. Declining oil
prices were especially disruptive for several
economies with heavy dependence on oil
exports, including Russia and Venezuela.

Inflation continued to be subdued in most
EME:s. The fall in the price of oil contributed
to a moderation of headline inflation in
several EMEs, including China. However,
this contribution was limited in many EMEs
due to the prevalence of administered energy
prices, which lower the pass-through of
changes in oil prices to consumer prices. In
several countries, including Indonesia and
Malaysia, the fall in energy prices prompted
governments to cut fuel subsidies, leading to a
rise in domestic prices of fuel and in inflation
late in 2014, With inflation low or declining,
some central banks, including those of China,
Korea, and Chile, loosened monetary policy
to support growth. In other EMEs, including
Brazil and Malaysia, inflationary pressures
stemming from depreciating currencies or from
reductions in fuel subsidies prompted central
banks to raise policy rates. The central bank
of Russia sharply tightened monetary policy
to combat inflationary pressures and stabilize
its financial markets, which came under
considerable pressure in late 2014.
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The Federal Open Market Committee (FOMC) concluded its asset purchase program at the end

of October in light of the substantial improvement in the outlook for the labor market since the
inception of the program. To support further progress toward maximum employment and price
stability, the FOMC has kept the target federal funds rate at its effective lower bound and maintained
the Federal Reserve’s holdings of longer-term securities at sizable levels. To give greater clarity to the
public about its policy outlook, the Committee has also continued to provide qualitative guidance
regarding the future path of the federal funds rate. In particular, the Committee indicated at its two
most recent meetings that it can be patient in beginning to normalize the stance of monetary policy
and continued to emphasize the data-dependent nature of its policy stance. Following its September
meeting, and as part of prudent planning, the Committee announced updated principles and plans

for the eventual normalization of monetary policy.

The FOMC concluded its asset purchases
at the end of October in light of
substantial improvement in the outlook for
the labor market

At the end of October, the FOMC ended

the asset purchase program that began in
September 2012 after having made further
measured reductions in the pace of its asset
purchases at the prior meetings in July and
September.* The decision to end the purchase
program reflected the substantial improvement
in the outlook for the labor market since the
program’s inception—which had been the goal
of the asset purchases—and the Committee’s
judgment that the overall recovery was
sufficiently strong to support ongoing progress
toward the Committee’s policy objectives.
However, the Committee judged that a high
degree of policy accommodation still remained
appropriate and maintained its existing policy
of reinvesting principal payments from its
holdings of agency debt and agency mortgage-
backed securities (MBS) in agency MBS and
of rolling over maturing Treasury securities

at auction. By keeping the Federal Reserve’s
holdings of longer-term securities at sizable
levels, this policy is expected to help maintain
accommodative financial conditions by putting

4. See Board of Governors of the Federal Reserve
System (2014), “Federal Reserve Issues FOMC State-
ment,” press release, October 29, www.federalreserve. gov/
newsevents/press/monetary/20141029a.htm.

downward pressure on longer-term interest
rates and supporting mortgage markets. In
turn, those effects are expected to contribute
to progress toward both the maximum
employment and price stability objectives of
the FOMC.

To support further progress toward its
objectives, the Committee has kept the
target federal funds rate at its lower bound
and updated its forward rate guidance

The Committee has maintained the
exceptionally low target range of 0 to 4 percent
for the federal funds rate to support further
progress toward its objectives of maximum
employment and price stability (figure 40). In
addition, the FOMC has provided guidance
about the likely future path of the federal
funds rate in an effort to give greater clarity

to the public about its policy outlook. In
particular, the Committee has reiterated

that, in determining how long to maintain

this target range, it will assess realized and
expected progress toward its objectives. This
assessment will continue to take into account a
wide range of information, including measures
of labor market conditions, indicators of
inflation pressures and inflation expectations,
and readings on financial and international
developments. Based on its assessment of
these factors, before updating its guidance in
December, the Committee had been indicating
that it likely would be appropriate to maintain
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the current target range for the federal funds
rate for a considerable time following the end
of the asset purchase program, especially if
projected inflation continued to run below the
Committee’s 2 percent longer-run goal and
provided that longer-term inflation expectations
remained well anchored.

In light of the conclusion of the asset purchase
program at the end of October and the further
progress that the economy had made toward
the Committee’s objectives, the FOMC
updated its forward guidance at its December
meeting. In particular, the Committee stated
that it can be patient in beginning to normalize
the stance of monetary policy, but it also
emphasized that the Committee saw the revised
language as consistent with the guidance in its
previous statement.’ The Committee restated
the updated forward guidance following its
January meeting based on its assessment of the
economic information available at that time.®

5. See Board of Governors of the Federal Reserve
System (2014), “Federal Reserve Issues FOMC State-
ment,” press release, December 17, www.federalreserve.
gov/newsevents/press/monetary/20141217a.htm.

6. See Board of Governors of the Federal Reserve
System (2015), “Federal Reserve Issues FOMC State-
ment,” press release, January 28, www.federalreserve.gov/
newsevents/press/monetary/20150128a.htm.

In her December press conference, Chair
Yellen emphasized that the update to the
forward guidance did not signify a change in
the Committee’s policy intentions, but rather
was a better reflection of the Committee’s
focus on the economic conditions that

would make an increase in the federal funds
rate appropriate.” Chair Yellen additionally
indicated that, consistent with the new
language, the Committee was unlikely to
begin the normalization process for at least
the following two meetings. There are a range
of views within the Committee regarding the
appropriate timing of the first increase in the
federal funds rate, in part reflecting differences
in participants’ expectations for how the
economy would evolve. By the time of liftoff,
the Committee expects some further decline

in the unemployment rate and additional
improvement in labor market conditions. In
addition, the Committee anticipates that, on
the basis of incoming data, it will be reasonably
confident that inflation will move back over the
medium term to its 2 percent objective.

7. See Board of Governors of the Federal Reserve
System (2014), “Transcript of Chair Yellen’s FOMC
Press Conference,” December 17, www.federalreserve.
gov/mediacenter/filess/FOMCpresconf20141217.pdf.



The Committee has reiterated that, when

it decides to begin to remove policy
accommodation, it will take a balanced
approach consistent with its longer-run goals
of maximum employment and inflation of

2 percent. In addition, the Committee continues
to anticipate that, even after employment and
inflation are near mandate-consistent levels,
economic conditions may, for some time,
warrant keeping the target federal funds rate
below levels the Committee views as normal
in the longer run. As emphasized by Chair
Yellen in her recent press conferences, FOMC
participants provide a number of explanations
for this view, with many citing the residual
effects of the financial crisis. These effects are
expected to ease gradually, but they are seen
as likely to continue to constrain household
spending for some time.

The FOMC has stressed the data-dependent
nature of its policy stance and indicated

that if incoming information signals faster
progress than the Committee expects, increases
in the target range for the federal funds rate
will likely occur sooner than the Committee
anticipates. The FOMC also stated that in

the case of slower-than-expected progress,

4]. Federal Reserve assets and liabilities
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increases in the target range will likely occur
later than anticipated.

The size of the Federal Reserve’s balance
sheet stabilized with the conclusion of the
asset purchase program

After the conclusion of the large-scale asset
purchase program at the end of October, the
Federal Reserve’s total assets stabilized at
around $4.5 trillion (figure 41). As a result of
the asset purchases over the second half of
2014, before the completion of the program,
holdings of U.S. Treasury securities in the
System Open Market Account (SOMA)
increased $56 billion to $2.5 trillion, and
holdings of agency debt and agency MBS
increased $78 billion to $1.8 trillion on net.
On the liability side of the balance sheet, the
increase in the Federal Reserve’s assets was
largely matched by increases in currency in
circulation and reverse repurchase agreements.

Given the Federal Reserve’s large securities
holdings, interest income on the SOMA
portfolio continued to support substantial
remittances to the U.S. Treasury Department.
Preliminary estimates suggest that the Federal
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Norte: “Credit and liquidity facilities” consists of primary, secondary, and seasonal credit; term auction credit; central bank liquidity swaps; support for Maiden
Lane, Bear Steamns, and AlG; and other credit facilities, including the Primary Dealer Credit Facility, the Asset-Backed Commercial Paper Money Market Mutual
Fund Liquidity Facility, the Commercial Paper Funding Facility, and the Term Asset-Backed Securities Loan Facility. “Other assets” includes unamortized
premiums and discounts on sccuritics held outright. “Capital and other liabilities” includes reverse repurchasc agreements, the U.S. Treasury General Account, and
the U.S. Treasury Supplementary Financing Account. Data extend through February 18, 2015,

Sourck: Federal Reserve Board, Statistical Release H.4.1, “Factors Affecting Reserve Balances.”
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Reserve provided more than $98 billion of such
distributions to the Treasury in 2014 and about
$500 billion on a cumulative basis since 2008.%

The FOMC continued to plan for the
eventual normalization of monetary

policy . ..

FOMC meeting participants have had ongoing
discussions of issues associated with the
eventual normalization of the stance and
conduct of monetary policy as part of prudent
planning.” The discussions involved various
tools that could be used to control the level of
short-term interest rates, even while the balance
sheet of the Federal Reserve remains very
large, as well as approaches to normalizing the
size and composition of the Federal Reserve’s
balance sheet.

To inform the public about its approach to
normalization and to convey the Committee’s
confidence in its plans, the FOMC issued

a statement regarding its intentions for the
eventual normalization of policy following
its September meeting. (That statement is
reproduced in the box “Policy Normalization
Principles and Plans.”) As was the case before
the crisis, the Committee intends to adjust the

8. See Board of Governors of the Federal Reserve
System (2015), “Reserve Bank Income and Expense Data
and Transfers to the Treasury for 2014,” press release,
January 9, www.federalreserve.gov/newsevents/press/
other/20150109a.htm.

9. See Board of Governors of the Federal Reserve
System (2014), “Minutes of the Federal Open Market
Committee, July 29-30, 2014,” press release, August 20,
www.federalreserve.gov/newsevents/press/
monetary/20140820a.htm.

stance of monetary policy during normalization
primarily through actions that influence the
level of the federal funds rate and other short-
term interest rates. Regarding the balance sheet,
the Committee intends to reduce securities
holdings in a gradual and predictable manner
primarily by ceasing to reinvest repayments

of principal on securities held in the SOMA.
The Committee noted that economic and
financial conditions could change, and that

it was prepared to make adjustments to its
normalization plans if warranted.

. . . including by testing the policy tools to
be used

The Federal Reserve has continued to test

the operational readiness of its policy tools,
conducting daily overnight reverse repurchase
agreement (ON RRP) operations, a series of
term RRP operations, and several tests of the
Term Deposit Facility. To date, testing has
progressed smoothly, and short-term market
rates have generally traded above the ON RRP
rate, which suggests that the facility will be a
useful supplementary tool for the FOMC to
use in addition to the interest rate it pays on
excess reserves (the IOER rate) to control the
federal funds rate during the normalization
process. Overall, testing operations reinforced
the Federal Reserve’s confidence in its view
that it has the tools necessary to tighten policy
at the appropriate time. (For more discussion
of the Federal Reserve’s preparations for the
eventual normalization of monetary policy, see
the box “Additional Testing of Monetary Policy
Tools.”)
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Policy Normalization Principles and Plans

During its recent meetings, the Federal Open Market
Committee (FOMC) discussed ways to normalize the
stance of monetary policy and the Federal Reserve's
securities holdings. The discussions were part of
prudent planning and do not imply that normalization
will necessarily begin soon. The Committee continues
to judge that many of the normalization principles
that it adopted in June 2011 remain applicable.
However, in light of the changes in the System Open
Market Account (SOMA) portfolio since 2011 and
enhancements in the tools the Committee will have
available to implement policy during normalization,
the Committee has concluded that some aspects of the
eventual normalization process will likely differ from
those specified earlier. The Committee also has agreed
that it is appropriate at this time to provide additional
information regarding its normalization plans. All
FOMC participants but one agreed on the following
key elements of the approach they intend to implement
when it becomes appropriate to begin normalizing the
stance of monetary policy:

¢ The Committee will determine the timing and
pace of policy normalization—meaning steps to
raise the federal funds rate and other short-term
interest rates to more normal levels and to reduce
the Federal Reserve’s securities holdings—so as
to promote its statutory mandate of maximum
employment and price stability.

o When economic conditions and the
economic outlook warrant a less
accommodative monetary policy, the
Committee will raise its target range for the
federal funds rate.

o During normalization, the Federal Reserve
intends to move the federal funds rate into
the target range set by the FOMC primarily
by adjusting the interest rate it pays on excess
reserve balances.

o During normalization, the Federal Reserve
intends to use an overnight reverse
repurchase agreement facility and other

supplementary tools as needed to help
control the federal funds rate. The Committee
will use an overnight reverse repurchase
agreement facility only to the extent
necessary and will phase it out when it is

no longer needed to help control the federal
funds rate.

¢ The Committee intends to reduce the Federal
Reserve's securities holdings in a gradual and
predictable manner primarily by ceasing to
reinvest repayments of principal on securities held
in the SOMA.

o The Committee expects to cease or
commence phasing out reinvestments after
it begins increasing the target range for the
federal funds rate; the timing will depend on
how economic and financial conditions and
the economic outlock evolve.

o The Committee currently does not anticipate
selling agency mortgage-backed securities as
part of the normalization process, although
limited sales might be warranted in the longer
run to reduce or eliminate residual holdings.
The timing and pace of any sales would be
communicated to the public in advance.

* The Committee intends that the Federal Reserve
will, in the longer run, hold no more securities
than necessary to implement monetary policy
efficiently and effectively, and that it will hold
primarily Treasury securities, thereby minimizing
the effect of Federal Reserve holdings on the
allocation of credit across sectors of the economy.

e The Committee is prepared to adjust the details
of its approach to policy normalization in light of
economic and financial developments.

Norte: See Board of Governors of the Federal Reserve
System (2014), “Federal Reserve Issues FOMC Statement on
Policy Normalization Principles and Plans,” press release,
Septemnber 17, www.federalreserve.gov/newsevents/press/
monetary/20140917c.htm.
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Additional Testing of Monetary Policy Tools

The size of the Federal Reserve’s balance sheet
stands at about $4.5 trillion, and reserve balances
in the banking system are close to $2.5 trillion, an
extraordinarily elevated level relative to the average
level of reserve balances prior to the onset of the
financial crisis—about $25 billion. As a result,
when the Federal Open Market Committee (FOMC)
eventually chooses to begin removing policy
accommodation, it will do so with a level of reserves in
the banking system far in excess of that during any prior
period of policy tightening. As noted in the previous
Monetary Policy Report, the Federal Reserve’s elevated
balance sheet implies that the traditional mechanism
for tightening policy will not be feasible.!

As discussed in its Policy Normalization Principles
and Plans, the Federal Reserve intends to move the
federal funds rate into the target range set by the
FOMC primarily by adjusting the interest rate it pays
on excess reserve balances (the IOER rate). During
policy normalization, the Federal Reserve also intends
to use an overnight reverse repurchase agreement (ON
RRP) facility and other supplementary tools—including
term reverse repurchase agreements (term RRPs) and
term deposits offered through the Term Deposit Facility
(TDF)—as needed to help control the federal funds
rate. As part of prudent planning, the Federal Reserve
continued to test the operational readiness of these
tools over the past several months, with testing evolving
in terms of the offering formats, tenors and rates
offered, maximum awards or allotment amounts, and
eligible counterparties.?

With respect to RRP operations, the Federal Reserve
has continued to conduct daily overnight operations

1. For further discussion of how the alternative policy
tools affect a range of short-term interest rates, see the
box “Planning for Monetary Policy Implementation during
Normalization” in Board of Governors of the Federal Reserve
System (2014), Monetary Policy Report (Washington: Board
of Governors, July), www.federalreserve.gov/monetarypolicy/
mpr_20140715_part2.htm.

2. The types of counterparties that are currently eligible
to participate in the Federal Reserve’s ON RRP operations
include depository institutions, money market funds,
government-sponsored enterprises, and primary dealers, while
only depository institutions may participate in TDF operations.
At its December 2014 meeting, the FOMC reauthorized
the ON RRP test operations through January 29, 2016. On
January 16, 2015, the Federal Reserve Bank of New York
announced the addition of 25 RRP counterparties, bringing
the total number of counterparties to 164. These newly added
counterparties are currently in the process of finalizing the
operational details. Results of RRP operations can be found
on the Federal Reserve Bank of New York’s website at www.
newyorkfed.org/markets/omo/dmm/temp.cfm, and results
of the TDF operations can be found on the Federal Reserve
Board's website at www.federalreserve.gov/monetarypolicy/
tdf.htm.

and began to conduct term operations. The testing of
different formats for the ON RRP operations aimed to
enhance the FOMC's understanding of how an ON
RRP facility might be structured to best balance the
objective of supporting monetary control with those
of limiting the Federal Reserve’s role in financial
intermediation and mitigating potential financial
stability risks the facility might pose during periods of
stress.® In addition, the spread between the ON RRP
rate and the IOER rate was varied to provide the FOMC
with information about the effect of that spread on
money markets and the demand for ON RRPs.

With these considerations in mind, at its September
meeting, the FOMC approved changes in the ON RRP
exercise that included raising the counterparty-specific
limit from $10 billion to $30 billion, limiting the overall
size of each operation to $300 billion, and introducing
an auction process that would be used to determine
the interest rate and allocate take-up if the sum of bids
exceeded the overall limit. In addition, during the
fourth quarter of 2014, the FOMC approved further
changes in the exercise under which the offering rate
at the ON RRP operations was varied between 3 and
10 basis points. Participation in and usage of ON RRPs
fluctuated from day to day, reflecting changes in the
spread between market rates and the ON RRP rate as
well as quarter-end and year-end dynamics (figure A).
The limit on the overall size of the operation did not
bind except at the end of the third quarter.* Increases
in ON RRP offered rates appeared to put some
upward pressure on unsecured money market rates, as
anticipated, and the offered rate continued to provide
a soft floor for secured rates. Changes in the ON RRP
offered rate induced changes in the spread between the
IOER rate of 25 basis points and the ON RRP offered
rate for those days. Those changes did not appear to
affect the volume of activity in the federal funds market.

The term RRP operations approved for the end
of 2014 were aimed at providing the FOMC with
information about the potential effectiveness of this
supplementary policy tool in helping to control

3. For a discussion of issues related to the use of ON RRPs
as a supplementary tool during normalization, see Josh Frost,
Lorie Logan, Antoine Martin, Patrick McCabe, Fabio Natalucci
and Julie Remache (2015), “Overnight RRP Operations as a
Monetary Policy Tool: Some Design Considerations,” Finance
and Economics Discussion Series 2015-010 (Washington:
Board of Governors of the Federal Reserve System,

February), www.federalreserve.gov/econresdata/feds/2015/
files/2015010pap.pdf.

4. As term RRP operations crossing year-end were
conducted in addition to ON RRP operations, the limit on the
overall size of the ON RRP operations did not bind at year-
end.



the federal funds rate, particularly when there are
significant and transitory shifts in money market
activity, such as over quarter- and year-ends. To
this end, the Federal Reserve conducted term RRP
operations on December 8, 15, 22, and 29, with
offering amounts of $50 billion for each of the first two
operations and $100 billion for each of the latter two
operations.® Although the first two term auctions were
oversubscribed, the third and fourth term operations
were undersubscribed. Overall, the ON RRP and
term RRP operations appeared to ease downside rate
pressures in money markets over year-end, and the
unwinding of all four term operations on January 5,
2015, was orderly. The Federal Reserve will conduct
a further test of term RRPs over quarter-ends with a
series of term RRP operations spanning the March 2015
quarter-end. Also, to help advance its understanding of
how term RRPs could help to control the federal funds
rate, the Federal Reserve has begun a series of four term
RRP test operations that do not span a quarter-end date.
The first two of these operations were conducted on
February 12 and on February 19. Both operations were
oversubscribed, and the awarded interest rate on these
two term RRPs was in line with the awarded rate on
concurrent ON RRP operations.

The Federal Reserve’s testing of the TDF also
continued to evolve in the second half of 2014 and

5. For details on the format of these operations, see the
December 1, 2014, Statement Regarding Term Reverse
Repurchase Agreements on the Federal Reserve Bank of New
York’s website at www.newyorkfed.org/markets/opolicy/
operating_policy_141201.html.

A. Reverse repurchase agreement operations
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early 2015, with the aim of increasing participation by
depository institutions as well as improving operational
readiness. Since the previous Monetary Policy Report,
the Federal Reserve conducted two series of TDF test
operations. In the second half of 2014, a series of eight
TDF test operations included an early withdrawal
feature that allowed depository institutions to withdraw
funds held in term deposits on payment of an early
withdrawal penalty.t The maximum award amount per
institution and the interest rate paid on term deposits
offered through the facility were raised gradually over
the course of the series in a manner broadly similar

to the series of test operations conducted earlier in

the year that did not include an early withdrawal
feature. The level of activity increased considerably
relative to the earlier test operations, with take-up
reaching just over $400 billion at the final operation
and nearly 100 depository institutions participating
(figure B). In the second series of test operations, held
in February 2015, the Federal Reserve conducted a
series of weekly TDF operations offering 21-day term
deposits that settled on the same day the operation
was executed, eliminating the 3-day lag between the
execution of an operation and settlement in previous
tests. On net, the series results provide additional
evidence that significant take-up can occur at a few
basis points over the IOER rate even for longer terms.

6. The early withdrawal option makes such deposits eligible
to meet requirements under the Basel Il Liquidity Coverage
Ratio.

B. Term Deposit Facility operations

Number of participants Total usage (billions of dollars)
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On Sceptember 30, 2014, ON RRP bids were $407 billion and allotments were
$300 billion.

Sourck: Federal Reserve Bank of New York, temporary open market
operations data.
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SUMMARY OF EcoNOMIC PROJECTIONS

The following material appeared as an addendum to the minutes of the December 16-17, 2014,

meeting of the Federal Open Market Committee.

In conjunction with the Federal Open
Market Committee (FOMC) meeting held on
December 16-17, 2014, meeting participants
submitted their projections of the most

likely outcomes for real output growth, the
unemployment rate, inflation, and the federal
funds rate for each year from 2014 to 2017
and over the longer run.!° Each participant’s
projection was based on information available
at the time of the meeting plus his or her
assessment of appropriate monetary policy
and assumptions about the factors likely

10. As discussed in its Policy Normalization
Principles and Plans, released on September 17, 2014,
the Committee intends to target a range for the federal
funds rate during normalization. Participants were
asked to provide, in their contributions to the Summary
of Economic Projections, either the midpoint of the
target range for the federal funds rate for any period
when a range was anticipated or the target level for the
federal funds rate, as appropriate. In the lower panel of
figure 2, these values have been rounded to the nearest
'/s percentage point.

to affect economic outcomes. The longer-

run projections represent each participant’s
assessment of the value to which each variable
would be expected to converge, over time,
under appropriate monetary policy and in the
absence of further shocks to the economy.
“Appropriate monetary policy” is defined as
the future path of policy that each participant
deems most likely to foster outcomes for
economic activity and inflation that best
satisfy his or her individual interpretation of
the Federal Reserve’s objectives of maximum
employment and stable prices.

Overall, FOMC participants expected that,
after a slowdown in the first half of 2014,
economic growth under appropriate policy
would be faster in the second half of 2014 and
over 2015 and 2016 than their estimates of the
U.S. economy’s longer-run normal growth rate.
On balance, participants then saw economic
growth moving back toward their assessments
of its longer-run pace in 2017 (table 1 and
figure 1). Most participants projected that the

Table 1. Economic projections of Federal Reserve Board members and Federal Reserve Bank presidents, December 2014

Percent
Central tendency’ Range’
Variable
2014 2015 2016 2017 L‘:zﬁ“ 2014 2015 2016 2017 | Longer run

Change in real GDP........ | 231024 26t03.0 25t030 23t025 1 201023 | 231025 211032 21t03.0 201227} 181027

September projection.... | 2.0t022 26t030 261029 231025 20t023 | 1.8t023 2l1t032 21t03.0 20t026 ! 1.8t02.6
Unemployment rate ........ 5.8 521053 50t052 491053} 521055 | 571058 5.0t055 491054 47t057  50t05.8

September projection.... | 59t06.0 54t056 S5.1t054 491053 i 52t055 [ 57to6.1 52t057 491056 471058 ; 50t06.0
PCE inflation ........ccoue. 1.2t01.3 1.0tol6 1.7t020 1.81t02.0 2.0 1.2to 1.6 1.0t022 16t021 18t02.2 2.0

September projection.... | 1.5t01.7 1.6t0l9 1.7t020 19t020 : 20 151018 1.5t024 16to2.1 1.7t022 20
Core PCE inflation’ ........ 15t016 15t0l8 1.7t020 18t02.0 1.5to1.6 15t022 16to21 1.8t022

September projection.... | 1.5to1.6 1.6t019 1.8t020 191020 1.5t018 1.6to24 17t022 1.8t022

Nortke: Projections of change in real gross domestic product (GDP) and projections for both measures of inflation are percent changes from the fourth quarl:r of the prcvnous )ear to

the fourth quarter of the year indicated. PCE inflation and core PCE inflation are the percentage rates of change in, respectively, the price index for | es
(PCE) and the price index for PCE excluding food and energy. Projections for the ploy rate are for the average civilian unemployment rate in the l'ounh qu.mcr of the year
indicated. Each participant’s projections are based on his or her of appropriate y policy. Longer-run projections represent cach participant’s assessment of the rate

to which each variable would be expected to converge under appropriate monetary policy and in the absence of further shocks to the economy. The September projections were made in
conjunction with the mecting of the Federal Open Market Committec on September 16-17, 2014,

1. The central tendency excludes the three hxghcst and lhrcc lowest prcjcclmns for each variable in each year.

2. The range for a variable in a given year includes all participants’ i from lowest to highest, for that variable in that year.

3. Longer-run projections for core PCE inflution are not collcclcd
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Figure 1. Central tendencies and ranges of economic projections, 2014-17 and over the longer run
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unemployment rate will continue to decline in
2015 and 2016, and all participants projected
that the unemployment rate will be at or below
their individual judgments of its longer-run
normal level by the end of 2016. All
participants projected that inflation, as
measured by the four-quarter change in the
price index for personal consumption
expenditures (PCE), would rise gradually, on
balance, over the next few years. Most
participants saw inflation approaching the
Committee’s 2 percent longer-run objective in
2016 and 2017. While a few participants
projected that inflation would rise temporarily
above 2 percent during the forecast period,
many others expected inflation to remain low
through 2017.

Participants judged that it would be
appropriate to begin raising the target range
for the federal funds rate over the projection
period as labor market indicators and inflation
move back toward values the Committee
judges consistent with the attainment of its
mandated objectives of maximum employment
and stable prices. As shown in figure 2, all

but a couple of participants anticipated that

it would be appropriate to begin raising the
target range for the federal funds rate in 2015,
with most projecting that it will be appropriate
to raise the target federal funds rate fairly
gradually.

Most participants viewed the uncertainty
associated with their outlooks for economic
growth and the unemployment rate as broadly
. similar to the average level of the past 20 years.
Most participants also judged the level of
uncertainty about inflation to be broadly
similar to the average level of the past 20 years,
although a few participants viewed it as higher.
In addition, most participants continued to see
the risks to the outlook for economic growth
and for the unemployment rate as broadly
balanced. A majority saw the risks to inflation
as broadly balanced; however, a number

of participants saw the risks to inflation as
weighted to the downside, while one judged
these risks as tilted to the upside.
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The Outlook for Economic Activity

Participants projected that, conditional on
their individual assumptions about appropriate
monetary policy, growth in real gross domestic
product (GDP) would pick up from its low
level in the first half of 2014 and run above
their estimates of its longer-run normal rate

in the second half of 2014 and over 2015 and
2016. Participants pointed to a number of
factors that they expected would contribute

to stronger real output growth, including
improving labor market conditions, lower
energy prices, rising household net worth,
diminishing restraint from fiscal policy, and
highly accommodative monetary policy. On
balance, participants saw real GDP growth
moving back toward, but remaining at or
somewhat above, its longer-run rate in 2017 as
monetary policy adjusts appropriately.

In general, participants’ revisions to their
forecasts for real GDP growth relative to their
projections for the September meeting were
modest. However, all participants revised

up their projections of real GDP growth
somewhat for 2014, with a number of them
noting that recent data releases regarding
real economic activity had been stronger
than anticipated. The central tendencies

of participants’ current projections for real
GDP growth were 2.3 to 2.4 percent in 2014,
2.6 to 3.0 percent in 2015, 2.5 to 3.0 percent
in 2016, and 2.3 to 2.5 percent in 2017. The
central tendency of the projections of real
GDP growth over the longer run was 2.0 to
2.3 percent, unchanged from September.

All participants projected that the
unemployment rate will decline, on balance,
through 2016, and all participants projected
that, by the end of that year, the
unemployment rate will be at or below their
individual judgments of its longer-run normal
level. The central tendencies of participants’
forecasts for the unemployment rate in the
fourth quarter of each year were 5.8 percent in
2014, 5.2 to 5.3 percent in 2015, 5.0 to

5.2 percent in 2016, and 4.9 to 5.3 percent
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Figure 2. Overview of FOMC participants' assessments of appropriate monetary policy
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in 2017. Almost all participants’ projected
paths for the unemployment rate shifted down
slightly through 2015 compared with their
projections in September; many participants
noted that recent data pointing to improving
labor market conditions were an important
factor underlying the downward revisions in
their unemployment rate forecasts. The central
tendency of participants’ estimates of the
longer-run normal rate of unemployment that
would prevail under appropriate monetary
policy and in the absence of further shocks to
the economy was unchanged at 5.2 to

5.5 percent; the range of these estimates was
5.0 to 5.8 percent, down slightly from 5.0 to
6.0 percent in September.

Figures 3.A and 3.B show that participants
held a range of views regarding the likely
outcomes for real GDP growth and the
unemployment rate through 2017. Some of
the diversity of views reflected their individual
assessments of the effects of lower oil prices on
consumer spending and business investment,
of the rate at which the forces that have been
restraining the pace of the economic recovery
would continue to abate, of the trajectory for
growth in consumption as labor market slack
diminishes, and of the appropriate path of
monetary policy. Relative to September, the
dispersion of participants’ projections for real
GDP growth was little changed from 2015 to
2017, while for the unemployment rate, the
dispersion was a bit narrower.

The Outlook for Inflation

Compared with September, the central
tendencies of participants’ projections for
PCE inflation under the assumption of
appropriate monetary policy moved down for
2014 and 2015 but were largely unchanged

for 2016 and 2017. In commenting on the
changes to their projections, many participants
indicated that the significant decline in

energy prices and the appreciation of the
dollar since the Committee’s September
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meeting likely will put temporary downward
pressure on inflation. The central tendencies
of participants’ projections for core PCE
inflation moved down somewhat for 2015 but
were mostly unchanged in other years. Almost
all participants projected that PCE inflation
would rise gradually, on balance, over the
period from 2015 to 2017, reaching a level at
or near the Committee’s 2 percent objective.

A few participants expected PCE inflation

to rise slightly above 2 percent at some point
during the forecast period, while many others
expected inflation to remain below 2 percent
for the entire period. The central tendencies for
PCE inflation were 1.2 to 1.3 percent in 2014,
1.0 to 1.6 percent in 2015, 1.7 to 2.0 percent

in 2016, and 1.8 to 2.0 percent in 2017. The
central tendencies of the forecasts for core
inflation were higher than those for the
headline measure in 2014 and 2015, reflecting
the effects of lower oil prices. The central
tendencies of the two measures were equal in
2016 and in 2017. Factors cited by participants
as likely to contribute to a gradual rise of
inflation toward the Committee’s longer-

run objective of 2 percent included stable
longer-term inflation expectations, steadily
diminishing resource slack, a pickup in wage
growth, waning effects of declines in oil prices,
and still-accommodative monetary policy.

Figures 3.C and 3.D provide information on
the diversity of participants’ views about the
outlook for inflation. In addition to moving
lower, the range of participants’ projections
for PCE inflation in 2015 widened somewhat
relative to September, likely reflecting in part
differences in participants’ assessments of the
effects of the recent decline in energy prices
on the outlook for inflation. The ranges for
core inflation narrowed in 2014 and 2015.

In other years of the projection, the ranges
of the inflation projections were relatively
little changed. The range for both measures
in 2017 continued to show a very substantial
concentration near the Committee’s 2 percent
longer-run objective by that time.
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Figure 3.A. Distribution of participants’ projections for the change in real GDP, 2014-17 and over the longer run
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Figure 3.B. Distribution of participants’ projections for the unemployment rate, 2014-17 and over the longer run
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Figure 3.C. Distribution of participants’ projections for PCE inflation, 2014~17 and over the longer run
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Figure 3.D. Distribution of participants’ projections for core PCE inflation, 2014-17
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Appropriate Monetary Policy

Participants judged that it would be
appropriate to begin raising the target range
for the federal funds rate over the projection
period as labor market indicators and inflation
move back toward values the Committee
judges consistent with the attainment of its
mandated objectives of maximum employment
and price stability. As shown in figure 2, all
but two participants anticipated that it would
be appropriate to begin raising the target
range for the federal funds rate during 2015.
However, most projected that the appropriate
level of the federal funds rate would remain
considerably below its longer-run normal level
through 2016. Most participants expected

the appropriate level of the federal funds rate
would be near, or already would have reached,
their individual view of its longer-run normal
level by the end of 2017.

All participants projected that the
unemployment rate would be at or below

5.5 percent at the end of the year in which they
judged the initial increase in the target range
for the federal funds rate would be warranted,
and all but one anticipated that inflation would
be at or below the Committee’s 2 percent goal
at the end of that year. Most participants
projected that the unemployment rate would
be at or somewhat above their estimates of its
longer-run normal level at that time.

Figure 3.E provides the distribution of
participants’ judgments regarding the
appropriate level of the target federal funds
rate, conditional on their assessments of the
economic outlook, at the end of each calendar
year from 2014 to 2017 and over the longer
run. All participants judged that economic
conditions would warrant maintaining the
current exceptionally low level of the federal
funds rate into 2015. The median values of the
federal funds rate at the end of 2015 and 2016
fell 25 basis points and 38 basis points relative
to September, to 1.13 percent and 2.50 percent,
respectively, while the mean values fell 15 basis
points for both years, to 1.13 percent in 2015

and 2.54 percent in 2016. The dispersion of
the projections for the appropriate level of
the federal funds rate was narrower in 2014
and 2015 and was little changed in 2016 and
2017. Most participants judged that it would
be appropriate to set the federal funds rate at
or near its longer-run normal level in 2017,
although a number of them projected that the
federal funds rate would still need to be set
appreciably below its longer-run normal level
at that time and one anticipated that it would
be appropriate to target a level noticeably
above its longer-run normal level. Participants
provided a number of reasons why they
thought it would be appropriate for the federal
funds rate to remain below its longer-run
normal level for some time after inflation and
the unemployment rate were near mandate-
consistent levels. These reasons included an
assessment that the headwinds that have been
holding back the recovery will continue to
exert some restraint on economic activity

at that time, that residual slack in the labor
market will still be evident in other measures
of labor utilization, and that the risks to

the economic outlook are asymmetric as a
result of the constraints on monetary policy
associated with the effective lower bound on
the federal funds rate.

As in September, estimates of the longer-run
level of the federal funds rate ranged from
3.25 to 4.25 percent. All participants judged
that inflation over the longer run would be
equal to the Committee’s inflation objective
of 2 percent, implying that their individual
judgments regarding the appropriate longer-
run level of the real federal funds rate in the
absence of further shocks to the economy
ranged from 1.25 to 2.25 percent.

Participants’ views of the appropriate path for
monetary policy were informed by their
judgments about the state of the economy,
including the values of the unemployment rate
and other labor market indicators that would
be consistent with maximum employment, the
extent to which the economy was currently
falling short of maximum employment,
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Figure 3.E. Distribution of participants’ projections for the target federal funds rate, 2014-17 and over the longer run
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the prospects for inflation to return to the
Committee’s longer-term objective of

2 percent, the desire to minimize potential
disruption in financial markets by avoiding
unusually rapid increases in the federal funds
rate, and the balance of risks around the
outlook. Some participants also mentioned the
prescriptions of various monetary policy rules
as factors they considered in judging the
appropriate path for the federal funds rate.

Uncertainty and Risks

Nearly all participants continued to judge

the levels of uncertainty attending their
projections for real GDP growth and the
unemployment rate as broadly similar to the
norms during the previous 20 years (figure 4)."
Most participants continued to see the risks

to their outlooks for real GDP growth as
broadly balanced. A few participants viewed
the risks to real GDP growth as weighted to
the downside; one viewed the risks as weighted
to the upside. Those participants who viewed
the risks as weighted to the downside cited, for
example, concern about the limited ability of
monetary policy at the effective lower bound
to respond to further negative shocks to the
economy or about the trajectory for economic
growth abroad. As in September, nearly all
participants judged the risks to the outlook
for the unemployment rate to be broadly
balanced.

11. Table 2 provides estimates of the forecast
uncertainty for the change in real GDP, the
unemployment rate, and total consumer price inflation
over the period from 1994 through 2013. At the end
of this summary, the box “Forecast Uncertainty”
discusses the sources and interpretation of uncertainty
in the economic forecasts and explains the approach
used to assess the uncertainty and risks attending the
participants’ projections.

Table 2. Average historical projection error ranges
Percentage points

Variable 2014 | 2015 | 2006 | 2017
Change in real GDP! .......... 0.9 £1.8 +2.1 +2.1
Unemployment rate' .......... 0.2 +0.8 +1.4 +1.8
Total consumer prices® 0.2 +0.9 +1.0 *1.0

Nore: Error ranges shown are measured as plus or minus the root
mean squared error of projections for 1994 through 2013 that were
released in the winter by various private and government forecasters. As
described in the box “Forecast Uncertainty,” under certain assumptions,
there is about a 70 percent probability that actual outcomes for real
GDP, unemployment, and consumer prices will be in ranges implied
by the average size of projection errors made in the past. For more
information, see David Reifschneider and Peter Tulip (2007), “Gauging
the Uncertainty of the Economic Qutlook from Historical Forecasting
Errors,” Finance and Economics Discussion Series 2007-60 (Washington:
Board of Governors of the Federal Reserve System, November),
available at www.federalreserve.gov/pubs/feds/2007/200760/200760abs.
htmi; and Board of Governors of the Federal Reserve System, Division
of Research and Statistics (2014), “Updated Historical Forecast Errors,”
memorandum, April 9, www.federalreserve.gov/foia/files/20140409-
historical-forecast-errors.pdf.

1. Definitions of variables are in the general note to table 1.

2. Measure is the overall consumer price index, the price measure that
has been most widely used in government and private economic forecasts.
Projection is percent change, fourth quarter of the previous year to the
fourth quarter of the year indicated.

As in September, participants generally agreed
that the levels of uncertainty associated with
their inflation forecasts were broadly similar
to historical norms, and most saw the risks

to those projections as broadly balanced. A
number of participants, however, viewed the
risks to their inflation forecasts as tilted to

the downside; the reasons discussed included
the possibility that the recent low levels of
inflation could prove more persistent than
anticipated; the possibility that the upward
pull on prices from inflation expectations
might be weaker than assumed; or the
judgment that, in current circumstances,

it would be difficult for the Committee to
respond effectively to low-inflation outcomes.
Conversely, one participant saw upside risks to
inflation, citing uncertainty about the timing
and efficacy of the Committee’s withdrawal of
monetary policy accommodation.



Figure 4. Uncertainty and risks in economic projections
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Forecast Uncertainty

The economic projections provided by the
members of the Board of Governors and the
presidents of the Federal Reserve Banks inform
discussions of monetary policy among policymakers
and can aid public understanding of the basis for
policy actions. Considerable uncertainty attends
these projections, however. The economic and
statistical models and relationships used to help
produce economic forecasts are necessarily
imperfect descriptions of the real world, and the
future path of the economy can be affected by
myriad unforeseen developments and events. Thus,
in setting the stance of monetary policy, participants
consider not only what appears to be the most likely
economic outcome as embodied in their projections,
but also the range of alternative possibilities, the
likelihood of their occurring, and the potential costs
to the economy should they occur.

Table 2 summarizes the average historical
accuracy of a range of forecasts, including those
reported in past Monetary Policy Reports and those
prepared by the Federal Reserve Board’s staff in
advance of meetings of the Federal Open Market
Committee. The projection error ranges shown in
the table illustrate the considerable uncertainty
associated with economic forecasts. For example,
suppose a participant projects that real gross
domestic product (GDP) and total consumer prices
will rise steadily at annual rates of, respectively,

3 percent and 2 percent. If the uncertainty attending
those projections is similar to that experienced in
the past and the risks around the projections are
broadly balanced, the numbers reported in table 2
would imply a probability of about 70 percent that
actual GDP would expand within a range of 2.1 to
3.9 percent in the current year, 1.2 to 4.8 percent

in the second year, and 0.9 to 5.1 percent in

the third and fourth years. The corresponding

70 percent confidence intervals for overall inflation
would be 1.8 to 2.2 percent in the current year,

1.1 to 2.9 percent in the second year, and 1.0 to
3.0 percent in the third and fourth years.

Because current conditions may differ from
those that prevailed, on average, over history,
participants provide judgments as to whether the
uncertainty attached to their projections of each
variable is greater than, smaller than, or broadly
similar to typical levels of forecast uncertainty
in the past, as shown in table 2. Participants also
provide judgments as to whether the risks to their
projections are weighted to the upside, are weighted
to the downside, or are broadly balanced. That is,
participants judge whether each variable is more
likely to be above or below their projections of the
most likely outcome. These judgments about the
uncertainty and the risks attending each participant’s
projections are distinct from the diversity of
participants’ views about the most likely outcomes.
Forecast uncertainty is concerned with the risks
associated with a particular projection rather than
with divergences across a number of different
projections.

As with real activity and inflation, the outlook
for the future path of the federal funds rate is subject
to considerable uncertainty. This uncertainty arises
primarily because each participant’s assessment of
the appropriate stance of monetary policy depends
importantly on the evolution of real activity and
inflation over time. If economic conditions evolve
in an unexpected manner, then assessments of the
appropriate setting of the federal funds rate would
change from that point forward.
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Quantitative easing

From Wikipedia, the free encyclopedia

Quantitative easing (QE) is monetary policy used by a central bank to stimulate an economy when standard

monetary policy has become ineffective [!1[2113] A central bank implements quantitative easing by buying
specified amounts of financial assets from commercial banks and other private institutions, thus raising the

prices of those financial assets and lowering their yield, while simultaneously increasing the monetary base.[4113]
This differs from the more usual policy of buying or selling short-term government bonds in order to keep

interbank interest rates at a specified target value [61[7](8](9]

Expansionary monetary policy to stimulate the economy typically involves the central bank buying short-term
government bonds in order to lower short-term market interest rates.HO1112](13] However, when short-term

interest rates reach or approach zero, this method can no longer work.l'4 In such circumstances monetary
authorities may then use quantitative easing to further stimulate the economy by buying assets of longer
maturity than short-term government bonds, thereby lowering longer-term interest rates further out on the yield

CUI‘VG.[IS][16]

Quantitative easing can help ensure that inflation does not fall below a target.[9] Risks include the policy being
more effective than intended in acting against deflation (leading to higher inflation in the longer term, due to

increased money supply) 171 or not being effective enough if banks do not lend out the additional reserves.[18]
According to the International Monetary Fund and various economists, quantitative easing undertaken since the

global financial crisis of 2007-08 has mitigated some of the adverse effects of the crisis.[1?1[20](21]
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Process

Quantitative easing is distinguished from standard central banking monetary policies, which are usually enacted
by buying or selling government bonds on the open market to reach a desired target for the interbank interest
rate. However, if a recession or depression continues even when a central bank has lowered interest rates to
nearly zero, the central bank can no longer lower interest rates. The central bank may then implement a set of
tactics known as quantitative easing. This policy is often considered a last resort to stimulate the

economy.[221(23]

A central bank enacts quantitative easing by purchasing — without reference to the interest rate—a set quantity of

bonds or other financial assets on financial markets from private financial institutions.[81[24] The goal of this
policy is to facilitate an expansion of private bank lending; if private banks increase lending, it would increase
the money supply. Additionally, if the central bank also purchases financial instruments that are riskier than
government bonds, it can also lower the interest yield of those assets.

Quantitative easing, and monetary policy in general, can only be carried out if the central bank controls the
currency used in the country. The central banks of countries in the Eurozone, for example, cannot unilaterally
expand their money supply and thus cannot employ quantitative easing. They must instead rely on the European

Central Bank (ECB) to enact monetary policy.[25]

History

Before 2007



Quantitative easing was first used by the Bank of Japan (BOJ) to fight domestic deflation in the early
2000s.[13112611271[28] According to the Bank of Japan, the central bank adopted quantitative easing (B () £ Fl4E
1, ryoteki kin'yi kanwa) on 19 March 2001 .[291(30]

The Bank of Japan had for many years, and as late as February 2001, claimed that "quantitative easing ... is not

effective" and rejected its use for monetary policy.[31] The BOJ had maintained short-term interest rates at close
to zero since 1999. Under quantitative easing, the BOJ flooded commercial banks with excess liquidity to
promote private lending, leaving them with large stocks of excess reserves and therefore little risk of a liquidity

shortage.[32] The BOJ accomplished this by buying more government bonds than would be required to set the
interest rate to zero. It later also bought asset-backed securities and equities and extended the terms of its

commercial paper—purchasing operation.[33]

The BOJ increased the commercial bank current account balance from ¥5 trillion to ¥35 trillion (approximately
US$300 billion) over a four-year period starting in March 2001. The BOJ also tripled the quantity of long-term
Japan government bonds it could purchase on a monthly basis.

After 2007

Since the advent of the global financial crisis of 2007-08, similar policies have been used by the United States,
the United Kingdom, and the Eurozone. Quantitative easing was used by these countries because their risk-free
short-term nominal interest rates were either at or close to zero. In the United States, this interest rate is the
federal funds rate; in the United Kingdom, it is the official bank rate.

During the peak of the financial crisis in 2008, the US Federal Reserve expanded its balance sheet dramatically
by adding new assets and new liabilities without "sterilizing" these by corresponding subtractions. In the same
period, the United Kingdom also used quantitative easing as an additional arm of its monetary policy in order to

alleviate its financial crisis.[341(351(36]
US QE1, QE2, and QE3

The US Federal Reserve held between $700 billion and $800 billion of Treasury notes on its balance sheet
before the recession. In late November 2008, the Federal Reserve started buying $600 billion in mortgage-

backed securities.[37] By March 2009, it held $1.75 trillion of bank debt, mortgage-backed securities, and
Treasury notes; this amount reached a peak of $2.1 trillion in June 2010. Further purchases were halted as the
economy started to improve, but resumed in August 2010 when the Fed decided the economy was not growing
robustly. After the halt in June, holdings started falling naturally as debt matured and were projected to fall to
$1.7 trillion by 2012. The Fed's revised goal became to keep holdings at $2.054 trillion. To maintain that level,

the Fed bought $30 billion in two- to ten-year Treasury notes every month.[38]

In November 2010, the Fed announced a second round of quantitative easing, buying $600 billion of Treasury
securities by the end of the second quarter of 2011 [391[40] The expression "QE2" became a ubiquitous nickname
in 2010, used to refer to this second round of quantitative easing by US central banks.[41] Retrospectively, the
round of quantitative easing preceding QE2 was called "QE1 v [42][43]



A third round of quantitative easing, "QE3", was

announced on September 13,2012.In an 11-1 vote, us I Tressury and Mortgage Backed red

the Federal Reserve decided to launch a new $40 R s e e E e ey S,

billion per month, open-ended bond purchasing il

program of agency mortgage-backed securities. - g

Additionally, the Federal Open Market Committee s ee

(FOMC) announced that it would likely maintain the i s i

federal funds rate near zero "at least through L \,,.../
20151441451 According to NASDAQ.com, this is { Sl

effectively a stimulus program that allows the 4 N

Federal Reserve to relieve $40 billion per month of g i

commercial housing market debt risk.[46] Because of FRED o i h”-,;,-;;;-&:;m 0 5 H .:i"1
its open-ended nature, QE3 has earned the popular I S
nickname of "QE-Infinity." [471 On 12 December

2012, the FOMC announced an increase in the Federal Reserve Holdings of Treasury Notes (blue) and
amount of open-ended purchases from $40 billion to Mortgage-Backed Securities (red)

$85 billion per month.[48]

On 19 June 2013, Ben Bernanke announced a "tapering" of some of the Fed's QE policies contingent upon
continued positive economic data. Specifically, he said that the Fed could scale back its bond purchases from

$85 billion to $65 billion a month during the upcoming September 2013 policy meeting.[49] He also suggested

that the bond-buying program could wrap up by mid-2014.1°9 While Bernanke did not announce an interest rate
hike, he suggested that if inflation followed a 2% target rate and unemployment decreased to 6.5%, the Fed
would likely start raising rates. The stock markets dropped by approximately 4.3% over the three trading days
following Bernanke's announcement, with the Dow Jones dropping 659 points between the 19th and 24 June,

closing at 14,660 at the end of the day on June 24 51 On September 18, 2013, the Fed decided to hold off on
scaling back its bond-buying program 152! and later began tapering purchases the next year — February 20141531
Purchases were halted on October 29, 201454 after accumulating $4.5 trillion in assets.[>]

United Kingdom

During its QE program, the Bank of England bought gilts from financial institutions, along with a smaller

amount of relatively high-quality debt issued by private companies.[56] The banks, insurance companies, and
pension funds could then use the money they received for lending or even to buy back more bonds from the
bank. Further, the central bank could lend the new money to private banks or buy assets from banks in exchange
for currency. These measures have the effect of depressing interest yields on government bonds and similar

investments, making it cheaper for business to raise capital.[57] Another side effect is that investors will switch

to other investments, such as shares, boosting their price and thus encouraging consumption.[56] QE can reduce
interbank overnight interest rates and thereby encourage banks to loan money to higher interest-paying and
financially weaker bodies.

The Bank of England had purchased around £165 billion in assets as of September 2009 and around £175 billion

in assets by the end of October 2009.0°8] At its meeting in November 2009, the Monetary Policy Committee
(MPC) voted to increase total asset purchases to £200 billion. Most of the assets purchased have been UK



government securities (gilts); the Bank has also purchased smaller quantities of high-quality private-sector

assets.[’?] In December 2010, MPC member Adam Posen called for a £50 billion expansion of the Bank's
quantitative easing programme, while his colleague Andrew Sentance has called for an increase in interest rates

due to inflation being above the target rate of 2% 1601 1n October 2011, the Bank of England announced that it
would undertake another round of QE, creating an additional £75 billion.[81] In February 2012 it announced an
additional £50 billion.[%2) In July 2012 it announced another £50 billion,[93 bringing the total amount to £375

billion. The Bank has said that it will not buy more than 70% of any issue of government debt.[%4] This means
that at least 30% of any issue of government debt will have to be purchased and held by institutions other than
the Bank of England. In 2012 the Bank estimated that quantitative easing had benefited households differentially

according to the assets they hold; richer households have more assets.[05]
Europe

The European Central Bank said that it would focus on buying covered bonds, a form of corporate debt. It
signalled that its initial purchases would be worth about €60 billion in May 2009.166]

At the beginning of 2013, the Swiss National Bank had the largest balance sheet relative to the size of the
economy it was responsible for, at close to 100% of Switzerland's national output. A total of 12% of its reserves
were in foreign equities. By contrast, the US Federal Reserve's holdings equalled about 20% of US GDP, while

the European Central Bank's assets were worth 30% of GDP.167]

In a dramatic change of policy, on 22 January 2015 Mario Draghi, President of the European Central Bank,
announced an 'expanded asset purchase programme': where €60 billion per month of euro-area bonds from
central governments, agencies and European institutions would be bought. The stimulus was planned to last
until September 2016 at the earliest with a total QE of at least €1.1 trillion. Mario Draghi announced the
programme would continue: 'until we see a continued adjustment in the path of inflation', referring to the ECB's

need to combat the growing threat of deflation across the eurozone in early 2015 .1681[69]
Scandinavia

Swedish National Bank launched quantitative easing in February 2015, announcing government bond purchase
of nearly 1.2 billion USD.[7% The annualised inflation rate in January 2015 was minus 0.3 percent, and the bank

implied that Sweden's economy could slide into deflation.[7"]
Japan after 2007 and Abenomics

In early October 2010, the Bank of Japan announced that it would examine the purchase of ¥5 trillion (US$60
billion) in assets. This was an attempt to push down the value of the yen against the US dollar in order to

stimulate the domestic economy by making Japanese exports cheaper; it did not work.[1]

On 4 August 2011 the BOJ announced a unilateral move to increase the commercial bank current account
balance from ¥40 trillion (US$504 billion) to a total of ¥50 trillion (US$630 billion).l”2173! In October 2011, the
Bank expanded its asset purchase program by ¥5 trillion ($66bn) to a total of ¥55 trillion.[74]



On 4 April 2013, the Bank of Japan announced that it would expand its asset purchase program by 60 to 70
trillion Yen a year. https://www.boj.or.jp/en/mopo/outline/qqe.htm/

The Bank hoped to bring Japan from deflation to inflation, aiming for 2% inflation. The amount of purchases

was so large that it was expected to double the money supply.[75] This policy has been named Abenomics, as a
portmanteau of economic policies and Shinzd Abe, the current Prime Minister of Japan.

On 31 October 2014, the Boj announced the expansion of its bond buying program, to now buy 80 trillion Yen
of bonds a year.[76]

Effectiveness

According to the International Monetary Fund (IMF), the quantitative easing policies undertaken by the central
banks of the major developed countries since the beginning of the late-2000s financial crisis have contributed to
the reduction in systemic risks following the bankruptcy of Lehman Brothers. The IMF states that the policies
also contributed to the improvements in market confidence and the bottoming-out of the recession in the G7

economies in the second half of 2009 [1°]

Economist Martin Feldstein argues that QE2 led to a rise in the stock market in the second half of 2010, which

in turn contributed to increasing consumption and the strong performance of the US economy in late 2010.[2]
Former Federal Reserve Chairman Alan Greenspan calculated that as of July 2012, there was "very little impact

on the economy."’7] Federal Reserve Governor J eremy Stein has said that measures of quantitive easing such as

large-scale asset purchases "have played a significant role in supporting economic activity" .[20]

Economic impact

Quantitative easing may cause higher inflation than desired if the amount of easing required is overestimated

and too much money is created by the purchase of liquid assets.[!7] On the other hand, QE can fail to spur
demand if banks remain reluctant to lend money to businesses and households. Even then, QE can still ease the
process of deleveraging as it lowers yields. However, there is a time lag between monetary growth and inflation;
inflationary pressures associated with money growth from QE could build before the central bank acts to counter

them.78] Inflationary risks are mitigated if the system's economy outgrows the pace of the increase of the
money supply from the easing. If production in an economy increases because of the increased money supply,
the value of a unit of currency may also increase, even though there is more currency available. For example, if
a nation's economy were to spur a significant increase in output at a rate at least as high as the amount of debt
monetized, the inflationary pressures would be equalized. This can only happen if member banks actually lend
the excess money out instead of hoarding the extra cash. During times of high economic output, the central bank
always has the option of restoring reserves to higher levels through raising interest rates or other means,
effectively reversing the easing steps taken.

Increasing the money supply tends to depreciate a country's exchange rates relative to other currencies, through
the mechanism of the interest rate. Lower interest rates lead to a capital outflow from a country, thereby
reducing foreign demand for a country's money, leading to a weaker currency. This feature of QE directly
benefits exporters living in the country performing QE, as well as debtors, since the interest rate has fallen,



meaning there is less money to be repaid. However, it directly harms creditors as they earn less money from
lower interest rates. Devaluation of a currency also directly harms importers, as the cost of imported goods is
inflated by the devaluation of the currency.[79]

Neil Irwin wrote in The New York Times in October 2014 that the QE programs of the U.S. Federal Reserve
likely contributed to:

Lower interest rates for corporate bonds and mortgage rates, helping support housing prices;

Higher stock market valuation, in terms of a higher price-earnings ratio for the S&P 500 index;

Increased inflation rate and investor's expectations for future inflation;

Higher rate of job creation; and

Higher rate of GDP growth.[80]

Risks

Economists such as John Taylor[81] believe that quantitative easing creates unpredictability. Since the increase in
bank reserves may not immediately increase the money supply if held as excess reserves, the increased reserves

create the danger that inflation may eventually result when the reserves are loaned out.[82]

Impact on savings and pensions

In the European Union, World Pensions Council (WPC) financial economists have also argued that artificially
low government bond interest rates induced by QE will have an adverse impact on the underfunding condition
of pension funds, since "without returns that outstrip inflation, pension investors face the real value of their

savings declining rather than ratcheting up over the next few years".[83][84]

Housing market over-supply and QE3

The only member of the Federal Open Market Committee to vote against QE3, Richmond Federal Reserve Bank
President Jeffrey M. Lacker, said,

The impetus ... is to aid the housing market. That's an area that's fallen short in this recovery. In
most other U.S. postwar recoveries, we've seen a pretty sharp snap back in housing. Of course, the
reason it hasn't come back in this recovery is that this recession was essentially caused by us
building too many houses prior to the recession. We still have a huge overhang of houses that
haven't been sold that are vacant. And it's going to take us a while before we want the houses we

have, much less need to build more [85]

Capital flight



The new money could be used by the banks to invest in emerging markets, commodity-based economies,
commodities themselves, and non-local opportunities rather than to lend to local businesses that are having

difficulty getting loans.[86]

Increased income and wealth inequality

According to CNBC's Robert Frank, a Bank of England report shows that its quantitative easing policies had

benefited mainly the wealthy, and that 40% of those gains went to the richest 5% of British households.[871(88]
Dhaval Joshi of BCA Research wrote that "QE cash ends up overwhelmingly in profits, thereby exacerbating

already extreme income inequality and the consequent social tensions that arise from it" .[88] Anthony Randazzo
of the Reason Foundation wrote that QE "is fundamentally a regressive redistribution program that has been
boosting wealth for those already engaged in the financial sector or those who already own homes, but passing

little along to the rest of the economy. It is a primary driver of income inequality".[gg]

In May 2013, Federal Reserve Bank of Dallas President Richard Fisher said that cheap money has made rich

people richer, but has not done quite as much for working Americans.[3%]

Criticism by BRIC countries

BRIC countries have criticized the QE carried out by the central banks of developed nations. They share the
argument that such actions amount to protectionism and competitive devaluation. As net exporters whose
currencies are partially pegged to the dollar, they protest that QE causes inflation to rise in their countries and

penalizes their industries.[201(911[92][93]

Comparison with other instruments

Qualitative easing

Professor Willem Buiter of the London School of Economics has proposed a terminology to distinguish
quantitative easing, or an expansion of a central bank's balance sheet, from what he terms qualitative easing, or
the process of a central bank adding riskier assets to its balance sheet:

Quantitative easing is an increase in the size of the balance sheet of the central bank through an
increase [in its] monetary liabilities (base money), holding constant the composition of its assets.
Asset composition can be defined as the proportional shares of the different financial instruments
held by the central bank in the total value of its assets. An almost equivalent definition would be
that quantitative easing is an increase in the size of the balance sheet of the central bank through an
increase in its monetary liabilities that holds constant the (average) liquidity and riskiness of its
asset portfolio.

Qualitative easing is a shift in the composition of the assets of the central bank towards less liquid
and riskier assets, holding constant the size of the balance sheet (and the official policy rate and the
rest of the list of usual suspects). The less liquid and more risky assets can be private securities as



well as sovereign or sovereign-guaranteed instruments. All forms of risk, including credit risk
(default risk) are included.’4

Credit easing

In introducing the Federal Reserve's response to the 2008-9 financial crisis, Fed Chairman Ben Bernanke
distinguished the new program, which he termed "credit easing", from J apanese-style quantitative easing. In his
speech, he announced,

Our approach— which could be described as "credit easing" —resembles quantitative easing in one
respect: It involves an expansion of the central bank's balance sheet. However, in a pure QE regime,
the focus of policy is the quantity of bank reserves, which are liabilities of the central bank; the
composition of loans and securities on the asset side of the central bank's balance sheet is
incidental. Indeed, although the Bank of Japan's policy approach during the QE period was quite
multifaceted, the overall stance of its policy was gauged primarily in terms of its target for bank
reserves. In contrast, the Federal Reserve's credit easing approach focuses on the mix of loans and
securities that it holds and on how this composition of assets affects credit conditions for

households and businesses.[9°]

Credit easing involves increasing the money supply by the purchase not of government bonds but of private-

sector assets, such as corporate bonds and residential mortgage—backed securities.[?17] In 2010, the Federal
Reserve purchased $1.25 trillion of mortgage-backed securities in order to support the sagging mortgage market.

These purchases increased the monetary base in a way similar to a purchase of government securities.[98!

Printing money

Quantitative easing has been nicknamed "printing money" by some members of the media, 221100111017 cepyira)

bankers,[192] and financial analysts.[103][104] The term printing money usually implies that newly created money
is used to directly finance government deficits or pay off government debt (also known as monetizing the
government debt). However, with QE, the newly created money is used to buy government bonds or other

financial assets,[”®] Central banks in most developed nations (e.g., the United Kingdom, the United States,
Japan, and the EU) are prohibited from buying government debt directly from the government and must instead

buy it from the secondary market.[?8J(105] Thjg two-step process, where the government sells bonds to private

entities that in turn sell them to the central bank, has been called "monetizing the debt" by many analysts.[98]
The distinguishing characteristic between QE and monetizing debt is that with the former, the central bank

creates money to stimulate the economy, not to finance government spending. Also, the central bank has the
stated intention of reversing the QE when the economy has recovered (by selling the government bonds and

other financial assets back into the market).[% The only effective way to determine whether a central bank has
monetized debt is to compare its performance relative to its stated objectives. Many central banks have adopted
an inflation target. It is likely that a central bank is monetizing the debt if it continues to buy government debt

when inflation is above target and if the government has problems with debt ﬁnancing.[98]



Ben Bernanke remarked in 2002 that the US government had a technology called the printing press (or, today,
its electronic equivalent), so that if rates reached zero and deflation threatened, the government could always act
to ensure deflation was prevented. He said, however, that the government would not print money and distribute
it "willy nilly" but would rather focus its efforts in certain areas (e.g., buying federal agency debt securities and

mortgage-backed securities).[106]1107] According to economist Robert McTeer, former president of the Federal
Reserve Bank of Dallas, there is nothing wrong with printing money during a recession, and quantitative easing
is different from traditional monetary policy "only in its magnitude and pre-announcement of amount and

timing" [1081(109] Stephen Hester, chief executive officer of the RBS Group, said in an interview, "What the
Bank of England does in quantitative easing is it prints money to buy government debt, and so what has
happened is the government has run a huge deficit over the past three years, but instead of having to find other
people to lend it that money, the Bank of England has printed money to pay for the government deficit. If that
QE hadn't happened then the government would have needed to find real people to buy its debt. So the
Quantitative Easing has enabled governments, this government, to run a big budget deficit without killing the
economy because the Bank of England has financed it. Now you can't do that for long because people get wise
to it and it causes inflation and so on, but that's what it has done: money has been printed to fund the deficit."
[110]

Richard W. Fisher, president of the Federal Reserve Bank of Dallas, warned in 2010 that QE carries "the risk of
being perceived as embarking on the slippery slope of debt monetization. We know that once a central bank is
perceived as targeting government debt yields at a time of persistent budget deficits, concern about debt
monetization quickly arises." Later in the same speech, he stated that the Fed is monetizing the government
debt: "The math of this new exercise is readily transparent: The Federal Reserve will buy $110 billion a month
in Treasuries, an amount that, annualized, represents the projected deficit of the federal government for next

year. For the next eight months, the nation's central bank will be monetizing the federal debt."[111]

Altering debt maturity structure

Based on research by economist Eric Swanson reassessing the effectiveness of the US Federal Open Market
Committee action in 1961 known as Operation Twist, The Economist has posted that a similar restructuring of

the supply of different types of debt would have an effect equal to that of QE.M12] Such action would allow
finance ministries (e.g., the US Department of the Treasury) a role in the process now reserved for central

banks.[112]

QE for the people

In response to concerns that QE is falling to create sufficient demand, particularly in the Eurozone, a number of
economists have called for "QE for the people". Instead of buying government bonds or other securities by
creating bank reserves, as the Federal Reserve and Bank of England have done, some suggest that central banks

could make payments directly to households.[!13] Economists Mark Blyth & Eric Lonergan argue in Foreign
Affairs, that this is the most effective solution for the Eurozone, particularly given the restrictions on fiscal

policy.[114] They argue that based on the evidence from tax rebates in the United States, less than 5% of GDP
transferred by the ECB to the household sector in the Eurozone would suffice to generate a recovery, a fraction
of what it intends to do under standard QE. Oxford economist, John Muellbauer has suggested that this could be

legally implemented using the electoral register.[11°]



See also

Currency War of 2009-11
Economic history of Japan
Money creation

Open market operation

Zero interest-rate policy ZIRP
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Testimony

Chairman Ben S. Bernanke

Semiannual Monetary Policy Report to the Congress
Before the Committee on Banking, Housing, and Urban Affairs, U.S. Senate, Washington,
D.C.

February 26, 2013

Chairman Bernanke presented identical remarks before the Committee on Financial Services,
U.S. House of Representatives on February 27, 2013

Chairman Johnson, Ranking Member Crapo, and other members of the Committee, I am pleased to
present the Federal Reserve's semiannual Monetary Policy Report. 1 will begin with a short
summary of current economic conditions and then discuss aspects of monetary and fiscal policy.

Current Economic Conditions

Since I last reported to this Committee in mid-2012, economic activity in the United States has
continued to expand at a moderate if somewhat uneven pace. In particular, real gross domestic
product (GDP) is estimated to have risen at an annual rate of about 3 percent in the third quarter but

to have been essentially flat in the fourth quarter.d The pause in real GDP growth last quarter does
not appear to reflect a stalling-out of the recovery. Rather, economic activity was temporarily
restrained by weather-related disruptions and by transitory declines in a few volatile categories of
spending, even as demand by U.S. households and businesses continued to expand. Available
information suggests that economic growth has picked up again this year.

Consistent with the moderate pace of economic growth, conditions in the labor market have been
improving gradually. Since July, nonfarm payroll employment has increased by 175,000 jobs per
month on average, and the unemployment rate declined 0.3 percentage point to 7.9 percent over the
same period. Cumulatively, private-sector payrolls have now grown by about 6.1 million jobs since
their low point in early 2010, and the unemployment rate has fallen a bit more than 2 percentage
points since its cyclical peak in late 2009. Despite these gains, however, the job market remains
generally weak, with the unemployment rate well above its longer-run normal level. About 4.7
million of the unemployed have been without a job for six months or more, and millions more
would like full-time employment but are able to find only part-time work. High unemployment has
substantial costs, including not only the hardship faced by the unemployed and their families, but
also the harm done to the vitality and productive potential of our economy as a whole. Lengthy
periods of unemployment and underemployment can erode workers' skills and attachment to the
labor force or prevent young people from gaining skills and experience in the first place--
developments that could significantly reduce their productivity and earnings in the longer term. The
loss of output and earnings associated with high unemployment also reduces government revenues
and increases spending, thereby leading to larger deficits and higher levels of debt.

The recent increase in gasoline prices, which reflects both higher crude oil prices and wider refining
margins, is hitting family budgets. However, overall inflation remains low. Over the second half of
2012, the price index for personal consumption expenditures rose at an annual rate of 1-1/2 percent,
similar to the rate of increase in the first half of the year. Measures of longer-term inflation
expectations have remained in the narrow ranges seen over the past several years. Against this



backdrop, the Federal Open Market Committee (FOMC) anticipates that inflation over the medium
term likely will run at or below its 2 percent objective.

Monetary Policy

With unemployment well above normal levels and inflation subdued, progress toward the Federal
Reserve's mandated objectives of maximum employment and price stability has required a highly
accommodative monetary policy. Under normal circumstances, policy accommodation would be
provided through reductions in the FOMC's target for the federal funds rate--the interest rate on
overnight loans between banks. However, as this rate has been close to zero since December 2008,
the Federal Reserve has had to use alternative policy tools.

These alternative tools have fallen into two categories. The first is "forward guidance" regarding the
FOMC's anticipated path for the federal funds rate. Since longer-term interest rates reflect market
expectations for shorter-term rates over time, our guidance influences longer-term rates and thus
supports a stronger recovery. The formulation of this guidance has evolved over time. Between
August 2011 and December 2012, the Committee used calendar dates to indicate how long it
expected economic conditions to warrant exceptionally low levels for the federal funds rate. At its
December 2012 meeting, the FOMC agreed to shift to providing more explicit guidance on how it
expects the policy rate to respond to economic developments. Specifically, the December
postmeeting statement indicated that the current exceptionally low range for the federal funds rate
"will be appropriate at least as long as the unemployment rate remains above 6-1/2 percent, inflation
between one and two years ahead is projected to be no more than a half percentage point above the
Committee's 2 percent longer-run goal, and longer-term inflation expectations continue to be well

anchored."Z An advantage of the new formulation, relative to the previous date-based guidance, is
that it allows market participants and the public to update their monetary policy expectations more
accurately in response to new information about the economic outlook. The new guidance also
serves to underscore the Committee's intention to maintain accommodation as long as needed to

promote a stronger economic recovery with stable prices.3

The second type of nontraditional policy tool employed by the FOMC is large-scale purchases of
longer-term securities, which, like our forward guidance, are intended to support economic growth
by putting downward pressure on longer-term interest rates. The Federal Reserve has engaged in
several rounds of such purchases since late 2008. Last September the FOMC announced that it
would purchase agency mortgage-backed securities at a pace of $40 billion per month, and in
December the Committee stated that, in addition, beginning in January it would purchase longer-

term Treasury securities at an initial pace of $45 billion per month.# These additional purchases of
longer-term Treasury securities replace the purchases we were conducting under our now-completed
maturity extension program, which lengthened the maturity of our securities portfolio without
increasing its size. The FOMC has indicated that it will continue purchases until it observes a
substantial improvement in the outlook for the labor market in a context of price stability.

The Committee also stated that in determining the size, pace, and composition of its asset purchases,
it will take appropriate account of their likely efficacy and costs. In other words, as with all of its
policy decisions, the Committee continues to assess its program of asset purchases within a cost-
benefit framework. In the current economic environment, the benefits of asset purchases, and of
policy accommodation more generally, are clear: Monetary policy is providing important support to
the recovery while keeping inflation close to the FOMC's 2 percent objective. Notably, keeping
longer-term interest rates low has helped spark recovery in the housing market and led to increased
sales and production of automobiles and other durable goods. By raising employment and household
wealth--for example, through higher home prices--these developments have in turn supported
consumer sentiment and spending.

Highly accommodative monetary policy also has several potential costs and risks, which the



Committee is monitoring closely. For example, if further expansion of the Federal Reserve's balance
sheet were to undermine public confidence in our ability to exit smoothly from our accommodative
policies at the appropriate time, inflation expectations could rise, putting the FOMC's price-stability
objective at risk. However, the Committee remains confident that it has the tools necessary to
tighten monetary policy when the time comes to do so. As I noted, inflation is currently subdued,
and inflation expectations appear well anchored; neither the FOMC nor private forecasters are
projecting the development of significant inflation pressures.

Another potential cost that the Committee takes very seriously is the possibility that very low
interest rates, if maintained for a considerable time, could impair financial stability. For example,
portfolio managers dissatisfied with low returns may "reach for yield" by taking on more credit risk,
duration risk, or leverage. On the other hand, some risk-taking--such as when an entrepreneur takes
out a loan to start a new business or an existing firm expands capacity--is a necessary element of a
healthy economic recovery. Moreover, although accommodative monetary policies may increase
certain types of risk-taking, in the present circumstances they also serve in some ways to reduce risk
in the system, most importantly by strengthening the overall economy, but also by encouraging
firms to rely more on longer-term funding, and by reducing debt service costs for households and
businesses. In any case, the Federal Reserve is responding actively to financial stability concerns
through substantially expanded monitoring of emerging risks in the financial system, an approach to
the supervision of financial firms that takes a more systemic perspective, and the ongoing
implementation of reforms to make the financial system more transparent and resilient. Although a
long period of low rates could encourage excessive risk-taking, and continued close attention to
such developments is certainly warranted, to this point we do not see the potential costs of the
increased risk-taking in some financial markets as outweighing the benefits of promoting a stronger

economic recovery and more-rapid job creation.2

Another aspect of the Federal Reserve's policies that has been discussed is their implications for the
federal budget. The Federal Reserve earns substantial interest on the assets it holds in its portfolio,
and, other than the amount needed to fund our cost of operations, all net income is remitted to the
Treasury. With the expansion of the Federal Reserve's balance sheet, yearly remittances have
roughly tripled in recent years, with payments to the Treasury totaling approximately $290 billion

between 2009 and 2012.& However, if the economy continues to strengthen, as we anticipate, and
policy accommodation is accordingly reduced, these remittances would likely decline in coming
years. Federal Reserve analysis shows that remittances to the Treasury could be quite low for a time

in some scenarios, particularly if interest rates were to rise quickly.. However, even in such
scenarios, it is highly likely that average annual remittances over the period affected by the Federal
Reserve's purchases will remain higher than the pre-crisis norm, perhaps substantially so. Moreover,
to the extent that monetary policy promotes growth and job creation, the resulting reduction in the
federal deficit would dwarf any variation in the Federal Reserve's remittances to the Treasury.

Thoughts on Fiscal Policy

Although monetary policy is working to promote a more robust recovery, it cannot carry the entire
burden of ensuring a speedier return to economic health. The economy's performance both over the
near term and in the longer run will depend importantly on the course of fiscal policy. The challenge
for the Congress and the Administration is to put the federal budget on a sustainable long-run path
that promotes economic growth and stability without unnecessarily impeding the current recovery.

Significant progress has been made recently toward reducing the federal budget deficit over the next
few years. The projections released earlier this month by the Congressional Budget Office (CBO)
indicate that, under current law, the federal deficit will narrow from 7 percent of GDP last year to 2-

1/2 percent in fiscal year 2015.8 As a result, the federal debt held by the public (including that held
by the Federal Reserve) is projected to remain roughly 75 percent of GDP through much of the
current decade.



However, a substantial portion of the recent progress in lowering the deficit has been concentrated
in near-term budget changes, which, taken together, could create a significant headwind for the
economic recovery. The CBO estimates that deficit-reduction policies in current law will slow the
pace of real GDP growth by about 1-1/2 percentage points this year, relative to what it would have
been otherwise. A significant portion of this effect is related to the automatic spending sequestration
that is scheduled to begin on March 1, which, according to the CBO's estimates, will contribute
about 0.6 percentage point to the fiscal drag on economic growth this year. Given the still-moderate
underlying pace of economic growth, this additional near-term burden on the recovery is significant.
Moreover, besides having adverse effects on jobs and incomes, a slower recovery would lead to less
actual deficit reduction in the short run for any given set of fiscal actions.

At the same time, and despite progress in reducing near-term budget deficits, the difficult process of
addressing longer-term fiscal imbalances has only begun. Indeed, the CBO projects that the federal
deficit and debt as a percentage of GDP will begin rising again in the latter part of this decade,
reflecting in large part the aging of the population and fast-rising health-care costs. To promote
economic growth in the longer term, and to preserve economic and financial stability, fiscal
policymakers will have to put the federal budget on a sustainable long-run path that first stabilizes
the ratio of federal debt to GDP and, given the current elevated level of debt, eventually places that
ratio on a downward trajectory. Between 1960 and the onset of the financial crisis, federal debt
averaged less than 40 percent of GDP. This relatively low level of debt provided the nation much-
needed flexibility to meet the economic challenges of the past few years. Replenishing this fiscal
capacity will give future Congresses and Administrations greater scope to deal with unforeseen
events.

To address both the near- and longer-term issues, the Congress and the Administration should
consider replacing the sharp, frontloaded spending cuts required by the sequestration with policies
that reduce the federal deficit more gradually in the near term but more substantially in the longer
run. Such an approach could lessen the near-term fiscal headwinds facing the recovery while more
effectively addressing the longer-term imbalances in the federal budget.

The sizes of deficits and debt matter, of course, but not all tax and spending programs are created
equal with respect to their effects on the economy. To the greatest extent possible, in their efforts to
achieve sound public finances, fiscal policymakers should not lose sight of the need for federal tax
and spending policies that increase incentives to work and save, encourage investments in
workforce skills, advance private capital formation, promote research and development, and provide
necessary and productive public infrastructure. Although economic growth alone cannot eliminate
federal budget imbalances, in either the short or longer term, a more rapidly expanding economic
pie will ease the difficult choices we face.

1. Data for the fourth quarter of 2012 from the national income and product accounts reflect the
advance estimate released on January 30, 2013. Return to text

2. See Board of Governors of the Federal Reserve System (2012), "Federal Reserve Issues FOMC
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3. The numerical values for unemployment and inflation included in the guidance are thresholds, not
triggers; that is, depending on economic circumstances at the time, the Committee may judge that it
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thresholds is reached. The 6-1/2 percent threshold for the unemployment rate should not be
interpreted as the Committee's longer-term objective for unemployment; because monetary policy
affects the economy with a lag, the first increase in the target for the funds rate will likely have to
occur when the unemployment rate is still above its longer-run normal level. Likewise, the
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The Cerisis and the Policy Response

For almost a year and a half the global financial system has been under extraordinary stress--stress
that has now decisively spilled over to the global economy more broadly. The proximate cause of
the crisis was the turn of the housing cycle in the United States and the associated rise in
delinquencies on subprime mortgages, which imposed substantial losses on many financial
institutions and shook investor confidence in credit markets. However, although the subprime
debacle triggered the crisis, the developments in the U.S. mortgage market were only one aspect of a
much larger and more encompassing credit boom whose impact transcended the mortgage market to
affect many other forms of credit. Aspects of this broader credit boom included widespread declines
in underwriting standards, breakdowns in lending oversight by investors and rating agencies,
increased reliance on complex and opaque credit instruments that proved fragile under stress, and
unusually low compensation for risk-taking.

The abrupt end of the credit boom has had widespread financial and economic ramifications.
Financial institutions have seen their capital depleted by losses and writedowns and their balance
sheets clogged by complex credit products and other illiquid assets of uncertain value. Rising credit
risks and intense risk aversion have pushed credit spreads to unprecedented levels, and markets for
securitized assets, except for mortgage securities with government guarantees, have shut down.
Heightened systemic risks, falling asset values, and tightening credit have in turn taken a heavy toll
on business and consumer confidence and precipitated a sharp slowing in global economic activity.
The damage, in terms of lost output, lost jobs, and lost wealth, is already substantial.

The global economy will recover, but the timing and strength of the recovery are highly uncertain.
Government policy responses around the world will be critical determinants of the speed and vigor
of the recovery. Today I will offer some thoughts on current and prospective policy responses to the
crisis in the United States, with a particular emphasis on actions by the Federal Reserve. In doing
so, I will outline the framework that has guided the Federal Reserve's responses to date. I will also
explain why I believe that the Fed still has powerful tools at its disposal to fight the financial crisis
and the economic downturn, even though the overnight federal funds rate cannot be reduced
meaningfully further.

The Federal Reserve's Response to the Crisis

The Federal Reserve has responded aggressively to the crisis since its emergence in the summer of
2007. Following a cut in the discount rate (the rate at which the Federal Reserve lends to depository
institutions) in August of that year, the Federal Open Market Committee began to ease monetary

policy in September 2007, reducing the target for the federal funds rate by 50 basis points.! As
indications of economic weakness proliferated, the Committee continued to respond, bringing down
its target for the federal funds rate by a cumulative 325 basis points by the spring of 2008. In
historical comparison, this policy response stands out as exceptionally rapid and proactive. In
taking these actions, we aimed both to cushion the direct effects of the financial turbulence on the



economy and to reduce the virulence of the so-called adverse feedback loop, in which economic
weakness and financial stress become mutually reinforcing.

These policy actions helped to support employment and incomes during the first year of the crisis.
Unfortunately, the intensification of the financial turbulence last fall led to further deterioration in
the economic outlook. The Committee responded by cutting the target for the federal funds rate an
additional 100 basis points last October, with half of that reduction coming as part of an
unprecedented coordinated interest rate cut by six major central banks on October 8. In December
the Committee reduced its target further, setting a range of 0 to 25 basis points for the target federal
funds rate.

The Committee's aggressive monetary easing was not without risks. During the early phase of rate
reductions, some observers expressed concern that these policy actions would stoke inflation. These
concerns intensified as inflation reached high levels in mid-2008, mostly reflecting a surge in the
prices of oil and other commodities. The Committee takes its responsibility to ensure price stability
extremely seriously, and throughout this period it remained closely attuned to developments in
inflation and inflation expectations. However, the Committee also maintained the view that the
rapid rise in commodity prices in 2008 primarily reflected sharply increased demand for raw
materials in emerging market economies, in combination with constraints on the supply of these
materials, rather than general inflationary pressures. Committee members expected that, at some
point, global economic growth would moderate, resulting in slower increases in the demand for
commodities and a leveling out in their prices--as reflected, for example, in the pattern of futures
market prices. As you know, commodity prices peaked during the summer and, rather than leveling
out, have actually fallen dramatically with the weakening in global economic activity. Asa

consequence, overall inflation has already declined significantly and appears likely to moderate
further.

The Fed's monetary easing has been reflected in significant declines in a number of lending rates,
especially shorter-term rates, thus offsetting to some degree the effects of the financial turmoil on
financial conditions. However, that offset has been incomplete, as widening credit spreads, more
restrictive lending standards, and credit market dysfunction have worked against the monetary
easing and led to tighter financial conditions overall. In particular, many traditional funding sources
for financial institutions and markets have dried up, and banks and other lenders have found their
ability to securitize mortgages, auto loans, credit card receivables, student loans, and other forms of
credit greatly curtailed. Thus, in addition to easing monetary policy, the Federal Reserve has
worked to support the functioning of credit markets and to reduce financial strains by providing
liquidity to the private sector. In doing so, as I will discuss shortly, the Fed has deployed a number
of additional policy tools, some of which were previously in our toolkit and some of which have
been created as the need arose.

Beyond the Federal Funds Rate: The Fed's Policy Toolkit
Although the federal funds rate is now close to zero, the Federal Reserve retains a number of policy
tools that can be deployed against the crisis.

One important tool is policy communication. Even if the overnight rate is close to zero, the
Committee should be able to influence longer-term interest rates by informing the public's
expectations about the future course of monetary policy. To illustrate, in its statement after its
December meeting, the Committee expressed the view that economic conditions are likely to

warrant an unusually low federal funds rate for some time.2 To the extent that such statements
cause the public to lengthen the horizon over which they expect short-term rates to be held at very
low levels, they will exert downward pressure on longer-term rates, stimulating aggregate demand.
It is important, however, that statements of this sort be expressed in conditional fashion--that is, that
they link policy expectations to the evolving economic outlook. If the public were to perceive a
statement about future policy to be unconditional, then long-term rates might fail to respond in the



desired fashion should the economic outlook change materially.

Other than policies tied to current and expected future values of the overnight interest rate, the
Federal Reserve has--and indeed, has been actively using--a range of policy tools to provide direct
support to credit markets and thus to the broader economy. As I will elaborate, I find it useful to
divide these tools into three groups. Although these sets of tools differ in important respects, they
have one aspect in common: They all make use of the asset side of the Federal Reserve's balance
sheet. That is, each involves the Fed's authorities to extend credit or purchase securities.

The first set of tools, which are closely tied to the central bank's traditional role as the lender of last
resort, involve the provision of short-term liquidity to sound financial institutions. Over the course
of the crisis, the Fed has taken a number of extraordinary actions to ensure that financial institutions
have adequate access to short-term credit. These actions include creating new facilities for
auctioning credit and making primary securities dealers, as well as banks, eligible to borrow at the

Fed's discount window.3 For example, since August 2007 we have lowered the spread between the
discount rate and the federal funds rate target from 100 basis points to 25 basis points; increased the
term of discount window loans from overnight to 90 days; created the Term Auction Facility, which
auctions credit to depository institutions for terms up to three months; put into place the Term
Securities Lending Facility, which allows primary dealers to borrow Treasury securities from the
Fed against less-liquid collateral; and initiated the Primary Dealer Credit Facility as a source of
liquidity for those firms, among other actions.

Because interbank markets are global in scope, the Federal Reserve has also approved bilateral
currency swap agreements with 14 foreign central banks. The swap facilities have allowed these
central banks to acquire dollars from the Federal Reserve to lend to banks in their jurisdictions,
which has served to ease conditions in dollar funding markets globally. In most cases, the provision
of this dollar liquidity abroad was conducted in tight coordination with the Federal Reserve's own
funding auctions.

Importantly, the provision of credit to financial institutions exposes the Federal Reserve to only
minimal credit risk; the loans that we make to banks and primary dealers through our various
facilities are generally overcollateralized and made with recourse to the borrowing firm. The
Federal Reserve has never suffered any losses in the course of its normal lending to banks and, now,
to primary dealers. In the case of currency swaps, the foreign central banks are responsible for
repayment, not the financial institutions that ultimately receive the funds; moreover, as further
security, the Federal Reserve receives an equivalent amount of foreign currency in exchange for the
dollars it provides to foreign central banks.

Liquidity provision by the central bank reduces systemic risk by assuring market participants that,
should short-term investors begin to lose confidence, financial institutions will be able to meet the
resulting demands for cash without resorting to potentially destabilizing fire sales of assets.
Moreover, backstopping the liquidity needs of financial institutions reduces funding stresses and, all
else equal, should increase the willingness of those institutions to lend and make markets.

On the other hand, the provision of ample liquidity to banks and primary dealers is no panacea.
Today, concerns about capital, asset quality, and credit risk continue to limit the willingness of many
intermediaries to extend credit, even when liquidity is ample. Moreover, providing liquidity to
financial institutions does not address directly instability or declining credit availability in critical
nonbank markets, such as the commercial paper market or the market for asset-backed securities,
both of which normally play major roles in the extension of credit in the United States.

To address these issues, the Federal Reserve has developed a second set of policy tools, which
involve the provision of liquidity directly to borrowers and investors in key credit markets. Notably,
we have introduced facilities to purchase highly rated commercial paper at a term of three months



and to provide backup liquidity for money market mutual funds. In addition, the Federal Reserve
and the Treasury have jointly announced a facility that will lend against AAA-rated asset-backed
securities collateralized by student loans, auto loans, credit card loans, and loans guaranteed by the
Small Business Administration. The Federal Reserve's credit risk exposure in the latter facility will
be minimal, because the collateral will be subject to a "haircut" and the Treasury is providing $20
billion of capital as supplementary loss protection. We expect this facility to be operational next
month.

The rationales and objectives of our various facilities differ, according to the nature of the problem
being addressed. In some cases, as in our programs to backstop money market mutual funds, the
purpose of the facility is to serve, once again in classic central bank fashion, as liquidity provider of
last resort. Following a prominent fund's "breaking of the buck"--that is, a decline in its net asset
value below par--in September, investors began to withdraw funds in large amounts from money
market mutual funds that invest in private instruments such as commercial paper and certificates of
deposit. Fund managers responded by liquidating assets and investing at only the shortest of
maturities. As the pace of withdrawals increased, both the stability of the money market mutual
fund industry and the functioning of the commercial paper market were threatened. The Federal
Reserve responded with several programs, including a facility to finance bank purchases of high-
quality asset-backed commercial paper from money market mutual funds. This facility effectively
channeled liquidity to the funds, helping them to meet redemption demands without having to sell
assets indiscriminately. Together with a Treasury program that provided partial insurance to
investors in money market mutual funds, these efforts helped stanch the cash outflows from those
funds and stabilize the industry.

The Federal Reserve's facility to buy high-quality (A1-P1) commercial paper at a term of three
months was likewise designed to provide a liquidity backstop, in this case for investors and
borrowers in the commercial paper market. As I mentioned, the functioning of that market
deteriorated significantly in September, with borrowers finding financing difficult to obtain, and
then only at high rates and very short (usually overnight) maturities. By serving as a backup source
of liquidity for borrowers, the Fed's commercial paper facility was aimed at reducing investor and
borrower concerns about "rollover risk," the risk that a borrower could not raise new funds to repay
maturing commercial paper. The reduction of rollover risk, in turn, should increase the willingness
of private investors to lend, particularly for terms longer than overnight. These various actions
appear to have improved the functioning of the commercial paper market, as rates and risk spreads
have come down and the average maturities of issuance have increased.

In contrast, our forthcoming asset-backed securities program, a joint effort with the Treasury, is not
purely for liquidity provision. This facility will provide three-year term loans to investors against
AAA-rated securities backed by recently originated consumer and small-business loans. Unlike our
other lending programs, this facility combines Federal Reserve liquidity with capital provided by the
Treasury, which allows it to accept some credit risk. By providing a combination of capital and
liquidity, this facility will effectively substitute public for private balance sheet capacity, in a period
of sharp deleveraging and risk aversion in which such capacity appears very short. If the program
works as planned, it should lead to lower rates and greater availability of consumer and small
business credit. Over time, by increasing market liquidity and stimulating market activity, this
facility should also help to revive private lending. Importantly, if the facility for asset-backed
securities proves successful, its basic framework can be expanded to accommodate higher volumes
or additional classes of securities as circumstances warrant.

The Federal Reserve's third set of policy tools for supporting the functioning of credit markets
involves the purchase of longer-term securities for the Fed's portfolio. For example, we recently
announced plans to purchase up to $100 billion in government-sponsored enterprise (GSE) debt and
up to $500 billion in GSE mortgage-backed securities over the next few quarters. Notably,
mortgage rates dropped significantly on the announcement of this program and have fallen further



since it went into operation. Lower mortgage rates should support the housing sector. The
Committee is also evaluating the possibility of purchasing longer-term Treasury securities. In
determining whether to proceed with such purchases, the Committee will focus on their potential to
improve conditions in private credit markets, such as mortgage markets.

These three sets of policy tools--lending to financial institutions, providing liquidity directly to key
credit markets, and buying longer-term securities--have the common feature that each represents a
use of the asset side of the Fed's balance sheet, that is, they all involve lending or the purchase of
securities. The virtue of these policies in the current context is that they allow the Federal Reserve
to continue to push down interest rates and ease credit conditions in a range of markets, despite the
fact that the federal funds rate is close to its zero lower bound.

Credit Easing versus Quantitative Easing

The Federal Reserve's approach to supporting credit markets is conceptually distinct from
quantitative easing (QE), the policy approach used by the Bank of Japan from 2001 to 2006. Our
approach--which could be described as "credit easing"--resembles quantitative easing in one
respect: It involves an expansion of the central bank's balance sheet. However, in a pure QE
regime, the focus of policy is the quantity of bank reserves, which are liabilities of the central bank;
the composition of loans and securities on the asset side of the central bank's balance sheet is
incidental. Indeed, although the Bank of Japan's policy approach during the QE period was quite
multifaceted, the overall stance of its policy was gauged primarily in terms of its target for bank
reserves. In contrast, the Federal Reserve's credit easing approach focuses on the mix of loans and
securities that it holds and on how this composition of assets affects credit conditions for households
and businesses. This difference does not reflect any doctrinal disagreement with the Japanese
approach, but rather the differences in financial and economic conditions between the two episodes.
In particular, credit spreads are much wider and credit markets more dysfunctional in the United
States today than was the case during the Japanese experiment with quantitative easing. To
stimulate aggregate demand in the current environment, the Federal Reserve must focus its policies
on reducing those spreads and improving the functioning of private credit markets more generally.

The stimulative effect of the Federal Reserve's credit easing policies depends sensitively on the
particular mix of lending programs and securities purchases that it undertakes. When markets are
illiquid and private arbitrage is impaired by balance sheet constraints and other factors, as at present
one dollar of longer-term securities purchases is unlikely to have the same impact on financial
markets and the economy as a dollar of lending to banks, which has in turn a different effect than a
dollar of lending to support the commercial paper market. Because various types of lending have
heterogeneous effects, the stance of Fed policy in the current regime--in contrast to a QE regime--is
not easily summarized by a single number, such as the quantity of excess reserves or the size of the
monetary base. In addition, the usage of Federal Reserve credit is determined in large part by
borrower needs and thus will tend to increase when market conditions worsen and decline when
market conditions improve. Setting a target for the size of the Federal Reserve's balance sheet, as in
a QE regime, could thus have the perverse effect of forcing the Fed to tighten the terms and
availability of its lending at times when market conditions were worsening, and vice versa.

3

The lack of a simple summary measure or policy target poses an important communications
challenge. To minimize market uncertainty and achieve the maximum effect of its policies, the
Federal Reserve is committed to providing the public as much information as possible about the
uses of its balance sheet, plans regarding future uses of its balance sheet, and the criteria on which

the relevant decisions are based.4

Exit Strategy

Some observers have expressed the concern that, by expanding its balance sheet, the Federal
Reserve is effectively printing money, an action that will ultimately be inflationary. The Fed's
lending activities have indeed resulted in a large increase in the excess reserves held by banks.



Bank reserves, together with currency, make up the narrowest definition of money, the monetary
base; as you would expect, this measure of money has risen significantly as the Fed's balance sheet
has expanded. However, banks are choosing to leave the great bulk of their excess reserves idle, in
most cases on deposit with the Fed. Consequently, the rates of growth of broader monetary
aggregates, such as M1 and M2, have been much lower than that of the monetary base. At this
point, with global economic activity weak and commodity prices at low levels, we see little risk of
inflation in the near term; indeed, we expect inflation to continue to moderate.

However, at some point, when credit markets and the economy have begun to recover, the Federal
Reserve will have to unwind its various lending programs. To some extent, this unwinding will
happen automatically, as improvements in credit markets should reduce the need to use Fed
facilities. Indeed, where possible we have tried to set lending rates and margins at levels that are
likely to be increasingly unattractive to borrowers as financial conditions normalize. In addition,
some programs--those authorized under the Federal Reserve's so-called 13(3) authority, which
requires a finding that conditions in financial markets are "unusual and exigent"--will by law have to
be eliminated once credit market conditions substantially normalize. However, as the unwinding of
the Fed's various programs effectively constitutes a tightening of policy, the principal factor
determining the timing and pace of that process will be the Committee's assessment of the condition
of credit markets and the prospects for the economy.

As lending programs are scaled back, the size of the Federal Reserve's balance sheet will decline,
implying a reduction in excess reserves and the monetary base. A significant shrinking of the
balance sheet can be accomplished relatively quickly, as a substantial portion of the assets that the
Federal Reserve holds--including loans to financial institutions, currency swaps, and purchases of
commercial paper--are short-term in nature and can simply be allowed to run off as the various
programs and facilities are scaled back or shut down. As the size of the balance sheet and the
quantity of excess reserves in the system decline, the Federal Reserve will be able to return to its
traditional means of making monetary policy--namely, by setting a target for the federal funds rate.

Although a large portion of Federal Reserve assets are short-term in nature, we do hold or expect to
hold significant quantities of longer-term assets, such as the mortgage-backed securities that we will
buy over the next two quarters. Although longer-term securities can also be sold, of course, we
would not anticipate disposing of more than a small portion of these assets in the near term, which
will slow the rate at which our balance sheet can shrink. We are monitoring the maturity
composition of our balance sheet closely and do not expect a significant problem in reducing our
balance sheet to the extent necessary at the appropriate time.

Importantly, the management of the Federal Reserve's balance sheet and the conduct of monetary
policy in the future will be made easier by the recent congressional action to give the Fed the
authority to pay interest on bank reserves. In principle, the interest rate the Fed pays on bank
reserves should set a floor on the overnight interest rate, as banks should be unwilling to lend
reserves at a rate lower than they can receive from the Fed. In practice, the federal funds rate has
fallen somewhat below the interest rate on reserves in recent months, reflecting the very high
volume of excess reserves, the inexperience of banks with the new regime, and other factors.
However, as excess reserves decline, financial conditions normalize, and banks adapt to the new
regime, we expect the interest rate paid on reserves to become an effective instrument for
controlling the federal funds rate.

Moreover, other tools are available or can be developed to improve control of the federal funds rate
during the exit stage. For example, the Treasury could resume its recent practice of issuing
supplementary financing bills and placing the funds with the Federal Reserve; the issuance of these
bills effectively drains reserves from the banking system, improving monetary control. Longer-term
assets can be financed through repurchase agreements and other methods, which also drain reserves
from the system. In considering whether to create or expand its programs, the Federal Reserve will



carefully weigh the implications for the exit strategy. And we will take all necessary actions to
ensure that the unwinding of our programs is accomplished smoothly and in a timely way, consistent
with meeting our obligation to foster full employment and price stability.

Stabilizing the Financial System

The Federal Reserve will do its part to promote economic recovery, but other policy measures will
be needed as well. The incoming Administration and the Congress are currently discussing a
substantial fiscal package that, if enacted, could provide a significant boost to economic activity. In
my view, however, fiscal actions are unlikely to promote a lasting recovery unless they are
accompanied by strong measures to further stabilize and strengthen the financial system. History
demonstrates conclusively that a modern economy cannot grow if its financial system is not
operating effectively.

In the United States, a number of important steps have already been taken to promote financial
stability, including the Treasury's injection of about $250 billion of capital into banking
organizations, a substantial expansion of guarantees for bank liabilities by the Federal Deposit
Insurance Corporation, and the Fed's various liquidity programs. Those measures, together with
analogous actions in many other countries, likely prevented a global financial meltdown in the fall
that, had it occurred, would have left the global economy in far worse condition than it is in today.

However, with the worsening of the economy's growth prospects, continued credit losses and asset
markdowns may maintain for a time the pressure on the capital and balance sheet capacities of
financial institutions. Consequently, more capital injections and guarantees may become necessary
to ensure stability and the normalization of credit markets. A continuing barrier to private
investment in financial institutions is the large quantity of troubled, hard-to-value assets that remain
on institutions' balance sheets. The presence of these assets significantly increases uncertainty about
the underlying value of these institutions and may inhibit both new private investment and new
lending. Should the Treasury decide to supplement injections of capital by removing troubled assets
from institutions' balance sheets, as was initially proposed for the U.S. financial rescue plan, several
approaches might be considered. Public purchases of troubled assets are one possibility. Another is
to provide asset guarantees, under which the government would agree to absorb, presumably in
exchange for warrants or some other form of compensation, part of the prospective losses on
specified portfolios of troubled assets held by banks. Yet another approach would be to set up and
capitalize so-called bad banks, which would purchase assets from financial institutions in exchange
for cash and equity in the bad bank. These methods are similar from an economic perspective,
though they would have somewhat different operational and accounting implications. In addition,
efforts to reduce preventable foreclosures, among other benefits, could strengthen the housing
market and reduce mortgage losses, thereby increasing financial stability.

The public in many countries is understandably concerned by the commitment of substantial
government resources to aid the financial industry when other industries receive little or no
assistance. This disparate treatment, unappealing as it is, appears unavoidable. Our economic
system is critically dependent on the free flow of credit, and the consequences for the broader
economy of financial instability are thus powerful and quickly felt. Indeed, the destructive effects
of financial instability on jobs and growth are already evident worldwide. Responsible
policymakers must therefore do what they can to communicate to their constituencies why financial
stabilization is essential for economic recovery and is therefore in the broader public interest.

Even as we strive to stabilize financial markets and institutions worldwide, however, we also owe
the public near-term, concrete actions to limit the probability and severity of future crises. We need
stronger supervisory and regulatory systems under which gaps and unnecessary duplication in
coverage are eliminated, lines of supervisory authority and responsibility are clarified, and oversight
powers are adequate to curb excessive leverage and risk-taking. In light of the multinational
character of the largest financial firms and the globalization of financial markets more generally,



regulatory oversight should be coordinated internationally to the greatest extent possible. We must
continue our ongoing work to strengthen the financial infrastructure--for example, by encouraging
the migration of trading in credit default swaps and other derivatives to central counterparties and
exchanges. The supervisory authorities should develop the capacity for increased surveillance of
the financial system as a whole, rather than focusing excessively on the condition of individual
firms in isolation; and we should revisit capital regulations, accounting rules, and other aspects of
the regulatory regime to ensure that they do not induce excessive procyclicality in the financial
system and the economy. As we proceed with regulatory reform, however, we must take care not to
take actions that forfeit the economic benefits of financial innovation and market discipline.

Particularly pressing is the need to address the problem of financial institutions that are deemed "too
big to fail." It is unacceptable that large firms that the government is now compelled to support to
preserve financial stability were among the greatest risk-takers during the boom period. The
existence of too-big-to-fail firms also violates the presumption of a level playing field among
financial institutions. In the future, financial firms of any type whose failure would pose a systemic
risk must accept especially close regulatory scrutiny of their risk-taking. Also urgently needed in
the United States is a new set of procedures for resolving failing nonbank institutions deemed
systemically critical, analogous to the rules and powers that currently exist for resolving banks
under the so-called systemic risk exception.

Conclusion

The world today faces both short-term and long-term challenges. In the near term, the highest
priority is to promote a global economic recovery. The Federal Reserve retains powerful policy
tools and will use them aggressively to help achieve this objective. Fiscal policy can stimulate
economiic activity, but a sustained recovery will also require a comprehensive plan to stabilize the
financial system and restore normal flows of credit.

Despite the understandable focus on the near term, we do not have the luxury of postponing work on
longer-term issues. High on the list, in light of recent events, are strengthening regulatory oversight
and improving the capacity of both the private sector and regulators to detect and manage risk.

Finally, a clear lesson of the recent period is that the world is too interconnected for nations to go it
alone in their economic, financial, and regulatory policies. International cooperation is thus
essential if we are to address the crisis successfully and provide the basis for a healthy, sustained
recovery.

Footnotes
1. Abasis point is one-hundredth of a percentage point. Return to text

2. Board of Governors of the Federal Reserve (2008), "FOMC Statement and Board Approval of
Discount Rate Requests of the Federal Reserve Banks of New York, Cleveland, Richmond, Atlanta,

Minneapolis, and San Francisco," press release, December 16. Return to text

3. Primary dealers are broker-dealers that trade in U.S. government securities with the Federal
Reserve Bank of New York. The New York Fed's Open Market Desk engages in trades on behalf of
the Federal Reserve System to implement monetary policy. Return to text

4. Detailed information about the Federal Reserve's balance sheet is published weekly as part of the
H.4.1 release. For a summary of Fed lending programs, see Forms of Federal Reserve Lending to
Financial Institutions (229 KB PDF). Return to text
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For immediate release

Information received since the Federal Open Market Committee met in August suggests that
economic activity has continued to expand at a moderate pace in recent months. Growth in
employment has been slow, and the unemployment rate remains elevated. Household spending has
continued to advance, but growth in business fixed investment appears to have slowed. The housing
sector has shown some further signs of improvement, albeit from a depressed level. Inflation has
been subdued, although the prices of some key commodities have increased recently. Longer-term
inflation expectations have remained stable.

Consistent with its statutory mandate, the Committee seeks to foster maximum employment and
price stability. The Committee is concerned that, without further policy accommodation, economic
growth might not be strong enough to generate sustained improvement in labor market conditions.
Furthermore, strains in global financial markets continue to pose significant downside risks to the
economic outlook. The Committee also anticipates that inflation over the medium term likely would
run at or below its 2 percent objective.

To support a stronger economic recovery and to help ensure that inflation, over time, is at the rate
most consistent with its dual mandate, the Committee agreed today to increase policy
accommodation by purchasing additional agency mortgage-backed securities at a pace of $40 billion
per month. The Committee also will continue through the end of the year its program to extend the
average maturity of its holdings of securities as announced in June, and it is maintaining its existing
policy of reinvesting principal payments from its holdings of agency debt and agency mortgage-
backed securities in agency mortgage-backed securities. These actions, which together will increase
the Committee’s holdings of longer-term securities by about $85 billion each month through the end
of the year, should put downward pressure on longer-term interest rates, support mortgage markets,
and help to make broader financial conditions more accommodative.

The Committee will closely monitor incoming information on economic and financial developments
in coming months. If the outlook for the labor market does not improve substantially, the Committee
will continue its purchases of agency mortgage-backed securities, undertake additional asset
purchases, and employ its other policy tools as appropriate until such improvement is achieved in a
context of price stability. In determining the size, pace, and composition of its asset purchases, the
Committee will, as always, take appropriate account of the likely efficacy and costs of such
purchases.

To support continued progress toward maximum employment and price stability, the Committee
expects that a highly accommodative stance of monetary policy will remain appropriate for a
considerable time after the economic recovery strengthens. In particular, the Committee also
decided today to keep the target range for the federal funds rate at 0 to 1/4 percent and currently



anticipates that exceptionally low levels for the federal funds rate are likely to be warranted at least
through mid-2015.

Voting for the FOMC monetary policy action were: Ben S. Bernanke, Chairman; William C.
Dudley, Vice Chairman; Elizabeth A. Duke; Dennis P. Lockhart; Sandra Pianalto; Jerome H. Powell;
Sarah Bloom Raskin; Jeremy C. Stein; Daniel K. Tarullo; John C. Williams; and Janet L. Yellen.
Voting against the action was Jeffrey M. Lacker, who opposed additional asset purchases and
preferred to omit the description of the time period over which exceptionally low levels for the
federal funds rate are likely to be warranted.
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