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IMF Executive Board Concludes Article 1V Consultation with United States

On July 6, 2015, the Executive Board of the International Monetary Fund (IMF) concluded the
Article IV consultation with the United States.

The U.S. economy’s momentum in the first quarter was sapped by unfavorable weather, a sharp
contraction in oil sector investment, and the West Coast port strike. But the underpinnings for a
continued expansion remain in place. A solid labor market, accommodative financial conditions,
and cheaper oil should support a more dynamic path for the remainder of the year. Despite this,
the weaker outturn in the first few months of this year will unavoidably pull down 2015 growth,
which is now projected at 2.5 percent. Stronger growth over the next few years is expected to
return output to potential before it begins steadily declining to 2 percent over the medium term.

Inflation pressures remain muted. In May headline and core personal consumption expenditure
(PCE) inflation declined to 0.2 and 1.2 percent year on year, respectively. Long-term
unemployment and high levels of part-time work both point to remaining employment slack, and
wage indicators on the whole have shown only tepid growth. When combined with the dollar
appreciation and cheaper energy costs, inflation is expected to rise slowly staring later in the
year, reaching the Federal Reserve’s 2 percent medium-term objective by mid 2017.

An important risk to growth is a further U.S. dollar appreciation. The real appreciation of the
currency has been rapid, reflecting cyclical growth divergences, different trajectories for
monetary policies among the systemically important economies, and a portfolio shift toward U.S.
dollar assets. Lower oil prices and increasing energy independence have contained the U.S.
current account deficit, despite the cyclical growth divergence with respect to its main trading
partners and the rise in the U.S. dollar. Nevertheless, over the medium term, at current levels of

1 Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually
every year. A staff team visits the country, collects economic and financial information, and discusses with officials
the country's economic developments and policies. On return to headquarters, the staff prepares a report, which
forms the basis for discussion by the Executive Board.

Washington, D.C. 20431 e Telephone 202-623-7100 e Fax 202-623-6772 « www.imf.org



the real exchange rate, the current account deficit is forecast to widen toward 3.5 percent of
GDP.

Despite important policy uncertainties, the near term fiscal outlook has improved, and the federal
government deficit is likely to move modestly lower in the current fiscal year. Following a
temporary improvement, the federal deficit and debt-to-GDP ratios are, however, expected to
begin rising again over the medium term as aging-related pressures assert themselves and interest
rates normalize. In the near-term, the potential for disruption from either a government shutdown
or a stand-off linked to the federal debt ceiling represent important (and avoidable) downside
risks to growth and job creation that could move to the forefront, once again, later in 2015.

Much has been done over the past several years to strengthen the U.S. financial system.
However, search for yield during the prolonged period of low interest rates, rapid growth in
assets in the nonbank sector, and signs of stretched valuations across a range of asset markets
point to emerging pockets of vulnerabilities. The more serious risks are likely to be linked to: (1)
the migration of intermediation to the nonbanks; (2) the potential for insufficient liquidity in a
range of fixed income markets that could lead to abrupt moves in market pricing; and (3) life-
insurance companies that have taken on greater market risk. But several factors mitigate these
downsides. In particular, the U.S. banking system has strengthened its capital position (Tier 1
capital as a ratio of risk-weighted assets is at about 13 percent) and appears resilient to a range of
extreme market and economic shocks. In addition, overall leverage does not appear excessive,
household and corporate balance sheets look generally healthy, and credit growth has been
modest.

The consultation focused on the prospects for higher policy rates and the outlook for, and policy
response to financial stability risks, integrating the findings of the latest IMF Financial Sector
Assessment Program for the U.S.

Executive Board Assessment?

Executive Directors agreed with the thrust of the staff appraisal. They noted that the economic
recovery continues to be underpinned by strong fundamentals, despite a temporary setback,
while risks remain broadly balanced. Directors observed that considerable uncertainties, both
domestic and external, weigh on the U.S. economy, with potential repercussions for the global
economy and financial markets elsewhere. These include the timing and pace of interest rate
increases, prospects for the dollar, and risks of weaker global growth. Directors stressed that

2 At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the views of
Executive Directors, and this summary is transmitted to the country's authorities. An explanation of any qualifiers
used in summings up can be found here: http://www.imf.org/external/np/sec/misc/qualifiers.htm.
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managing these challenges, as well as addressing longstanding issues of public finances and
structural weaknesses, are important policy priorities in the period ahead.

Directors agreed that decisions on interest rate increases should remain data-dependent,
considering a broad range of indicators and carefully weighing the trade-offs involved.
Specifically, they saw merit in awaiting clear signs of wage and price inflation, and sufficiently
strong economic growth before initiating an interest rate increase. Noting the importance of the
entire path of future policy rate changes, including in terms of the implications for outward
spillovers and for financial markets, Directors were reassured by the Federal Reserve’s intention
to follow a gradual pace of normalization. They welcomed the Federal Reserve’s efforts, and
commitment to continue, to communicate its policy intentions clearly and effectively. Directors
acknowledged that financial stability risks could arise from a protracted period of low interest
rates. In this regard, they underscored the importance of strong regulatory, supervisory, and
macroprudential frameworks to mitigate these risks.

Directors commended the authorities for the progress in reinforcing the architecture for financial
sector oversight. They concurred with the main findings and recommendations of the Financial
Sector Assessment Program assessment. Directors highlighted the need to complete the
regulatory reforms under the Dodd-Frank Act and to address emerging pockets of vulnerability
in the nonbank financial sector. They encouraged continued efforts to monitor and manage risks
in the insurance sector, close data gaps, and improve the effectiveness of the Financial Stability
Oversight Council while simplifying the broader institutional structure over time. Directors
looked forward to further progress in enhancing cross-border cooperation among national
regulators, and the framework for the resolution of cross-jurisdiction financial institutions.

Directors noted that there remain a range of challenges linked to fiscal health, lackluster business
investment and productivity growth, and growing inequality. They agreed that reforms to the tax,
pension, and health care systems will help create space for supporting near-term growth,
including through infrastructure investment. Directors reiterated the need for a credible
medium-term fiscal strategy that would anchor ongoing consolidation efforts, underpin debt
sustainability, and reduce fiscal uncertainties. They called for renewed efforts to implement
structural reforms to boost productivity and labor force participation, tackle poverty, address
remaining weaknesses in the housing market, and advance the multilateral trade agenda.

It is expected that the next Article IV consultation with the United States will be held on the
standard 12-month cycle.
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United States: Selected Economic Indicators 1/
(percentage change from previous period, unless otherwise indicated)

Projections

2014 2015 2016 2017 2018 2019 2020
National production and income

Real GDP 24 2.5 3.0 27 2.5 2.3 2.0

Net exports 2/ -0.2 -0.7 -0.5 -04 -04 -0.3 -0.3

Total domestic demand 2.5 3.0 35 3.0 2.7 25 22
Final domestic demand 25 29 35 3.0 2.8 25 22

Private final consumption 25 31 34 2.8 2.6 25 21

Public consumption expenditure 0.4 0.8 1.2 11 1.0 1.2 1.0

Gross fixed domestic investment 39 38 5.6 5.2 44 35 34
Private fixed investment 53 4.6 6.5 6.1 52 3.9 3.8

Equipment and software 6.4 5.5 7.2 7.0 5.7 37 43
Intellectual property products 338 4.1 4.0 3.8 3.7 3.0 2.3
Nonresidential structures 8.2 -1.2 37 3.0 3.0 2.2 2.1
Residential structures 1.6 6.5 104 93 7.4 5.7 5.0
Public fixed investment -2.5 0.1 12 0.8 04 12 12

Change in private inventories 2/ 0.1 0.1 0.0 0.0 0.0 0.0 0.0

Nominal GDP 3.9 33 4.5 4.6 47 4.6 4.2

Personal saving rate (% of disposable income) 49 53 52 52 52 5.0 49

Private investment rate (% of GDP) 16.4 16.8 17.3 17.7 18.1 18.2 184

Unemployment and potential output

Unemployment rate 6.2 5.4 51 5.0 4.9 4.8 5.0

Potential GDP 1.9 2.0 21 2.2 2.2 2.2 21

Output gap (% of potential GDP) -2.0 -1.6 -0.7 -0.2 0.0 0.2 0.0

Inflation

CPI inflation (q4/q4) 0.6 0.0 17 2.2 24 24 23

Core CPI Inflation (q4/q4) 0.6 0.0 17 22 24 24 23

PCE Inflation (q4/q4) 0.7 0.7 14 19 22 2.2 2.0

Core PCE Inflation (q4/q4) 14 13 16 2.0 22 21 2.0

GDP deflator 1.5 0.8 14 1.9 2.2 23 21

Government finances

Federal government (budget, fiscal years)

Federal balance (% of GDP) -3.2 -2.8 -3.0 -2.6 -2.5 -29 -3.2
Debt held by the public (% of GDP) 740 749 753 750 745 744 7438

General government (GFSM 2001, calendar years)

Net lending (% of GDP) -4.9 -4.4 -4.2 -3.8 -3.7 -4.0 -4.2

Primary structural balance (% of potential GDP) -23 -1.8 -1.8 -1.5 -14 -1.6 -1.6

Gross debt (% of GDP) 1064 1073 1079 1079 107.6 1076 1082
Interest rates (percent)

Fed funds rate 0.1 0.1 0.8 1.9 29 35 35

Three-month Treasury bill rate 0.0 0.0 0.7 1.8 28 34 34

Ten-year government bond rate 2.5 2.3 3.0 3.6 4.1 4.6 4.8

Balance of payments

Current account balance (% of GDP) -24 -2.7 -2.9 -3.1 -3.2 -3.3 -34

Merchandise trade balance (% of GDP) -4.2 41 -4.2 -44 -4.5 -4.6 -4.8
Export volume (NIPA basis, goods) 40 0.3 3.8 3.0 3.5 42 45
Import volume (NIPA basis, goods) 4.1 5.3 5.8 55 57 5.6 5.7

Net international investment position (% of GDP) -39.7 -413 -429 -458 -491 -53.0 -59.0
Saving and investment (% of GDP)

Gross national saving 18.1 17.8 176 178 180 180 180
General government -1.6 -1.5 -1.3 -1.0 -1.0 -13 -1.6
Private 19.8 19.2 19.0 18.8 19.0 193 19.6

Personal 3.6 4.0 39 39 39 3.7 3.6
Business 16.1 15.2 15.1 15.0 15.1 15.6 159

Gross domestic investment 19.8 20.1 20.5 20.9 211 21.2 214
Private 16.4 16.8 17.3 17.7 18.1 18.2 184
Public 34 33 32 32 31 3.0 3.0

Sources: Haver Analytics; and IMF staff estimates
1/ Components may not sum to totals due to rounding
2/ Contribution to real GDP growth, percentage points
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mmmmmmmmm——— STAFF REPORT FOR THE 2015 ARTICLE IV CONSULTATION

June 18, 2015

KEY ISSUES

Strategy: The 2015 U.S. Article IV consultation centered on the prospects for higher
policy rates and the outlook for, and policy response to, financial stability risks,
integrating the findings of the Financial Sector Assessment Program (FSAP).

Main findings and policy messages:

e The underpinnings for continued growth and job creation remain in place despite
momentum being sapped in recent months.

e The FOMC should remain data dependent, carefully weighing the risk of weakening
progress toward full employment and having to return to zero interest rates versus
the risk of creating a temporary rise of inflation above the Fed’s medium-term goal
and having to subsequently raise policy rates at a faster pace.

e The FOMC should defer its first increase in policy rates until there are greater signs of
wage or price inflation than are currently evident. Based on staff's macroeconomic
forecast, and barring upside surprises to growth and inflation, this would imply a
gradual path of policy rate increases starting in the first half of 2016.

o Pockets of financial vulnerabilities are emerging, putting a premium on improving the
resilience of the financial system. Regulatory reforms remain incomplete and the
structure of oversight has scope to be strengthened along a number of dimensions.

e Acredible and detailed medium-term consolidation plan is needed to address rising
health and social security costs and to improve the tax system. Such a plan would
provide near-term fiscal space to finance supply-side measures that support future
growth.

e Arange of policy challenges linked to poverty, productivity, and labor force
participation remain largely unaddressed.
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0 THE MACRO OUTLOOK

1.

Momentum interrupted. The U.S. economy’s momentum in the first quarter was derailed by

unfavorable weather, a sharp contraction in oil sector investment, and the West Coast port strike.
These developments represent a temporary drag but not a long-lasting brake on growth.

2.

Respectable growth ahead. Despite the hiatus in growth over the past few months, the

underpinnings for a continued expansion remain in place and the outlook is for a more dynamic path
for the remainder of the year (Figure 1).

4

Labor Market Slack 1/
December 2009

Average 2005-2006

A solid labor market. Labor markets have Latest

steadily repaired over the past year and Unemployment

several indicators suggest a jobs outlook that P

is returning to pre-crisis norms. Job growth Y N

has averaged about 250,000 per month over

the past year, the unemployment rate has Invol. Part-time Layoffs
fallen to 52 percent, and real disposable

personal income is growing above 3 percent Long term UR Openings

year-on-year. Despite this progress, long- Hires
term Unemp|0yment, SUbdued partiCipation, Sources: Haver Analytics; and IMF staff calculations

. . 1/ Closer to the center signifies less labor market slack
and high levels of part-time work suggest

that the economy remains well below full . ,
ECB Spillovers (two-day % change; gov.10 yryields)

employment. 0 ® ® 0
Accommodative financial conditions. Close -10 g o 8 10
to zero short-term rates, compressed risk ECB negative

. . deposit rates
and term premia, and an upbeat equity 220 | (un.2014) -20

. : Draghi Jackson €
market all add up to very cheap financing Hole speech o
for both consumers and firms. There is -30 (Aug .2014) o -30
tentative evidence that spillovers from ECB o Fance ECB announces QE
actions have loosened U.S. domestic 40 | & Germany Uan.2015) o -40
financial conditions, although the effects Otaly ECB begins QE
. . o US. (Mar. 2015)

appear quantitatively small. -50 -50

Sources: Bloomberg; and IMF staff calculations

Cheaper oil. Lower oil prices have added around 1 percent of GDP to households’ purchasing
power since mid-2014. The evidence so far suggests this windfall has largely been saved.
However, in the remainder of the year, the net effect on the economy is expected to be
supportive of growth. The positive consumption effect will, though, be partly offset by
weaker oil-related investment with crude prices falling below breakeven thresholds and
rendering extraction unprofitable for many U.S. fields (Box 1).

A shrinking output gap. Unemployment has fallen close to its natural rate and capacity
utilization rate is at the average levels seen in 2005-07. The output gap has fallen from
1.9 percent at end-2013 to 1.4 percent by end-2014 (Box 2). Conditions are now in place for a

INTERNATIONAL MONETARY FUND
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gradual pick-up in real household earnings. A cyclical, albeit gradual, rise in investment by
domestic-oriented (non-oil) businesses should be supported by sizable cash holding, upbeat
business confidence, and an aging capital stock (Figures 1 and 2).

Growth this year is expected to be 2.5 percent. Sustained growth in the next two years should return
output to its potential by end-2017. However, potential growth (at around 2 percent) is expected to
be considerably weaker than pre-crisis unless a broad range of structural issues are addressed to
raise productivity, create incentives for innovation and capital formation, and raise labor force
participation.

Economic Forecasts 1/

Longer
2014 2015 2016 2017 Run2/
Projections

Real GDP Growth (percent, Q4/Q4)

CBO 2.9 2.9 2.5 2.2
Consensus 3/ 24 2.0 2.7 n.a. n.a.
FOMC 19 2.6 2.3 2.2
IMF 24 2.8 2.6 2.0
IMF (%, annual avg. y/y) 2.5 3.0 27 2.0
Unemployment Rate (percent, eop)
CBO 55 54 53 55
Consensus 3/ 57 51 4.8 n.a. n.a.
FOMC 53 5.0 5.0 51
IMF 5.2 51 49 52
PCE Inflation (percent, eop)
CBO 14 19 19 21
Consensus 3/ 11 1.3 2.0 n.a. n.a.
FOMC 0.7 1.8 2.0 2.0
IMF 0.3 14 19 2.0
Core PCE Inflation (percent, eop)
CBO 18 1.9 1.9 19
FOMC 14 14 1.8 2.0 n.a.
IMF 12 1.6 2.0 2.0
Output Gap (percent of potential, eop)
CBO -2.2 -1.2 -0.4 -0.1 -0.5
IMF -14 -1.1 -04 -0.1 0.0

1/ CBO projections are from the Budget and Economic Outlook Jan.2015;
FOMC projections are from the June 2015 Summary of Economic Projections;
IMF projections are from June 10, 2015

2/ Year 2020 other than for FOMC

3/ Blue Chip Consensus, June 2015

INTERNATIONAL MONETARY FUND 5
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Sentiment is still optimistic...

Sentiment Indices (SA)
102 110

Consumer confidence)
(1985=100, RHS)
99 100
NFIB: small business
optimism (1986=100)
96 90
93 80
90 70
2014M1 2014M5 2014M9 2015M1 2015M5
Housing activity is recovering from winter setbacks...
Housing Activity (SAAR; million units)
12 54
Housing Total existing
starts home sales (RHS)
11 5.2
1.0 5.0
0.9 4.8
0.8 4.6
2014M1 2014M5 2014M9 2015M1 2015M5

On the other hand, manufacturing has slowed...

Manufacturing Sector
60 84

ISM manufacturing index

(SA; >50 = increasing)
58 82
56 80
54 78
52 , \' Shi;?ments: nondefense 76

/ capital goods
e (SA; US$ billions, RHS)
50 74
2014M1 2014M5 2014M9 2015M1 2015M5

Sources: Haver Analytics; and IMF staff calculations

Figure 1. Foundation for Strong and Sustained Growth

...as the labor market sustains its positive run.

Labor Market
500
Real disposable income
(percent yoy, RHS)
400 Change in nonfarm payrolls
(SA; thousands)
300
200
100
0
2014M1 2014M5 2014M9 2015M1 2015M

...as are retail and wholesale sales.
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...and the trade outlook is likely to be subdued.
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Box 1. Macroeconomic Effects of the Oil Price Decline

Oil production

The U.S. has emerged as the world'’s largest U.S. Oil Production and Rig Count
producer with crude production almost 10 Oil production 20
doubling between 2010 and 2014 (the bulk of (millions of barrels/day)
the increase driven by shale oil). Production

should remain steady in 2015 due to the
substantial investments of prior years. However,
given the depletion profile of existing fields,
production is likely to decline in 2016, as the
recent sudden stop in new investment begins to
feed through.

16

1.2

0.8

Oil rig count

(thousands, RHS) 04

5 0.0
Macroeconomic Impact 2010 2011 2012 2013 2014 2015

Sources: FIA: and Baker Huahes
The oil and gas extraction industry accounts for

about 1¥2-2 percent of GDP.! During 2011-14, oil and gas investment contributed about
2% percentage points to the level of U.S. real investment (equivalent to 0.4 percentage points of
real GDP).

e Capital formation. Industry analysts estimate that investment in shale and tight oil
drilling and exploration could be reduced by around 40 percent in 2015. The direct GDP
impact is likely to be around 0.3 percentage points in 2015 (and likely frontloaded in the
first part of the year). The effects on other industry segments—such as support activities
and oilfield services—could make the effect modestly higher.

e Consumption. Households should benefit from the sharp decline in gasoline prices and
the reduction in their energy bills. Lower prices of gasoline alone will add 0.9 percent of
GDP to household disposable income in 2015. There is a further savings of about 0.1
percent of GDP in utility bills. So far, the evidence suggests these gains have been mostly
saved with the personal saving rate rising to 5.6 percent in April—about one percentage
point above its level of 6 months ago. However, in the baseline forecast this is expected to
be temporary, as in previous episodes of sharp oil price declines. For 2015 as a whole,
additional consumption from lower oil prices is forecast to contribute 0.6 percentage
points to growth.

! In North Dakota—one of the two main centers of U.S. tight oil boom (after Texas)—the sector's share in state
GDP is below 5 percent. Employment share of the sector in total employment is also very small (0.6 percent).

INTERNATIONAL MONETARY FUND 7
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8

Box 2. A New Methodology to Estimate Potential Output and the Output Gap®

Previous estimates. Potential output was estimated using a multi-sector production function.
First, for each sector data on output, employment, and capital stock was used to deduce total-
factor productivity (TFP) as a residual from a two-factor production function. Second, the resulting
TFP series was smoothed, maximum employment was determined (using historical relationships
between the unemployment rate and changes in the rate of inflation), and actual data on the
capital stock were used to determine potential output. However, in recent years, this methodology
has suggested a significant output gap that has seemed at odds with rising levels of capacity
utilization and a rapidly repairing labor market.

A multivariate filtering approach. The model incorporates relationships between the output gap
and inflation (Phillips curve); the output gap and unemployment gap (Okun'’s law); and an
equation relating the output gap and the capacity utilization gap:

(Philips curve) T =ymeg + (1 —y)m_y + ﬁsf—x + &,
(Okun'’s law) Ugap = Tillgap—1 + T2X + &,
(Capacity utilization) CapUgap = 61CapUgap 1 + 862X + Ecapu

Where 7 is core inflation, x is the output gap, ugg, is the unemployment gap, and capu,qg,, is the
capacity utilization gap. The model is estimated for the U.S. using a Kalman filter and Bayesian
techniques.

Results. The new methodology results in a ,
U.S. Output Gap (percent of potential)

lower level of potential output, a broadly 4 .
unchanged potential growth rate of 2 percent,
larger (positive) output gaps before the global 2 New

; ) o . methodology
financial crisis, and smaller (negative) output

gaps in the aftermath of the global financial

crisis. In particular, the 2014 output gap is now 2
estimated at -2 percent of potential GDP (rather
than the -3.5 percent of potential GDP under
the previous, production function based,
methodology). This is mostly due to the

old
methodology

incorporation of information contained in -8 -8
. . . . . 1990 1996 2002 2008 2014 2020
inflation dynamics and the behavior of capacity Sources IMF <taff estimates

utilization.

! See A. Alichi, “A New Methodology for Estimating the Output Gap in the United States”, IMF Working Paper,
15/144.

INTERNATIONAL MONETARY FUND
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3. Tepid price inflation. Headline PCE inflation (at 0.1 percent year-on-year in April) is being
temporarily dragged down by lower oil prices. Core PCE inflation (at 1.2 percent year-on-year in
April) has faced headwinds from dollar appreciation, the falling global prices of tradable goods, and
a residual pass-through from cheaper energy (Figure 2). Core inflation is likely to remain flat in the
coming months, and start to rise only toward year-end, reaching the Fed's 2 percent medium-term
objective by end-2017. The potential for further dollar appreciation, a continued lack of wage
dynamism, and the scope for firms to absorb cost increases into their (currently healthy) profit
margins all pose downside risks to the inflation outlook.

4. A mixed picture on wage inflation. The
employment cost index has been increasing (up

2.6 percent year-over-year in Q1) but average hourly
earnings growth remains weak (2.2 percent year-over-
year, in May). This is not surprising given the size of the
remaining employment gap—expected to persist until
end 2017— and evidence of a relatively flat Phillips
curve (with slope coefficients typically estimated at less
than 0.1). As slack is exhausted and labor markets 1
repair, real and nominal wages should start to rise.
However, the headline unemployment rate is expected 0 008 2005 2010 2011 2012 2013 2014 2015 2016 2017
to decline at a slow pace as part-time workers extend Sources: BLS; Haver Analytics; and IMF staff calculations

their hours and discouraged workers are drawn back into the labor market.

Employment Gap (percent of population)
5

5. Fiscal developments. The federal government deficit was $483 billion in FY2014 (2.8 percent
of GDP) and is likely to move modestly lower in the current fiscal year with income tax receipts
currently running above budget forecasts. The Bipartisan Budget Act was passed in December 2013
covering FY2014 and FY2015. Despite this progress, the U.S. faces important fiscal issues in the
coming months:

e The Highway Trust Fund. A stop-gap measure provides spending authorization only until
end-July. This is the 33rd short-term patch to surface transportation funding over the past six
years. The uncertainty of prospects for the fund is believed to be negatively impacting state-
level infrastructure spending.

e The Affordable Care Act. Legal uncertainties around healthcare were highlighted when the
Supreme Court agreed to hear a lower court case on whether enrollees in federally-run
health exchanges are eligible to receive public subsidies. The Supreme Court is expected to
provide an opinion by end-June. If it were to find against the government, millions of
enrollees in more than 30 states could be affected, impacting access to healthcare and the
ability to pool insurance risks.

e The federal debt limit. The suspension of the debt limit ended on March 15. The Treasury has
some headroom created by cash planning and extraordinary measures but, without
legislative action, the debt limit is likely to become a binding constraint towards the end of
the year.
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6. External outlook. The real appreciation of the U.S. dollar has been rapid and a product of
cyclical growth divergences, different trajectories for monetary policies among the systemic

economies, and a portfolio shift toward U.S. dollar Real Effective Exchange Rate (index, 2010=100)

assets (Box 3). Lower oil prices and increasing 160 160
energy independence have combined to contain
the U.S. current account deficit. Nevertheless, over 14, CPI based 140

the medium term, at current levels of the real
exchange rate, the current account deficit is
forecast to rise toward 3% percent of GDP. The
current level of the U.S. dollar is assessed to be
moderately overvalued. The 2014 current account
deficit is around 0-1% percent of GDP above the ULCbased

level consistent with medium-term fundamentals 80 080 1985 1990 1995 2000 2005 2010 2015
and desirable policies (see Annex III. External Sector ~ Source:IMF staff estimates

Assessment).

120 120

100 100

7. Global spillovers from a sustained dollar appreciation. Many emerging and low-income
economies have lowered their vulnerability to U.S. dollar appreciation. Nevertheless, large gross
dollar funding positions could pose vulnerabilities for some. The rise in U.S. dollar debt issued by
highly leveraged corporates in emerging economies is a notable source of risk (see the 2015
Spillover Report).

8. Risks to financial stability. At this point, the data suggest a system that has pockets of
vulnerabilities rather than one containing broad-based excesses. Nevertheless, these vulnerabilities
cannot be ignored. Credit risks have risen, underwriting standards are weakening, and an increasing
volume of funds is flowing to lower-rated companies. Equity market valuations, by a number of
metrics, are on the high side (although not extreme relative to historical patterns). The more serious,
macro-relevant sources of risk to financial stability are linked to:

e The migration of intermediation to the nonbanks where there is less visibility on the size and
nature of the embedded risks and fewer regulatory and supervisory tools to manage those
risks (Figure 3).

e The potential for insufficient liquidity in a range of fixed income markets which could lead to
abrupt moves in market pricing, particularly if there were to be a large rebalancing of asset
allocations. The causes of, and solutions to, such market liquidity risks are still imperfectly
understood.

e Insurers have taken on greater market risk. Stress tests show that under severe but plausible
downside scenarios a large part of the industry—particularly life insurers—could be faced
with negative shareholder equity if firms were forced into fire sales.

However, several factors mitigate these downsides. The U.S. banking system has strengthened its
capital position (Tier 1 capital as a ratio of risk-weighted assets is 13 percent) and appears resilient to
a range of extreme market and economic shocks (as evidenced by the recent Comprehensive Capital
Analysis and Review results and echoed by the FSAP stress tests). In addition, overall leverage does
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Figure 2. Muted Wage and Inflation Pressures
ULC growth in the manufacturing sector has been close to ...and nominal wage growth has been a little above 2
zero over the past two years... percent.
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Figure 3. Changing Bank-Nonbank Interconnections

Financial system assets continue to grow.
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Box 3. The Impact of U.S. Dollar Appreciation—The Importance of Context

Drawing on a multi-country GIMF model, calibrated for the U.S., the impact of a stronger dollar is
shown to depend highly on the underlying circumstances that generate the appreciation. Three
potential scenarios illustrate the importance of general equilibrium effects:

e Permanently higher U.S. shale oil productions. An anticipated increase in shale oil
production that is large enough to create a 5 percent appreciation of the exchange rate
results in a boost to domestic demand and causes non-oil imports to increase (although
exports decline as a result of the appreciation). Over the medium term, there would be a
deterioration in the U.S. current account balance and a rebalancing of the sources of
growth toward domestic demand.

e Structural slowdown in Japan and Europe. In general, higher expected growth in the U.S.
relative to trading partners—even after accounting for expected monetary policy
tightening in the U.S. and easing in trading partners—tends to have a relatively small
effect on currencies, particularly since countries are at zero interest rates. However, a
significant slowdown in trading partners (that would be large enough to lead to a
5 percent appreciation), would initially knock around ¥2 percentage point off of growth
and raise the current account deficit by around 34 percent of GDP. However, the resulting
lower global oil prices and greater capital inflows into the U.S. would, over a longer
horizon actually boost growth.

e Atemporary but persistent portfolio preference shift. Increased inflows into U.S. dollar
assets have a large and immediate effect on the exchange rate and can lead to a
loosening of domestic financial conditions (as equity prices rise and bond yields fall).
Looser financial conditions support domestic demand, drawing in more imports and
causing a decline in the current account of close to 1 percent of GDP. Over time, the
dollar appreciation unwinds but domestic demand effects persist causing the overall
growth effect to eventually turn positive.

Impact of 5 percent Stronger Dollar (Percent difference in levels from baseline)

—— GDP (% points annualized) ----- Core inflation (% points annualized) —— Current account (% of GDP)
Permanent Shock due to Shale 1Structural Slowdownin Japan/Europel Shiftin Portfolio Preferences
1 1

-1 -1 -1 -1 -1 -1
2014 2015 2016 2017 2018 2014 2015 2016 2017 2018 2014 2015 2016 2017 2018

Source: IMF staff estimates
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not appear excessive, household and corporate balance sheets look generally healthy, and credit
growth has been modest.

RISKS TO STRONG AND SUSTAINED GROWTH

9. A further strengthening of the U.S. dollar. A prominent risk to the outlook is that the
currency will continue appreciating due to sustained cyclical divergences and capital flows into U.S.
dollar assets. If so, the U.S. external position would be pushed further away from levels justified by
medium-term fundamentals and growth could be significantly debilitated. Although the context
would be important, if the U.S. currency were to move into the range where it could be described as
substantially overvalued—with a current account deficit heading toward 5 percent of GDP—this
would likely point to the move in the dollar having gone “too far”, potentially creating future risks,
including in some emerging market economies, as global imbalances reassert themselves.

10. Uncertainty surrounding the effect of . . o
Net Worth and Oil Expenditures by Income Quintile

lower oil prices. The rise of the household saving 95 14
rate in the first four months of this year could L
have been for temporary reasons: poor weather 9% Household expenditure
. . . onoil and fuel 10

and uncertainty about the duration of oil . (percent of income, RHS)
windfalls. The baseline outlook assumes that these 8
effects will wane as lower energy prices start to %0 6
feed into better consumption and higher non-oil Mean family net worth, 2013
. . (index in 2013 dollars, 2007=100) N 4
investment. Because low-income households, 75 N

. . . 2
which benefit the most from declines of pump |—|
prices, have still weak balance sheets (having 70 0

! <20 20-40 40-60 60-80 80-100

benefited less from mortgage ref|nanC|ng and the Sources: Haver Analytics; and IMF staff calculations

equity and property price increases) much of the

oil windfall this time could be used for debt Personal Savings Rate Dynamics After Oil Price

reduction. The demand effect would be further Drops (percent)

compromised if current low oil prices are seen as a ’ 1
temporary phenomenon. As a further growth 9
downside, the size of oil industry capital spending °

retrenchment could be larger than is currently Ss 8
estimated, a fact that was vividly underlined by the ~ ° \/

recent decline in oil drilling activity. On the other e ‘ !
hand, a potential upside is that there could be an il i S 6
even bigger decline in the future personal savings enan! 2 Toae0a (RHS)

rate than is projected in the baseline, consistent 3 L 1t 6l 2 w3 4 s we
with previous episodes of steep oil price declines. Sources: Haver Analytics; and IMF staff estimates

11. The potential for uninspiring business investment. Non-oil, non-residential investment
has been well below rates in previous recoveries (even before the rise in the dollar and in spite of
healthy balance sheets and an aging capital stock). Corporations are using cash holdings for share
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buybacks and merger and acquisition activity to lessen tax liabilities (rather than for capital
formation). The underlying reasons for low business investment are not well understood, and could
be related to the decline in productivity or the rise of capital-economizing innovations. A shift of
demand to labor-intensive services, as the U.S. population ages, is another candidate explanation. A
more benign explanation is that firms simply need to be more confident regarding future expected
demand (consistent with the findings of the Spring 2015 WEO, which argues that much of the
investment decline can be explained by a simple accelerator model).

12. A new long-term housing equilibrium. Housing market activity has struggled to recover.
Up until recently, household formation has been depressed despite the potential for pent-up
demand from demographics and more secure job prospects. The slow return of millennials to the
first-time home buyers market could signal a preference shift away from traditional suburban,
owner-occupied housing. Indeed, the urban rental market remains strong which could represent an
enduring increase in demand for multi-family housing units with a smaller square footage. If true,
this would permanently lower the steady state Household Formation (12MMA, thousands)
growth contribution from residential construction. 200 200
A less concerning interpretation comes from

household surveys, which suggest that attitudes to

home ownership haven’t changed much: most 120
renters would prefer to own if they had the

necessary financial resources. If that were true, once

the job market improves further and millennials 40
have paid off some of their student loans (which
have grown to over US$1 trillion or 7%z percent of
GDP), the demand for housing could quickly revert 4 .
to previous norms, with an accompanying Step-Up  sources aver anstcs and i saft caiciasons
in residential investment.

160 160

Pre-crisis average 120

80 80

40

40

13. The debt ceiling, redux. With the debt limit becoming binding towards the end of the year,
down-to-the-wire brinkmanship over fiscal policy could create excessive bond market volatility,
particularly as the political ground is prepared for the 2016 presidential election. This would
undermine confidence, as it has in the past, but could create a more complex if the timing coincides
with a Fed lift-off or an unpredictable external shock.

14. A less-than-smooth rise in rates. The Fed's first rate increase in almost nine years has been
carefully prepared and telegraphed. Nevertheless, regardless of timing, higher U.S. policy rates could
still result in a significant and abrupt rebalancing of international portfolios with market volatility and
financial stability consequences that go well beyond U.S. borders. Even without policy changes,
higher inflation numbers unaccompanied by better activity data could lead to a sudden upward shift
in the yield curve or risk spreads. In either case, a shift in expectations about the future pace of rate
increases could create flows into U.S. dollar assets and a further meaningful appreciation of the
dollar. Similarly, anxiety around a tightening cycle—even if accompanied by a strong underlying
economy—could create a sell-off in equities or riskier fixed income assets. Such asset price volatility
could last more than just a few days and have larger-than-anticipated negative effects on financial
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conditions, growth, labor markets, and inflation outcomes. Spillovers to economies with close trade
and financial linkages could be substantial.

15. Negative inward spillovers. Continued weakening of growth in the rest of the world could
suppress U.S. exports and investment in tradable sectors. Weaker global growth or a pronounced
China slowdown, alongside a stronger dollar, would also weaken profits of U.S. multinationals and
could trigger a re-pricing of equity valuations (with the attendant harm to U.S. consumption via
wealth effects). Finally, risks from Russia/Ukraine, Greece or the Middle East represent an
unpredictable wild card with negative, but difficult to quantify, effects for the U.S.

16. Authorities’ views. Weak growth in the first quarter was seen as a temporary setback. The
recovery was expected to resume given a still strong labor market, but the rebound is likely being
weakened by headwinds from a strong dollar, weak global growth, and possibly greater caution
among households and businesses. Uncertainty remains about the strength of the housing recovery,
despite recent improvements, but there have been policy efforts to increase mortgage availability
and support first-time home buyers. The rapid rise in student debt was a cause for concern but
efforts are being made—including the pay-as-you-earn plans that cap student loan payments at

10 percent of discretionary income—to lessen default risks. While not taking a view on the level or
future direction of the U.S. dollar, there was a general recognition that the different cyclical positions
of the largest economies would influence currency markets. However, the authorities noted that what
is needed at a global level is increased efforts in enhancing total demand, not a shifting of demand
between countries that was facilitated by movements in exchange rates. To achieve that increased
global demand, the policy recipes differed from country to country. However, the U.S. could not be
seen as a sponge for the whole global economy, absorbing their production through U.S. imports.

THE IMPENDING MONETARY NORMALIZATION

17. An uncertain backdrop. The U.S. economy remains below potential, wage and price
pressures are expected to remain low, and inflation expectations appear well-anchored. Nonetheless,
the decision on the timing and pace of policy rate increases is complicated by significant
uncertainties surrounding the resilience of future economic growth, the remaining distance to
maximum employment, and the current level and future path of the “neutral” fed funds rate (Box 4).
Although financial conditions remain a