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On the Outlook for the Economy and Policy

When | last spoke at the Economic Club of New Yatktle more than a year ago, the
financial crisis had just taken a much more virtukemnn. In my remarks at that time, |
described the extraordinary actions that policymsakeound the globe were taking to
address the crisis, and | expressed optimism thdtaad the tools necessary to stabilize
the system.

Today, financial conditions are considerably betan they were then, but significant
economic challenges remain. The flow of credit reimaonstrained, economic activity
weak, and unemployment much too high. Future sk#hae possible. Nevertheless, |
think it is fair to say that policymakers' forcefdtions last fall, and others that
followed, were instrumental in bringing our finaalcsystem and our economy back
from the brink. The stabilization of financial matk and the gradual restoration of
confidence are in turn helping to provide a neagsaindation for economic recovery.
We are seeing early evidence of that recovery: Beas domestic product (GDP) in
the United States rose an estimated 3-1/2 pertemt annual rate in the third quarter,
following four consecutive quarters of decline. Mimsecasters anticipate another
moderate gain in the fourth quarter.

How the economy will evolve in 2010 and beyoncessl certain. On the one hand,
those who see further weakness or even a relafmseeiression next year point out that
some of the sources of the recent pickup--includimgduced pace of inventory
liquidation and limited-time policies such as tlwash for clunkers” program--are likely
to provide only temporary support to the economyy .tk other hand, those who are
more optimistic point to indications of more fundamtal improvements, including
strengthening consumer spending outside of autoaseent recovery in home
construction, continued stabilization in finanaahditions, and stronger growth
abroad.

My own view is that the recent pickup reflects mtiven purely temporary factors and
that continued growth next year is likely. Howewome important headwinds--in
particular, constrained bank lending and a weakmalket--likely will prevent the
expansion from being as robust as we would hopdidtuss each of these problem
areas in a bit more detail and then end with samtédér comments on the outlook for
the economy and for policy.

Bank Lending and Credit Availability

| began today by alluding to the unprecedentedchfired panic that last fall brought a
number of major financial institutions around therld to failure or the brink of failure.
Policymakers in the United States and abroad deglaynumber of tools to stem the
panic. The Federal Reserve sharply increasedotggion of short-term liquidity to
financial institutions, the U.S. Treasury injectagpital into banks, and the Federal



Deposit Insurance Corporation (FDIC) guaranteed ltiabilities. The Federal Reserve
and the Treasury each took measures to stop arumoey market mutual funds that
began when a leading fund was unable to pay oifivsstors at par value. Throughout
the fall and early this year, a range of additianaiatives were required to stabilize
major financial firms and markets, both here ansath?

The ultimate purpose of financial stabilizationcofurse, was to restore the normal flow
of credit, which had been severely disrupted. TédeFal Reserve did its part by
creating new lending programs to support the fomtig of some key credit markets,
such as the market for commercial paper--whictseluo finance businesses' day-to-
day operations--and the market for asset-backadtiies--which helps sustain the flow
of funding for auto loans, small-business loansgjent loans, and many other forms of
credit; and we continued to ensure that finanaistifutions had adequate access to
liquidity. Additionally, we supported private creéanarkets and helped lower rates on
mortgages and other loans through large-scale pgs#tases, including purchases of
debt and mortgage-backed securities issued or ddnkgovernment-sponsored
enterprises.

Partly as the result of these and other policyoastimany parts of the financial system
have improved substantially. Interbank and othertsterm funding markets are
functioning more normally; interest rate spreadsmmmtgages, corporate bonds, and
other credit products have narrowed significargtpck prices have rebounded; and
some securitization markets have resumed operdtigrarticular, borrowers with
access to public equity and bond markets, includiogt large firms, now generally are
able to obtain credit without great difficulty. @thborrowers, such as state and local
governments, have experienced improvement in thedit access as well.

However, access to credit remains strained fordvegrs who are particularly
dependent on banks, such as households and smalebses. Bank lending has
contracted sharply this year, and the Federal Re'seBenior Loan Officer Opinion
Survey on Bank Lending Practices shows that baoksraie to tighten the terms on
which they extend credit for most kinds of loangh@ugh recently the pace of
tightening has slowed somewhat. Partly as a restiftese pressures, household debt
has declined in recent quarters for the first tsimee 1951. For their part, many small
businesses have seen their bank credit lines rddarogliminated, or they have been
able to obtain credit only on significantly morstrictive term< The fraction of smalll
businesses reporting difficulty in obtaining cradinear a record high, and many of
these businesses expect credit conditions to tgitther.

To be sure, not all of the sharp reductions in danking this year reflect cutbacks in
the availability of bank credit. The demand forditelso has fallen significantly: For
example, households are spending less than thdgstigiear on big-ticket durable
goods typically purchased with credit, and busiessse reducing investment outlays
and thus have less need to borrow. Because of wedK®lance sheets, fewer potential
borrowers are creditworthy, even if they are wdlito take on more debt. Also, write-
downs of bad debt show up on bank balance shee¢slastions in credit outstanding.
Nevertheless, it appears that, since the outbretiledinancial crisis, banks have
tightened lending standards by more than would lh&es predicted by the decline in
economic activity alone.



Several factors help explain the reluctance of baokend, despite general
improvement in financial conditions and increasebank stock prices and earnings.
First, bank funding markets were badly impairedgdime, and some banks have
accordingly decided (or have been urged by regidato hold larger buffers of liquid
assets than before. Second, with loan lossesgiiiland difficult to predict in the
current environment, and with further uncertairttgr@ding how regulatory capital
standards may change, banks are being especialbga@tive in taking on more risk.
Third, many securitization markets remain impairediucing an important source of
funding for bank loans. In addition, changes tooaoting rules at the beginning of next
year will require banks to move a large volumeeaxisitized assets back onto their
balance sheets. Unfortunately, reduced bank lendengwell slow the recovery by
damping consumer spending, especially on duraldgyand by restricting the ability
of some firms to finance their operations.

The Federal Reserve has used its authority askadvgoervisor to help facilitate the
flow of credit through the banking system. In Now®En 2008, with the other banking
agencies, we issued guidance to banks and bankimanthat emphasized the
importance of continuing to meet the needs of tnextthy borrowers, while
maintaining appropriate prudence in lending deaisiorhis past spring, the Federal
Reserve led the Supervisory Capital Assessmenr&rmggr SCAP--a coordinated,
comprehensive examination designed to ensure ¢hat the country's largest banking
organizations would remain well capitalized anceabllend to creditworthy borrowers
even if economic conditions turned out to be wadlns@ expected. The release of the
assessment results in May increased investor camf&lin the U.S. banking system. A
week ago, the Federal Reserve announced that® fofis that were determined to
have required additional capital were able to foflget their required capital buffers
without any further capital from the U.S. Treaswayd that aggregate Tier 1 common
equity at the 10 firms increased by more than $lfie since the conclusion of the
assessmefit.

The Federal Reserve will continue to work with batdkimprove the access of
creditworthy borrowers to the credit they need.dieg to creditworthy borrowers is
good for the economy, but it also benefits banksayntaining their profitable
relationships with good customers. We continuentmearage banks to raise additional
capital to support their lending. And we continaddcilitate securitization through our
Term Asset-Backed Securities Loan Facility (TALRHao support home lending
through our purchases of mortgage-backed securi@snalizing the flow of bank
credit to good borrowers will continue to be a pojority for policymakers.

While I am on the topic of bank lending, | woulldito add a few words about
commercial real estate (CRE). Demand for commepeigberty has dropped as the
economy has weakened, leading to significant deglin property values, increased
vacancy rates, and falling rents. These poor furhats have caused a sharp
deterioration in the credit quality of CRE loanskmanks' books and of the loans that
back commercial mortgage-backed securities (CMB&)ssures may be particularly
acute at smaller regional and community banksehtgred the crisis with high
concentrations of CRE loans. In response, banks bagn reducing their exposure to
these loans quite rapidly in recent months. Mealeythe market for securitizations
backed by these loans remains all but closed. Wégrly $500 billion of CRE loans
scheduled to mature annually over the next fewsyghe performance of this sector



depends critically on the ability of borrowers &inance many of those loans.
Especially if CMBS financing remains unavailablanks will face the tough decision
of whether to roll over maturing debt or to foresgo

Recognizing the importance of this sector for tben@mic recovery, the Federal
Reserve has extended the TALF programs for exi€M@S through March 2010 and
newly structured CMBS through June. Moreover, thieking agencies recently
encouraged banks to work with their creditworthyrbwers to restructure troubled
CRE loans in a prudent manner, and reminded exasiihat--absent other adverse
factors--a loan should not be classified as implir@sed solely on a decline in
collateral valué.

TheJob Market

In addition to constrained bank lending, a secaed af great concern is the job
market. Since December 2007, the U.S. economydssdn net, about 8 million
private-sector jobs, and the unemployment rateaisaa from less than 5 percent to
more than 10 percefBoth the decline in jobs and the increase in tiemployment
rate have been more severe than in any other ienesace World War If.

Besides cutting jobs, many employers have reduoedstfor the workers they have
retained. For example, the number of part-time wgkvho report that they want a full-
time job but cannot find one has more than doubiede the recession began, a much
larger increase than in previous deep recessioraldition, the average workweek for
production and nonsupervisory workers has falleB3tours, the lowest level in the
postwar period. These data suggest that the esappdy of labor is even greater than
indicated by the unemployment rate alone.

With the job market so weak, businesses have baert@find or retain all the workers
they need with minimal wage increases, or even wibe cuts. Indeed, standard
measures of wages show significant slowing in wgagas over the past year. Together
with the reduction in hours worked, slower wagenwgtohas led to stagnation in labor
income. Weak income growth, should it persist, valitrain household spending.

The best thing we can say about the labor margbkt riow is that it may be getting
worse more slowly. Declines in payroll employmewtiothe past four months have
averaged about 220,000 per month, compared witt0B6(er month over the first half
of this year. The number of initial claims for un@oyment insurance is well off its
high of last spring, but claims still have not é&lto ranges consistent with rising
employment.

Although economic pain is widespread across inéassand regions, different groups of
workers have been affected differently. For examble unemployment rate for men
between the ages of 25 and 54 has risen fromhass4t percent in late 2007 to 10.3
percent in October--nearly double the rise in unegment among adult women. This
discrepancy likely reflects the high concentratwdfob losses in manufacturing,
construction, and financial services, industriewinch men make up the majority of
workers. From the perspective of America's econdutiare, the effect of the recession
on young workers is particularly worrisome: The mipédoyment rate among people
between the ages of 16 and 24 has risen to 19rgeiged among African American
youths, it is now about 30 percent. When young [eeage shut out of the job market,



they lose valuable opportunities to gain work eigrere and on-the-job training,
potentially reducing their future wages and emplegtropportunities.

Given this weakness in the labor market, a natywaktion is whether we might be in
for a so-called jobless recovery, in which outgugiowing but employment fails to
increase.

Productivity is defined as output per hour of workus, essentially by definition, a
jobless recovery--in which output is growing butir®of work are not--must be a
period of productivity growth. In the jobless reeoes that followed the 1990-91 and
2001 recessions, productivity growth was quitergirdt may seem paradoxical that
productivity growth--which in the longer term istinost important source of increases
in real wages and living standards--can have advassequences for employment in
the short term. But, when the demand for goodssandices is growing slowly, that
may be the case.

In fact, productivity growth has recently been guitgh, even when the economy was
contracting. Output per hour in the nonfarm bussreesctor is estimated to have risen at
about a 5-1/2 percent annual rate so far this yegt,above longer-term averages. One
reason for recent productivity gains likely was thaction of employers to the freefall

in the economy that began in the second half o82B@rmally, employers are slow to
cut their workforces when the economy turns downre process of finding, hiring, and
training new workers is costly. Thus, if employerpect the downturn will be neither
too severe nor too lengthy, they retain more engstvorkers than they need in the short
term, rather than laying them off and replacingrthehen the recovery begins.
However, in the recent downturn, employers wereeptionally uncertain about the
future, some even fearing a second Great Depreddioreover, tight credit conditions
left little margin for error. Accordingly, to pratethemselves against the worst
possibilities, employers shed workers much moreph#han usual in recessions.
Thus, the productivity gains this year generalested pronounced declines in labor
input rather than greater output.

Will the increases in productivity persist? Itilgely that, in some cases, firms achieved
their productivity gains by asking their remainivgrkers to provide extra effort. The
additional gains that can be achieved in this waylienited and probably temporary.
Although continuing uncertainty and financial caasits might make such firms
hesitant to hire, if demand, production, and caarice pick up, they will find their labor
forces stretched thin and will begin to add worketswever, other firms, facing

difficult financial conditions and intense pressute cut costs, seem to have found
longer-lasting, efficiency-enhancing changes thateed them to reduce their
workforces; and some less-efficient firms, no largae to compete, closed their doors.
Again, improved efficiency confers great benefitshe longer term. However, to the
extent that firms are able to find further costticigt measures as output expands, they
may delay hiring.

Other factors will affect near-term employment gtiows well. Business confidence in
the durability of the expansion, for example, widlp determine employers' willingness
to hire. The current prevalence of part-time wankl ahort workweeks may slow job
creation early in the recovery period, as employeay prefer to convert workers from
part-time to full-time status and to add overtimarkvbefore turning to new hires. In



addition, difficulties in obtaining credit couldrider the expansion of small and
medium-sized businesses and prevent the formatinaw businesses. Because smaller
businesses account for a significant portion ofameployment gains during recoveries,
limited credit could hinder job growth. Overallnamber of factors suggest that
employment gains may be modest during the earestaf the expansion.

The Outlook for the Economy and Policy

| return now to the outlook for the economy and@olAs | noted, | expect moderate
economic growth to continue next year. Final demsimmlvs signs of strengthening,
supported by the broad improvement in financialditoons. Additionally, the

beneficial influence of the inventory cycle on pustion should continue for somewhat
longer. Housing faces important problems, includingtinuing high foreclosure rates,
but residential investment should become a smailtige for growth next year rather
than a significant drag, as has been the casbdqudst several years. Prospects for
nonresidential construction are poor, however, gweak fundamentals and tight
financing conditions.

In the business sector, manufacturing activitybeen expanding and should be helped
by the continuing strength of the recovery in theegging market economies, especially
in Asia. As the recovery takes hold, enhanced lessiconfidence, together with the
low cost of capital for firms with access to puldapital markets, should lead to a
pickup in business spending on equipment and sodtwehich has already shown signs
of stabilizing.

| have discussed two of the principal factors thay constrain the pace of the recovery,
namely, restrictive bank lending and the weak jarkat. Banks' reluctance to lend will
limit the ability of some businesses to expand lainel | expect this situation to
normalize gradually, as improving economic condisistrengthen bank balance sheets
and reduce uncertainty; the fallout for banks frm@mmercial real estate could slow
that progress, however. Jobs are likely to remeamce for some time, keeping
households cautious about spending. As the recdarymes established, however,
payrolls should begin to grow again, at a paceitiaeases over time. Nevertheless, as
net gains of roughly 100,000 jobs per month areledgust to absorb new entrants to
the labor force, the unemployment rate likely w#icline only slowly if economic

growth remains moderate, as | expect.

The outlook for inflation is also subject to a nuenbf crosscurrents. Many factors
affect inflation, including slack in resource wdtion, inflation expectations, exchange
rates, and the prices of oil and other commodifdthiough resource slack cannot be
measured precisely, it certainly is high, and ghswing through to underlying wage
and price trends. Longer-run inflation expectatiaresstable, having responded
relatively little either to downward or upward psases on inflation; expectations can be
early warnings of actual inflation, however, andstoe monitored carefully.
Commodities prices have risen lately, likely refleg the pickup in global economic
activity, especially in resource-intensive emergimgrket economies, and the recent
depreciation of the dollar. On net, notwithstandsignificant crosscurrents, inflation
seems likely to remain subdued for some time.

The foreign exchange value of the dollar has mmwet a wide range during the past
year or so. When financial stresses were most prracem, a flight to the deepest and



most liquid capital markets resulted in a markextease in the dollar. More recently, as
financial market functioning has improved and glad@nomic activity has stabilized,
these safe haven flows have abated, and the dhaltaaccordingly retraced its gains.
The Federal Reserve will continue to monitor theeseelopments closely. We are
attentive to the implications of changes in theseadf the dollar and will continue to
formulate policy to guard against risks to our dualndate to foster both maximum
employment and price stability. Our commitment tw dual objectives, together with
the underlying strengths of the U.S. economy, el ensure that the dollar is strong
and a source of global financial stability.

The Federal Open Market Committee continues taipatie that economic conditions,
including low rates of resource utilization, subdurflation trends, and stable inflation
expectations, are likely to warrant exceptionathy llevels of the federal funds rate for
an extended period. Of course, significant chamgesonomic conditions or the
economic outlook would change the outlook for pohs well. We have a wide range
of tools for removing monetary policy accommodatiamen the economic outlook
requires us to do so, and we will calibrate thertgrand pace of any future tightening
to best foster maximum employment and price stabili
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