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Current Economic Situation and Outlook

U.S. economic activity continues to expand, led by solid growth in household spending. But business investment
remains soft and subdued foreign demand and the appreciation of the dollar since mid-2014 continues to restrain
exports. While economic growth has not been rapid, it has been sufficient to generate further improvement in the
labor market. Smoothing through the monthly ups and downs, job gains averaged 190,000 per month over the past
three months. Although the unemployment rate has remained fairly steady this year, near 5 percent, broader
measures of labor utilization have improved. Inflation has continued to run below the FOMC's objective of 2

percent, reflecting in part the transitory effects of earlier declines in energy and import prices.

Looking ahead, the FOMC expects moderate growth in real gross domestic product (GDP), additional
strengthening in the labor market, and inflation rising to 2 percent over the next few years. Based on this economic
outlook, the FOMC continues to anticipate that gradual increases in the federal funds rate will be appropriate over
time to achieve and sustain employment and inflation near our statutory objectives. Indeed, in light of the
continued solid performance of the labor market and our outlook for economic activity and inflation, | believe the
case for an increase in the federal funds rate has strengthened in recent months. Of course, our decisions always

depend on the degree to which incoming data continues to confirm the Committee's outlook.

And, as ever, the economic outlook is uncertain, and so monetary policy is not on a preset course. Our ability to
predict how the federal funds rate will evolve over time is quite limited because monetary policy will need to
respond to whatever disturbances may buffet the economy. In addition, the level of short-term interest rates
consistent with the dual mandate varies over time in response to shifts in underlying economic conditions that are
often evident only in hindsight. \When shocks occur and the economic outlook changes, monetary policy needs to
adjust. What we do know, however, is that we want a policy toolkit that will allow us to respond to a wide range of

possible conditions.
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Where Do We Go from Here?

For starters, our ability to use interest on reserves is likely to play a key role for years to come. In part, this reflects
the outlook for our balance sheet over the next few years. As the FOMC has noted in its recent statements, at some
point after the process of raising the federal funds rate is well under way, we will cease or phase out reinvesting
repayments of principal from our securities holdings. Once we stop reinvestment, it should take several years for
our asset holdings--and the bank reserves used to finance them--to passively decline to a more normal level. But
even after the volume of reserves falls substantially, IOER will still be important as a contingency tool, because we
may need to purchase assets during future recessions to supplement conventional interest rate reductions. Forecasts

now show the federal funds rate settling at about 3 percent in the longer run.

I expect that forward guidance and asset purchases will remain important components of the Fed's policy toolkit.
That said, these tools are not a panacea, and future policymakers could find that they are not adequate to deal with
deep and prolonged economic downturns. For these reasons, policymakers and society more broadly may want to

explore additional options for helping to foster a strong economy.

On the monetary policy side, future policymakers might choose to consider some additional tools that have been
employed by other central banks, though adding them to our toolkit would require a very careful weighing of costs
and benefits and, in some cases, could require legislation. For example, future policymakers may wish to explore
the possibility of purchasing a broader range of assets. Beyond that, some observers have suggested raising the
FOMC's 2 percent inflation objective or implementing policy through alterative monetary policy frameworks,
such as price-level or nominal GDP targeting. | should stress, however, that the FOMC is not actively considering

these additional tools and policy frameworks, although they are important subjects for research.
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