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1. Introduction

When and how did central banking become ‘dramatic’ in character? That is the question that Johnan Van
Overtveldt sets out to answer in this splendid introduction to the drama of being a central banker. All drama,
as literary critics will vouch for, is based on the notion of a conflict that is real, imaginary or symbolic; a
conflict is a clash of values between the main protagonists who are caught up in a piece of action. The main
protagonists here however are not just central bankers, but include a number of financial institutions that
collapsed in 2008 and had to be bailed out by the US Federal Reserve. So, contrary to what the title implies,
the main symbolic conflict that is depicted in this book is not between Greenspan and Bernanke as such; this
is a theme that was broached just a year before the publication of this book (by Harris, 2008).The conflict is
more in the nature of what kind of policy intervention central banks should make when the financial system
is enmeshed in a crisis. The monetary conflict, if any, relates to the ‘scale-and-scope’ of monetary policy
interventions and on whether or not such interventions should precede or follow the emergence of a financial
crisis. The term that Federal Reserve economists use for this clash of values pertains to whether they should
‘lean against the wind’. This basically means that they are not certain about whether it is a part of their
responsibility to spot and deflate asset bubbles before they burst since they are not sure whether these are
real or imaginary phenomena given that the valuation of assets is problematic during a bubble. Another
interesting image of this policy uncertainty is again whether they should ‘take away the punch bowl after the
party gets going’ without coming across as a bit of a spoil-sport.

So whether economic trends that might precipitate a bubble are compared to a force of nature (wind in this
instance) or the quantity of punch required to sustain a party, there is some uncertainty in terms of what in
fact constitute the right monetary policy values. These monetary values pertain to macroeconomic
assumptions about ‘if-and-when’ a policy intervention is required and what the extent of the Fed’s
intervention should be. The search for monetary policy ‘rules’ (such as the Taylor rules and variations
thereof) as opposed to ‘a discretionary regime’ is based precisely on this uncertainty about values and
whether monetary policy can be done on auto-pilot; and, if yes, whether it is desirable to do so. Would this
not- as some Fed watchers are bound to wonder - amount to asking the FOMC to talk-its-way-out-of-a-job?
There is also the question of precedents and tools in monetary policy. Would a rules-based approach (that
reduces the dramatic element of monetary policy administration) be mechanically tied to monetary
precedents? Would a rules-based approach work in a crisis? Or is it rather the case that a strict adherence to a
rules-based approach will always be able to prevent the emergence of a financial crisis? Or should the Fed
oscillate between a rules-based approach when the going is good and switch to discretion if it has to
intervene urgently? There is also the question of whether or not the term ‘rules’ should be interpreted in a
strong sense - i.e. a rule does not have to be an iron-clad rule; and discretion does not mean that ‘anything
goes’ by way of policy.
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2. The Taylor Rule

A dramatic representation of this policy conflict might be to conduct a thought experiment with John Taylor
as Chairman of the Fed. Would it be politically or even technically possible for John Taylor to follow the Taylor
rule without exception if he were chairman? If yes, why? If not, why not? One form of dramatic representation
then that will help us to envisage Fed policy is to do a ‘scenario-analysis’ with Taylor as Chairman. Another
important point to remember is that Taylor will be able to follow the Taylor rule only if his predecessor(s) at
the Fed had also followed the Taylor rule. If that were not the case, Taylor would have to push a ‘discretionary’
approach in the short term before it becomes technically possible for the Fed to stick to the Taylor rule; this is
implied in Taylor’s argument though he may not say so directly (Taylor, 2006; Taylor, 2007). It is also
important to remember that Taylor is not the only economist who is in favor of a rules-based approach to
monetary policy. How would the Fed - should it decide to fly auto-pilot - approach a plethora of rules that
monetary theorists are obsessed with (Taylor, 2007)? What about instances when the Fed has to go beyond
the conventional approaches and try unconventional approaches to monetary policy when the federal funds
rate is already zero bound? Would a rules-based approach to monetary policy have anything much to say in
such a scenario? Introducing scenario-based analyses (as the Fed does every now and then in its press
conferences) across a range of interest rates is not only an important way of thinking about policy options in
the context of doing monetary policy, but is also an important cognitive tool for the Fed to communicate
effectively what it is doing. These then are some of the important questions that readers may want to think-
through as a result of reading the history of monetary policy that Overtveldt prefaces to his engagement with
the recent, and not-so recent, policy articulations of the Fed since it was founded by the Federal Reserve Act
of 1913.

3. The Question of Knowledge

There are two parts to this book. The first describes the Greenspan era; the second, the Bernanke era. Both
these parts have a similar structure: the main problem here is the question of knowledge. What kind of
knowledge is required to be a central banker? The answer to this may seem to be obvious: knowledge of
central banking. But what is really at stake is not knowledge in the sense of having read and written about
central banking, but knowledge of how central banks must design their interventions when they have to go
beyond their traditional responsibility of setting the federal funds rate (which is the rate at which banks lend
to each other). The fact that the federal funds rate is the main tool that central banks have at their disposal
does not make for much drama. What is it then that justifies the invocation of the dramatic? The answer to
this question is that the federal funds rate is enough to direct the economy when it is business as usual, but
takes on a dramatic cast when interest rates hit the zero bound, which can be defined as the Newtonian edge
of macroeconomic assumptions (Capra, 1983). What happens at this point though is that the Federal Reserve
doesn’t have a lever that it can push decisively if the economy does not revive when interest rates hit zero. At
this point, even the most confident, instrumental, and pragmatic of central bankers will turn philosophers.
They will begin to wonder about the relationship between ‘cause’ and ‘effect’ given their preoccupation with
the velocity of the circulation of money. Central bankers also know that monetary policy is only half the story
and requires a healthy measure of co-ordination with fiscal policy. The implicit question for them is whether
macroeconomics is really a science (Prescott, 2006). Any lack of coordination between the monetary and
fiscal authorities will exacerbate a financial crisis and slow down the pace of recovery; that is why the good
teamwork between Ben Bernanke at the US Fed, Hank Paulson at the US Treasury, Christopher Cox at the SEC,
and Sheila Bair at the FDIC garnered a lot of attention (Bartiromo & Whitney, 2010; Grunwald, 2009/2010;
Paulson, 2010). Not many either anticipated or even expected the teamwork amongst these regulators to be
much of a success making it easier for them to exceed expectations.
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4. The Dual Mandate

The dramatic elements that Overtveldt calls attention to then can be understood as the following: the
approach to the zero bound in the federal funds rate, the presence or absence of co-ordination between
monetary policy and fiscal policy, and the continuity or lack of continuity between the policy initiatives of the
Federal Open Market Committee (FOMC) in the present and in the past. These three features are what
constitute the dramatic cast of monetary policy and not - as some people fancifully believe - personality
clashes as such between Greenspan and Bernanke. If anything, for all their similarities and differences, Fed
chairmen and the past and present members of the FOMC are extremely careful to preserve the semblance of
continuity in monetary policy. Dissenting opinions are few and far between and are more likely to occur
between the Fed and the regional Reserve Bank presidents depending on the cast of ‘hawks’ (who favor high
interest rates) and ‘doves’ (who favor lower interest rates) rather than in the Federal Reserve in Washington
DC per se. The dramatic character of central banking then has to be understood mainly as a problem of policy
conflicts engendered in the process of figuring out what exactly the quanta of intervention should be in
monetary policy, and what policy options remain after the federal funds rate hits the zero bound. The
dramatic elements of the conflict can also be understood in terms of the Congressional insistence on the ‘dual
mandate’; which requires the Federal Reserve to pursue both ‘price stability’ and ‘maximum employment’ as
its policy goals. It is worth asking what the trade-offs are in pursuing both these objectives when it is
business-as-usual and in times of crisis (Goodfriend, 2007).

5. Inflation Targeting

This however is not the case in many parts of the world where central bankers follow an approach that is
described as ‘inflation targeting’ - a topic incidentally that Bernanke and a number of central bankers were
preoccupied with for years (Bernanke, 2004). The main difference then between European and American
approaches to monetary policy is this: the Europeans are mainly preoccupied with inflation targeting and
leave fiscal policy to worry about the employment numbers; the American approach to monetary policy is
however ‘mixed”: it incorporates elements like maximizing employment that should belong strictly speaking
to fiscal policy. The main difference between the Greenspan and Bernanke approaches is that Bernanke is
more preoccupied with making a success of the ‘dual mandate’. In fact, a lot of Fed watchers were not even
aware that the Fed had a dual mandate or that it took this mandate seriously until Bernanke made it an
important part of both his communication policy and monetary policy by raising this matter repeatedly in
press conferences and FOMC meetings. Not many expected an inflation target to take the dual mandate
seriously though Bernanke has proved his critics wrong on this matter. The Paul Volcker regime at the Fed of
the 1970s is an early prototype of ‘inflation-targeting’. This was much before that term gained currency in
European approaches to monetary theory and monetary policy under the aegis of the European Central Bank,
or even earlier, under the authority of the Deutsche Bundes bank in the era of the Great Moderation (Issing,
2005). While it is important to compare the Greenspan and Bernanke eras, it is equally important to take a
‘comparative approach’ to central banking to understand the constraints on the Federal Reserve. This,
needless to say, is the method that Bernanke himself pushes in his studies of the Great Depression to identify
the ‘causative’ factors in economic history in the United States as opposed to Europe. The whole question of
the ‘money-gold ratio’ in the monetary base, and the time-and-effort required to pull the economy out of the
‘economic contraction’, for instance, will not make much sense as a causative factor without the invocation of
comparative economic data (Bernanke, 2000). The comparative method is also at stake, for instance, in the
‘rules versus discretion’ debate. What is at stake in this debate is asking whether giving ‘political
independence’ to a central bank is a superior option in terms of monetary policy outcomes as opposed to ‘a
monetary rule based performance’. It is more likely that we will be able to answer this question and its
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implications, for instance for the Taylor rule, if we work, as economists are increasingly doing, with
comparative data (Alesina and Summers, 1993).

6. Conclusion

Making sense of these questions then requires that we return to the question of education. How should
central bankers be educated (Lowenstein, 2008)? What are the criteria that we must identify to determine
the success of central bankers when they are appointed to high office (Bernanke, 2005)? The significance of
these questions relates to the fact that Greenspan had a non-academic background while Bernanke is the
quintessence of the academic economist. There is also some speculation on whether he considers himself a
macroeconomist or an economic historian though in his own estimation he is the former rather than the
latter (Abel, Bernanke, and Croushore, 2013). The main source of dramatic excitement in these speculations
is the ‘happy-coincidence’ between Bernanke’s educational background and the fact that he had to save the
economy from what might have been another Great Depression which he was determined to avoid by doing
whatever it takes (Wessel, 2009). Since the odds of any academic economist being appointed Chairman of the
Federal Reserve are not very high, how are we to make sense of this happy coincidence? It appears in
retrospect that Bernanke was preparing precisely for this moment: chance indeed favors the prepared mind!
It is this spirit in Bernanke’s approach (that should not be misconstrued as just another version of ‘the
Greenspan put’ given the negative connotations of the ‘moral-hazard’ problem) that Overtveldt leaves the
reader with when he concludes the book with an anecdote that describes Bernanke apologizing to Milton
Friedman and Anna Schwartz. The occasion for this apology was the ninetieth birthday of Milton Friedman.
Bernanke pointed out that Friedman and Schwartz were right in blaming the Fed for contracting the money
supply at the wrong time: ‘Regarding the Great Depression: You're right. We're very sorry. But thanks to you,
we won'’t do it again’ (p. 246). What Overtveldt succeeds in doing admirably then is in explaining to both
academic and lay readers alike how Ben Bernanke went about doing so, and how the range of monetary
precedents, and monetary policy tools that he and the FOMC innovated in this instance (Musacchio and
Roscini, 2009) will force us to re-think the traditional ambit of both monetary theory and monetary policy.
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