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ABSTRACT

From 2000 to 2003, when Ben Bernanke was a professor and then a Fed Governor, he wrote
extensively about monetary policy at the zero bound on interest rates. He advocated aggressive
stimulus policies, such as a money-financed tax cut and an inflation target of 3-4%. Yet, since U.S.
interest rates hit zero in 2008, the Fed under Chairman Bernanke has taken more cautious actions.
This paper asks when and why Bernanke changed his mind about zero-bound policy. The answer,
atone level, is that he was influenced by analysis from the Fed staff that was presented at the FOMC
meeting of June 2003. This answer raises another question: why did the staff’s views influence
Bernanke so strongly? | seek answers to this question in the social psychology literature on group
decision-making.



[Japan’s] economy has operated below potential for nearly a decade. Nor is it by any means clear
that recovery is imminent. Policy options exist that could greatly reduce these losses. Why isn’t
more happening? To this outsider, at least, Japanese monetary policy seems paralyzed, with a
paralysis that is largely self-induced.

Ben Bernanke (2000)
Monetary policy can be a powerful tool, but it is not a panacea for the problems currently faced by

the U.S. economy.

Ben Bernanke (2011)

What forces shape the policy decisions of a central bank? To gain insight into this question, this
paper examines the policies of the Federal Reserve from December 2008 to the present.
Unemployment has been high during this period and Fed officials have expressed a desire to reduce
it by stimulating aggregate demand. Yet their traditional tool for demand stimulus--cuts in the
federal funds rate--has not been available, because this rate is close to its lower bound of zero. In
this setting, the Fed has confronted choices among various “unconventional” monetary policies.

The analysis starts with a puzzle about Ben Bernanke. From 2000 to 2003, when Bernanke was
an economics professor and then a Fed Governor (but not yet Chair), he wrote and spoke extensively
about monetary policy at the zero bound. He suggested policies for Japan, where interest rates were
near zero at the time, and he discussed what the Fed should do if U.S. interest rates fell near zero
and further stimulus were needed. In these early writings, Bernanke advocated a number of
aggressive policies, including targets for long-term interest rates, depreciation of the currency, an
inflation target of 3-4%, and a money-financed fiscal expansion. Yet, since the U.S. hit the zero
bound in December 2008, the Bernanke Fed has eschewed the policies that Bernanke once supported
and taken more cautious actions--primarily, announcements about future federal funds rates and
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purchases of long-term Treasury securities (without targets for long-term interest rates).

A number of economists have noted the difference between recent Fed policies and Bernanke’s
earlier views--usually critically. In discussing one of Bernanke’s early writings on the zero bound,
Christina Romer says “My reaction to it was, ‘I wish Ben would read this again’” (quoted in Klein
[2011]). Paul Krugman (2011b) asks “why Ben Bernanke 2011 isn’t taking the advice of Ben
Bernanke 2000.” In criticizing Fed policy, Joseph Gagnon echoes Bernanke’s criticism of the Bank
of Japan: “It’s really ironic. It’s a self-induced paralysis” (quoted in Miller, 2011).

The leading explanation for Bernanke’s caution as Fed chair is political pressure from inflation
hawks. Krugman’s (2011a) harsh assessment is
Mr. Bernanke is allowing himself to be bullied by the inflationistas... The Fed’s policy is to do
nothing about unemployment because Ron Paul is now the chairman of the House subcommittee on
monetary policy.

Mankiw (2011) views Bernanke more favorably, but he, too, cites the political constraints that
Bernanke faces: “If Chairman Bernanke ever suggested increasing inflation to, say, 4 percent he
would quickly return to being Professor Bernanke.”

This paper examines Bernanke’s changing views on monetary policy at the zero bound and
seeks explanations for the changes. Section Il documents Bernanke’s early views, both the specific
policies that he advocated and his broader view that the zero bound is not a significant impediment
to demand stimulus. Section Il discusses one change that occurred earlier than others, in 2002:
Bernanke’s rejection of exchange-rate depreciation as a stimulus tool.

Sections IV-VI review the broader evolution of Bernanke’s views. | find that they changed
abruptly in June 2003, while Bernanke was a Fed Governor. On June 24, the FOMC heard a briefing
on policy at the zero bound prepared by the Board’s Division of Monetary Affairs and presented by
its director, Vincent Reinhart. The policy options that Reinhart emphasized are close to those that
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the Fed has actually implemented since 2008; Reinhart either ignored or briefly dismissed the more
aggressive policies that Bernanke had previously advocated. In the discussion that followed the
briefing, Bernanke joined other FOMC members in agreeing with most of Reinhart’s analysis.
Shortly after the meeting, Bernanke began writing papers that took positions very close to
Reinhart’s--some with Reinhart as a coauthor. Clearly, the analysis of the Fed staff in 2003 was
critical in changing Bernanke’s views about the zero bound.

At first glance, Bernanke’s sharp change in views is surprising. In 2003, he was a renowned
macroeconomist who had studied the zero-bound problem extensively and expressed strong views
about it. Yet he quickly accepted a different set of views when Reinhart presented them. Why did
the positions of the Fed staff influence Bernanke so strongly?

This question is difficult to answer, as we can’t observe Bernanke’s thought processes. Yet we
can develop hypotheses based on research by social psychologists, who study group decision-
making. Based on this research, Section V11 suggests two factors that may help explain Bernanke’s
behavior. The first possible factor is “groupthink’” at the FOMC, a tendency of Committee members
to accept a perceived majority view rather than raise alternatives that might be unpopular. The

second is Ben Bernanke’s personality, which is typically described as “quiet,” “modest,” and “shy”--
traits that might make him unlikely to question others’ views.

Section V111 considers other possible reasons that Bernanke’s policies as Fed chair differ from
those he advocated until 2003. One, mentioned earlier, is political pressure from inflation hawks.
Another, which Bernanke himself has cited, is the absence of deflation in the United States. Both
of these factors may influence the Fed, but I argue they are not central for explaining Bernanke’s
changing views about the zero bound.

Section IX concludes the paper. | draw lessons about the influence on monetary policy of the
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design of policy committees and the types of people selected for the committees.
To be clear, this paper is a positive analysis of why Ben Bernanke has advocated and pursued
different policies at different times. | take no position on what zero-bound policies are optimal,

either in general or in the United States today.

I1. BERNANKE’S EARLY VIEWS

Ben Bernanke’s early views on the zero bound appear in three places. The first is a paper
written while Bernanke was still a Princeton professor, called “Japan’s Slump: A Case of Self-
Induced Paralysis.” Bernanke presented this paper at the AEA meetings in January 2000, and it was
published as a chapter in Mikitani and Posen (2000). The other two discussions of the zero bound
occurred while Bernanke was a Fed Governor. One was a 2002 speech about U.S. monetary policy
called “Deflation: Making Sure ‘It Doesn’t Happen Here.” The other was a speech in Tokyo in May
2003 called “Some Thoughts on Monetary Policy in Japan.”

In this section, | briefly review the developments in Japan and the United States that motivated
Bernanke’s comments; then document specific policies that Bernanke advocated on one or more
occasions; and finally discuss Bernanke’s overall theme, which is that the zero-bound problem is
easy to overcome.

The Setting

In 1992, following the collapse of its asset-price bubble, Japan entered a long economic slump.
Bernanke (2000) suggests that the gap between potential and actual output might have been 14%
in 1999, and slow growth from 1999 through 2003 widened the gap. The output slump led to
deflation: the CPI inflation rate turned negative in 1999 and reached about -1 percent in 2002. In
response to these developments, the Bank of Japan started lowering its policy rate in 1992 and
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continued until 1999, when the rate reached 0.1%, or effectively zero.

With interest rates near zero, many non-Japanese economists urged the Bank of Japan to
stimulate the economy through “unconventional” policies. Prominent examples include Krugman
(1998) and Svensson (2001) as well as Bernanke. Japanese policymakers resisted most of the advice
they received, but eventually implemented a modest “quantitative easing”: they increased the
monetary base by about 40 percent over 2002-2003.

In the United States, the recession of 2001 and the slow recovery pushed inflation near zero
in 2003. In response, the Fed lowered the federal funds rate to 1.0%. Economists speculated that a
further weakening of the economy could cause interest rates to hit the zero bound. As it turned out,
economic growth increased, the Fed starting raising rates in 2004, and worries about the zero bound
diminished until the crisis of 2008.

Specific Policy Proposals

In his early writings, Bernanke suggests a variety of unconventional monetary policies. Two
of his ideas are similar to policies eventually adopted by the Fed after 2008: announcements about
future short-term interest rates, and large open market purchases of government securities. However,
Bernanke puts greater emphasis on four other policies:

Depreciation: Bernanke advocates this policy in his paper on Japan’s “Paralysis.” “I believe,”
he writes, “that a policy of aggressive depreciation of the yen would by itself probably suffice to get
the Japanese economy moving again.” He elaborates:
| agree with the recommendations of Meltzer (1999) and McCallum (1999) that the BOJ should
attempt to achieve substantial depreciation of the yen, ideally through large open-market sales of
yen. Through its effects on import-price inflation (which has been sharply negative in recent years),
on the demand for Japanese goods, and on expectations, a significant yen depreciation would go a

long way toward jump-starting the reflationary process in Japan.

Targets for Long-Term Interest Rates: Bernanke emphasizes this policy in his 2002 speech on
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the United States. If short-term interest rates are zero, he suggests, the Fed can “try to stimulate
spending by lowering rates further out along the Treasury term structure--that is, rates on
government bonds of longer maturities.” He notes that the Fed can influence long-term rates through
announcements about short rates, but says that this approach is not the best. Instead:

A more direct method, which I personally prefer, would be for the Fed to begin announcing explicit
ceilings for yields on longer-term Treasury debt (say, bonds maturing within the next two years).
The Fed could enforce these interest-rate ceilings by committing to make unlimited purchases of
securities up to two years from maturity at prices consistent with the targeted yields... Of course, if
operating in relatively short-dated Treasury debt proved insufficient, the Fed could also attempt to
cap yields of Treasury securities at still longer maturities, say three to six years.

As evidence that the Fed can control long rates, Bernanke cites the period before the Fed-
Treasury Accord of 1951, when the Fed maintained a ceiling of 2.5% on long-term Treasury yields.
He asserts that ceilings on long rates are a powerful policy tool: I suspect that operating on rates
on longer-term Treasuries would provide sufficient leverage for the Fed to achieve its goals in most

plausible scenarios.”

Money-Financed Tax Cuts: Bernanke discusses this policy--a “helicopter drop” of money--in

all three of his early pieces. In his 2003 speech in Tokyo, he advocates “a tax cut for households and
businesses that is explicitly coupled with incremental BOJ purchases of government debt--so that
the tax cut is in effect financed by money creation.” He argues that this policy would stimulate
spending more than a bond-financed tax cut, which implies higher future taxes. Bernanke notes that
his proposal would require “explicit but temporary cooperation between the monetary and fiscal
authorities.”

Higher Inflation: Finally, in the “Paralysis” paper, Bernanke writes

Krugman (1999) and others have suggested that the BOJ quantify its objectives by announcing an
inflation target, and further that it be a fairly high target. | agree that this approach would be helpful.
In particular, a target in the 3-4% range for inflation, to be maintained for a number of years, would
confirm not only that the BOJ is intent on moving safely away from a deflationary regime, but also
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that it intends to make up some of the “price-level gap’ created by eight years of zero or negative
inflation.

In his 2003 Tokyo speech, Bernanke varies his proposal: rather than an explicit, high inflation
target, he advocates a target for the price level, “which would imply a period of reflation to offset
the effects on prices of the recent period of deflation.” Bernanke cites Eggertsson and Woodford
(2003), which had just been issued as a working paper, as showing that a price-level target is better
than an inflation target for overcoming the zero-bound problem. I do not view Bernanke’s position
in the Tokyo speech as a major change in views, because the policies he advocates there and in the
“Paralysis” paper have the same key feature: inflation overshoots its long-run level for a period of
time.

Tone

In addition to specific policy recommendations, Bernanke’s early writings are noteworthy for
a broad theme: even if short-term interest rates are zero, it is easy for a central bank to end an
economic slump and prevent deflation. Policymakers have an abundance of tools to stimulate the
economy, including the four listed above. On two occasions, Bernanke suggests that a single policy-
-depreciation (in the “Paralysis” paper) or targets for long-term interest rates (in “Preventing It”) are
powerful enough to make the other tools unnecessary.

In the “Preventing It” speech, Bernanke assures the American public that they have little to fear
from the zero bound. At the time of the speech, inflation and interest rates were both approaching
zero. Yet Bernanke says “the chance of significant deflation in the United States in the foreseeable
future is extremely small.” “l am confident,” he says, “that the Federal Reserve would take whatever
means necessary to prevent significant deflation” and that “U.S. policymakers have the tools they

need to prevent, and if necessary cure, a deflationary recession.”



If it is easy to cure a deflationary recession, then there is something wrong with a central bank

that fails to do so. Thus, starting with the title, Bernanke’s paper about “Self-Induced Paralysis” is
highly critical of the Bank of Japan. In introducing his policy proposals, Bernanke says
Most of my arguments will not be new to the policy board and staff of the BOJ, which of course has
discussed these questions extensively. However, their responses, when not confused or inconsistent,
have generally relied on various technical or legal objections--objections which, I will argue, could
be overcome if the will to do so existed.
Bernanke continues to disparage the BOJ throughout his paper. He says, for example, that “far from
being powerless, the Bank of Japan could achieve a great deal if it were willing to abandon its
excessive caution and defensive response to criticism.” In discussing exchange-rate policy,
Bernanke says “BOJ stonewalling has been particularly pronounced on this issue, for reasons that
are difficult to understand.” His concluding section includes the passage about paralysis that is
quoted at the start of this paper.

Bernanke’s 2003 speech in Tokyo, while advocating major policy changes, is less critical of the
BOJthan the “Paralysis” paper. Bernanke says the BOJ’s responses to the zero-bound problem have
been “slow and deliberate,” but he also mentions “some willingness to experiment.” He criticizes
the recently retired Governor, Masaru Hayami, but only indirectly, by expressing hope that the new
leaders of the BOJ “will be open to fresh ideas and approaches.” Perhaps Bernanke adopts a friendly
tone because he believes it will increase his chances of influencing the new policymakers. He may

also temper his criticism of the BOJ because he has changed from an academic to a foreign

policymaker, and because he is speaking to a Japanese rather than American audience.

I11. AN EARLY SHIFT ON EXCHANGE RATES

As documented below, Ben Bernanke’s major shift in views about the zero bound occurred over



2003-2004. However, his views about one specific policy--exchange rate depreciation--changed
earlier. Bernanke’s “Paralysis” paper in 2000 advocates “aggressive depreciation of the yen,” but
his 2002 speech on preventing deflation rejects depreciation as a policy tool for the Fed. Bernanke
notes that the Fed could influence the exchange rate by purchasing foreign assets. But then he says:
In the United States, the Department of the Treasury, not the Federal Reserve, is the lead agency for
making international economic policy, including policy toward the dollar; and the Secretary of the
Treasury has expressed the view that the determination of the value of the U.S. dollar should be left
to free market forces. Moreover, since the United States is a large, relatively closed economy,
manipulating the exchange value of the dollar would not be a particularly desirable way to fight
domestic deflation, particularly given the range of other options available. Thus, | want to be
absolutely clear that | am today neither forecasting nor recommending any attempt by U.S.
policymakers to target the international value of the dollar.

Notice that Bernanke rejects depreciation in part because of the “range of other options” for
policy. He maintains the broad view, first expressed in his 2000 paper, that the problems posed by
the zero bound are easy to overcome. The 2000 and 2002 pieces differ only in the particular policy
tools that Bernanke emphasizes. In 2002, these tools include long-run interest rate targets and
money-financed tax cuts, but not depreciation.

Yet Bernanke’s shift on exchange-rate policy is stark. His argument that depreciation is
unadvisable in the “relatively closed economy” of the United States is at odds with his previous
advocacy of depreciation in Japan, an economy with a similar level of openness (as measured by
imports or exports as a share of GDP). Most strikingly, Bernanke’s argument that the central bank
is not responsible for exchange rates is a point he rejects in his 2000 paper. There, in describing the
Bank of Japan’s “stonewalling” on exchange-rate policy, Bernanke writes
The BOJ has argued that it does not have the legal authority to set yen policy... [I]t is true that
technically the Ministry of Finance (MOF) retains responsibility for exchange-rate policy. (The
same is true for the U.S., by the way, with the Treasury playing the role of MOF. | am not aware that
this has been an important constraint on Fed policy.) The obvious solution is for BOJ and MOF to

agree that yen depreciation is needed, abstaining from their ongoing turf wars long enough to take
action in Japan’s vital interest.



Notice the suggestion that deference to the fiscal authority is an equally weak excuse for inaction
on exchange rates by the BOJ and by the Fed. Bernanke continues:

Alternatively, the BOJ could probably undertake yen depreciation unilaterally; as the BOJ has a
legal mandate to pursue price stability, it certainly could make a good argument that, with interest
rates at zero, depreciation of the yen is the best available tool for achieving its legally mandated
objective.

Here, the argument for depreciation is, if anything, stronger for the United States than for Japan,
because of the Fed’s dual mandate. At the zero bound, depreciation could be justified as a tool for
reducing unemployment as well as achieving price stability.

Why does Bernanke (2002) disagree with Bernanke (2000) on exchange rates? The natural
answer is his appointment as a Fed Governor, which occurred in between the two pieces. Fed
policymakers have long deferred to the Treasury on exchange-rate policy, believing that conflicting
signals from U.S. officials could destabilize financial markets. In his 2002 Humphrey-Hawkins
testimony, Alan Greenspan reminded Congress: “As you know, the Secretary of the Treasury speaks
for our government on exchange-rate policy.” In 2000, Professor Bernanke was “not aware” that the
Fed’s influence on exchange rates was constrained by its relationship with the Treasury. Evidently,

he became aware once he was a Fed Governor and chose not to oppose the status quo. Again, one

reason is that he saw other ways to solve the zero-bound problem.

IV. THE FOMC MEETING OF JUNE 2003

In his Tokyo speech in May 2003, Bernanke was still urging aggressive policies at the zero
bound. By July 2003, as we will see, he was ignoring most of his previous ideas and proposing more
cautious policies. What explains this sudden change? The obvious answer, at one level, is that

Bernanke was influenced by the FOMC meeting of June 24.
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At the time of this meeting, Japan had been stuck at the zero bound for four years, and the
United States was experiencing its deflation scare. In that setting, the meeting began with a briefing
by Vincent Reinhart, Director of the Board’s Division of Monetary Affairs, called “Conducting
Monetary Policy at Very Low Short-Term Interest Rates.” Reinhart outlined possible policies to
“provide impetus to the economy” if the federal funds rate reached zero. After Reinhart spoke, Dino
Kos, head of the trading desk at the New York Fed, described some details of implementing
Reinhart’s ideas. A week earlier, FOMC members had received outlines of the Reinhart and Kos
briefings in bullet-point form.

Here | summarize the two briefings and the Committee discussion that followed. These
summarizes are based on transcripts of the meeting, which, per usual policy, were released five years
later. We will see that Reinhart emphasized cautious approaches to the zero-bound problem, and that
FOMC members did not question his caution. When Bernanke spoke, he largely echoed Reinhart’s
recommendations, even though they differed greatly from policies he had previously advocated.
The Briefings

Reinhart discussed three main policy tools at the zero bound. In the written material
accompanying his talk, he summarizes these tools as

» Encouraging investors to expect short rates to be lower in the future than they currently
anticipate

« Shifting relative supplies to affect risk premiums

 Oversupplying reserves at the zero funds rate
Notice that these policies are close to those the Fed has actually followed since 2009. The first point
foreshadows the Fed’s “communications strategy” about the federal funds rate; the second is
Operation Twist (Reinhart is referring to the relative supplies of short- and long-term Treasuries);
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and the third is quantitative easing.

In his briefing, Reinhart describes channels through which each of the three policies might
work, but he also raises questions about their effectiveness. He concludes that “considerable
uncertainty surrounds the timing and magnitude of the effects of any of these policies on the
economy.”

In the course of analyzing the option of “shifting relative supplies,” Reinhart brings up one of
Bernanke’s early proposals: ceilings on long-term interest rates. He expresses skepticism that this
“extreme” policy would work, saying in part:

[P]urchases of securities might have to be massive to enforce a ceiling if investors came to doubt
that rates would be kept low. At that point, you might have the concern that the security would
become disconnected from the yield curve and from private rates.

Reinhart’s discussion of his three main options covers four pages in the FOMC transcript. It is
followed by half a page in which Reinhart notes, “There are other alternatives if the policymakers
believed that deflationary forces were severe.” He presents a list of policies that include two that
Bernanke previously advocated: currency depreciation and money-financed tax cuts. The list also
includes increased discount-window lending, purchases of corporate debt and equity, and reductions
in reserve requirements. Lumping all these options together, Reinhart dismisses them:

You can see why | put this list last. These options would change how we are viewed in financial
markets, involve credit judgments of a form we are not used to, perhaps smack of desperation, and
pull us into a tighter relationship with other parts of government.

After Reinhart’s briefing, Dino Kos discusses details about implementing two of Reinhart’s
proposals, “shifting relative supplies” and “oversupplying reserves.” Kos does not discuss
communication policies or the “other alternatives” that Reinhart mentions at the end of his talk. Kos
argues against ceilings on long-term interest rates, in part because speculation would defeat the

Fed’s efforts to maintain the ceilings.
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Committee Discussion

In the FOMC transcript, the Reinhart and Kos briefings are followed by a wide-ranging
discussion, with comments by 18 Committee members as well as Reinhart, Kos, and Karen Johnson,
Director of the Division of International Finance. The discussion covers 42 pages in the transcript.
For our purposes, the following are highlights:

» A number of Committee members comment on Reinhart’s proposals for quantitative easing and
for management of expectations. In general, opinions of these proposals are moderately positive.
Several people see quantitative easing as a natural next step for policy if the federal funds rate
reaches zero, although others question the size of the effects. Some suggest that Reinhart’s
expectations-management proposal is similar to traditional monetary policy, which affects the
economy through expectational channels. Aside from Ben Bernanke (discussed below), nobody
comments on Reinhart’s third proposal, changes in the relative supplies of securities.

» Many Committee members discuss ceilings on long-term interest rates, and they all oppose the
idea. For example, Chairman Greenspan notes that the Fed targeted long-term rates before 1951, but
then says
My own judgment is that, if we actually tried to target interest rates anywhere along the curve, we
would be courting remarkable uncertainties. It was perhaps possible to do it back in the 1930s or 40s
or even in the 50s when financial markets and market participants didn’t have the degree of
sophistication they have today. Also, the ability to get around rate ceilings was much less than it is
today.

Later, Governor Gramlich says

It strikes me that targeting the rate structure is a losing game. Six or seven people have spoken
against that already. I1f we want to focus our staff’s effort, | would propose that they spend less time
on that.

» There is almost no mention of policies besides Reinhart’s three preferred options and the

unpopular one of long-term rate ceilings. Aside from Bernanke’s comments (discussed below), the
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discussion of additional options consists of, literally, a single sentence from San Francisco Fed
President Parry. He says he would like to see more study of discount lending as a policy tool at he
zero bound.

« Vice Chairman Ferguson asks Karen Johnson why Japan’s performance has been unsatisfactory
even though “they’ve executed some of the policies we’re talking about,” including quantitative
easing. Johnson replies that the BOJ’s key mistake was how it communicated about policy:

[A]t each step along the way they portrayed the situation as abnormal and an emergency, and they
indicated that the actions they were taking made them uncomfortable and that it was their intent to
return to more-normal operations absolutely as soon as possible.

Johnson says that the BOJ’s attitude undermined the beneficial effects of its actions on expectations.
Implicitly, Johnson suggests that quantitative easing is an effective policy if accompanied by the
right communication.

» A number of Committee members suggest that nobody say much about the zero bound in
public. For example, President Hoenig of Kansas City asks how he should respond to questions on
the subject, and Greenspan replies
[M]y suggestion is that, if you get asked those questions, just say we are examining nontraditional
methods and there are many different ways in which we can address the issue. I would be as
nonspecific as you know how to be.

Several speakers advocate “vagueness” in discussing the zero bound. Generally, their rationale is

that uncertainty about future circumstances makes it unwise to promise specific policies.

Bernanke’s Comments

Bernanke was the 12th member of the FOMC to speak at the June 2003 meeting, out of 18
overall. His comments cover two pages of the 42-page discussion. Bernanke begins his remarks by

outlining the policy options as he sees them:
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I find it useful in thinking about monetary policy at the zero bound to view it as working in three
broad ways. First, it works by affecting expectations of future short-term interest rates, which affect
longer-term interest rates and other asset prices. Second, it works through mechanisms that depend
on the imperfect substitutability of different assets. That would be, for example, the purchases of
individual assets or the asset portfolio substitution effects that were described by Vincent. Third, it
works through fiscal effects, which were not much emphasized in the materials we’ve looked at and
are a form of last resort action, but which I think in the Japanese case might be called for at this
point.

The first two of Bernanke’s suggestions are policies emphasized in Reinhart’s briefing. The third,
“fiscal effects,” presumably refers to money-financed tax cuts, one of the policies that Bernanke had
advocated in the past.

Bernanke compares the three policies on his list and concludes “I think we should be
concentrating more on the expectational and commitment effects looking forward.” He advocates
this policy because its effects “are best understood.” In contrast, the effects of asset purchases “are
probably weak and difficult to identify at this point.” Bernanke reiterates that the “fiscal effects
probably fall into the last resort category,” though he does not give a reason for this judgment.

Like many of his colleagues, Bernanke opposes targets for long-term interest rates:

To those of you who have argued against trying to “target” long-term interest rates--if by that you
mean that we specify a target for the five-year bond and then try to enforce it by buying five-year
bonds--I must say to you that | agree 100 percent that that’s not going to work.

At this point, Bernanke is far along in his evolution from Bernanke 2000 to Bernanke 2011. The
main policy he supports, commitments about future interest rates, is a Reinhart proposal that he did
not emphasize in the past. Of Bernanke’s four old proposals, he rejects one “100 percent” (targets

for long-term rates), mentions one as a “last resort” (money-financed tax cuts), and ignores the other

two (depreciation and a higher inflation target)."

! An exception is a brief reference to “inflation targeting procedures or price level
targeting” that appears, somewhat confusingly, in the middle of Bernanke’s discussion of
interest-rate commitments.
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V. AFTER THE FOMC MEETING

The shift in Bernanke’s views, which was far along in June 2003, was completed shortly
thereafter. In a speech in July 2003, Bernanke presented ideas about zero-bound policy that are
clearly influenced by Reinhart’s FOMC briefing. Then, in 2004, Bernanke coauthored two papers
with Reinhart that follow Reinhart’s reasoning very closely. Here, | review these writings and also
Bernanke’s comments at the 2005 hearings on his confirmation as Fed chair.

The Speech of July 2003

This speech was presented at the University of California, San Diego. Titled “An Unwelcome

Fallin Inflation?,” it discusses the risk that ongoing economic slack could lead to deflation, and how
policy might respond. Bernanke says:
Should the funds rate approach zero, the question will arise again about so-called nontraditional
monetary policy measures. | first discussed some of these measures in a speech last November
(Bernanke 2002). Thanks in part to a great deal of fine work by the staff, my understanding of these
measures and my confidence in their success has been greatly enhanced since | gave that speech.
In this passage, Bernanke acknowledges that his views have been shaped by Fed staff work,
presumably the Reinhart and Kos briefings. Perhaps it is also significant that Bernanke cites his
2002 speech on deflation as his first discussion of the zero bound. He ignores the “Paralysis™ paper
of 2000, where he harshly criticized the Bank of Japan.

After the passage quoted above, Bernanke describes his current views on zero-bound policy:
I see the first stages of a “non-traditional” campaign as focusing on lowering longer-term interest
rates. The two principal components of that campaign would be a commitment by the FOMC to
keep short-term yields at a very low level for an extended period... together with a set of concrete
measures to give weight to that commitment. Such measures might include, among others, increased
purchases of longer-term government bonds by the Fed, an announced program of oversupplying
bank reserves, term lending through the discount window at very low rates, and the issuance of

options to borrow from the Fed at very low rates.

Here, Bernanke lists all three of the policies that Reinhart emphasized in his briefing. Notice that
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he borrows a piece of idiosyncratic terminology from Reinhart: he describes quantitative easing as
“oversupplying bank reserves.”

Bernanke deviates modestly from Reinhart by including expanded discount lending and options
on discount loans among the most likely responses to the zero bound. In Reinhart’s briefing,
expanded discount lending is one of the policies that is mentioned cryptically and dismissed--like
currency depreciation and money-financed tax cuts.

Bernanke and Reinhart Together

Bernanke’s next discussion of the zero bound occurred at the AEA meetings in January 2004.
He presented a paper with Reinhart as coauthor and with the same title as Reinhart’s FOMC briefing
(“Conducting Monetary Policy at Very Low Short-Term Interest Rates™). This paper is essentially
a revised draft of Reinhart’s briefing. At this point, Bernanke has adopted Reinhart’s views as his
own.

The introduction to the Bernanke-Reinhart paper lays out Reinhart’s three policy options with
only modest changes in wording. The options are
(1) providing assurance to financial investors that short rates will be lower in the future than they
currently expect, (2) changing the relative supplies of securities (such as Treasury notes and bonds)
in the marketplace by shifting the composition of the central bank’s balance sheet, and (3) increasing
the size of the central bank’s balance sheet beyond the level needed to set the short-term policy rate
at zero (“quantitative easing”).
The paper also follows Reinhart in rejecting targets for long-term interest rates. It entirely ignores
the options that the Reinhart briefing “puts last,” including currency depreciation, money-financed
tax cuts, and increased discount lending.

Along with broad conclusions, the Bernanke-Reinhart paper takes many details from the
Reinhart briefing. One example is the argument that targets for long-term Treasury rates could cause

these rates to become “disconnected from private rates.” Another is the discussion of alternative
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commitment policies, which stresses the distinction between “unconditional” commitments to
policies for a certain time period and “conditional” commitments tied to future economic events.

Later in 2004, Bernanke and Reinhart published an article in the Brookings Papers with a third
author, Brian Sack of the Fed staff. This paper is a major piece of research that tries to quantify the
effects of Reinhart’s three policies. It does so based on historical experiences, such as Japan’s
quantitative easing and periods when the supplies of short- and long-term Treasuries shifted for
various reasons. The paper draws on earlier work by Reinhart and Sack (2000) on Treasury
buybacks of long-term bonds.

The conclusion of the Bernanke-Reinhart-Sack paper is equivocal about the policies they
consider:

Despite our evidence that alternative policy measures have some effect, we remain cautious about
relying on such approaches.... The effects of such policies remain quantitatively quite uncertain.

Based on the questionable efficacy of nonstandard policies, the paper argues that policymakers
should act preemptively to avoid the zero bound. The tone differs greatly from Bernanke’s early
writings, which say that the zero-bound problem is easy to overcome.

Senator Bunning and Helicopter Drops

I can find only one occasion between 2004 and 2009 when Bernanke discussed policies at the
zero bound. His comments were a response to a written question from Senator Bunning of Kentucky
during Bernanke’s 2005 confirmation hearings. Bunning was the only Senator to vote against
Bernanke’s first confirmation as Fed Chair.

Bunning’s question is motivated by Bernanke’s reference to “helicopter drops” in his 2002
speech on deflation. Bunning notes that Bernanke has earned the nickname “helicopter Ben” and

asks, “Would you like to elaborate on your comments on deflation?”” In answering, Bernanke recalls
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the 2002 speech:

I noted that one possible tool for combating deflation, a money-financed tax cut, was essentially
equivalent to a theoretical construct used by Professor Milton Friedman, a “helicopter drop” of
money. Of course, the “helicopter drop” metaphor is purely a pedagogical device to help explain
money’s role in the economy, not a practical policy tool. A key message of my speech was that,
contrary to some views that were being expressed at the time, the central bank still has the tools to
address deflation even if the short-term interest rate reaches zero.

Here, Bernanke chooses to emphasize that no policymaker would literally send helicopters into
the air with piles of currency. He does not say that a money-financed tax cut is a serious policy
proposal--one that he promoted in his 2002 speech as the “real-life equivalent of a helicopter drop”
and in 2003 as a “fairly direct and practical approach” to the zero-bound problem. Thus, Bernanke
follows his other writings since June 2003 in backing away from his earlier policy proposals. He

follows Chairman Greenspan’s advice to be vague, saying that the central bank has tools to address

the zero-bound problem without specifying the tools.

VI. THE ZERO-BOUND PERIOD

In December 2008, the United States hit the zero bound. The Fed’s main policy responses have
been close to the three suggestions in Reinhart’s 2003 briefing and the Bernanke-Reinhart papers
from 2004:

» The Fed has sought to lower long-term interest rates through announcements about short rates.
Starting in 2009, the FOMC said after each meeting that it expected “exceptionally low levels” for
the federal funds rate “for an extended period.” In August 2011, the “extended period” was defined
more precisely as “at least until mid-2013”; in January 2012, it became “at least through late 2014.”

« Starting in September 2011, the Fed has changed the relative supplies of assets through

Operation Twist, in which it bought long-term Treasuries and sold short-term Treasuries.
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» The Fed has oversupplied bank reserves through two rounds of quantitative easing, QEL in
Spring 2009 and QE2 in Fall 2010. (These actions also changed the relative supplies of securities,
because the bonds purchased during the QE’s were long-term.)

In sum, since 2009 the Fed has implemented the contingency plans for the zero bound that the
Greenspan Fed developed in 2003.

Fed officials including Chairman Bernanke have generally ignored more aggressive policy
options. For example, in Congressional testimony in October 2011, Bernanke asserted that the Fed
could provide further monetary stimulus if the FOMC decided it was warranted. Congressman
Mulvaney asked Bernanke to elaborate: “When you talk about further additional activity, what other
tools are you contemplating?” Bernanke responded:

Generally speaking, there’s a variety of things under the heading of communication, giving
information to the public about how long and under what conditions we would hold interest rates
low. That’s one way of providing more stimulus. Of course, we could continue to buy securities in
the open market would be a second way. A third relatively small step would be to reduce the interest
rate that we pay on the reserves that banks hold with the Federal Reserve. Those are the main
directions that | could cite.

Leaving aside the “relatively small step,” the policies that Bernanke mentions are merely extensions
of current policy. The “main directions that | could cite” do not include any of Bernanke’s early
proposals for zero-bound policy. One can see why advocates of more aggressive monetary policy

want Bernanke to reread some of his papers.?

In Bernanke’s public statements since December 2008, | can find only two occasions when he

2 Some economists suggest that the Fed has effectively produced a money-financed fiscal
expansion by monetizing government debt during QE1 and QE2. However, Bernanke argues--
correctly in my view--that the QE’s should not be interpreted as monetization because the Fed
plans to reverse its actions in the future. Bernanke’s “helicopter drop” proposal was a tax cut
financed by a permanent monetary expansion. Bernanke discusses this point in an exchange with
Congressman Ryan of the House Budget Committee in February 2011.
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comments on aggressive policies that he once advocated. In both cases, the policy is an inflation
target of 3-4%. At a hearing in April 2010, Congressman Brady asks about 4% inflation and
Bernanke replies, “that’s not a direction that we’re interested in pursuing. We’re going to keep our
inflation objectives about where they are.” He explains that a higher inflation target would damage
the Fed’s “hard-won credibility” as a producer of price stability.

Bernanke also discusses a higher inflation target at the Jackson Hole Conference in August
2010. Some economists had recently suggested a 4% target, notably Olivier Blanchard (Blanchard
etal., 2010). Inresponse, after outlining the Fed’s three main policies, Bernanke discusses “a fourth
strategy, proposed by several economists,” which “would have the Committee increase its medium-
term inflation goals above levels consistent with price stability.” Bernanke says “I see no support

for this option on the FOMC” and again cites the harm to the Fed’s anti-inflation credibility.

VIl. WHY DID BERNANKE ADOPT REINHART’S VIEWS?

Itis clear that Ben Bernanke’s views on zero-bound policy have changed over time, with most
of the changes occurring in 2003 and 2004. At one level, the cause of the changes is also clear:
Bernanke was swayed by Vincent Reinhart’s briefing in June 2003 and the FOMC discussion that
followed.

But why did Reinhart’s briefing have such dramatic effects? Of course, someone can change
his mind as a result of new evidence or arguments; Bernanke could simply have found Reinhart
persuasive. Yet it is questionable that this simple explanation is the whole story. In 2003 Bernanke
was one of the world’s most eminent monetary economists, and he had written extensively about
zero-bound policy. Given his expertise and the strong views he had expressed, one might expect
Bernanke to take a leading role in the FOMC discussion, to put forward his ideas, and not to change

21



his mind quickly. Even if Reinhart’s arguments were strong, it is puzzling that Bernanke accepted
them immediately.

In addition, Bernanke apparently dropped some of his old positions without hearing arguments
against them. Reinhart’s briefing and the FOMC discussion emphasized the drawbacks of targeting
long-term interest rates, one of Bernanke’s early proposals. But Reinhart cryptically dismissed
Bernanke’s ideas about money-financed tax cuts and depreciation, and he completely ignored the
idea of 3-4% inflation--and no FOMC member brought up any of these proposals. On these issues,
rather than agreeing with persuasive arguments, Bernanke accepted his colleagues’ implicit position
that his old ideas were off the table.

Why was Bernanke so unassertive? It is hard to answer this question because we cannot observe
Bernanke’s thought processes. Yet we can speculate about the causes of his behavior--and our
speculation can be informed by social psychology, which studies group decision-making. Here |
discuss two factors that may have influenced Bernanke. The first, groupthink, was arguably a
common feature of the Fed in the Greenspan era. The second factor is specific to Ben Bernanke: his
personality.

Groupthink

Janis (1971) introduced the concept of groupthink and today it is a standard topic in psychology
textbooks (e.g. Myers, 2010). Janis defines groupthink as “the mode of thinking that persons engage
in when concurrence-seeking becomes so dominant in a cohesive group that it tends to override
realistic appraisal of alternative courses of action.” When groupthink occurs, individuals go along
with what they perceive as the majority view or the view of a group leader. They censor opinions
of their own that differ from the majority because they value group harmony and they want to avoid
disapproval from others. Because of self-censoring, the group may fail to consider some promising
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courses of action.

Janis and others use groupthink to explain disastrous military decisions, such as the Bay of Pigs
invasion and the escalation of the Viet Nam war. Other psychologists apply the concept to political
decisions such as the Watergate coverup and to business decisions such as Ford Motor’s introduction
of the unpopular Edsel. Sibert (2006) suggests that groupthink may occur in monetary-policy
committees, although she does not cite specific decisions.

We can interpret the June 2003 FOMC meeting as an example of groupthink. The
recommendations in Reinhart’s briefing were presented as the views of a unified Fed staff. In the
FOMC discussion, nobody, including Chairman Greenspan, seriously questioned Reinhart’s focus
on his three preferred policy options. By the time Bernanke spoke, a consensus had emerged on a
number of points, such as opposition to targets for long-term interest rates. Groupthink may have
discouraged Bernanke from shaking up the discussion with his past ideas for zero-bound policy.

A reluctance to disagree with the consensus was common at the Greenspan Fed, according to
some observers. Cassidy (1996) describes how Alan Blinder, Fed Vice Chair from 1994 to 1996,
reacted to FOMC meetings:

The thing that surprised Blinder most was the way decisions were made at the Board. Most of the
time, the governors were presented with only one option: the staff recommendation. “There was a
real reluctance to advance alternative points of view,” Blinder says.

Is groupthink a correct interpretation of Bernanke’s behavior? When social psychologists ask
whether groupthink explains a certain decision, they closely examine the decision-making process.
Researchers have identified factors that cause groupthink, based on both historical examples and
laboratory experiments, and they tend to interpret an episode as groupthink if these factors are
present. We can take this approach in analyzing the FOMC’s behavior in 2003.

The factors that promote groupthink are discussed in Janis’s original research, textbooks such
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as Myers (2010), and literature surveys such as Turner and Pratkanis (1998). A number of
commonly-cited factors were present at the FOMC in 2003:

A Directive Leader: Such a leader expresses his views early and often in group discussions and

expects others to fall in line. Fed watchers and past members of the FOMC agree that Alan
Greenspan was this type of leader. For example, former Governor Laurence Meyer (2004) says that
Committee members rarely disagreed openly with Greenspan and that “I was frustrated by the
disproportionate power the Chairman wielded over the FOMC.” Cassidy says that Greenspan’s
dominance of policy was one reason that Alan Blinder left the Fed after 18 months in office. At the
June 2003 meeting, Greenspan made extensive comments throughout the discussion of the zero
bound, including opening and closing remarks; every other Committee member had the floor once.

A Tradition of Consensus: A desire for consensus encourages group members to stay quiet

when they doubt the majority view. Such a desire at the Greenspan Fed is reflected in FOMC votes,
which were usually unanimous and never had more than two dissents. FOMC members believed that
greater disagreement would have harmful effects. Meyer writes that two dissents were acceptable,
but that a third

would be viewed as a sign that the FOMC was in open revolt with the Chairman’s leadership. The

dissents, rather than the policy decision itself, would become the story. This would be disruptive to
the process of monetary policymaking and unsettling to the financial markets.

A Sense of Common Purpose: This factor is one part of “group cohesiveness,” which Janis’s
original work emphasizes as a cause of groupthink. When group members feel they are working
toward common goals, they are less likely to question one another’s views. FOMC members agree
on their primary goals--full employment and price stability--because these goals are prescribed in

the Fed’s legal mandate.
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Camaraderie: This factor is another part of group cohesiveness, and involves the personal
relationships among group members. Many psychologists’ lists of the factors behind groupthink
include camaraderie or related concepts such as “amiability” or “clubbiness.” The FOMC of the
Greenspan era had such an atmosphere. Laurence Meyer reports that, when he entered his first
FOMC meeting, he was “warmly welcomed into the club.” A New York Times article about the
FOMOC transcripts for 2006 notes the frequency of jokes, “banter,” and “gossip about people who
are not present” (Appelbaum, 2012). The article illustrates the warm feelings among Committee
members with the “chorus of tributes” to Alan Greenspan at his last FOMC meeting. One tribute
came from Timothy Geithner, then President of the New York Fed:

I’d like the record to show that | think you’re pretty terrific, too. And thinking in terms of
probabilities, | think the risk that we decide in the future that you’re even better than we think is
higher than the alternative.

At the June 2003 meeting, a clubby atmosphere produced a lot of humor. Vincent Reinhart
began his briefing with a “personal note”:

I was in line at midnight on Friday with my 11-year old son to purchase Harry Potter and the Order
of the Phoenix. At 870 pages, it is somewhat longer than the briefing documents the Committee has
received. But it, too, considers an alternative world filled with uncertainty and great perils!

According to the transcript, the discussion following Reinhart’s briefing included frequent laughter
in response to quips by Committee members. A typical example is Governor Gramlich’s comment

about public discussion of the zero-bound problem:

I think we’d have to be quite vague here, but one thing that gives me some optimism about this is
that when it comes to vagueness | think this group is hard to beat.

Insulation: Groupthink is more likely when a group is insular--when it does not exchange views

with outsiders. At the FOMC, briefings are based on analyses by Fed staff and often ignore outside
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research. Transcipts of meetings are secret for five years (although summaries are released much
sooner in the form of minutes). As Gramlich’s joke suggests, FOMC members warn one another not
to reveal too much about their discussions. At another point in the June 2003 meeting, Greenspan
says

Let me interrupt. | suggest that you say this around this table only, unless you want to get very
prominent headlines in the press.

Meyer recounts a meeting at which the FOMC discussed the optimal level of inflation:

[T]he Chairman reminded us of “the highly confidential nature of what we talk about at an FOMC
meeting.” He looked at us around the table and said quietly, “The discussion we had yesterday was
exceptionally interesting and important. Let me tell you that if the 2 percent inflation figure gets out
of this room, it is going to create more problems for us than | think any of you might anticipate.”

Psychologists suggest other causes of groupthink that do not fit the FOMC of 2003. One is an
immediate threat from an outside enemy; another is low self-esteem arising from bad decisions in
the past. Yet enough causes do appear present that it should not be surprising for groupthink to
occur.

We can better appreciate the FOMC’s tendency for groupthink by comparing it to other
decision-making bodies. Sibert suggests that groupthink is not likely at the Bank of England’s
Monetary Policy Committee. The reasons include the absence of a directive leader or a desire for
consensus: 5-4 votes on policy decisions are common, and the Governor is sometimes on the losing
side. Each committee member has a legal mandate to vote based on her individual views. The
committee includes “external” members who are not part of the Bank’s management (arguably,
however, Reserve Bank Presidents have a similar role on the FOMC). Finally, the Bank of England

has long encouraged outside scrutiny through post-meeting news conferences, a practice that started

only in 2011 at the Fed.
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Looking beyond monetary policy, consider the U.S. Supreme Court. The Justices are another
group in which 5-4 votes are common and the group leader may be outvoted. Insulation is reduced
by the Justices’ study of litigants” briefs, other courts’ decisions, and legal scholarship--they
certainly do not hear a single staff view. Justices explain their decisions with lengthy opinions. They
do not necessarily share common goals--there is no equivalent of the Fed’s dual mandate. Finally,
the Court’s deliberations do not have a reputation for clubbiness and humor; rather, leaked accounts
emphasize political and personal conflicts (Woodward and Armstrong, 1979).

Bernanke’s Personality

Students of groupthink explain a person’s behavior within a group with characteristics of the
group. Someone’s behavior also depends on his individual personality. Does Ben Bernanke’s
personality help explain his behavior as a policymaker?

To address this question, we must first examine Bernanke’s personality. To that end, | have
surveyed published comments about Bernanke by journalists and professional colleagues. These
people typically describe Bernanke with a set of related terms including “modest,” “unassuming,”
and “quiet.” Perhaps the most common term is “shy.” For example, when Time magazine named
Bernanke its Man of the Year for 2009, it called him “shy” and “a nerd” and said he “doesn’t have
a commanding presence” (Grunwald, 2009). In the Time article, Mervyn King, Governor of the
Bank of England, calls Bernanke “modest and unassuming.” In a 2009 interview, Mark Gertler,
Bernanke’s long-time coauthor, says Bernanke “is pretty shy and unassuming” (PBS, 2009).
Journalist David Wessel says “Bernanke is by nature kind of shy and introverted” (quoted in Gross
[2009]).

We can gain perspective on Bernanke by comparing him to other economic policymakers.
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Adam Davidson of NPR compares Bernanke to Henry Paulson, the Treasury secretary during the
financial crisis of 2008: “It’s easy to contrast the two men, Henry Paulson and Ben Bernanke, this
kind of headstrong, tall, bold bulldog in Henry Paulson and the much softer, quieter, bookish
Bernanke” (PBS, 2009). Another obvious comparison is Lawrence Summers, like Bernanke an
academic star who has held top policy positions. Journalists describe Summers with words such as
bold, outspoken, hard-charging, domineering, and arrogant--never shy or unassuming.

Common sense suggests that someone’s personality influences his behavior ina group meeting.
Presumably someone who is quiet and shy is less likely than a more aggressive person to play a
large role in the meeting or to forcefully advocate unpopular positions. Ben Bernanke’s personality
could therefore help explain his acquiescence to the majority view during the FOMC’s discussion
of the zero bound.

This hypothesis receives support from research in social psychology. “Shyness” is a prominent
concept in this field, and psychologists perform experiments to see how this trait affects a person’s
behavior within a group. One study is Bradshaw and Stasson (1998), who build on Zimbardo and
Linsenmeier (1983). In their experiment, Bradshaw and Stasson first categorized subjects as “shy”
or “not shy” based on responses to questionaires. The questionnaires asked, for example, whether
subjects agree with the statement “I feel inhibited in social situations.” The researchers then divided
the subjects into groups of three to six, with most groups containing a mixture of shy and not-shy
people. Each group held a meeting to make a hypothetical decision: they ranked twelve items by
their importance for survival in a desert. Finally, after the group meetings, each individual was
debriefed and the researchers compared the experiences of shy and not-shy people.

Bradshaw and Strasson report that shy people participated less than not-shy people in group
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discussions. In the debriefings, shy people were more likely to agree with these statements: “I
sometimes kept ideas to myself because | thought that others might not agree with them”; and
“There were times | disagreed with the group but did not say anything.” Bradshaw and Strasson
conclude that “shy persons, based on their own self-reports, appeared to isolate themselves within
the group, attending to group interactions but withholding ideas and not participating fully.”
These findings suggest that Bernanke’s behavior during the June 2003 FOMC meeting was
typical of a shy person. Perhaps someone with the same views but a different personality would have
behaved differently. Imagine a hypothetical FOMC member who had recently advocated policies
that Reinhart’s briefing ignored, and who was a “bulldog” like Henry Paulson or “outspoken” like
Lawrence Summers. Such a person might have spoken up earlier and more assertively in the meeting

and guestioned Reinhart’s emphasis on cautious policies.

VIIl. THE ROLE OF POLITICAL AND ECONOMIC CONDITIONS IN 2009-2011

Many factors influence monetary policy. In explaining Federal Reserve policy since 2008, |
have emphasized the influence of the Fed staff on Ben Bernanke’s views. Here, | discuss two other
explanations for the Fed’s cautious behavior. One is pressure from members of Congress and
Presidential candidates. The other, suggested by Bernanke himself, is the absence of deflation in the
United States. Both of these factors have probably had some effect on policy, but | argue that their
importance is secondary.

Political Pressure

As discussed in the introduction, many observers suggest that Bernanke’s policies reflect

political criticism and the fear of greater criticism if policy were more aggressive. Congressional
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opposition to Fed policies was almost strong enough to prevent Bernanke’s re-confirmation as
Chairman in 2009. Recall that Krugman says Bernanke is “intimidated” by inflation hawks, and
Mankiw says Bernanke would soon be a professor again if he pursued aggressive policies.

Bernanke disputes this explanation for his behavior. In his November 2011 news conference,
he says, “[W]e are going to make our decisions based on what’s good for the economy, and we’re
not going to take any politics into account.” While skeptics might find this claim self-serving, there
are reasons to believe it. People who know Bernanke often cite “integrity” as one of his qualities and
stress that he is apolitical. By all accounts he enjoyed being Professor Bernanke and lacks interest
in the Washington social scene. In addition, at the height of the financial crisis, Bernanke was
willing to take bold, politically unpopular actions such as the rescue of AIG. Finally, it is not clear
how a more aggressive policy stance would cost Bernanke his job, as Mankiw suggests. Without a
radical change in the Federal Reserve Act, Bernanke cannot be removed before his term ends in
2014--and at that point, he is likely to leave anyway, either because he chooses to give up a
thankless job or because the President is a critic. All in all, it seems unlikely to this author that
Bernanke secretly believes the economy would benefit from more aggressive policies and that he
would pursue them if not for Ron Paul.

In any case, the strongest evidence that recent political criticism is not the main explanation for
Bernanke’s behavior is the history reviewed in this paper. Bernanke had stopped advocating
aggressive zero-bound policies by the time he coauthored papers with Vincent Reinhart in 2004.
From that point on, he has consistently advocated policies close to those the Fed has followed since
2009. When Bernanke changed his mind, policies at the zero bound were still a hypothetical issue

for the United States, one that attracted little attention from politicians. Nobody imagined a future
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with Bernanke as Chair, the Great Recession, and increased politicization of monetary policy.

As discussed earlier, one political factor did influence the evolution of Bernanke’s views--
specifically, his rejection of currency depreciation as a zero-bound policy. This change occurred
shortly after Bernanke became a Fed Governor, when he apparently gained an appreciation for the
Fed’s traditional deference to the Treasury on exchange-rate policy.

The Absence of Deflation

The Japanese experience analyzed by the early Bernanke included both an output slump and
deflation. As Fed Chair, Bernanke has faced an economy in a deep slump but with positive inflation.
The absence of deflation might help explain why Bernanke’s policies for the United States do not
match his proposals for Japan.

Bernanke himself has suggested this idea. At his news conference of June 22, 2011, a Japanese
journalist notes Bernanke’s past criticism of the BOJ and asks about its relevance to U.S. policy.
Bernanke replies, “I’ma little bit more sympathetic to central bankers now than | was 10 years ago.”
But then he continues
| think it’s very important to understand that in my comments--both in the published comment a
decade ago as well as in my speech in 2002 about deflation--my main point was that a determined
central bank can always do something about deflation.... So we acted on that advice here in the
United States, in August, September of last year. We could infer from, say TIPS prices--inflation
index bond prices--that investors saw something on the order of a one-third chance of outright
deflation going forward. So there was a significant risk there. The securities purchases that we did
were intended, in part, to end that risk of deflation. And I think it’s widely agreed that we succeeded
in ending that deflation risk. I think also that our policies were constructive on the employment side.
This, | realize, is a bit more controversial. But we did take actions as needed, even though we were
at the zero lower bound of interest rates, to address deflation. So that was the thrust of my remarks
10 years ago. And we’ve been consistent with that approach.

Here, Bernanke suggests that preventing deflation is the primary purpose of unconventional

monetary policy, and that the Fed’s cautious policies have sufficed to achieve that goal. In the
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United States, the aggressive policies that Bernanke advocated for Japan have not been necessary
to prevent deflation.

It is likely that the absence of deflation is one influence on Fed policy. Some zero-bound
policies are more attractive in a deflationary slump than a non-deflationary slump. For example, if
a money-financed tax cut raises inflation, this effect is welcome if inflation is initially negative.
Bernanke and colleagues would not welcome a significant increase in inflation because current
inflation is near their desired level of 2%.

Once again, we can better understand Bernanke’s behavior by closely examining his writings
and the June 2003 FOMC meeting. This record suggests that the absence of deflation is not the
primary reason that Bernanke 2011 differs from Bernanke 2000. This view is supported by two
points.

First, Bernanke’s claim that preventing deflation was the “main point” of his early writings is
not completely accurate. Deflation was the main point of his 2002 speech, but not of his paper on
“Japan’s Slump” (the “published comment” that he mentions). That paper, as the title suggests,
emphasized the slump in Japan’s real economy. It begins by arguing that Japan has a large output
gap and that “there is much the Bank of Japan, in cooperation with other government agencies, could
do to promote economic recovery in Japan.” The concluding discussion of “paralysis,” quoted at the
start of this paper, also refers to the output slump. Neither the paper’s introduction nor its conclusion
mentions deflation.

It is not surprising that “Japan’s Slump” does not emphasize deflation, because it was first
presented in January 2000. At that point it was not yet clear that Japan had entered a sustained

deflation: in the late 1990s, inflation was slightly negative as measured by the GDP deflator but
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slightly positive as measured by consumer prices. The paper includes a discussion of Japan’s “slow
or even negative rate of price increases,” but it appears in a section called “Diagnosis: Demand
Deficiency.” As this title suggests, Bernanke cites inflation behavior as evidence that Japan’s slump
was caused by a fall in aggregate demand, which monetary policy could reverse, rather than
“structural problems.” Bernanke does not say that deflation is harmful per se.

Insum, Bernanke’s 2000 paper argues that an economic slump at the zero bound can and should
be overcome through aggressive actions by the central bank. Bernanke’s reasoning does not depend
on the presence of deflation. Therefore, a policymaker with Bernanke’s 2000 views would respond
more aggressively to the U.S. Great Recession than Chairman Bernanke has.

The second reason that inflation behavior does not appear central to explaining Fed policy
involves the timing of Bernanke’s shift in views. As emphasized throughout this paper, most of this
shift occurred at the June 2003 FOMC meeting and shortly thereafter. At the meeting, Vincent
Reinhart and Committee members discussed ways to stimulate demand if the U.S. hit the zero
bound. They addressed this problem--a hypothetical one at the time--without saying explicitly
whether the purpose of demand stimulus was to boost output, prevent deflation, or both. However,
we can infer the likely mind-set of meeting participants from a briefing that occurred later in the
meeting: a review of the state of the economy by David Wilcox of the Division of Research and
Statistics. This briefing included estimates from the Fed’s forecasting model of the probability that
the U.S. would hit the zero bound (defined as a federal funds rate below 0.25 points) and the
probability of deflation (defined as core PCE inflation below 0.5 points). According to these
estimates, deflation was more likely than hitting the zero bound. Specifically, for 2004, there was

a 19 percent chance of deflation without hitting the zero bound, an 18 percent chance of both
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deflation and the zero bound, and only a 4 percent chance of hitting the zero bound without
deflation.

It therefore seems fair to assume that, when participants in the 2003 FOMC meeting discussed
zero-bound policy, they had in mind a scenario that included deflation as well as an output slump.
Starting at the 2003 meeting, Bernanke apparently supported Reinhart’s cautious policies as a
response to deflation. If this interpretation is correct, then Chairman Bernanke would have pursued
cautious policies even if the Great Recession were accompanied by deflation--he still would have
rejected his early proposals for Japan. The absence of deflation is not the primary explanation for

Bernanke’s caution.

IX. CONCLUSION

There is no doubt that Ben Bernanke’s views on zero-bound policy have changed over time.
Once, he called targets for long-term interest rates a “policy | personally prefer”; later, he “agreed
100%” with opposition to that policy. Bernanke once advocated a 3-4% inflation target for Japan;
as Fed chair, he says “that’s not a direction that we’re interested in pursuing.” Bernanke has also
abandoned his early proposals for currency depreciation and for money-financed tax cuts. More
generally, he no longer argues that a central bank can easily overcome the zero-bound problem “if
the will to do so exists.”

At one level, the primary reason for these changes is also clear: Bernanke was influenced by
the work of the Fed staff, as summarized in Vincent Reinhart’s June 2003 briefing to the FOMC.
By 2004, Bernanke was coauthoring papers with Reinhart that advocated the same zero-bound

policies as the briefing. These policies were communication about the federal funds rate, quantitative
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easing, and shifts in the Fed’s holdings of short-and long-term securities--exactly the policies that
the Bernanke Fed has followed since 2009. In sum, Bernanke’s views about the zero bound changed
greatly between 2000 and 2004, but they have been consistent since then.

The puzzle about this history is why Bernanke so quickly and completely dropped his previous
views and adopted those of the Fed staff. We cannot be sure, but social psychology suggests two
possible factors: groupthink and Bernanke’s shy personality. These two factors are complementary.
An atmosphere of groupthink pervaded the FOMC in 2003, discouraging anyone from questioning
the views of the Fed staff. As a shy person, Bernanke may have been especially reluctant to suggest
unpopular policies.

If this interpretation of history is correct, it has implications for the design of monetary-policy
committees. A committee is likely to explore a greater range of options if the causes of groupthink
are avoided, as Sibert suggests. Ironically, as Fed Chair, Ben Bernanke has moved the FOMC in that
direction. Bernanke does not dominate policy discussions as Alan Greenspan did. He has reduced
the emphasis on consensus, tolerating three dissents from FOMC votes. He has also reduced the
Committee’s insularity, for example, with news conferences in which he explains policy decisions.

The history described here also has implications for the choice of people to serve on policy
committees. It suggests that decisions are influenced not only by policymakers’ expertise and
opinions, but also by their personalities. Outspoken “bulldogs” may be more likely than shy people

to contribute new ideas to policy debates.
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