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Bernanke, in First Crisis,
Rewrites Fed Playbook
By GREG IP
October 31, 2007; Page A1

(See Corrections & Amplifications item below.)

WASHINGTON -- On the afternoon of Thursday, Aug. 9, with a panic 
driving up short-term interest rates in Europe and the U.S., Federal 
Reserve Chairman Ben Bernanke's office became a war room. His 
closest advisers took seats in the burgundy leather chairs around a coffee table or telephoned in from 
their now-aborted vacations.

Mr. Bernanke, a former academic vaulted 18 months earlier to the world's 
most powerful economic job, was seeking counsel from colleagues of all 
stripes, from a thirtysomething former investment banker to a Federal Reserve 
veteran of nearly four decades who had participated in almost every important 
Fed decision of the past 20 years. He pushed them to spit out as much 
information as possible about the day's events. What, he asked, do we know? 
What must we learn? And what are our options?

The roots of the crisis had been apparent for months. In rising numbers, 
homeowners with subprime mortgages -- those made to the least credit-worthy 
home buyers -- were delinquent on payments. Hedge funds and other 
institutions had bought opaque securities backed by these mortgages, but they 
were difficult to value and potentially hard to trade. That morning it became 

clear that European banks had more exposure than previously thought, sparking a scramble for cash 
by some banks and a reluctance to lend that instantly jumped the Atlantic.

The Aug. 9 meeting in Mr. Bernanke's office kicked off weeks of brainstorming over ways to restore 
calm to credit markets. The wide-ranging tone of the subsequent discussions was encapsulated in 
subject lines of some emails Mr. Bernanke and his aides exchanged: "blue sky." One Fed governor 
spent hours on the phone grilling contacts on Wall Street. Another official helped broker a deal to 
help mortgage lender Countrywide Financial Corp. through a financing squeeze, aiming to avert a 
disruptive unwinding of complex loan agreements.

In those next hours and days, the Fed insiders would determine the U.S. response to the looming 
financial crisis. They would also help define the reign of Mr. Bernanke, who faced his first major test 
since taking over as Fed chief from the larger-than-life Alan Greenspan.

Mr. Bernanke's preparations and his handling of the scare were described by current and former Fed 
insiders, private sector officials who deal with the Fed, and public documents. The resulting portrait 
offers the clearest demonstration so far of how he differs from his predecessor. Though an introvert 
like Mr. Greenspan, Mr. Bernanke has cultivated a more open and collaborative process, striving to 
draw out all sides of a debate and forcing participants to test their assumptions. Mr. Bernanke is also 
creative in seeking ways to stabilize the financial system beyond the rate-cut weapon that Mr. 
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FED FOUR
 

Ben Bernanke
Age: 53
Fed: Governor (2002), chairman
(2006)
Other: Professor, Princeton University
(1985-2002); chairman, Bush Council 
of Economic Advisers(2005-06)
Quote: "A principal motivation for the 
founding of the Federal Reserve 

nearly a century ago was the expectation that it 
would reduce the incidence of financial crises by 
providing liquidity as needed." --Oct. 15, 2007
(Read the full speech.1)

Timothy Geithner
Age: 46
Fed: President, New York Federal
Reserve Bank (2003)
Other: U.S. Treasury under several
presidents (1988-2001); International 
Monetary Fund (2001-03).
Quote: "Financial shocks… [have]
some common features... [A] sharp

change in risk perception results in a fall in asset
prices and a sharp reduction in market liquidity… As
market participants move to protect themselves …
the shock is amplified and the brake becomes the
accelerator." --May 15, 2007
(Read the full speech.2)

Donald Kohn
Age: 64
Fed: Kansas City Fed staff (1970);
director monetary affairs (1987), 
governor (2002), vice chairman 
(2006)
Quote: "[Financial shocks] in
market-based financial systems are
perhaps more likely to involve price

fluctuations and abrupt changes in market liquidity
than … in [bank] -based financial systems. But that
is not really bad news … Supplying additional
liquidity and reducing borrowing costs can greatly
ameliorate the effects of market events on the
economy." --May 16, 2007
(Read the full speech3.)

Kevin Warsh
Age: 37
Fed: Governor (2006) 
Other: Mergers & acquisitions,
Morgan Stanley (1995-2002); Staff, 
Bush National Economic Council 
(2002-2006)
Quote: "We have not yet witnessed a

scenario that subjects the latest product innovations
and behavior of market participants to a sufficiently
stringent stress test. In theory… the dynamics of the
disturbance should be more manageable. But, the
question of actual experience versus theory
remains." --June 5, 2007
(Read the full speech4.)

Greenspan wielded more readily.

"There's more of the economic seminar room, of 
exchanging views and thinking out loud," says Vincent 
Reinhart, who was an adviser to both men before leaving 
the Fed in September.

Whether Mr. Bernanke made the right calls in the most 
severe shock to U.S. financial markets since Sept. 11, 
2001, will be clear only in hindsight. Critics charge that he 
and his colleagues, prior to August, underestimated the 
housing bust's magnitude and its potential spillover to 
markets. They say the Fed team should have shifted its 
focus from inflation to the slowing economy far sooner. Its 
efforts to restore order through the Fed's little-used 
discount window have shown limited results.

Today, Mr. Bernanke faces another delicate decision on 
whether to cut interest rates for the second time since 
credit markets began gyrating. Markets place high odds on 
a quarter-point cut.

Nonetheless, he has dispelled some doubts about the ability 
of a former academic to run the world's most powerful 
central bank in time of crisis. Should that hold, this could 
have a calming effect on markets that could work to his 
advantage during future turmoil. "I was concerned that his 
academic strength did not give him the market savvy he 
needed," says Stephen Roach, Asia chairman of Morgan 
Stanley. "His performance has allayed my concerns."

T-Shirt and Shorts

As markets deteriorated in early August, Mr. Bernanke 
kept a low public profile. But he canceled plans for a 
family vacation to Charlotte, N.C., and Myrtle Beach, S.C., 
and began leaving his home near the U.S. Capitol to arrive 
at the Fed building by 7 a.m., staying 12 hours or more. 
There was no time to play basketball with the staff, as he 
did in calmer times, but occasionally he would exchange 
his suit for a T-shirt and gym shorts to shoot baskets or lift 
weights alone at the Fed gym.

Mr. Bernanke had been preparing for the crisis for much of 
his adult life. He grew up in a small South Carolina town, 
the son of the local drugstore owner. He received his Ph.D. 
in economics from the Massachusetts Institute of 

Technology in 1979 and spent the next 23 years in academia, most of it at Princeton University.

He has long taken exception to suggestions that he lacks Mr. Greenspan's feel for the markets. Much 
of his career he has studied how the financial system and the economy interact, in particular during 
the Great Depression. He told a Fed conference in 1999 that one of the key mistakes the Fed made 
during the Depression was "to allow the financial system to collapse."

When he took office, he had spent three years as a Fed governor under Mr. Greenspan and seven 
months as chairman of President George W. Bush's Council of Economic Advisers, and was 
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Question of the Day:6 How would you 
grade Fed Chairman Ben Bernanke in 
his job to date?

comfortable with his grasp of the economy and monetary policy. But he set out systematically to learn 
the nitty-gritty of the Fed's operations, such as its oversight of the financial plumbing that the central 
bank maintains so banks can move large sums to each other. With less time to peruse cutting-edge 
academic papers, he tasked a staffer with sending him a selection that he spends a few hours each 
week reading.

Mr. Bernanke was no stranger to central bankers, but he was a neophyte to the schmoozing of 
Washington and Wall Street. To help him make connections, Timothy Geithner, president of the 
Federal Reserve Bank of New York and a veteran of the Clinton Treasury, arranged breakfasts and 
lunches at the New York Fed between Mr. Bernanke and financial "wise men." Guests included 
Citigroup executive and former Treasury secretary Robert Rubin, and former J.P. Morgan & Co. 
chairman Dennis Weatherstone.

The talk ranged from the gaping U.S. trade deficit to the "enormous amount of capital sloshing around 
the world in perhaps-not-fully-understood instruments," one participant recalled. Mr. Bernanke 
listened carefully but gave away nothing.

Mr. Bernanke asked an existing Fed staff task force to prepare twice-a-year "financial stability 
reports," similar to those Mr. Geithner had ordered up from his own staff at the New York Fed. He 
also asked for a "crisis manual," which runs several hundred pages and includes details on the Fed's 
response to crises such as the 1970 Penn Central Railroad collapse. An accompanying internal Fed 
Web site allows officials to view contact information for counterparts around the world or see how 
credit derivatives of major banks are behaving.

The reports and crisis manual contemplated numerous scenarios -- the failure of a major bank, a surge 
in defaults of a major bank's mortgage portfolio. The standard recommendation: Provide lots of cash 
to the financial system.

The Federal Open Market Committee is the Fed's key decision-making body, comprising the Fed's 
five current governors in Washington and presidents of the 12 regional Fed banks. The FOMC meets 
about every six weeks to decide on, and announce, interest-rate adjustments. When its members 
gathered around the massive oval table in the boardroom adjacent to Mr. Bernanke's office on Aug. 7, 
the staff detailed the growing tension in financial markets: Subprime losses had sunk several hedge 
funds and forced the German government to bail out a bank. Investors were shunning all but the safest 
mortgage-backed securities.

Yet several members reported that the economy was still 
growing moderately despite the housing slump, and tight 
labor markets were putting upward pressure on some 
wages. At the meeting's end, the committee publicly 
reiterated its view: The main risk to the economy remained 
inflation.

That disappointed Wall Street. Questions about Mr. Bernanke's market savvy resurfaced. "It is a 
credit collapse that is the far greater risk here," Brian Barish, a Denver fund manager, told The Wall 
Street Journal at the time. "Academics look at historical statistics and are rearward looking."

On Aug. 8, Mr. Rubin called Mr. Bernanke. The Citigroup executive said he suspected a lot of people 
were telling Mr. Bernanke he should have cut rates. Yet Mr. Rubin said he thought the Fed had done 
the right thing, say people familiar with the call.

Changed World

The world changed before markets opened in the U.S. the next day, Aug. 9. A French bank suspended
redemptions in some investment funds, citing an inability to value them, driving up the demand for
cash. The European Central Bank acted fast, offering unlimited funds at its target interest rate of 4%.
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It ultimately lent a staggering €95 billion that day, or $131 billion.

The Bernanke brain trust was taken aback by the scale of the ECB's actions, and they assembled in his 
office that Thursday afternoon. On the phone were Mr. Geithner, in Cape Cod where his vacation had 
been interrupted, and William Dudley, a former Goldman Sachs economist who had become the New 
York Fed's markets chief eight months earlier. Also on the line was Fed Vice Chairman Donald Kohn. 
A 37-year Fed veteran, Mr. Kohn, 64, was Mr. Greenspan's closest adviser and is steeped in the 
history of Fed policy making. He keeps a binder on his desk of every FOMC statement since the first 
in 1994.

In the room were several senior staffers and a governor Kevin Warsh, 37, a former Morgan Stanley 
banker who spent four years on the staff of the Bush White House's National Economic Council. 
When he was nominated last year to become the youngest Fed governor in history, critics questioned 
his credentials, youth and administration ties. But at the Fed, he impressed colleagues. Mr. Bernanke 
had collaborated with Mr. Warsh on presentations to President Bush while both were at the White 
House. The Fed chief trusted Mr. Warsh's political instincts and market insight.

The Dow Jones Industrial Average was down 387 points that day and the scramble for cash had 
driven short-term interest rates above the Fed's 5.25% target. As he would time and again over 
coming weeks, Mr. Bernanke had to balance responding with enough force to keep markets 
functioning, but not with so much force as to suggest panic. Copying the ECB, he and colleagues 
agreed, risked conveying a sense of alarm they did not feel. Nonetheless, Mr. Geithner told the group 
it was better to err on the side of force than gradualism. That day, in a bid to suppress a rise in interest 
rates, the Fed increased the size of its daily money-market operations, in which it makes short-term 
loans to money-market dealers.

The next day, Friday, Aug. 10, after an early conference call with the FOMC, the Fed released its first 
public statement on the crisis. It promised to provide enough liquidity "to facilitate the orderly 
functioning of financial markets."

Mr. Warsh's Network

The next week, Mr. Warsh threw himself into the task of assessing markets, where investors and firms 
were finding it increasingly difficult to determine the value of all sorts of securities and thus to trade 
them. In his first year at the Fed he had spent several days a week in New York, where his wife, a 
cosmetics company executive, lived. Often working from an empty executive office at the New York 
Fed, he would gather insight from contacts he had made while at Morgan Stanley and the White 
House, from Wall Street trading floors and investment-bank syndication desks to hedge funds and 
college endowments.

Now he made full use of that Rolodex, placing more than a dozen calls a day to ask about deal 
backlogs, the ability of counterparties to agree on prices and the willingness of investors to buy risky 
paper. He jotted down what he learned in brown notepads and provided his analysis to the group in 
Mr. Bernanke's office. Often he and Mr. Geithner spoke to different officials from the same firm, 
providing a snapshot from the chief executive's office to the trading desk.

As 
the 
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week progressed, Fed officials made a troubling discovery: They had assumed banks, financially 
healthier than they were 15 years ago, would be a pillar of stability. But banks were increasingly 
reluctant to lend to each other and increasingly unable to borrow for more than a few days. Their 
"knees were knocking," Mr. Warsh reported to his colleagues. Opportunistic buyers -- the investors 
who buy when everyone else is selling -- didn't want short-term IOUs known as asset-backed 
commercial paper at "any price," Mr. Warsh told them.

Six days after the crisis began, on Wednesday, Aug. 15, a new threat emerged, from Countrywide 
Financial Corp., the country's largest mortgage lender. For years, Countrywide had relied largely on 
short-term borrowings to write mortgages, before selling the loans to investors, usually in the form of 
mortgage-backed securities. Now Countrywide was finding it increasingly difficult to sell its 
mortgages or raise funds. It notified bankers that it planned to draw down an $11.5 billion credit line 
it had arranged for such a contingency.

New York Fed Mediates

That created a serious threat. Countrywide had borrowed significant sums by using mortgages, 
Treasury securities and other securities as collateral for overnight loans from institutional investors, 
with Bank of New York Mellon Corp. acting as custodian. Now, Bank of New York wanted 
additional collateral in case Countrywide could not roll those loans over, leaving it dependent on the 
bank for funding. Without a resolution, Bank of New York might liquidate billions of dollars worth of 
Countrywide's collateral, likely undermining already waning market confidence.

The Bank of New York asked the New York Fed for help. Mr. Geithner and his staff mediated. Mr. 
Geithner left after midnight with instructions to be called if the discussions fell apart. Eventually, the 
two sides agreed on additional collateral. "We worked it out beautifully," Countrywide CEO Angelo 
Mozilo said.

The next morning -- Thursday, Aug. 16 -- Countrywide announced it had tapped its credit lines, 
adding to the gloom in the markets. Yields on corporate bonds climbed and stocks gyrated.

Mr. Bernanke and his colleagues had been meeting twice a day in his office via teleconference. On 
that morning's call, they concluded it was time to act.

None argued for an immediate cut in the Fed's key interest rate, the federal-funds rate. Mr. Bernanke 
wanted to emphasize that the Fed had two distinct roles. One was stabilizing the economy with 
interest rates. The other was acting as lender of last resort, which means providing cash to prevent 
market participants from liquidating good assets at fire-sale prices.
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An important consideration for Mr. Bernanke was the risk that cutting the target for the Fed's key 
interest rate before the FOMC's regular meeting, scheduled for a month later, would be seen as a sign 
he was more concerned about protecting banks and investors than about inflation. He wanted to avoid 
fanning "moral hazard" -- the notion that rate cuts would bail out parties who made risky bets, 
encouraging more of the same behavior.

To Mr. Kohn, the four-decade Fed veteran, the distinction between the Fed's two roles was not so 
black and white: His years under Mr. Greenspan had taught him that limiting the economic damage of 
financial turbulence often required cutting interest rates. Yet he was not a fan of cutting rates between 
regularly scheduled Fed meetings.

In the summer of 1998, when a global financial crisis intensified, Mr. Kohn had helped Mr. 
Greenspan write a few phrases into a previously drafted speech: The U.S. wouldn't be able to remain 
"an oasis of prosperity" amid such turmoil. It was a deliberate signal that the Fed would probably cut 
interest rates at its next scheduled meeting. Markets began anticipating a rate cut that the FOMC 
delivered a few weeks later.

Messrs. Bernanke, Kohn and Geithner settled on a similar approach, with a difference that 
underscores the new Fed chairman's collegial approach. He didn't have a speech scheduled for several 
weeks, and in any case, he had been laboring to shift the market's focus from his own utterances to the 
formal statements of the FOMC. So he drafted a statement and asked the full committee to approve it 
in a videoconference that evening. It would be released the next morning, announcing the Fed's 
heightened concerns about growth, assuring investors the Fed was on the case even if it wasn't cutting 
rates immediately.

As to how the Fed would stabilize the financial system, officials had spent the week reviewing 
options. The only mortgages the Fed accepts as collateral in open-market operations are those backed 
by the federal government or federally chartered Fannie Mae and Freddie Mac. Now, it asked: Could 
the Fed inject cash into money markets by accepting other mortgages as well, as many on Wall Street 
were requesting? Almost certainly not, a team of Fed attorneys concluded. Could the Fed lend directly 
to companies that aren't banks, such as mortgage-finance companies? Yes, but it hadn't done so since 
the 1930s.

Discount Window Opens

As Mr. Bernanke's precrisis planning had indicated, the so-called discount window would play an 
important part in the response. The window was the Fed's central tool at the time of its creation in 
1913. A bank facing a loss of deposits could borrow from the window, putting up collateral such as 
commercial loans, discounted from their face value. The window had fallen into disuse over the years 
and borrowing from it now carried a stigma -- it was seen as a sign of desperation for banks unable to 
borrow elsewhere. The discount rate usually sits a full percentage point above the federal-funds rate, 
so most banks can find cheaper funds elsewhere.

In the end, Mr. Bernanke and his group agreed that day the Fed should lower its discount rate by half 
a percentage point and extend the term of such loans to 30 days from one. It was classic central 
banking as described by 19th-century British author Walter Bagehot: In times of stress, lend freely 
against good collateral, but at a penalty rate. (The lower discount rate remains one-half percent point 
higher than the federal-funds rate, at which banks lend to each other.)

Mr. Bernanke convened a videoconference for the FOMC for that evening and quickly got approval. 
On the morning of Friday, Aug. 17, the Fed said that in contrast to its Aug. 7 diagnosis, it now saw 
that the "downside risks to growth have increased appreciably." This validated market expectations 
that a cut was likely. Stocks rallied on the statement and discount-window changes; the Dow 
industrials rose 233 points.
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The following week, financial market conditions began to improve, but only haltingly. Mr. Geithner 
had to encourage several banks to borrow from the discount window.

With Sept. 18's policy meeting a month away, Mr. Bernanke was coming around to the view the Fed 
would have to cushion the blow to the overall economy by also lowering its federal-funds rate. His 
academic research had demonstrated that falling home prices could bankrupt borrowers and dry up 
bank lending, hurting growth far more than implied by the mere loss of housing wealth.

Dropping a Hint

He gave the first hint a federal-funds rate cut was on the table on Aug. 31, at a conference on housing 
at a lodge at the foot of the Teton mountains in Jackson Hole, Wyo. Speaking to a hall crowded with 
central bankers and economists, he said it is not the Fed's job to protect investors from their mistakes. 
But market developments "can have broad economic effects felt by many outside the markets, and the 
Federal Reserve must take those effects into account," he said.

The experience of 1998, when a quarter-point cut failed to restore confidence and had to be followed 
with two more, argued for a bigger rate cut now. Mr. Bernanke and Mr. Kohn called members of the 
FOMC to garner support for a half-point cut.

Several regional bank presidents preferred a quarter-point cut. Some members worried about 
encouraging more speculation later. But ultimately all those with a vote -- all 12 regional bank 
presidents participate in interest-rate deliberations, but only five vote -- supported a half-point cut. 
The vote, and announcement, came on Sept. 18.

Wall Street, expecting a quarter-point cut, was thrilled. The Dow Jones Industrial Average soared 336 
points and hit a new record 13 days later.

A week later, Mr. Bernanke met representatives of the hedge-fund trade association, the Managed 
Funds Association, in a session he had requested months earlier to bone up on hedge funds. Now his 
focus had changed. He zeroed in on the potential for hedge funds to add to market stress. Were 
investors asking for big redemptions? How were funds valuing their illiquid holdings? Were brokers 
asking for more collateral? The group, participants say, assured him that hedge funds had seen 
nothing unusual and were not making matters worse.

As the meeting ended, an attendee recalled, one of the hedge-fund representatives said, "See you 
again next year." In an apparent reference to the still-fragile state of markets, Mr. Bernanke replied: 
"If not sooner."

--James R. Hagerty and Robin Sidel contributed to this article.

Corrections & Amplifications: New York Federal Reserve Bank President Timothy Geithner served 
in the U.S. Treasury from 1988 to 2001 during several presidencies. An earlier version of this story 
incorrectly described that period as the Clinton Treasury.
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