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The Man from Main Street

BEFORE GEORGE W. BUSH BROUGHT HIM TO WASH-
ngton, Bernanke’s only political experience wason
hislocal school board. His friends didu't even know

hewasaRepublican, His only leadership experience
waschairing Princeton’s economics department: he
liked to joke that his major decisions involved what
type of bagels to order for faculty meetings. Even
after he took over the Fed, he never expected all this
drama—-which is to say he utterly failed to foresee
theglobal financial implosion. But when creditmar-
kets disintegrated, he had the ideal background to
respond. “It’s like a novel” marvels Fed governor

ichallenge. To understand geology, he says, study
‘earthquakes; to understand the economy, study
the Depression. “I don’t know why there aren’t
more Depression buffs,” he wrote in a book of es-
says about the period. “The Depression was an in-
credibly dramaticepisode—an era of stockmarket
crashes, breadlines, bank runs and wild currency

speculation, with the storm clouds of war gather-
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Ta earn money in college,
Bernanke walted tables
{and wore a poncho) at
South of the Border, a
storied lecal tourist spot

ingominouslyinthebackground... Formymoney,
few periods are soreplete with human interest.”
The first thing any Depression scholar comes
to understand is that nothing—not hyperinfla-
tion, megadeficits or irked Chinese creditors—is
as bad as a full-on Depression. A collapse in the
“aggregate demand” for goods and services that
makes an economy hum can be irreversible.
Businesses fail, so workers lose jobs, so consumer
spending declines, so more businesses fail. De-

pression scholars—including Bernanke—tend -

to see the Hoover Administration’s approach of
balancing budgets and tightening belts during
the downturn as a tragic mistake. They embrace
the Keynesian view that aggressive government
action backed by government money is needed
to reverse death spirals by restoring confidence
and reviving demand. Get people money, and
they can buy shoes for their barefoot kids, so shoe
factories can reopen and rehire, which gets more
people money. “People saw the Depression as a
necessary thing—a chance to squeeze out the ex-
cesses, get back to Puritan morality,” Bernanke
says. “That just made things worse” In contrast,
the Roosevelt Administration's New Deal stimu-
hais and try-everything attitude made real, albeit
uneven, progress against the downturn,

But Bernanke's main academic focus was the
central role of monetary policy and the Fed in
creating the catastrophe. So let’s take a momeng
for a quick Fed primer. The Fed’s central func-
tion is its dual mandate to steer the economy to-
ward stable prices and maximum employment
through monetary policy. To rev up aweak econ-
omy, it can lower interest rates by buying Trea-
sury bonds or other safe securities, essentially
printing money and dumping it into the bank-
ing system with a mouse click. Loose money can
encourage banks to lend and firms to hire. This
tends to make people happy but can increase in-
ilation risks and weaken the dollar, which can
make markets nervous and destroy the value of
savings. Loose money can also provide the fuel
for financial explosions by incentivizing wild
risk-taking. Conversely, to apply brakes to an
overheated economy and guard against infla-
tion and asset bubbles, the Fed can raise interest
rates by selling securities and contracting the
money supply—as the saying goes, taking away
the punch bowl as the party starts.

The Fedis also thenation’slender of lastresort
during financial panics, the original rationale
for its creation in rg13. Traditional banks serve
a vital economic function, providing safe places
to park savings, then lending out the deposits so
that berrowers can buy homes, start businesses
and put the money to work. But banks areinher-
ently vulnerable to breakdowns in confidence:
when nervous depositorsrush to withdraw their
cash, even a solvent bank can run low on ready
funds, which only intensifies the panic. After
J.P. Morgan had to organize a private cash infia-
sion to quell a 1907 panic, financiers persuaded
Congress to create a central bank that could lend
emergency money to stop runs, so that illiquid
but otherwise healthy institutions wouldn’t
have to shut their doors.

Unfortunately, the Fed’s leaders didn’t comply
after the Great Crash in 1929. Instead of lending
freely, theylet one-third of the nation’s banks fail.
Instead of lowering interest rates and expanding
the money supply tospurthe economy, theyraised
raies and tightened rononey, obsessing over infla-
tion and the dollar’s strength when they should
have worried about deflation and runaway un-
employment. Bernanke was deeply influenced by
economist Milton Friedman’s critiques of the Fed,
and after joining its board in 2002, he apologized
on its behalf at Friedman’s goth birthday party:
“Regarding the Depression: You're right. We did
it. But thanks to you, we wor't do it again.”

Bernanke’s research added key nuances to
the blame-the-Fed thesis. He showed that the
Depression was caused not just by insufficient
money sloshing around the system but also
by clogged credit channels that prevented that
money from flowing toward potentially pro-
ductive borrowers when too many banks failed.
He also outlined a “financial accelerator” effect
in which disrupted financial markets increase
the cost of credit, which intensifies downturns,
which further increases the cost of credit. And
he frequently explored the self-fulfitling nature
of economic uncertainty, showing how it dis-
suades employers from hiring, consumers from
spending and lenders from lending. The econ-
omy, after all, is a confidence game. That’s why
financial analysts use psychological phrases
like “jittery markets” and “economic anxiety.”

It’s no accident that the word credit comes from

the Latin word for belief.

“Ben understood more clearly than anyone
how a crisis of confidence can create a domino
effect,” says Liaquat Ahamed, author of Lords of
Finance, a vivid history of the misguided central
bankers who produced the Depression. It's one of
Bernanke’s favorite books, except that he wishes
he had written it himself; he was working on a
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similar history for Princeton University Press be-
fore he was summoned to Washington in 2002.
His working title was The Age of Delusion.

“Once He Got It, He Really Got It”
BERNANKE BECAME A FED GOVERNOR AT THE
height of the Age of Greenspan, shortly after Bob
Woodward’s biography hailing the “Maestro” but
beforeJohn McCain's quip that if Greenspan died,
he should be propped up at the Fed like the corpse
in Weekend at Bernie’s. Bernanke quickly emerged
asastaunch defender of the Greenspan Fed and its
loose monetary policies. He suggested that raising
interest rates to deflate the dotcom bubble before
it popped would have been like using a sledge-
hammer to perform brain surgery. He delivereda
callto arms against deflation, proposing ways the
Fed could keep juicing the economy even if rates
fell to zero. When he took over the Fed in 2006,
after an uneventful eightmonth White House
stint leading Bush’'s Council of Economic Advis-
ers, he said his top priority would be continuing
Greenspan’s policies. “Ben and I have never hada
serious disagreement,” Greenspan says.

‘In fact, Bermanke did make subtle changes,
pushing for more transparency and clarity, speak-
ing last instead of first at rate-setting meetings to
avoid imposing his views. And while Greenspan
had been laissez-faire about the Fed’s oversight
responsibilities, Bernanke pushed through long-
overdue subprime-lending reforms in 2007. Still,
Bernanke was as clueless as Greenspan about the
coming storm. He dismissed warnings of a hous-
ing bubble. He insisted that economic fandamen-
tals remained strong. In March 2007, he assured
Congressthat “the problemsin the subprime mar-
ket seem llkely to be contained” The day before

the global crisis erupted with a run on a French .

bank, the Fed was still saying its primary concern
wasinflation. “Bernanke had no idea what was go-
ingon,”aforeign central banker tells Trme. "Once
he got it, he really got it, and he acted swiftly and
decisively. But wow! It tock a while”

Bernanke concedes that he failed to anticipate
how fragile such an overleveraged and intercon-
nected system conldbe, howfearabouta $r trillion
subprime mess could paralyze a $60 trillion glob-

al economy, how overnightlending markets that -

got banksand corporations through the day could
seize up overnight. He didn't share Greenspan’s
ideological faith that markets always know best,
but he was surprised how spectacularly finan-
cial firms misjudged risk in their own portfolios,
how collateralized debt obligations, credit- defanlt
swaps and other exotic financial weapons of mass
destruction blew upin theirfaces. “None of us ap-
preciated what a jury-rigged thing the financial
system had become,” he says. And while the Fed

clearly blew its supervision of bank holding com-
panies like Citigroup, it wasn't responsible for
investment banks like Bear Stearns and Lehinan
Brothers, the housing enterprises Fannie Maeand
Freddie Mac or the other untraditional financial
contraptions whose troubles drove the crisis. The
Fed was not in charge of monitoring risks to the
entiresystem either. No one was. “Of course there
were things we could have done better,” he says,
“but this was a perfect storm.”

Once Bernanke realized a disaster was unfold-
ing, he made a conscious effort to project calm,
even when he was working seven daysa weekand
all hours of the night, even when the Wall Street
types around him were screaming and cursing
like stressed-out sailors. “He decided he wouldn't

be a deer in the headlights and wouldn’t let the

world blow up,” recalls Columbia University
economist Frederic Mishkin, who was on the Fed
board at the time. He also made a conscious deci-
sion to avoid the mistakesmade by the bankersof
the r9305—not only their stingy refusals to sup-
Pply cash but also their inflexible inside-the-box
thinking. He hung their picture on his office wall.

He held “blue sky” brainstorming sessions to so-
licitunorthodex ideas. An obscure legal provision
gave the Fed broad latitude in “unusual and exi-
gent circumstances,” and he did whatever it took.
“In exceptional circumstances,” says European
Central Bank president Jean-Claude Trichet, “he
has done exceptional things.”

War of Necessity”

sm handing out lucrative dividends
%, Why pay off AIG's creditors in

Commission; no
fetched. There's a

Bernanke and his
wife own just one car,
a Ford Foeus, it is
almost paid off

Bernanke met his wife
Anna, a teacher, on a
blind date. She was a

student at Wellesley
College, and he was in
graduate school at MIT,
The Bernankes have two
children., They refinanced
thelr Capitol HIIf home

~ acouple of months

ago because they “had
an adjustable-rate
maortgage, and it
exploded.” Now they
have a 30-year fixed rate
of a little over 5%
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