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The economic situation has become distinctly less favorable since the time of

our July report. Strains in financial markets, which first became evident late

last summer, have persisted; and pressures on bank capital and the continued poor
functioning of markets for securitized credit have led to tighter credit

conditions for many households and businesses. The growth of real gross domestic



product (GDP) held up well through the third quarter despite the financial turmoil,
but it has since slowed sharply. Labor market conditions have similarly softened,
as job creation has slowed and the unemployment rate--at 4.9 percent in

January--has moved up somewhat.

Many of the challenges now facing our economy stem from the continuing

contraction of the U.S. housing market. In 2006, after a multiyear boom in

residential construction and house prices, the housing market reversed course.
Housing starts and sales of new homes are now less than half of their respective
peaks, and house prices have flattened or declined in most areas. Changes in the
availability of mortgage credit amplified the swings in the housing market. During
the housing sector®s expansion phase, increasingly lax lending standards,
particularly in the subprime market, raised the effective demand for housing,
pushing up prices and stimulating construction activity. As the housing market
began to turn down, however, the slump in subprime mortgage originations, together
with a more general tightening of credit conditions, has served to increase the
severity of the downturn. Weaker house prices in turn have contributed to the
deterioration in the performance of mortgage-related securities and reduced the

availability of mortgage credit.

The housing market is expected to continue to weigh on economic activity in
coming quarters. Homebuilders, still faced with abnormally high inventories of
unsold homes, are likely to cut the pace of their building activity further, which
will subtract from overall growth and reduce employment in residential

construction and closely related industries.

And, as a whole, the nonfinancial business sector remains in good financial

condition, with strong profits, liquid balance sheets, and corporate leverage near



historical lows. In addition, the vigor of the global economy has offset some of

the weakening of domestic demand.

A critical task for the Federal Reserve over the course of this year will be
to assess whether the stance of monetary policy is properly calibrated to foster
our mandated objectives of maximum employment and price stability in an
environment of downside risks to growth, stressed financial conditions, and
inflation pressures. In particular, the FOMC will need to judge whether the policy
actions taken thus far are having their intended effects. Monetary policy works
with a lag. Therefore, our policy stance must be determined in light of the
medium-term forecast for real activity and inflation as well as the risks to that
forecast. Although the FOMC participants® economic projections envision an
improving economic picture, it is important to recognize that downside risks to

growth remain. The FOMC will be carefully evaluating incoming information bearing

on the economic outlook and will act in a timely manner as needed to support growth

and to provide adequate insurance against downside risks.
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Upside risks to the inflation projection are also present, however, including
the possibilities that energy and food prices do not flatten out or that the
pass-through to core prices from higher commodity prices and from the weaker
dollar may be greater than we anticipate. Indeed, the further increases in the
prices of energy and other commodities in recent weeks, together with the latest
data on consumer prices, suggest slightly greater upside risks to the projections
of both overall and core inflation than we saw last month. Should high rates of
overall inflation persist, the possibility also exists that inflation
expectations could become less well anchored. Any tendency of inflation
expectations to become unmoored or for the Fed"s inflation-fighting credibility

to be eroded could greatly complicate the task of sustaining price stability and



could reduce the flexibility of the FOMC to counter shortfalls in growth in the

future. Accordingly, in the months ahead, the Federal Reserve will continue to

monitor closely inflation and inflation expectations.
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have a nice week
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