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Introduction
Real gross domestic product (GDP) expanded rapidly in the second quarter of this year, as the effects of the unusually harsh winter and other transitory factors present in the first quarter receded. The acceleration reflected a pick-up in most major components of growth, including private consumption and business fixed investment, a rebound in residential investment, and notably faster pace of inventory investment. The pace of job creation has picked up considerably in the last 6 months and, as of July 2014, the economy had added 9.9 million private sector jobs since job growth resumed in early 2010. The unemployment rate stood at 6.2 percent, 3.8 percentage points below the October 2009 peak of 10.0 percent. Although activity in the housing sector has slowed over the past year, reflecting rising home prices as well as higher mortgage interest rates, sales have picked up some after the harsh winter, and the pace of home price increases has moderated.

Although the Administration has taken a number of steps in recent years to promote stronger economic growth in the near-term, it has also pursued deficit reduction measures in the interests of the nation’s longer-term growth. Since 2011, the budget deficit has been reduced by nearly $4 trillion (including the deep cuts imposed by sequestration). The federal budget deficit has fallen from a peak of 9.8 percent of GDP in fiscal year 2009 to 4.1 percent in fiscal year 2013, and is expected to fall substantially further in the current and coming fiscal years.

At its most recent meeting in July 2014, the Federal Reserve’s Federal Open Market Committee (FOMC) announced it would maintain the target range for the federal funds rate as well as existing programs for reinvestment of principal payments and roll-overs of maturing Treasuries at auction. However, it also announced a further tapering of asset purchases starting in August, beyond the amounts announced at the April 2014 meeting for implementation in May.

Economic Growth
Since the current expansion began in mid-2009, the economy has grown by nearly 11.5 percent and, as of the second quarter of 2014, real GDP was 6.6 percent above its level at the end of 2007, when the recession began. According to the advance estimate, real GDP rose 4.0 percent at an annual rate during the second quarter of 2014, after declining by 2.1 percent in the first quarter. Consumer spending growth accelerated, business fixed investment strengthened following a soft start to the year and, after two consecutive quarters of decline, residential investment rose notably. Private inventory investment increased, making a large positive contribution to growth after subtracting a substantial amount from economic activity in the first quarter. Net exports posed a smaller drag on growth in the second quarter than in the first quarter, and government outlays made a positive contribution, reflecting a strong increase in State and local government spending. Consensus forecasts currently put real GDP growth in the third quarter of 2014 at a 2.9 percent annual rate.

Private domestic final demand (consumption plus private fixed investment, considered a better measure of underlying private demand because it subtracts out government spending, inventory movements, and net exports) grew at a 3.1 percent annual rate in the second quarter, accelerating from the first quarter’s 1.0 percent pace. Real personal consumption expenditures—which account for about 70 percent of GDP—rose at a 2.5 percent annual rate in the second quarter, also faster than the 1.2 percent rise in the first quarter. A surge in consumption of durable goods drove consumer spending growth in the second quarter, reflecting pent-up demand from the previous quarter, when growth of both durable and nondurable goods sharply slowed. Altogether, consumption added 1.7 percentage points to real GDP growth in the latest quarter.

After two straight quarters of decline, residential investment—mostly residential homebuilding—advanced 7.5 percent in the second quarter. Residential activity added 0.2 percentage point to second quarter real GDP growth. Prior to the previous two quarters of decline, residential investment had posted 10 consecutive quarters of growth, averaging just under 13 percent per quarter.

The housing sector has been slowing since mid-2013, although home prices continue to rise, albeit at a slower rate of increase recently. Housing starts reached a 6 year high in November 2013 but have since eased. In June, single-family housing starts stood at 575,000 units at an annual rate. The level of single-family starts remains nearly 69 percent below the January 2006 peak, and well below the 1.1 million unit average observed from 1980 to 2004. Sales of new single-family homes have declined by almost 12 percent over the past year, falling to 406,000 at an annual rate in June 2014. Sales of existing single-family homes (81 percent of all home sales) fell 2.9 percent over the past year to just over 4.4 million at an annual rate in June 2014. The inventory of homes available for sale has started to rise but remains lean by historical standards. Nevertheless, the recent slowing in the pace of sales has pushed inventory-sales ratios up somewhat in recent months, but they are well below recent peaks. Relative to sales, there was a 5.5-month supply of new homes on the market in June, and a 5.6-month supply of existing single-family homes for sale. House price measures continue to rise, albeit at a slower pace in recent months. The FHFA purchase-only house price index rose 0.4 percent in May 2014, remaining at a 6-year high, and was up 5.5 percent over the past year. Although the Standard & Poor’s (S&P)/Case-Shiller composite 20-city home price index fell 0.3 percent in May, it remained near a 6-year high and was up 9.3 percent year-over-year. The third quarter of 2014 Pulsenomics/Zillow Home Price Expectations Survey suggests home price appreciation will slow during 2014, and but accelerate again in 2015.

Nonresidential fixed investment—about 12 percent of GDP—grew 5.5 percent in the second quarter, after rising 1.6 percent in the first quarter of 2014. The acceleration in business fixed investment spending primarily reflected a large swing in outlays for equipment, which rose 7.0 percent in the second quarter, after falling by 1.0 percent in the first quarter. Business spending on structures grew for the fifth straight quarter, rising by 5.3 percent in the second quarter after a 2.9 percent increase in the first quarter. Growth of investment in intellectual property products—including outlays for software, research and development, and entertainment, literary and artistic originals—slowed to 3.5 percent in the second quarter from 4.6 percent in the first quarter. Altogether, nonresidential fixed investment added 0.7 percentage point to real GDP growth in the second quarter of 2014, compared with a 0.2 percentage point contribution in the first quarter. Inventory accumulation contributed 1.7 percentage points to real GDP growth in the second quarter, after subtracting 1.2 percentage points in the first quarter.

Exports account for about 13 percent of GDP, while imports (which are subtracted from total domestic spending to calculate GDP) account for about 17 percent. After contributing nearly 1 percentage point, on average, to quarterly GDP growth in 2007 through 2009, net exports subtracted 0.6 percentage point in 2010, and then added 0.1 percentage point in 2011, 2012, and 2013. In the second quarter of 2014, exports rose 9.5 percent and imports rose 11.7 percent. With imports rising more than exports, the net export deficit widened. Net exports subtracted 0.6 percentage point from GDP growth in the second quarter, after posing a much large drag on growth of 1.7 percentage points in the first quarter.

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 $807 billion, equivalent to 5.8 percent of GDP. After narrowing to $381 billion (2.6 percent of GDP) in 2009, the current account deficit widened again in 2010 and 2011 to $459 billion (3.0 percent of GDP) in the latter year. It narrowed steadily thereafter, to $349.3 billion (2 percent of GDP) by the fourth quarter of 2013, before widening noticeably again in the first quarter of 2014 to $445 billion, or 2.6 percent of GDP.

Government purchases—which account for close to 20 percent of GDP—advanced 1.6 percent in the second quarter of 2014, after declining 0.8 percent in the first quarter. Government outlays for consumption and investment have fallen in 14 of the past 19 quarters. Federal spending fell 0.8 percent in the second quarter, more than the 0.1 percent decline in the first quarter. After 12 straight quarters of nearly continuous declines in State and local government spending—the longest period of falling expenditures at this level of government in postwar history—State and local spending grew in each of the four quarters through the fourth quarter of 2013. Although expenditures fell by 1.3 percent in the first quarter of 2014, State and local spending surged by 3.1 percent in the second quarter, the fastest increase in 5 years.

Labor Markets

During the recession (from December 2007 through June 2009), the economy lost 7.6 million private-sector jobs. Job losses continued even after the recovery began but, in March 2010, nonfarm payrolls began to rise again. Since February 2010, through July 2014, total nonfarm payroll employment has grown by about 9.3 million. In the private sector, employment has increased by 9.9 million during the same period.

 Job losses during the recession were spread broadly across most sectors but, with the resumption of job growth, nearly all of these sectors have added jobs. Since the labor market recovery began in early 2010, payrolls in professional and business services have risen by more than 2.7 million, and the leisure and hospitality industries’ employment has increased by just over 1.7 million through July 2014. Although growth in manufacturing payrolls has fluctuated in the last several months, payrolls in this sector have expanded by 707,000 since early 2010. A few sectors continued to add jobs throughout the recession and still continue to hire new w workers: since early 2010, the health care and social assistance sector has added an additional 1.4 million jobs. On a net basis, the government sector also added workers to payrolls during the recession, although payrolls began declining in late 2008, and trended lower until the past several months, when progress in adding back jobs has been more uneven. From February 2010 through July 2014, the government sector’s job losses totaled 546,000. Over that same period, State and local job losses numbered 389,000, including 308,000 local government jobs (of which 236,000 were in local education). Thus far in 2014, State and local governments have added a net 90,000 payroll jobs, including nearly 43,000 jobs in local education.

The unemployment rate peaked at 10.0 percent in October 2009—a 26-year high—and 5.6 percentage points above the May 2007 low of 4.4 percent. After October 2009, the unemployment rate trended lower, nearing a 6-year low of 6.1 percent in June 2014 before edging back up to 6.2 percent in July. Broader measures of unemployment have also declined. One such measure that includes workers who are underemployed and those who are only marginally attached to the labor force (the U-6 unemployment rate), reached a record high of 17.2 percent in April 2010 (series dates from 1994)—more than double the low of 7.9 percent reached in December 2006. This measure stood at 12.2 percent in July 2014. The percentage of the unemployed who have been out of work for 27 weeks or more peaked at an all-time high of 45.3 percent in April 2010. This measure dropped to 32.8 percent in June 2014, the lowest level since June 2009, before edging back up to 32.9 percent in July 2014.
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Inflation
Headline and core (excluding food and energy) inflation rates remain contained, but have edged up over the past year or so. Headline consumer prices rose 2.1 percent over the 12 months ending in June 2014, faster than the 1.8 percent year-earlier rise. Energy prices rose 3.2 percent in the year through June, matching the rate of increase in the year through June 2013 Food prices rose 2.3 percent over the year through June 2014, much faster than the 1.4 percent increase in the year through June 2013. On a 12-month basis, core consumer prices (excluding food and energy) rose 1.9 percent through June 2014, a bit faster than the 1.6 percent advance in the year through June 2013.
Oil and gasoline prices have begun to trend lower or stabilize in recent months. The front-month futures price of West Texas Intermediate (WTI) crude oil averaged $102.99 per barrel in July 2014, nearly $2.10 below its July 2013 average. The retail price of regular gasoline averaged $3.61 per gallon in July 2014, 2 cents lower than its year-earlier average. Prices for crude oil and gasoline remained below the all-time highs reached in July 2008, of $147 per barrel and $4.11 per gallon, respectively.
Federal Budget and Debt
The federal budget deficit declined to $680 billion (4.1 percent of GDP) in fiscal year 2013, sharply dropping from $1.089 trillion (6.8 percent of GDP) in fiscal year 2012. The deficit has declined by nearly 6 percentage points as a share of the economy from a peak of 9.8 percent in fiscal year 2009, making the past 4 years the most rapid period of fiscal consolidation that the United States has experienced since the years following the end of World War II. The debt-to-GDP ratio was 72.1 percent in fiscal year 2013, up from 70.1 percent in fiscal year 2012.

On March 1, 2013, $1.2 trillion in mandated public spending cuts, collectively known as the sequester, took effect. On December 26, President Obama signed the Bipartisan Budget Act of 2013. This agreement set funding levels for the Federal Government through the end of fiscal year 2015, and replaced much of the automatic budget cuts set to occur over the next 2 years under sequestration ($45 billion in 2014 and $18 billion in 2015). Congress subsequently passed an omnibus package to fund the Federal Government for the remainder of fiscal year 2014. Altogether, the Bipartisan Budget Act included $85 billion in total savings achieved through a combination of lower outlays and new revenue. Net deficit reduction through fiscal year 2023 totaled $22.5 billion. The agreement did not extend Emergency Unemployment Compensation (EUC 2008) benefits, which expired at the end of 2013.
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In March 2014, the Administration released its fiscal year 2015 budget. The latest budget proposal would trim the deficit by an additional $2.1 trillion over the next 10 years and put the debt as a share of the economy on a declining path by the middle of this decade. According to the Mid-Session Review of the Fiscal Year 2015 Budget, the federal budget deficit is projected to decline from $680 billion (4.1 percent of GDP) in fiscal year 2013 to $583 billion (3.4 percent of GDP) in fiscal year 2014 and $525 billion (2.9 percent of GDP) in fiscal year 2015. The deficit is projected to average 2.5 percent of GDP from fiscal year 2015 through fiscal year 2024. The primary deficit (non-interest outlays less receipts) will become a primary surplus in fiscal year 2021 and grow through the end of the forecast horizon. The debt-to-GDP ratio is projected to peak at 74.6 percent in fiscal year 2015 and then begin to decline, falling to 72.0 percent of GDP by fiscal year 2024 (equivalent to its fiscal year 2013 level).

Economic Policy

Key fiscal and monetary policy actions taken over the past few years have aided the recovery. On the fiscal policy side, the American Recovery and Reinvestment Act (ARRA) authorized the Federal Government to spend $787 billion to stimulate domestic demand, an amount that was increased to $840 billion to be consistent with the President’s Fiscal Year 2012 Budget. This spending provided an important boost to economic activity, but the Administration also proposed and implemented a variety of additional programs to maintain the recovery’s momentum. These included an extension and expansion of the first-time home buyer tax credit, a new Small Business Jobs and Wages Tax Credit, and additional financial support for State and local Governments. In December 2010, the 2010 Tax Relief Act authorized a 2 percentage point payroll tax cut, extensions of unemployment benefits and refundable tax credits, and a 2-year extension of the 2001 tax cuts. In late December 2011, the 2 percentage point payroll tax cut and extended unemployment benefits included in the 2010 tax legislation were each extended for 2 additional months. In late February 2012, the extension of the payroll tax cut and extended unemployment benefits for the remainder of 2012 were signed into law.

In January 2013, the ATRA was signed into law. The ATRA permanently extended tax cuts for the vast majority of Americans and small businesses, extended Emergency Unemployment benefits for an additional year, extended a variety of other tax cuts and credits, postponed the sequester, originally scheduled to take effect on January 1, until March 1, 2013, and raised tax rates for high-income earners (representing about 2 percent of taxpayers). Altogether, the ATRA is projected to reduce the deficit by $737 billion over the next decade.

Partly in response to rising financial market stress, as well as to signs of more slowing in the broader economy, the Federal Reserve began the current cycle of monetary policy easing in September 2007. By late 2008, the FOMC had lowered the federal funds target interest rate dramatically, reducing it to a historically low range of 0 percent to 0.25 percent at the December 2008 FOMC meeting. Beginning with the August 2011 meeting, the FOMC also began identifying an expected timeframe for maintaining the federal funds rate target at “exceptionally low levels.” Initially put at mid-2013, the timeframe was extended to “at least late 2014” at the January 2012 FOMC meeting, and then to “at least mid-2015” at the September 2012 meeting, a timeframe for the target range which was maintained at the October 2012 meeting. At the December 2012 meeting, the FOMC implemented numerical thresholds for its policy rate guidance. Specifically, the FOMC indicated that it would maintain the target range at least as long as the unemployment rate remained above 6.5 percent, inflation between 1 and 2 years ahead is projected to be no more than 0.5 percentage point above the FOMC’s 2 percent longer-run goal, and long-term inflation expectations remain well anchored. At the December 2013 meeting, the FOMC commented on the role of the numerical thresholds in formulating monetary policy, indicating that, “it will likely be appropriate to maintain the current target range for the federal funds rate well past the time that the unemployment rate declines below 6-½ percent, especially if projected inflation continues to run below the Committee’s longer run goal.”  At the FOMC meeting in March 2014, the Committee replaced the numerical thresholds in favor of qualitative guidance, noting it will “assess progress-both realized and expected-towards its objectives of maximum employment and 2 percent inflation” and that, “it will likely be appropriate to maintain the current target range … for a considerable time after the asset purchase program ends, especially if projected inflation continues to run below the Committee’s 2 percent longer-run goal, and provided longer-term inflation expectations remain well anchored.” At its most recent meeting in July 2014, the FOMC reiterated this view.
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 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 the September 2011 meeting, the FOMC announced 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 the reinvestment of principal payments from its holdings of agency debt and agency mortgage-backed securities into the latter securities. At the June 2012 meeting, the FOMC extended and expanded its program to extend the average maturity of its holdings (the so-called “twist” operation announced in September 2011). At the September 2012 meeting, the FOMC announced it would increase monetary accommodation through $40 billion per month in additional purchases of mortgage-backed securities through the end of the year. The FOMC announced additional monetary accommodation at the December 2012 meeting, including the completion of short-term securities sales (which drain liquidity) and the continuation of purchases of long-term Treasury securities at a rate of $45 billion per month beyond the end of 2012. The FOMC also indicated that monthly purchases of mortgage-backed securities at a pace of $40 billion per month would continue, and affirmed its existing policy of reinvesting principal payments.

At the December 2013 meeting, the FOMC announced a tapering of long-term Treasury security purchases and mortgage-backed securities purchases of $5 billion each, beginning in January 2014. The tapering brought monthly purchases to $40 billion and $35 billion, respectively. At each subsequent meeting in January, March, April, June, and July 2014, the Committee announced further tapering of asset purchases of $5 billion in each category. The latest tapering, announced at the July meeting, lowers monthly purchases to $15 billion for long-term Treasuries and to $10 billion for agency mortgage-backed securities, beginning in August.
Financial Markets

Financial markets have largely recovered from the unprecedented strains experienced in the fall of 2008, but came under renewed pressure in 2011, as investors expressed concerns about slowing economic growth in the United States as well as globally, and about strains in debt markets in Europe. The concerns persisted in 2012 and 2013, and expanded to include ongoing uncertainty about the United States fiscal situation and debt ceiling brinksmanship. While certain domestic headwinds, including the transitory effects of a harsh winter, appear to have receded, and concerns have eased about the sovereign debt crisis in Europe, prospects for global growth remain a concern. Overall, financial conditions in general continue to improve. Credit flows have increased substantially since early 2009, and in the second quarter of 2014, banks generally continued to ease standards and terms across several lending categories. Demand strongly increased among large, medium, and small firms, and demand for residential mortgages also increased. After some deterioration in the summer of 2011, measures of risk tolerance and volatility have all improved.
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. Although the index was flat in 2011, it advanced 13.4 percent in 2012 and last year gained 29.6 percent, ending the year at a new record high. Thus far in 2014, the index has risen to, and then retreated from, new record highs, but is currently up by about 5.7 percent compared with the end of 2013. 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 in late October 2008, after hovering in a range of 20 to 30 for most of that year. The VIX retreated fairly steadily during 2009, ending that year at about 20. Since then, the VIX has fluctuated more widely, resurging to 46 in mid-May 2010 and to that level again in early October 2011. Since the most recent peak, this index has generally trended lower, and stood at about 12.9 as of mid-August 2014.
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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 August 2011, periodic concerns about European debt markets and debt downgrades in some European countries, and more recently, concerns about fiscal drag in the United States and slowing global growth. The yield on the 10-year note traded above the 3 percent level during the first half of 2011, but thereafter trended lower, reaching a record low of 1.43 percent in late July 2012. The yield subsequently rose and fluctuated around the 2 percent mark in early 2013, then fell to about 1.7 percent in early May 2013. Thereafter, the yield trended much higher, surpassing the 3 percent level in late 2013. However, thus far in 2014, the yield has declined about 60 basis points to 2.46 percent as of mid-August. The 3-month Treasury bill yield fluctuated in a range from about 0.05 percent to 0.17 percent for much of 2011 but, between August 2011 and January 2012, the yield fluctuated in a range of 0.0 percent to 0.02 percent. Since then, the yield has fluctuated around 0.1 percent as of mid-August 2014. The 2- to 10-year Treasury yield spread, one measure of the steepness of the yield curve, widened to 291 basis points in early February 2011, then trended noticeably lower, reaching 132 basis points in mid-November 2012. The spread widened again after that, reaching about 270 basis points in November 2013, but since then has narrowed, reaching 201 basis points as of mid-August 2014.
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 (also known as 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. Through early August 2011, the TED spread fluctuated in a range from 14 to 25 basis points. Subsequently, this spread widened, reaching almost 60 basis points earlier in 2013, before narrowing since then to 20 basis points in mid-August 2014. 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, the spread widened above that level again in early August 2011 to about 340 basis points. The spread remained above 300 basis points for much of 2012, but dropped below that level late in the year, where it has remained since then. This spread stood at 229 basis points as of mid-August 2014, still very high by historical standards.

Rates for conforming mortgages have trended lower in recent years, as have rates for jumbo mortgages, although over the summer and fall of 2013, mortgage rates spiked. The interest rate for a 30-year conforming fixed-rate mortgage fell to a record low of 3.31 percent in November 2012; starting in May 2013, however, it started moving sharply higher. From early May through mid-September 2013, the rate jumped up by nearly 135 basis points. Since then, this rate has eased, and stood at about 4.2 percent as of mid-August 2014.
Foreign Exchange Rates

The value of the U.S. dollar compared with the currencies of seven major trading partners (the euro area tries, Japan, Canada, the United Kingdom, Australia, Sweden, and Switzerland) appreciated to a peak level in February 2002, and then depreciated significantly over the next several years. From its peak in February 2002, to the recent low reached in August 2011, the exchange value of the dollar compared to an index of these currencies fell by about 39 percent. Although the dollar’s exchange value against this index remains well below the February 2002 peak, it has appreciated between August 2011 and July 2014 by about 11 percent. Over the longer timeframe, the dollar depreciated by about 42 percent against the yen and by 39 percent against the euro. In the period since August 2011 through July 2014, the dollar has appreciated by about 32 percent against the yen, but has depreciated by nearly 6 percent against the euro. Against an index of currencies of 19 other important trading partners (including China, India, and Mexico), the dollar depreciated about 10 percent over the longer timeframe, and has appreciated by about 5 percent against this basket between August 2011 and July 2014.
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