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Thank you for that kind introduction. I'm delighted to be back in Bloomington Normal
and at lllinois Wesleyan. Certainly, in a University town, this is the time of year when
talk of the economy seems most relevant. As we approach graduation day, students
tend to focus intently on jobs and careers and perhaps for the first time, they seem
especially keen on finding a way to put what they've learned to good and productive

use.

So, I'm pleased to be here to have the opportunity to explain how | see the economy
evolving and to express my views on some of the key issues we face today. At the end
of these talks, when | open the floor for discussion, | find myself being asked the same
sorts of questions over and over again. So I'd like to address some of those questions in
my remarks today and then give you an opportunity to follow up with questions of your

own.
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Let me emphasize that the views that | am presenting today are my own and not
necessarily those of the Federal Open Market Committee (FOMC) or my other

colleagues in the Federal Reserve System.

Let's begin with the question | hear most often: What are the prospects for the
economy? In short, the economy is recovering from the recession, and | am optimistic
that it will continue to do so. My forecast is that real gross domestic product (GDP) will
grow about 3-1/2 percent this year. In fact, we have been hearing many more upbeat
business reports, and we recently nudged up our outlook accordingly. But the “for sale”
signs posted in yards, empty storefronts, and long waits for job seekers are powerful
reminders of how serious the recession was and how far below our potential we still are.
We need to experience a good deal of growth before we return to the more normal pace
of economic activity and levels of unemployment that we enjoyed in late 2007. And the
3-1/2 percent pace of growth | anticipate is quite moderate given the depth of the
recession. To offer some perspective, in the first year and a half following the deep

1981 to 1982 recession, growth averaged nearly 8 percent.

Let me give you some of the details underlying this assessment of the economy. The
recent GDP numbers—the value of overall production of goods and services in the
economy—are the broadest indication that the economy is growing again. GDP fell
sharply—3.7 percent all told—during 2008 and the first half of 2009. But GDP has
increased in each of the past three quarters, with growth averaging a 3.7 percent

annual rate.
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Where did this growth come from? Some of it reflected the federal government stimulus
package passed in 2009. This raised economic activity a good deal in the second half of

last year, and should be a continued solid boost to spending through much of 2010.

But government stimulus is hardly the whole story. Unmistakably, private spending has
been reviving. One area is inventory investment by businesses. During the recession,
firms aggressively cut inventories to very lean levels. By avoiding an overhang of
excess stocks, they are now increasing orders for newly produced goods to meet
incoming demand—and we’ve seen manufacturing production increase accordingly. We
have also seen an increase in business spending on capital equipment, most notably on
high-tech items, as firms replace and upgrade their IT systems and other equipment in

order to maintain competiveness and profitability.

Even consumers have increased spending, although concerns remain about the
sustainability of the recent strength. Job worries and losses in household wealth had
caused consumers to cut back on spending appreciably during the recession. But they
have now begun to reopen their pocketbooks. During the first quarter of 2010 total
personal consumption expenditures increased at a 3.6 percent annual rate.
Significantly, these increases were distributed across many different types of goods and
services. Even in the hard-hit automobile sector, sales have averaged 11.0 million units
so far this year—up over 17 percent from a year ago, though still well below the 16.6

million unit pace that prevailed before the recession.
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In contrast, housing continues to struggle. During the second half of 2009, both sales
and new construction lifted off from the recession low points seen around the turn of the
year. But sales fell back after the expiration last November of the first round of tax
credits for first-time home buyers, and starts have not shown much discernible

improvement over the past several months.

We currently are seeing a bit of a pickup in housing markets. But this is likely a
temporary boost as buyers rush to beat the end-of-April expiration date for the
extension of the home buyer tax credits. More fundamentally, supply conditions
continue to weigh on real estate markets, and they could for some time as foreclosures
add to the overhang of unsold homes. But with the improving economy, low mortgage
rates, and more attractively priced homes, housing market conditions will get better as

we move further into the expansion.

What about labor markets? In general, many measures of economic activity show
improvement early in a recovery well before the jobs picture starts to get better. This
was especially true following the two previous recessions. | am concerned that this may
be the case during this expansion as well. As the economy entered the most recent
recession, businesses quickly cut their work forces. And even as the economy grew
during the second half of 2009, job destruction outpaced the extremely low levels of

hiring.
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More recently, there has been a modest improvement in the jobs picture. Over the first
four months of the year, excluding temporary hiring for the U.S. Census, on average

about 109 thousand jobs per month were added to the economy.

Businesses are being cautious about adding permanent staffing. They continue to strive
to produce more with fewer people. But they can increase output for only so long
without adding to payrolls. As the recovery takes hold and businesses become more

confident in the future, employment will increase on a more consistently solid basis.

Indeed, there are signals that we currently are near such a turning point. There is the
pickup in the jobs numbers | just noted. Underlying those recent employment numbers,
layoffs are down substantially. Some of those businesses that cut employment most
aggressively at the beginning of the recession have begun to rehire. And others who are
taking a more wait-and-see attitude are hiring temporary workers to fill their staffing
needs. In fact, temporary worker employment has increased solidly in each of the past

seven months.

Nonetheless, even after more solid employment gains materialize, unemployment may
remain stubbornly high. Discouraged workers will resume searching for jobs, adding to
the number of those already looking for work. In addition, the number of long-term
unemployed is extremely high, and such workers typically have a more difficult time
finding a job. Consequently, the outlook for these workers is challenged. So | anticipate

that the rate and length of unemployment will improve relatively slowly.
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With consumer spending accounting for roughly two-thirds of GDP, the economic forces
at work here are key factors underlying the moderate projections for overall growth.
Some historical context is helpful. Over the fifteen years or so before the most recent
recession, productivity growth had been quite robust. This growth supported solid
expansion in asset values and disposable income. Believing these factors would persist,
consumers borrowed heavily: Households entered this recession with high net worth but

also with low levels of savings and high levels of debt.

When faced with a temporary loss of income, households can maintain spending only
by drawing down assets, borrowing more, or reducing savings. But as the recession
took hold, households faced mounting job losses, stark reductions in the value of their
housing and equity assets, and little in the way of liquid savings. So it is little wonder

that consumers sharply retrenched on spending.

The need for households to repair their balance sheets will moderate growth in
consumer spending going forward. In addition, we are seeing reduced availability of
household credit. And, importantly, muted gains in employment will hold back growth in
wages and salaries. All of these factors contribute to an outlook for relatively modest
growth in consumer spending, which, in turn, restrains the forecast for overall GDP

growth.

In addition to consumer lending, the availability of bank credit remains a significant

headwind for many small- and medium-sized companies. Both supply and demand
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considerations are at work here. Some of the decline in bank lending last year reflects
weak demand for loans by businesses wary of taking on new debt burdens in an
uncertain economic environment. But at least some of the reduced lending arises from
banks’ tighter lending standards. These tighter standards appear to reflect concerns of
banks about their own capital levels and also the credit quality of borrowers. More
generally, credit flows are being reduced because both borrowers and lenders are still
dealing with losses from the recession, especially the busts in residential and
commercial real estate. | expect banking conditions to improve and better support

growth, but this is likely to take some time.

While I've mentioned a number of factors that we think will dampen growth, we could be
surprised on the upside. Increases in confidence could turn into higher spending sooner
than we now think. And productivity growth has remained strong. Technology continues
to advance, and firms continue to create new products and find new ways to produce
more efficiently. These factors will lead to higher incomes in the longer term. And even
over the shorter term, the higher profits and incomes generated by productivity can help

restructure balance sheets and support spending.

Well, that was a long answer to a short question. The second question I’'m often asked
is a two-parter concerning inflation. The first part is: Isn’t inflation about to explode? The
second part is: Are you concerned about deflation? The answer is no in both cases: |

think inflation will remain relatively stable.
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Both camps have clear arguments. The current low rates of resource utilization strongly
point to lower inflation. At 9.9 percent, the unemployment rate is quite high. Similarly,
manufacturing capacity utilization is quite low. Such resource slack reduces cost
pressures and makes firms less able to push through price increases. These factors
have significantly contributed to lower inflation. The Fed’s preferred measure of core
inflation—the deflator for Personal Consumption Expenditures, or PCE, excluding food
and energy—has fallen from 2.7 percent in August 2008 to 1.3 percent in March 2010.

That is a large decline for a relatively stable data series.

Those who press me on higher inflation point to the Fed’s accommodative policy and
expanded balance sheet. We all know that too much money chasing too few goods will
generate inflation. But, currently, most of the funds used to increase our balance sheet
are sitting idly in bank reserves. And because banks are not lending those reserves,
they are not yet generating spending pressure. But, of course, leaving the current highly
accommodative monetary policy in place for too long would eventually fuel such

inflationary pressures.

With core inflation at 1-1/4 percent, | see the opposing forces of resource gaps and
accommodative monetary policy as roughly balancing out over the medium term. As
resource slack abates in a recovering economy, | expect inflation to move up to about 1-

3/4 percent by 2012.
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What does all of this mean for monetary policy? Currently, policy is, appropriately, very
accommodative. But, eventually, we will have to return to a more normal stance.
Judging the appropriate timing and pace for reducing accommodation poses a
significant challenge for policymakers over the next couple years. On the one hand,
removing too much accommodation prematurely could inhibit the recovery. On the other
hand, as | noted, if the Fed leaves the current level of accommodation in place too long,
inflationary pressures will eventually build. The Fed’s decisions will be based on careful
monitoring of business activity and an alert eye out for signs of changes in the inflation
outlook. In addition, the FOMC is making sure that it has the technical tools it will need
when it decides to reduce monetary accommodation. Overall, | am confident that
monetary policy will both support economic growth and bring and keep inflation near my

guideline of 2 percent over the medium term.

As you can imagine, the crisis and recession have kept us busy. But we have also
devoted a good deal of energy reflecting on events of the past several years. This is, in
large part, because of the importance of the last question | am regularly asked: What
have you at the Federal Reserve learned about how to guard against future financial
crises? There are, of course, a number of lessons. I'd like to touch on a couple of them

now.

One lesson is that responding effectively during times of crisis may require innovative
and targeted policy tools. As the crisis unfolded, we lowered our traditional policy tool,

the federal funds rate, to zero—as low as it could go. But credit markets remained
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frozen and macroeconomic conditions were deteriorating. We thus turned to
nontraditional tools to clear up the choke points. These included providing liquidity
directly to nonbank financial institutions and supporting a number of short-term credit
markets. We also purchased longer-duration assets that further reduced long-term
interest rates. These nontraditional actions helped us avoid what easily could have been

an even more severe economic contraction.

Of course, in the future it would be best to reduce the chances of facing financial crises
in the first place. Until recent events, our approach to preventing financial crises has
relied on the microprudential supervision and regulation of individual banks. Since the
Great Depression, this approach appeared to suffice, even as our financial system
became more dependent on nonbank financial intermediaries, such as broker—dealers,
hedge funds, and other institutions beyond the regulatory reach of the Fed and the other
banking regulators. Nevertheless, the scale and scope of the past few years’ events
have exposed the weaknesses of a bank-by-bank regulatory approach. | believe that an
important safeguard will be the creation of a systemic risk regulator charged with

monitoring and addressing risk across the wide range of financial institutions.

Setting up more pre-established systematic risk controls is important as well. As part of
these, we need to ensure that no financial institution, bank or nonbank, is “too big to
fail.” Many of the unprecedented interventions undertaken by the Fed, the FDIC, and
the U.S. Treasury occurred because we lacked alternatives that would have allowed for

the orderly unwinding of these large, complex financial institutions. While mechanisms
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already exist to address large banking failures, we also need an effective process to
resolve failing nonbank institutions that limits market disruption and minimize moral
hazard. These situations should not be dealt with on an ad hoc basis. The need for an

advance plan is imperative.

I'd like to conclude at this point, but | hope you'll recall that the answers to our three
guestions about future growth, inflation, and the financial crisis were three-and-a-half,
no, and we’ve learned a lot. Of course, the details behind these short answers are key
to understanding how we put the pieces together to create a picture of the economy and
the workings of our financial system. | hope | have been able to convey some of that to

you today.

| look forward to your questions.
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