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Steve Weisman:  The nomination of Janet Yellen as new chairman of the Federal Reserve Board opens an op-
portunity to read some tea leaves and discuss likely monetary policy in the Yellen era if she
gets confirmed. Joseph Gagnon of the Peterson Institute is here with me, Steve Weisman,
to answer some questions about that. And Joe, as listeners know, was at the Fed for many
years in a research capacity.

Joe, what is your first reaction to the Yellen appointment, not in a personal basis, but just in
terms of the outlook for monetary policy?

Joseph Gagnon: Well, I think she'd definitely be a candidate of relative continuity. She’s already vice chair-
man, she’s been deeply involved in the setting of policy and I think commands a lot of
respect on the board among the voting members. So it’s hard to believe that she’s been too
far out of line with the majority. So in that sense not much. But I think if there was any
difference, it would be slightly more willing to use quantitative easing, slightly more willing
to worry about unemployment than inflation, although obviously she’s worried about infla-
tion too and has been hawkish in the past. But lately she’s been more in the dovish mode.

Steve Weisman: I started to say, I want you to clarify, Joe you were at the Fed and you worked with Janet
Yellen. Just remind me a little bit about that? What jobs did you do and in what capacity
did you work with her?

Joseph Gagnon:  Oh well, in different things over the years. I mean I've known her for over 20 years. I actu-
ally taught in her department at the Berkeley Higher School of Business at UC Berkeley
back in 1990-91, and we've gone to conferences, been in the same economic conferences
over the years. She was a governor for a few years, then she was the president of the San
Francisco Fed. And as president she would come to Washington to attend the FOMC
meetings. And later in 2008 and 2009 I participated in most of the FOMC meetings when
she was president of the San Francisco Fed, so I saw her in action and we've kept in touch,
sort of professionally, not closely, but kept in touch.

Steve Weisman: ~ Now, she’s been credited with having foresight on some of the problems that beset the US
economy, including the bubble that preceded the most recent downturn. Tell me more
about that.

Joseph Gagnon:  Well she was on record as saying she was worried about a bubble, but not totally convinced
there was a bubble, but probably there was a bubble I think.

Steve Weisman:  In which years?

Joseph Gagnon:  In 2006, 2005-06 and maybe 2007 I guess. Obvious by ‘07 things were already turning
south. I think we probably shared a very similar experience, because I thought there was
a bubble too, and where I think many people of the Fed went wrong is not so much that
they didn’t see the bubble, although I know Chairman Greenspan famously made some
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statements that he didn’t see a bubble and even Chairman Bernanke I think seemed to lean
that way, which I find a little surprising.

But I think Janet and others in the Fed were more inclined to think there was a bubble, but
what we were all wrong on is how damaging it would be when it burst. And we all learned
the dangers of leverage and the dangers of these new structured finance products that slice
and dice risks and sort of led to the watering down of normal lending standards, you know,
the rise of these no doc loans and other interest-only loans and things that really lent mon-
ey to people who really couldn’t afford to pay it back.

Now, when the Fed decided last month, which was September, to not begin its tapering
and put that decision off, it surprised markets and as you have written and as you and I
have discussed. But now in retrospect, especially in light of the financial uncertainty sur-
rounding the shutdown of the government and the threats of default, that decision looks
even more smart, I suppose, in the eyes of some.

Yeah, I would say. Certainly a government shutdown is bad for the economy and therefore
not a time to ease up on policy, so I don’t think that played a huge role in their decision
because they can’t forecast that and they can’t really act preemptively for things like that. So
I don’t think it was a big factor in their decision, but it turned out to be intuitive.

Some people did say it was a bigger factor than you thought, but you don't see any evidence
of that obviously.

Yeah, I don’t see any evidence of it. More importantly, I just know their standard operat-
ing procedure is—that that’s the kind of thing that they will note, but if it is viewed as just
a risk that is less not likely and kind of very discrete, it’s more of a thing that they have to
react to after the fact and I don't see any way around that.

When’s the next decision turning point on quantitative easing?

I think October is really off the table. I think the next meeting after that would be Decem-
ber, so that’s possible if things turn out really well. But I think recently markets are begin-
ning to wonder if that was probably the most likely—that was viewed as the most likely
option a month ago. 'm not sure where we would be now; certainly the odds of something
happening even later have got to be rising.

Rising because the shutdown is lasting longer, the threat of default is bigger. Even if it’s re-
solved in the next several days, we're talking on October 10th, the economy does look more
precarious today than it did even a couple weeks ago, doesn't it?

It looks more precarious and the longer the shutdown goes on, the bigger the effects will
be. So that’s certainly true. And obviously default; well default would be catastrophic and
it’s not something the Fed can do much about. I guess assuming there is no default, I guess
the question is, is there damage done even so and it’s hard to know.

A final question I'm curious about, we talked about this in the context of the Lawrence
Summers issue, how important is it for the Chairman of the Fed to have a good relation-
ship with the White House and in particular the President?

I don't think it’s very important and it hasn't always been good. And I'm not sure it really
hurt Fed policy that much. It was famously, I guess, not good under George H.W. Bush
and I don’t recall any reason. Obviously the Treasury secretary would be more important
and if you want to include the Treasury secretary, then maybe that, if you say the president
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and Treasury secretary, maybe yeah, that might be nice to be on the same wavelength there.

We know when that relationship was good in 2008 and ‘09 between Hank Paulsen and
later Tim Geithner on the one end and Bernanke on the other; they worked hand and glove
in the crisis. Crises also produce conflict; I guess, is what you're saying or can and have?

Well, in the Bush administration, the first Bush administration, it wasn’t a crisis, there were
no crises, it was just I think the president and some of his advisors thought that the Fed was
doing the wrong thing and was hurting their chances of reelection and tried to jawbone the
Fed into changing policy, which backfired really. There wasnt a crisis; it was just a differ-
ence of views. I think during the crisis, I think actually crises probably would make the Fed
and the Treasury work better together than normal times because of the emergency. I actu-
ally wouldn't have thought that Paulsen and Bernanke really would have gotten along very
well except they were forced to because of the crisis.

Right. Okay Joe, thank you for your thoughts.



