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Introduction
Economic growth accelerated during the third quarter of 2011, as the temporary factors that weighed on growth during the first half of the year (including poor weather, higher energy prices, and the disaster in Japan) largely faded and underlying private demand strengthened. Despite the pickup in growth, the pace of job creation moderated somewhat. Over the past 20 months, the economy has added 2.3 million payroll jobs. The unemployment rate has edged down 0.7 percentage point but is still high at 9.0 percent. Activity in the housing sector remains weak and continues to be restrained by a number of factors, including the high level of unemployment, excess supply, relatively tight lending standards, and uncertainty about future home price values.
The run-up in oil and food prices this year has impacted inflation as well as private consumption. Headline inflation has moved higher since February 2011, and core inflation (which excludes food and energy) has stabilized very recently at a higher level, although it remains low by historical standards. In financial markets, equity indexes have declined, reflecting diminished risk appetite, and Treasury bond yields have generally trended substantially lower.

Financial disbursements under the American Recovery and Reinvestment Act of 2009 (ARRA, or the “Recovery Act”) will be completed this year, but additional measures to restore financial stability and improve housing markets remain in place. In addition, the Federal Housing Finance Agency (FHFA) recently announced changes to the Home Affordable Refinance Program (HARP) in an effort to attract more eligible borrowers who can benefit from refinancing their mortgage loans.
Pursuing its statutory mandate to foster maximum employment and price stability, the Federal Reserve continues to bolster liquidity by maintaining holdings of securities at current levels and rolling over holdings of Treasury securities as they mature. At the end of June 2011, the Federal Reserve completed its purchases of longer-term Treasury securities. At its latest meeting in early November, the Federal Open Market Committee (FOMC) affirmed a continuation of the current federal funds rate target range of 0 to 0.25 percent through mid-2013, citing a weak labor market and significant downside risks to the economy.

Economic Growth
Since the current expansion began in mid-2009, the economy has grown by 5.6 percent and as of the most recent quarter, has surpassed the pre-recession peak recorded in the fourth quarter of 2007. According to the advance estimate, real gross domestic product (GDP) growth accelerated from a 1.3 percent annual rate in the second quarter of 2011 to a 2.5 percent annual rate in the third quarter of 2011–the ninth straight quarter of growth since the economy emerged from recession in mid-2009. As temporary impediments to growth faded (including a spike in energy prices, supply disruptions associated with the disaster in Japan, poor weather, and a very sharp drop in federal defense spending), growth in the third quarter picked up, led by stronger consumer spending and business investment. Exports and federal spending also made positive contributions to growth in the third quarter. Consensus forecasts currently put fourth-quarter real GDP growth at a 2-1/4 percent annual rate.

Private domestic final demand (consumption plus private fixed investment, considered a better measure of underlying demand because it subtracts out inventory movements) grew by 4.1 percent in the third quarter, accelerating from the second quarter’s 1.9 percent pace. The acceleration reflected strong consumer spending. Real personal consumption expenditures–which account for about 70 percent of GDP–advanced 2.4 percent at an annual rate in the third quarter, after rising 0.7 percent at an annual rate in the second quarter.

Residential investment–mostly residential homebuilding– rose 2.4 percent in the third quarter, after rising 4.2 percent in the second quarter. Residential activity added roughly 0.1 percentage point to real GDP growth in both quarters. Housing activity continues to be weighed down by a number of factors, including uncertainty about future home price values, an inventory overhang in the market for existing homes, concerns about the level of future foreclosures, and the high level of unemployment. Single family housing starts rose 3.9 percent in October to 430,000 units (annualized), but this level was still 76 percent below the January 2006 peak, and well below the 1.1 million average level from 1980 to 2004. New single-family home sales rose 5.7 percent in September to 313,000 (annualized) but were still 78 percent below the July 2005 peak. Existing single-family home sales fell 3.6 percent in September to 4.3 million units (annualized). The number of new single-family homes for sale is at its lowest level on record (back to 1963). Relative to sales, there was a 6.2-month supply of new homes on the market at the end of September. While the supply of new homes available for sale has returned to its long-run average, the inventory of existing single-family homes was still very high relative to sales at an 8.5-month supply in September. Selected home price measures appear to have stabilized recently, but continue to fall on a year-over-year basis. The Federal Housing Financing Authority (FHFA) purchase-only house price index edged 0.1 percent lower in August and was down 4.0 percent in the year through August, compared with a 2.2 percent decline a year earlier. The Standard & Poor’s (S&P)/Case-Shiller composite home price indexes rose in August: the 10-city and 20-city indexes each rose 0.2 percent. On a 12-month basis through August 2011, the 10-city index declined 3.5 percent while the 20-city index was 3.8 percent lower. The large inventory of homes on the market and in the foreclosure pipeline augur for future weakness in prices. According to the September Macro-Markets survey, home prices are expected to show no recovery during 2012, after having fallen 2.5 percent over the four quarters of 2011.
Nonresidential fixed investment–about 10 percent of GDP–rose 16.3 percent at an annual rate in the third quarter of 2011, accelerating from an annual rate of 10.3 percent in the second quarter. For the past seven quarters, nonresidential fixed investment growth has averaged 10.5 percent. Growth in business spending on equipment and software climbed to a 17.4 percent pace in the third quarter, after rising 6.2 percent in the second quarter. Outlays for structures moderated to a 13.3 percent increase in the third quarter after jumping nearly 23 percent in the second quarter. Altogether, nonresidential fixed investment contributed 1.5 percentage points to real GDP growth in the third quarter. Inventory accumulation slowed, subtracting 1.1 percentage points from growth.
Exports account for about 12 percent of GDP, while imports (which are subtracted from total domestic spending to calculate GDP) account for about 17 percent. In each of the 3 years prior to 2010, the net export deficit (exports less imports) narrowed, reflecting weak demand for imports that exceeded softer foreign demand for U.S. goods and services. The improvement in the net export deficit contributed 1 percentage point on average to quarterly real GDP growth during this period. In 2010, this trend reversed, and for the year as a whole, net exports posed a drag on growth of 0.5 percentage point. Although net exports posed a modest drag on growth in the first quarter of 2011, exports grew faster than imports in the second and third quarters, such that net exports added 0.2 percentage point to real GDP growth in each quarter. In the third quarter, exports grew 4 percent and imports grew 1.9 percent.
The current account balance (reflecting international trade in goods and services, investment income flows, and unilateral transfers) has been in deficit almost continuously since the early 1980s, and in 2006, reached a record $800 billion, equivalent to 6.0 percent of GDP. By 2009, the current account deficit had narrowed to $377 billion (2.7 percent of GDP) as the trade deficit narrowed, but it widened in 2010 to $471 billion (3.2 percent of GDP) as the U.S. economy recovered. The current account deficit continued to grow to $478 billion in the first quarter of 2011, then narrowed somewhat to $472 billion in the second quarter. As a share of GDP, the deficit has remained roughly stable at 3.2 percent since the first quarter of 2010.

Government purchases–which account for roughly 20 percent of GDP–were flat in the third quarter, after falling 0.9 percent in the second quarter. Federal spending increased 2.0 percent in the third quarter, adding nearly 0.2 percentage point to GDP growth, but State and local Government expenditures fell 1.3 percent, subtracting 0.2 percentage point from GDP growth.
Labor Markets

During the recession (from December 2007 through June 2009), the economy lost 7.7 million private-sector jobs. Job losses continued even after the recovery began, but in March 2010 nonfarm payrolls began to rise again. Since then, total employment has grown by more than 2.3 million. In the private sector, employment has increased by almost 2.8 million during the same period.

Job losses during the recession were spread broadly across most sectors but with the resumption of job growth, many of these sectors have added jobs. Since the labor market recovery began in early 2010, payrolls in professional and business services have risen by 777,000, and leisure and hospitality industries’ employment has increased by 343,000. Manufacturing payrolls have grown by 297,000 since early 2010. A few sectors continued to add jobs throughout the recession and continue to hire new workers: since early 2010, the health care and social assistance sector has added 592,000 jobs. On the other hand, the government sector, notably at the local level, has lost more jobs in recent months than during the 19 months of recession. Since early 2010, government payrolls have declined by nearly 500,000, including 350,000 local government jobs.

The unemployment rate peaked at 10.1 percent in October 2009–a 26-year high and 5.7 percentage points above the May 2007 low of 4.4 percent. The unemployment rate has since declined, falling to 8.8 percent in March 2011 before climbing back up to 9.2 percent in June. As of October 2011, however, it had edged back down to 9.0 percent. A broader measure of unemployment that includes workers who are underemployed and those who are only marginally attached to the labor force (the U-6 [image: image2.emf]-3
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unemployment rate) reached a record high of 17.4 percent in October 2009 (series dates from 1994)–nearly double its level of 8.8 percent in December 2007. This measure stood at 16.2 percent in October 2011. The percentage of the unemployed who have been out of work for 27 weeks or more peaked at an all-time high of 45.6 percent in May 2010, then edged down in subsequent months before climbing again to reach 45.5 percent in March 2011. As of [image: image3.png]Long-Term Interest Rate Spreads
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October 2011, it had trended gradually lower to 42.4 percent.
Inflation
Headline inflation has moved higher recently, reflecting sharp increases in food and energy prices. Core inflation (excluding food and energy) has flattened out at a higher level in very recent months. Nonetheless, core inflation remains low by historical standards. Headline consumer prices rose 3.5 percent over the 12 months ending in October, accelerating from the previous year’s 1.2 percent increase. Energy prices rose 14.2 percent in the year through September, far surpassing the year-earlier increase of 5.9 percent. On a 12-month basis core consumer prices (excluding food and energy) rose 2.1 percent through October 2011, the largest increase in 3 years, compared with a 0.6 percent advance a year ago. Labor market slack and the continued low level of capacity utilization are expected to keep core inflation relatively low going forward.

Energy prices sharply rose earlier this year, reflecting political turmoil in the Middle East and North Africa and concerns about supply disruptions. From mid-February to late April, the front-month futures price of West Texas Intermediate (WTI) crude oil increased by almost $30 (about 35 percent) to nearly $114 per barrel. Retail gasoline prices climbed in response, reaching a peak of $3.97 per gallon in May. Energy prices have since fallen, a trend that could help reduce headline inflation in the future. The front-month futures price of WTI averaged $86 per barrel in October. The retail price of regular gasoline was $3.44 per gallon in the week ended November 14, 2011, down 53 cents from its early May peak.
Food prices have accelerated further in recent months. In the year through October 2011, consumer food prices increased 4.7 percent, much faster than the 1.4 percent rise of the previous year.
Federal Budget

The federal budget deficit was $1.3 trillion (8.7 percent of GDP) in fiscal year 2011, little changed from fiscal year 2010 in nominal terms, but down from 9.0 percent of GDP. The Mid Session Review of the Fiscal Year 2012 Budget (Mid Session Review) projects the deficit will narrow to 3.9 percent of GDP in fiscal year 2013 as the economic improves and provisions of the December 2010 tax relief package and Recovery Act expire. Over the longer term, the Budget Control Act, which was signed into law last August 2, will sharply reduce the deficit, such that the average deficit as a share of GDP is forecast to be 2.3 percent between fiscal years 2012 and 2021. The Act envisages a nominal budget deficit reduction of nearly $1 trillion over 10 years, with savings split equally between cuts to defense and nondefense discretionary spending. The agreement also established a bipartisan committee process to identify an additional $1.5 trillion in deficit reduction, including savings from entitlement and tax reform. The committee is required to report legislation by November 23, 2011, and Congress is required to vote on recommendations by December 23, 2011. If the committee fails to produce an agreement, an automatic sequestration process will reduce government spending by an additional $133 billion each year from 2013 to 2021, for a total savings of $1.2 trillion. Cuts will be split equally between defense and nondefense outlays; Social Security, Medicaid and low-income programs would be exempt. The primary deficit (receipts less spending excluding interest payments) falls from 7.6 percent of GDP in fiscal year 2010 to 0.3 percent of GDP in fiscal year 2015. A small primary surplus of 0.7 percent of GDP is projected for fiscal years 2017 to 2021. The Budget Control Act also authorized the President to increase the debt limit by at least $2.1 trillion, eliminating the need for further increases until 2013.

Economic Policy

Key fiscal and monetary policy actions taken over the past few years have aided the recovery. On the fiscal policy side, the ARRA authorized the Federal Government to spend $787 billion to stimulate domestic demand. As of late July, 2011, nearly $670 billion in funds had been paid out, and all disbursements will be completed later this year. This spending has provided an important boost to economic activity in recent years. The CBO estimates that payroll employment would have been 1.0 million to 2.9 million lower in the second quarter of 2011 without the Recovery Act.

Late in 2009, the first-time home buyer tax credit was temporarily extended and expanded to include all home buyers (it expired on April 30, 2010), and a new Small Business Jobs and Wages Tax Credit was announced to help small businesses create jobs. In August 2010, the Government approved legislation providing an additional $26 billion for State and local Governments to support jobs and medical services. Finally, in December 2010, the 2010 Tax Relief Act authorized a 2 percent payroll tax cut, extensions of unemployment benefits, extensions of refundable tax credits, and a 2-year extension of the 2001 tax cuts.

Partly in response to rising financial market stress, as well as to signs of more slowing in the broader economy, the Federal Reserve began easing monetary policy in August 2007. By late 2008, the FOMC had lowered the federal funds target interest rate dramatically, reducing it to a historically low target range of 0 percent to 0.25 percent at the December 2008 FOMC meeting. That target range was maintained at the FOMC’s most recent meeting in early November 2011. At the same time, the Committee acknowledged that, “economic growth strengthened somewhat in the third quarter” but also reaffirmed that, “economic conditions … are likely to warrant exceptionally low levels for the federal funds rate at least through fiscal year 2013.” The September and November FOMC accompanying statements noted that, “there are significant downside risks to the economic outlook, including strains in global financial markets.”

In addition to lowering the federal funds rate target, in late 2008, the Federal Reserve significantly expanded its tools to increase liquidity in credit markets and eased lending terms to sectors in need of liquidity, including a variety of facilities and funds directed at specific financial markets. As of June 30, 2010, all of these special facilities had expired. At the August 2010 FOMC meeting, the Federal Reserve announced it would maintain its holdings of securities at current levels by reinvesting principal payments from agency debt and agency mortgage-backed securities in longer-term Treasury securities and to continue rolling over the Federal Reserve’s holdings of Treasury securities as they mature. At the end of June 2011, the FOMC completed purchases of $600 billion of longer-term Treasury securities. At its September 2011 meeting, the FOMC announced that it would extend the average maturity of its holdings (a so-called “twist” operation) by purchasing $400 billion of longer-term (6 to 30 years) Treasury securities and selling an equal amount of shorter-term (3 years or less) Treasury securities, all by the end of June 2012. The Committee also announced a reinvestment of principal payments from its holdings of agency debt and agency mortgage-backed securities into the latter securities. The FOMC reaffirmed these policies at its November meeting.
Financial Markets

Financial markets have largely recovered from the unprecedented strains experienced in the fall of 2008, but have recently come under renewed pressure as investors expressed concerns about slowing economic growth in the U.S. as well as globally and about strains in debt markets in Europe. Credit flows have improved substantially since early 2009, although credit conditions in some markets remain relatively tight. Bank lending continues to pick up, albeit at a slower pace, and the easing of standards and terms has also moderated a bit. Demand for loans has generally slowed, although there appears to be increased activity in connection with mortgage refinancing. Measures of risk tolerance and volatility deteriorated in late summer, reflecting renewed concerns about economic conditions in the U.S. and abroad.
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After plunging 38.5 percent in 2008, the sharpest loss since 1931 (when an earlier version of the index, containing only 90 stocks, dropped 47 percent), the S&P 500 index rose 23.5 percent in 2009 and 12.8 percent in 2010. However, thus far in 2011, the S&P 500 is about 3 percent lower. The S&P Stock Market Volatility Index (VIX), often used as a measure of financial market uncertainty, surged to an all-time high of 80 percent in late October 2008, after hovering in a range of 20 to 30 percent for most of that year. The VIX retreated fairly steadily during 2009, ending that year at about 20 percent. Since then, the VIX has fluctuated more widely, resurging to 46 percent in mid-May 2010 and to that level again in early October 2011. Since the most recent peak, this index has trended lower, and stood at about 27 percent as of early November.

A variety of factors have buffeted long-term Treasury interest rates, including flight-to-quality flows in response to a variety of specific risk events as well as supply concerns related to funding of the government’s debt, concern about the need for fiscal retrenchment, the downgrade of U.S. Treasury debt by rating agency S&P in early August, and concerns about European debt markets. The yield on the 10-year note traded above the 3 percent level during the first half of 2011, but since that has trended lower, reaching a record low of 1.72 percent in late September. The 3-month Treasury bill yield has fluctuated in a range from about 0.05 percent to 0.17 percent for much of 2011, but since last August, the yield has fluctuated in a range of 0.0 percent to 0.02 percent. It stood at 0.01 percent as of early November 2011. The 2- to 10-year Treasury yield spread, one measure of the steepness of the yield curve, widened to as much as 291 basis points in early February 2011, but since then, it has narrowed noticeably, reaching 180 basis points as of early November.
Key interest rates on private securities, which spiked in response to financial market turbulence in late 2008, have since retraced as conditions have stabilized. The spread between the 3-month London Inter-bank Offered Rate (LIBOR) and the 3-month Treasury bill rate (the TED spread, a measure of inter-bank liquidity and credit risk) rose to an all-time high of nearly 460 basis points in early October 2008. However, improvements in short-term credit availability have led to a narrowing of this spread since. In 2011, through early August, the TED spread fluctuated in a range from 14 to 25 basis points.  Since then, this spread has widened, reaching 43 basis points in early November. The spread between the Baa corporate bond yield and the 10-year Treasury yield peaked at nearly 620 basis points in December 2008. After narrowing, on trend, in the intervening years and trading below 300 basis points for much of 2011, it widened above that level again in early August, reaching a peak of 340 in late September before narrowing to 302 basis points in early November, still very high by historical standards.

Rates for conforming mortgages have trended lower in recent years, as have rates for jumbo mortgages. The interest rate for a 30-year conforming fixed-rate mortgage fell to a record low of 4.15 percent in late September 2011. Since then, the rate has edged up slightly, reaching 4.2 percent as of early November 2011.
Foreign Exchange Rates

The value of the U.S. dollar compared with the currencies of seven major trading partners (the euro area countries, Japan, Canada, the United Kingdom, Australia, Sweden, and Switzerland) has depreciated significantly from its peak in February 2002. For example, between February 2002 and July 2009, the exchange value of the dollar compared to an index of these currencies fell by about 19 percent. Over the past 2 years (October 2009 to October 2011), the dollar has depreciated by about 2 percent against this index. Over the longer timeframe, the dollar depreciated by nearly 30 percent against the yen and by almost 40 percent against the euro. Over the past 2 years, the dollar has depreciated by 15 percent against the yen and has appreciated by nearly 8 percent against the euro. Against an index of currencies of 19 other important trading partners (including China, India, and Mexico), the dollar depreciated 2 percent over the longer timeframe, and has depreciated roughly 3 percent against this basket over the past 2 years.
December 2011
December 2011
December 2011

[image: image5.png]Payroll Employment

(Average monthly change in thousands
from end of quarter to end of quarter)

400
300
200
100
0
-100
-200
-300
-400
-500
-600
-700
-800
-900

LI L1 A T 1 A A 1\ O 1
2008 2009 2010 2011



[image: image6.png]Unemployment Rate

(Percent)

11.0

10.5
10.0
95
9.0

85
80 Oct. 2011

75 o0%
70
6.5
6.0
55
50
45
40

35
00 01 02 03 04 05 06 07 08 09 10 11



