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ABSTRACT

The Federal Reserve System, also known as the Fed, was created
by Congress in 1913 to moderate fluctuations in the supply of money.
Originally established to be an independent monetary agency, removed
from the arena of political decision-making, its major structural
outlines were laid down by the Federal Reserve Act.
But since 1913
the Fed has evolved in a way not foreseen by its founders.
This paper explains the change in emphasis of the Federal
Reserve System by first tracing the historic evolution of the Fed.
Next, it discusses the organization of the Federal Reserve System,
describes past actions of the Fed, evaluates the policy-making process
in the American economy, and examines the degree of independence the
Fed currently enjoys.
It is the contention of the author that the Fed is limited in
its overall independence by the political environment that its
decisions affect, and by the background of its members.
Also, that
while the Fed has been using the need for an independent monetary
agency as an argument against political control, it has nonetheless
engaged in political activities.
Since the Fed has elected to operate
within the political climate, reforms are needed to bring the Fed back
under control through the system of checks and balances.
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CHAPTER I

INTRODUCTION

The Progressive Era in America was characterized by a rapid
rise of industrial power which created a general fear of accumulated
capital wealth in the banking industry.

On December 23, 1913,

President Woodrow Wilson signed the Federal Reserve Act establishing
the Federal Reserve System as America's paramount banking institution.
The Act set up the foundation for a central banking agency which many
administrators deemed essential for a stable economy.

The response

was a legislated system of checks and balances, borrowed from the
American government structure.

This act was a move intended to temper

any industrial despot by placing the control of our financial institu¬
tions under both private and public regulation.

This piece of

legislation has been called one of the great triumphs of the Congres¬
sional system, not only for the Progressive Era, but for the entire
period of American reform.
The intention of the Federal Reserve Act highlighted the
division of American economic decision-making into two arenas.

The

first is fiscal policy—budgetary decisions made largely by the
President and Congress concerned with revenue, expenditure, and
dept/surplus.

The second is monetary policy, dealing with the amount

of currency in circulation and the availability of credit--a domain
reserved for the Federal Reserve (Fed).

It was contended that to avoid
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tyranny in economic decision-making, control of the budget as well as
the supply of money should not be left united.

It was also felt that

what was needed to stabilize the economy was quick action from an
independent agency insulated from politics and removed from the
executive branch.

Hence the Fed.

Carter Glass, one of the founders of the Federal Reserve Act,
defines the Act by saying:
In the Federal Reserve Act we instituted a great and
vital banking system not merely to correct and cure
periodical financial debauches, not simply indeed to aid
the banking community alone, but to give wisdom and scope
and security to commerce and amplify the opportunities as
well as to increase the capabilities of our industrial life
at home and among foreign nations.^
The Fed has a legislative mandate to pursue monetary policies
designed to foster stable economic growth, prevent bouts of recession
or inflation, and to keep an eye on bank management.

In recent years

this mandate has come to mean not only the supply, availability, and
cost of money, but also regulation with the hopes of raising the
standard of living, maintaining the value of money, and sustaining a
high employment level.
Over the years the Fed has received only sporadic attention.
Americans have paid more attention to the federal budget and the role
fiscal policy plays in national affairs than to the complex working of
the Fed and its impact on economic policy.

The Fed, for example, can

restrain boom periods in the nation's economy and fight inflation by
decreasing the availability of money and credit, by raising member
banks' reserve requirements, by raising the discount rate, and by
selling government securities through its Open Market Committee.

The
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Fed pursues policies exactly the opposite of these to check deflation
and to fight recessions by making money and credit more freely
available,
In the last 25 years, as the Fed has received more attention,
this attitude has changed substantially.

Since the early 1960s, a

number of vocal opponents to the Fed have emerged, demanding additional
reforms in the operations of the Fed and the Federal Reserve Act
i tself.
Among critics, economist Paul Samuelson states that the Fed
has become a fourth branch of government responsible only to itself.
He argues that, "Through its control over the availability and the
price of money, the Fed can thwart the will of both the Congress and
the President in determining U. S. economic policy."
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At their roots,

the critics share the same ideological concerns as their Progressive
forebearers: mistrust of a too-cozy relationship between the Fed, big
banks, and major corporations.

Also implied is the cardinal democratic

principle that representative institutions, which are responsible to
the electors, will decide public policy.
Most reformers would state that in a day where openness is the
rule in government, the Fed's overly-drawn secrecy and close-knit
membership are indefensible.

A number of Congressional reports have

been prepared that trace membership in the Fed to the banking industry
and corporate America.

The Fed has also consistently lacked represen¬

tation from consumer groups, labor, small businesses, minority groups,
and women.

Another criticism is that for years the Fed has resisted

the General Accounting Office efforts to audit its operations.

And

the Federal Open Market Committee, which meets monthly to make critical
decisions on money supply, is allowed to withhold the results of its
meetings from the public for 90 days.
Supporters of current practices refer to the Fed as the
"Supreme Court of Finance."

Writers such as Lawrence Malkin argue that

like the Supreme Court the Governors of the Federal Reserve Board are
supposed to be insulated from politics.
Court

They also feel that like the

the Fed has to lead as well as follow the will of the country—

to play a role that is at once aloof and active.

This assumption,

however, is deeply political because it puts both bodies at the
inevitable risk of becoming scapegoats

for larger problems that

jurisprudence and economics by themselves cannot solve.

3

It is the intention of this paper to show that the Fed has
evolved in a way not foreseen by its founders.

The decisions of the

Fed and their impact on American society depend somewhat on law,
somewhat on custom, but always on the economic facts of life such as
the wealth of the nation and who controls it.

Thus, the overall

question of this paper is: To what extent is the Fed removed from the
arena of political decision-making, and to what extent is the money
trust, long ago assumed insulated from politics,

still evident in the

American economy?
The remainder of this paper is divided into four chapters.

The

next chapter begins with a brief discussion of the historic events that
led to the founding of the Federal Reserve Act and examines the
institutional framework provided therein.

It also describes the
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operations of the Fed in the early years and the Legislative changes
that were implemented after the passage of the original Act.
Chapter III identifies the types of economic controls the Fed
uses in stabilizing the economy, and illustrates a number of the
problems the Fed faces when attempting to manage the economy.
Chapter IV analyzes the Fed decision-making process to examine
the reasons why it is political in nature and lists three specific
examples of political decision-making by the Fed.
Chapter V deals with five reform recommendations Congress can
pursue to bring the Fed back in line with the Democratic system of
checks and balances.
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CHAPTER I:

FOOTNOTES

^Henry S. Reuss, The Critical Decade: An Economic Policy for
America and the Free World (New York: McGraw- Hill, 1964), p. 63.
o

"Is the Fed Too Powerful?" Dun's Review 106 (November 1975):

A1 .
3

Lawrence Maklin, "A Practical Politician at the Fed," Fortune
(May 1971) : 1^8.
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CHAPTER I I

HISTORY AND STRUCTURE OF THE FED

Economic Activity Prior to 1913

The economic structure of the United States prior to 1913 was
affected primarily by the flow of gold resulting in surpluses or
deficits in the international balance of payments.
level

At the national

small city and rural banks maintained balances with banks in

larger cities.

These large city banks were required to maintain all

their reserves in cash and therefore acted as money suppliers to the
smaller banks.

This system worked fine as long as the demand for money

was balanced with supply, but often this was not the case.
Prior to the dramatic industrialization at the turn of the
century, the money supply was predictable and seasonal.
on rural

Heavy demands

banks occurred around spring planting and money flowed back

into urban centers along with fall harvest.

In the late 1SOOs, the

demand for investment capital accompanying industrialization found a
supply of money that was limited and unresponsive to the national need.
As the demand for money rose simultaneously all over the country,
smaller banks called on their designated cash reserved for funds, and
the money situation became tight.
city banks to obtain additional

As no facilities were available for

funds, crises resulted.

Faced with the

option of liquidating assets or suspending operations, the American
Bankers Association appealed to Congress in 1893 to assist them by
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enacting some banking reforms on a national level.

The central

concerns of the banking community were the inelasticity of the supply
of currency, the absence of adequate reserve funds, and the chaotic
instability of the proliferating smaller banks.^
addressed in "The Baltimore Plan,"
proposal

2

These concerns were

which was followed by a similar

in 1897 by the Indianapolis Monetary Commission.^

The

culmination of these proposals, calling for the issuance of bank notes
that were expected to expand and contract in accordance with the needs
of industry, was the Aldrich-Vreeland Act of 1908.
The 1908 Act established the National Currency Association
which was the first legislated centralized bank.

The Association, in

conjunction with the Comptroller of the Currency and the Secretary of
Treasury, were responsible for establishing a means of transfer to
facilitate inter-bank borrowing--a method by which individual banks
could petition for membership in the Association, and set reserve
requirements for banks.

A

The Act also set up the National Monetary

Commission, a legislative body composed of 18 members of the House and
Senate, commissioned by Congress to inquire into and report whatever
changes were in order for monetary systems of the United States.

Its

investigation covered a wide range of concerns embracing not only an
analysis of the structure and defects of the American banking system,
but also an examination of the experience of the principal foreign
countries.

The final report of the Commission was presented to the

Senate in 1912, accompanied by a proposed bill for a National Reserve
. . 5
Assoc 1 at 1 on.
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Impetus was added to this movement for reform partly by the
financial

panic of 1907, an incident that frightened both financial and

government officials.

The Pujo Investigation of 1912 also added to the

controversy of this issue.

This study was a mixture of disclosure and

insinuation concerning concentration of financial power which fanned
the chronic Agrarian-Liberal hatred of "The Money Trust" to a new

£
incandescence.

The House investigation concentrated on the activities

of the National

Citizens'

League, a Conservative business association

centered in Chicago, and their practice of soliciting funds from
clearing house associations and men of wealth.

Congressional concern

centered on the fact that those who obtained assistance from these
moneylenders were placed under obligation in the future, possibly to
usury.^

All

this led to the passage of the 1913 Act.

The Structure of the Federal

With the passage of the Federal

Reserve System

Reserve Act in 1913, the nation

was divided into twelve districts, each presided over by a Federal
Reserve Bank.

The twelve district banks and their twenty-five branches

are located in thirty-two cities across the country.

In determining the

boundaries of these districts, Congress looked primarily at the local
economies and their products.

This explains not only the great

difference in the geographic sizes of districts but also the
disparities in the size of assets of the banks.
York Federal

For example, the New

Reserve Bank has about eleven times the assets of the

Minneapolis Federal

Reserve Bank.
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District banks are presumed to be a prime source of information
on economic and banking conditions in their areas--information which
presumably affects the policy-making of the Fed.
banks are the principal
area.

In addition, district

fiscal agents of the U. S. Government in their

In this capacity they hold Treasury checking accounts, perform

fiscal services for federal or federally sponsored credit agencies, pay
interest on government obligations, and handle government securities.
For the latter, the banks receive applications from potential buyers,
allot them among bidders, collect payments from buyers, and redeem
securities.

The basic information flow of the Federal

Reserve System

is from the district to the Board of Governors, most often through the
Federal Advisory Council.
district

For this Council, one member from each

is appointed to a one-year term by the Board of Governors to

provide a link between themselves and affiliates.
Almost all applications for action requiring approval within
the system are received from, and filed with, the district bank.

This

obviously gives the banks tremendous power over the selection and flow
of information from the regulated banks to the Board of Governors and,

g

indeed, to Congress and the people.

The reserve banks and their

boards of directors play an important and diverse public role in the
activities of the Fed.

Clearly the persons charged with performing

these functions are expected to represent the public interest to the
maximum degree possible.
Each of the district banks has a nine-member board of
directors.

In addition, each of the twenty branches has its own board,

ranging in size from five to seven members.

System-wide, 269 directors
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sit on the boards--108 at the district bank level and l6l at the branch
bank level.

The presidents of the district banks participate in the

discussions of two important components of the Fed--the Board of
Governors and the Federal Open Market Committee (FOMC)

(with four of

these presidents serving as voting members of the FOMC on a rotating
basis).

The Board of Governors

The functions of the Fed are entrusted to the Board of
Governors.

This board consists of seven members, appointed to

fourteen-year staggered terms by the President and confirmed by the
Senate.

No more than one appointee can come from any one of the twelve

geographic districts.

As will be discussed in greater detail

later,

this requirement strives for an impartial board but it is not always
successful.

As our society has become more mobile and the business

and banking interests of some Governors are so widespread, crossover
interests are almost a given, diluting the original

intention of this

criteria.
In addition to supervising the system, the Board appoints three
of the nine directors of each reserve bank.

These directors are

responsible for the affairs of their individual banks, and are subject
to the supervision of the Board.

The Board is also responsible for the

interpretation of the laws relating to Reserve Bank operations.

The

Board exercises principal authority over changes in reserve require¬
ments, and establishes maximum interest rates that members pay on
deposits.

12
The Board has three means at Its disposal

to control

the supply

of money: open market operations, the discount rate, and the reserve
ratio.

Open market operations consist of buying and selling government

securities, bills of exchange, and other commercial paper by the
Federal

Open Market Committee.

The discount rate denotes the interest

that the Fed charges when a loan is made to a member bank.

The reserve

ratio is the percentage of liquid assets that member banks are required
to hold to ensure that they maintain a safe proportion of ready cash to
meet depositors' demands for their money.
In pursuing a tight or hard monetary policy, the Board
decreases the amount of money and credit available by raising member
banks'

reserve requirements, by raising the discount rate, and selling

notes through its Open Market Committee.

The opposite effect produces

a surplus in the money supply making more money available for
borrowing, usually at a lower rate.

In general, the Board of Governors

is responsible for formulating national credit policies and for
supervising their execution.

The members of the Board are also members

of the Federal Open Market Committee.

The Federal Open Market Committee

The Open Market Committee (FOMC)

is composed of the Board of

Governors and five Directors of the Federal
annually by the District Directors.

Reserve banks chosen

The Federal Open Market Committee

was reorganized along its present lines with the passage of the Banking
Act of 1935.

An important provision of this Act was that no member

bank could decline to engage in operations under the direction of the
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Committee.

An additional amendment to the Act in 19^2 required that

the members elected by the banks be either the President or the First
Vice President of the respective banks.

The Committee now consists of

the members of the Board of Governors of the Fed and five representa¬
tives from the several Reserve banks, as follows: New York; one from
Cleveland and Chicago, alternating annually; and one from each of the
following three groups rotating annually in each group--Boston,
Philadelphia, and Richmond; Atlanta, Dallas, and St. Louis; Minneapolis,
Kansas City, and San Francisco.

As a rule, only the enumerated twelve

members will vote during meetings.
The money supply is officially altered through the Federal
Reserve Open Market Committee.

The FOMC influences the money supply

by selling or buying government securities to the public.

If more

money is needed in the economy the FOMC will buy government bonds
putting cash into the hands of the public.

Theoretically, this will

stimulate economic activity, and through its actions the FOMC can
continuously determine the direction of monetary policies.
The Banking Act of 1935 made a drastic switch in the seat of
the Fed's power.

Under the original Federal Reserve Act, the

Secretary of the Treasury served as ex-officio Chairman of the Federal
Reserve Board, and the Comptroller of the Currency served as an exofficio member.

The President then designated one member of the Board

apart from those two ex-officio members, as Governor and another as
Vice Governor.

In 1935, after extensive debate, Congress voted to

remove the Comptroller and the Secretary of the Treasury from the
Board.

Q

They changed the name from the Federal Reserve Board to the

14
Board of Governors and specified the position of chairman to be
nominated by the President and confirmed by the Senate.

The Chairman of the Fed

The Chairman is appointed for a seven-year term, currently
staggered with the Presidential election to allow greater independence
for the Fed leader.

Congress was very careful

to install a system of

checks and balances with this appointment to prevent a president from
maintaining economic hegemony by controlling both monetary and fiscal
policy.

While Fed decisions are assumed to be in league with legis¬

lative policy, the autonomy of the Fed and the influence of Fed policy
on the economy have led to the Chairman of the Federal
being called the second most powerful

Reserve System

figure in government.

Because of the power given to the Chairman of the Fed by the
1935 Act, he has become the focal point of the Fed, working with the
Secretary of the Treasury, the Chairman of the Council of Economic
Advisors, the Director of the Office of Management and Budget to
coordinate the economic policy of the incumbent Administration.
Since the 1960s, however, when the Fed started receiving more
attention for economic matters, the responsibility, or at least the
blame when economic times were shaky, was placed on the Chairman of
the Fed.

Whether this high level of responsibility is actually

embodied in the appointment, or a product of our contemporary media's
focus on the personality of the office,
of actual

is open for debate.

influence, however, the office has clout.

In terms

The President does

not have the opportunity to appoint a Fed Chairman until

the last year
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of his first four-year term of office, but he can often work throughout
his second term (should there be one) with an individual

that he

appoints to office.
In terms of monetary policy-making, this appointment is
probably the most important a President can make.

His other economic

policy-makers are in the position of making tax and expenditure
recommendations that must then be acted upon by Congress.
is substantially free of this constraint.
recommend.

But the Fed

It acts while others only

Once appointed, the Chairman of the Fed is independent of

the President.

The President's other advisors are not.

As a result,

a President cannot count on correcting a mistaken appointment or over¬
rule decisions of the Fed that are not in accord with his own views.
When the time comes, he must pick someone who reflects his views.

Legislative Changes in the Federal

Reserve Act

The Fed is charged by Congress with stabilizing the economy
through appropriate adjustments in the cost and availability of money.
It exercises its mandate by what it calls "leaning against the
prevailing economic winds."
through

This means feeding money into the economy

its purchases of government securities in the open market when

the economy needs stimulation, and withdrawing money by selling
securities when it needs restraint.

To facilitate this rule, the Fed

is guaranteed its independence, and,

if all goes well, there will be

steady economic growth with high employment and little inflation.
Any move to make the Fed less independent would represent a
major break with history.

The trend in the past has been to give the

'
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System more authority and independence.

At its inception in 1913, as

seen above, the Fed was intended to be an independent agency charged
with guiding the economy through money management.
A number of legislative reforms have helped define not only
the structure, but the direction of the Fed over the years.
1921 and early 1922, the individual

Federal

In late

Reserve Banks made

independent and uncoordinated purchases of government securities.
Faced with a disrupted market, a committee of the five eastern banks
was formed in May 1922 to make transactions jointly.

About' a year

later, the Board formally established the Open Market

Investment

Committee for the Fed, which had the same five members and the same
functions as the less formal committee.

In March 1930, the rest of

the banks succeeded in having the Committee reorganized and renamed
as the Open Market Policy Conference, and provided each and every bank
a representative.
In 1933, Congress passed the first Banking Act, establishing
the FOMC.

Other than the change in name, the organization of the

Committee remained the same as the Conference, except that the Act
specified that open market operations could be undertaken only as
recommended and approved by the Committee, but any bank could decline
to participate in such decisions.

As a part of this Act, Congress also

gave the Fed the authority to set interest rate ceilings, with the idea
of protecting banks from their own folly.

The intent was to keep them

from bidding so high for money that they would have to make superrisky, high-yield loans and investments to recoup.

The 1933 Act also

armed the Fed with another big weapon--the power to raise and lower the
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amounts that banks are required to keep on deposit at the Reserve
banks.

Until

the passage of the Banking Act of 1935, this authority

could not be used without Presidential approval.

Congress restated a

desire for the independent operation of the Fed with the passage of the
1935 Act, and the years since have seen a steady broadening of the
Fed's powers and responsibilities, and its independence.
An independent mandate does not mean the Fed is above coopera¬
tion with other government
times.

institutions, especially in tense economic

In the early years of the Federal

Reserve System, the money

supply was in principle determined by the monetary policies of the Fed.
By expansion or contraction of its loans to member banks and its
holding of government securities, the Fed could offset the impact of
gold and currency flows on bank reserves,
the money supply.

influencing the behavior of

During the first and last parts of this period, Fed

policy and monetary growth were determined primarily by the U. S.
Treasury's need to finance large deficits associated with World Wars
and II.

The period between the two wars was one of refinement,

I

in

which the Fed had the opportunity to apply various economic theories
to monetary actions and determine their level of success.
tive,

In perspec¬

the Fed's lack of experience often resulted in monetary policy

actions that were inappropriate.
Since 1952, a major objective of the Fed's monetary policies
has been to moderate cyclical
credit.

fluctuations in the growth of money and

This policy is the product of an agreement allowing the Fed's

programs to accommodate Treasury financing requirements, a policy that
was greatly expanded beginning in the mid-1960s.

The agreement, which
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is commonly referred to as The Accord, has been widely interpreted as
a formal

recognition of the desirability of an independent monetary

policy.
During the Great Society programs of the Johnson Administra¬
tion, the demand for government services on a broad social

level placed

emphasis on government policies designed to attain full employment,
even at the cost of incurring an increase in the degree of inflation.
The net effect of this shift in the role and emphasis of government
policies was to impart an inflationary bias to the economy, a bias
which Roger Guffy in the Kansas City Reserve Bank publication, Econom?c
Review, points out, the Fed as a public institution found difficult to
resist

in its entirety.^

It is within this time period, the mid-1960s

to the present, that most of the analysis occurs for this paper.

The

next Chapter starts this analysis with a discussion of the economic
controls that are available to the Fed and the problems of
i mplementation.

CHAPTER I I:

FOOTNOTES

^Edward S. Greenberg, Serving the Few (New York: John Wiley
and Sons, 197*0, P* 95.

2
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protected by a joint guaranty fund of all issuing banks.
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For a further discussion,
see, Gabriel Kolko, The Triumph of Conservatism (London: CollierMacMillan Ltd., 19o3) , p. 1 *+7•
3

The Indianapolis Monetary Commission was also a businessbacked plan advocating a silver-based currency.
The final report from
the Commission, however, was a plan whereby bank notes were to be
issued on the strength of bank assets and secured by a safety fund.
See also J. Laurence Laugh 1 in, The Federal Reserve Act: Its Origin
and Problems (New York: MacMi11 an Co., 1933) , PP* 17“21.
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John Hopkins Press, 1933), P- 9*
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°U. S., Congress, House of Representatives, Federal Reserve
Directors: A Study of Corporate and Banking Influence, 9*+th Congress,
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Appointments, H. R. 6273, 95th Congress, 2nd Session, 1977, p. 20.
^Roger Guffey, "Conduct on U. S. Monetary Policy: Recent
Programs and Issues," Economic Review 6*+, 5 (December 1979): 27.
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CHAPTER I I I

ECONOMIC CONTROLS AVAILABLE TO THE FED
AND THE PROBLEMS OF IMPLEMENTATION

In the first part, this Chapter describes the types of monetary
controls at the Fed's disposal, the way the Fed sets economic targets
for implementing and evaluating policy, and the ways in which the Fed
works to control

inflation.

The second part deals with the problems

of applying these controls to the economy.

Controlling the Supply of Money

The Fed maintains economic stability through its control over
the supply of money.

The nation's money supply determines the amount

available for lending.
and fuel

inflation.

Too much money can overheat business expansion

Too little boosts the cost of borrowing, putting

brakes on economic growth and dampening securities markets.
taken responsibility to control

inflation and promote a healthy

economy, the Fed has sought to control
supply of money.

Having

the growth of the nation's

Managing the money supply is an exceedingly difficult

task in the short run, and it is inevitable that the Fed will sometimes
over- or undershoot its growth targets on a month-to-month basis.
Generally, the Fed leaves itself a comfortable spread of percentage
points in its projections to compensate for short-term fluctuations.
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The traditional view of monetary policy holds that high
employment can be maintained by producing inflation and that variations
in employment can be stabilized by countery-cyclica1 manipulations of
the money supply.

The growth in supply of money is viewed as the most

important determinant of the rate of inflation.
growth is inflationary because the price level
supply of goods and services.

Put simply, excess
is a function of the

Prices go up when money availability

increases faster than real output.

This traditional view argues that

if the economy appears to be moving toward a recession, the Fed should
increase the money supply.

The increase causes some prices to rise

as businesses and individuals spend the new money.

Firms see increased

profits because the price of their products increases by more than the
cost of labor.

Hence these businesses hire more labor and increase

output, averting a recession.^
Thus,

in the traditional analysis, the crucial

link between

monetary policy on the one hand, and employment and output on the
other, hinges on wages not rising (or falling) as fast as the prices
of other goods and services.

The Fed's primary dilemma is that while

everyone talks about monetary policy, today no one really knows what
the best policy should be, simply because the economic outlook has
everyone guessing.

Setting Economic Targets

Monetary economists, led by University of Chicago's Milton
Friedman, are quick to indict the Fed for following a stop-go approach
that promotes the very instability it is sworn to prevent.

The
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monetarists think the Fed should quit leaning against the wind and
fiddling with interest rates as a means of adjusting the demand for
money and concentrate instead on achieving a nice, steady rate of
money supply growth through coordinated long-range economic policy¬
making.

Monetarists see U. S.

inflation over the last fifteen years

as clearly related to obvious surges in monetary growth.

Some examples

they cite are: the first surge in the mid-1960s as Washington financed
the war in Vietnam by printing money rather than by raising taxes;
another surge in 1972 as the Fed sparked an election-year boom whose
inflationary nature was temporarily suppressed by wage and price
controls; and the burst of monetary growth that started with the
arrival of the Carter Administration in 1977.

2

The Fed has yielded a

bit to the Friedmanites in recent years, but the Fed is still

inclined

to take a doubtful view of the efficacy of its own powers, especially
in promoting expansion.

3

Critics and supporters of the Fed pay a great deal of attention
to whether the Fed is correct in setting its goals, how successful

it

is in achieving them, and whether Fed leaders are attentive to the
proper indicators of national economic health.

The questions are

clearly troubling policy-makers and private analysts alike, and deep
divisions have arisen over whether the Fed has been bungling or whether
something more fundamental has been happening.
Part of the change in emphasis at the Fed has been voluntary,
like the example of the Fed's participation in tolerating inflationary
practices in the mid-1960s.
legislation.

The other part of the change has come from
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The Fed received a Legislative mandate in 1975 to actively
control

inflation and promote employment.

success

is always a matter for debate in the halls of Congress and

from Administrative critics.

The level of overall

In order to assess the Fed's performance,

it is important to distinguish the three ways in which a slower growth
of the money stock can reduce inflation.

The Fed has basically three

means at its disposal: (l) by creating a lag or slack in the flow of
money through the economy,

(2) by using the slower price increase

caused by slack to change expectations, and (3) by relying on reaction
to the Fed's anti-inflation stance to provide an atmosphere of
declining inf1 at ion.

Economic Controls for Inflation

The first and most painful way the Fed works to control
inflation is by reducing the amount of money available for borrowing
which creates slack.

Slack refers to the time it takes for reduced

amounts of available money to percolate through the economy.

Some feel

the pinch immediately, others have a lag period in which to respond.
The impact of financial

conditions on business activities is always

hard to detect in its early stages.
not always work the same way.

For one thing, money factors do

The aim of monetary restraint is to

clog up the flow of funds so that would-be spenders cannot get the
money or cannot afford the cost.

Moreover, monetary policy works with

such a lag that only the first third of a shift to greater ease could
be felt by the end of the first year.

Thus, the results of last year's

swing toward ease are still working their way through the system.

2k
Judging from the intense controversy among monetary theorists, changes
are not even clear in retrospect.^

This confusion often promotes the

familiar dispute between the Friedmanites and the Keynesians--the
former who see the supply of money as the mainspring of economic
activity vs. the latter who think income flows are largely independent
of money supply.
Even if the public is unaware of what the Fed is doing, a
slower growth of money dampens economic activity creating excess
capacity and unemployment.

The speed with which the inflation rate

falls depends not only on the excess supply of labor and capacity, but
also on the rate at which individuals change their expectations about
future inflation.

Reduced inflation begets expectations of future

reductions in inflation.

Thus the second way in which the Fed can

reduce inflation is by using the slower price increase caused by slack
to change expectations.

As the public comes to expect a lower rate of

inflation, each individual price setter and wage setter reduces his/her
own price or wage increase to avoid being out of line with future
prices or wages.
It is important to emphasize that tight money reduces inflation
directly through slack and indirectly through the resulting changes in
expected inflation even if the public is not directly aware of the Fed
policy.

But since at least some people are very much aware of what the

monetary authorities are doing, the Fed also has the potential
change expectations in a more direct and less painful way.

to

If the Fed

was seriously pursuing a policy of slowing the growth of the money
stock, expectations of future inflation would be reduced more rapidly.
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The perception of the Fed's anti-inf1 at ion stance can thus provide a
third and separate contribution to the decline in inflation that
reinforces the two-fold effect of economic slack.^
The bottom line for the Fed is that it is faced with an
almost insurmountable task.

Faced with the choice between stopping

recession and stopping inflation, the lessons of economic history and
economic theory show that one or the other can be done, not both.

The

traditional cure for recession--easy money and deficit spending--wi11
automatically feed new fuel

into an inflationary fire.

The Fed has been handed a number of responsibilities with farreaching implications.

Setting monetary policy is risky business in

today's uncertain economy.
a fresh price spiral.

A mistake could mean a deepening slump or

Also, the exact degree of slowdown in money

growth is crucial to the economic outlook because it could signal
anything from a mild slowdown in the economy to a full-blown recession.
The task is difficult enough if administrators are operating under the
assumption that a central bank means centralized control over past,
present, and future economic trends.

This is, however, a rather

erroneous assumption.
The accuracy of current data, and its interpretation, is
critical for successful monetary policy because the Fed depends on
this information to predict the outcome of certain policy decisions.
For this reason, economic forecasting is the first problem of
implementing economic controls to be discussed.
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The Difficulty of Economic Forecasting

The problem in forecasting is that economic factors are
continually changing, and they are likely to change in response to any
improvements in the ability to forecast them.

For example, as soon as

some indicator is believed to represent an improvement in the economy,
analysts will concentrate on activities that will encourage that figure
to rise, overlooking the fact that some other segment of the economy is
sinking.

Data on the current performance of the economy will

necessarily be data on its performance in some past period.

The data

required for stabilization policy, however, are data on the future
performance of the economy.

Today's policy actions cannot compensate

for yesterday's deficit or excessive aggregate demand.

Therefore,

stabilization policy is necessarily based on forecasting, and economic
forecasting is far from an exact science.
The operational procedures of commercial banks, the payment
practices of business firms, the perceptions of holding assets in one
form or another, international monetary transaction, and even the
public anticipation of government action, all add to the complexity of
predictions due to the lag factor of how and when transfers take place.
These activities even affect how many dollars or additional monies will
be generated from one additional dollar of excess reserves.

It appears

that at least the Fed recognizes this fact that the growth-rate of
money and credit that are appropriate at any given moment depends on
underlying economic conditions.
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The primary argument of a central bank says that ours is a
managed money supply system.

Economic cycles cannot cause cycles in

monetary growth unless the Fed lets it happen.

Any two-handed Fed

watcher worth his/her salt would say that growth in M-l

(the narrowly-

defined money supply consisting of currency and checking accounts)
accelerates during expansions and inflationary periods, and slows in
recessions.

8

One hand theorizes that business cycles cause money

growth to expand and contract, and this argument contains some truth.
The other hand states flatly that this is because historically the
Fed has accommodated money growth in the economy's cycles, that
although past money growth has rolled with the economy,

it need not

have done so because the Fed maintains control.

Changes in Consumer Spending

The Fed exercises enormous influence over the nation's
stability by determining the amount of credit available.

Banks after

all allocate loans depending on the amount of money they have available
to lend.

The money-lending pool

is from savings and that stream is

fed from three sources:

private personal savings, corporate savings,

and government savings.

Demands for credit, which formally came from

industry and government, have been rapidly expanding.

Use of money

and credit in the United States has increased substantially in the past
fifty years.

Use of credit, once confined largely to producers,

is now

widely used by consumers for purchases of durable goods and real
estate.

The increased demand for credit by consumers has added to the

rate of inflation because consumers spend more than they take in.

The
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Fed's response is to decrease the amount of money available for lending
by raising interest rates which prices many borrowers out of the
market.
Borrowers tend automatically to blame the Fed for high interest
rates ultimately brought about by tight money.

However, recent

analysis has painted a much brighter picture of Fed activity.

Even

when the Fed is inclined to open the money faucet, the amount of money
that trickles down for borrowing versus the demand for dollars is
unbalanced.

Fiscal critics point out that in calendar year 1982,

personal savings amounted to about $130 billion, corporate savings
and retained earnings about $33 billion, and state and local government
surpluses averaged $36 billion, for a total of some $199 billion that
could have been available for private investment but was not.

The

reason was that the federal deficit absorbed about $1^0 billion, or
70% of the savings pool.

Even with allowances made for a slight

recovery in 1983, the deficit will still account for 60% of the total
savings pool.

This compares with the

government absorbed in 1981 and
country's capital

of savings the federal

5% in the 1960s, the heyday of the
9

investment boom.

The Problem of Deficit Spending

Recent developments in the international field have also
impaired the effectiveness of Fed policy in defending the external
value of the dollar, another Fed responsibility.

The money managers

now painfully agree that monetary policy is far from the best weapon
when so much demand for goods comes from the government, and when much
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of the inflationary pressure comes from the cost side.
the U.

The deficit in

S. balance of payments arises largely from transactions

unrelated, or only remotely related, to market forces.
deficit on government account
spending)

The large

(be it due to military or social

is determined by non-economic,

i.e., political objectives.

A substantial part of the net outflow of private long-term capital

is

in the form of direct investments, and is not closely related to
interest rate differentials.

A tight money policy is not so effective

for this type of balance of payments deficit as for the traditional
one arising from excess demand, rising prices, and trade deficit. ®
Deficits are hardly new in the U. S. economy.
Deal

Since the New

in 19.32, there have been forty-five of which thirty-two were since

World War II, nineteen in the past twenty years, and ten in the past
decade along.

Deficits in and of themselves are not bad and the

arguments in this context are multifarious, at times convoluted.
are extremely useful

to shoring up consumer markets,

to invest, encouraging social
for future social benefits.

They

inducing companies

leveling, and providing initial capital
The economy and programs of the Fed are

being hurt, not so much by government spending, but what the spending
is for.
According to some, there has been a shift away from government
investment in the nation's infrastructure--highways, bridges, sewers,
schools, and hospitals.

For example, Hyman P. Minsky, an economist at

Washington University, writes:
The government deficits we are having now are due to
transfer payments, interest payments, and defense.
Besides
some of the defense spending, hardly any of this creates economic
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resources.
If you had the same size deficit but were building
railroads or highways or financing education, then you would
be adding to the country's capital stock.^ ♦
Accompanying the deficit spending problem is a philosophy that
says the economy will continue to expand and that the future surplus
can be used to pay off the current debt.

This belief is referred to

as the philosophy of economic growth.

The Philosophy of Economic Growth

Under the philosophy of economic growth, growth is seen as the
magical

solution to all social and economic problems--the promise of

full employment, steady growth, and stable prices paving the way for
social justice and economic propagation.
subsidized poverty programs offered

In much the same way as

only fair-weather protection for

the poor, ready availability of credit and low interest rates make it
easier and cheaper for business and individuals to undertake investment
or investment-type expenditures, creating a consensus, often a
constituency, of beneficiaries.

As Robert Lekachman points out,

Distribution amid the politics of economic growth is
comparatively benign.
Rival claimants do jostle each other
for bigger shares of each year's growth dividend; yet all of
them know that there will be prizes for everybody.
The
politics of distribution in austere times are, however,
nasty zero-sum games for real money.
Like a high stakes pokeij^
game the gains of the winners thin the wallets of the lowers.
Times indeed are tough, and as available money grows thin, more
critics emerge.
instance.

The Fed, however,

is not totally to blame in this

Just as the evolution of the Fed is a lengthy historical

process, the current state of economic affairs is also a complex
evolution with many players, both good and bad.

This, however,

is not
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to say that the Fed is totally blameless.

Many of their decisions have

been prejudiced, and many of their programs have carried an inflation¬
ary bias to them (see below, Burns' statement on tolerating inflation).
Combine this observation with the facts, which will be discussed later,
concerning the almost incestuous relationship between the Fed and the
banking industry, and some marvelous conspiracy theories can be
postulated.
To expand the argument in defense of the Fed, our current state
of affairs is the end product of twenty years of highly optimistic
premises that said economic growth would continue strong enough to make
all things possible, that inflation would continue to push an
unprotesting public into higher and higher tax brackets, and that the
U. S. was rich enough to redistribute income through a series of
entitlement programs without doing any damage to the nation's producing
or financial capacity.

The important lesson to remember is that

effective economic policy begins with the federal budget.

Monetary

policy can reinforce good fiscal policy, either restrictive or
expansive, or can counter poor fiscal decision-making.

It cannot,

however, be expected to pick up the pieces when the budget-makers go
wrong.

This dichotomy points back to the idea of economic policy¬

making being the product of both fiscal and monetary

practices and

reinforces the need for cooperation in achieving economic stability.
The clash between tight monetary policy and loose fiscal policy
has become particularly intense over the last few years.
Lester Thurow, Professor of Economics at Massachusetts

According to

Institute of

Technology, the importance of the Fed's job has increased over the past
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two decades.

1b

Monetary policies are almost universally seen as more

important in today's economy than fiscal policies because of changes
in economic analysis and political emphasis.

Fiscal policy, however,

is important and fiscal actions can be powerful, independent of
monetary policy.

For example, an increase in federal government

purchases of goods and services, not accompanied by increased tax
rates, produces an increase in the gross national product roughly three
to four times the rise in federal outlays, even if the Fed does not
finance the deficit by buying Treasury securities.^

The Fed can

either accommodate the large deficits by boosting its purchases of
government securities, thus increasing money and credit, or it can
allow those securities to hit the private markets and keep money and
credit growth within its targets while the government overspends.
Monetary policy has become a more powerful stabilizing tool
than most economists would have guessed.

The reason is monetary

policy affects not only the money supply, but also time deposits in
banks and savings accounts in other institutions.

Tight money has

also been found to affect the stock market, and seems to have a
measurable direct effect on consumption.^

Because of the increased

attention paid to monetary policy by business, Congress, and the media,
the Fed has come under heavy criticism in almost direct proportion to
the rate of inflation and level of economic instability.

Critics of

the Fed interpret its responsibilities literally and say that by
performing some of the more arcane maneuvers in the realm of finance-raising or lowering bank reserve requirements and buying or selling
government securities--the Fed controls the supply of credit and the
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level of interest rates.

It is the Fed then that determines how much

interest the consumer must pay to borrow, how much business people
must pay to borrow, and whether many kinds of loans will be available
at all.

The idea is that readily available credit and low interest

rates make it easier and cheaper for businesses and individuals to
undertake investment or investment-type expenditures, thus availability
means growth and increased prosperity.
While precise in its criticism, this philosophy suffers from
some of the same inherent oversights as the Great Society programs of
the mid-1960s.

These assumptions are correct in principle, but weak

on fundamentals, suffering from the general defect of liberal
approaches--the effort to improve the lot of substantial numbers of
men, women, and children without substantially altering institutional
arrangement or existing distributions of power and property.^

Some

problems for the Fed have been created by American Liberalism, others
are due to the competitive nature of Capitalist culture.

This leads

to an additional headache for the Fed, the ability or at least the
need for individuals, business, and bankers to second-guess the Fed.

The Theory of Rational Expectations

Today, at almost any sign of ease by the Fed, interest rates
shoot up.

Investors interpret a move toward ease as a sign that the

Fed has embarked on an inflationary policy of fast money growth to
finance the deficit. This behavior has been titled the theory of

1g
"rational expectations,"

and its basic premise is that economic

policy has been rendered impotent.

It says that systematic policy
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changes can do IFttle to increase employment and output because the
public--individua1s and institutions--take actions that offset the
changes.
This theory differs substantially from Milton Friedman's
critique of economic policy which rests on the assertion that policy¬
makers are unable to forecast the economy accurately and therefore
cannot properly time their policy response to either inflation or
recession, therefore the most appropriate policy is steady money
growth and balanced budgets.
The conclusions of the rationalists rest on two key assumptions
about the interaction between policy and economic behavior.
The first is that any policy move that is widely expected
will have no impact at the time it is taken, since it has
already been discounted by the public--much as the price of a
stock already reflects all known information about the future
earnings of a company.
And second is the corollary that only policy moves that
people do not expect will cause changes in current behavior,
just as the only thing that moves a stock's price is some
new information that was not previously anticipated.^
Strangely enough, this attitude is reflected in a 1971
view with Arthur Burns, former Federal

inter¬

Reserve Chairman, who said that,

The strength of economic expansion during and beyond
1971 will depend, in my judgment, principally upon our
success in restoring the confidence of consumers and
business on their own and the nation's economic future.

Social Strata and Economic Policy

The confidence that Burns mentions stems from the fact that
throughout the range of the economic strata of the U. S., many people
are dissatisfied with the policies of the Fed.

This dissatisfaction
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would be more tolerable if monetary policy hit every sector of the
economy with equal

force, but

it does not.

In reducing the available

supply of money, or increasing the cost of money, or some combination
of both, the Fed tries to dampen economic activity by squeezing people
out of the financial markets.

It

is the nature of these markets that

the process hits hardest those with the weakest claims on the available
money.

The housing market

and local governments

is invariably hit first, followed by state

(which are often limited in what they can

borrow), small business, and the stock market.

The Fed's ultimate

target may be consumer or capital spending, but consumer loans reward
banks handsomely, and big corporate borrowers usually have long, close
ties to their banks.

Both groups are the last to feel the rigors of

tight money, and policy has to be made very tight before either group
feels the pinch at all.
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In the words of George Mitchel, a Fed Governor from 1961-75:
You can eventually do something with the money supply but
in the course of doing this you may cause some things to
happen that you believe are undesirable and, therefore, the
goal of just making the money supply move, if followed relent¬
lessly, could have an impact upon credit conditions and
expectations that might be totally undesirable.^
Contrast this view with the ominous sounding words of former
Fed Chairman William McChesney Martin, and convincing arguments appear
for a stronger slant toward social concerns in economic policy-making:
Defense of the currency may require vigorous use of the
monetary instruments, and there can be no doubt that the U. S.
authorities are prepared to take whatever steps are necessary
to defend the dollar.
A number of powerful members of Congress such as William
Proxmire, Henry Reuss, and Wright Patman, have pressed the Fed to
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abandon its traditional neutral free market attitude toward various
classes of borrowers and to start channeling funds into home building
and other areas that periodically starve for credit.

One plan would

have the System set national priorities and deliberately allocate the
money supply accordingly.

Traditional Fed supporters like former

Chairman Burns are quick to dismiss such proposals by saying,
I don't think the Fed is equipped to determine social
priorities .... That is the function of the Congress,
and I'm a little surprised that the Congress would want
to give it up. ^

Reduced Control of Member Banks

One final

impact on the Fed that affects its ability to manage

is the banking industry itself.

Changes in financial institutions

have directly constrained the Fed because it influences the economy
through the commercial banks.

Largely by dealing in Treasury

securities, the Fed contracts and expands the banks' lending power
by raising or lowering the interest rates they charge.

But bank
I

lending itself has become much less pivotal to the economy than it was
before hundreds of corporations could turn to such alternative means
of financing as borrowing directly from each other through commercial
paper markets--the market corporate IOUs--or borrowing abroad through
the Eurodollar market.
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Large corporations had quadrupled their

borrowing from each other to some $88 billion.

And the Eurodollar

market has mushroomed roughly eleven-fold over a ten-year period to
more than $300 billion.

Membership by private banks in the Federal

Reserve System is also an issue of critical

importance.

Although less
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than half of all commercial

banks

in the U. S. belong to the Fed,

member banks have more than three-fourths of the total of the Central
Commercial Banking System.
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If these members, especially those banks

with large assets, were to start withdrawing from the Fed,
lose its control over financial

it would

institutions and transactions to that

extent.
Because of its power to fix local

reserve requirements for

member banks and its power to expand or contract the dollar volume of
reserves, the Fed controls the lending activities of the commercial
banking system.
a critical

Though seldom implemented, this element of control

is

factor of reserve policy-making and is effective so long

as commercial banks remain members of the Fed.
is no more true.

Ominously enough, this

The approximately 679 banks that have been identified

as potential withdrawals, some of which have already initiated pro¬
cedures, represent more than 10% of the system's membership and have
in excess of $71 billion in deposits.

If all

those banks in fact

withdraw, as some have already done, deposits of banks holding Federal
Reserves will decline to

of the deposits of the banking system.

As attrition increases the proportion of deposits held by non-member
banks,

the possibility of unanticipated and unpredictable shifts of

deposits between member

and non-member banks increases, destabilizing

the relationship between reserves and money.^
From these examples,

it

is clear that while the Fed has been

afforded a number of economic controls and the power to act, the
problems of implementation are almost as many.

The Fed is not an

isolated island of economic planning, but a government institution
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undertaking its responsibility to regulate the economy in a highly
interdependent and complex system.
The Fed gets its information for making decisions from actual
and projected activities in the economy.

For this reason, a final

problem in implementation is a theory that says in the last few years
the Fed has had to deal with a world gone slightly mad.

Decision-Making By Default

This approach to the Fed's problems says that the Vietnam War
and all

that it did to the economy and to America in general, the

collapse of the international monetary system that for years allowed
the U.

S. the upper hand, and the current worldwide inflation, have

greatly curtailed the ability of the Fed.

The Fed has had to grapple

with the collapse of the Penn Central and Chrysler Corporation, with
gigantic budget deficits, and with administrations that keep changing
their minds about economic policy and priorities.
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This underscores the Supreme Court analogy mentioned earlier
that the Fed cannot officially manage the economy any more than the
Supreme Court can reform society.

In the words of J. Dewey Daane,

former member of the Board of Governors from 1963"7^:
The basic issue ... is whether more aggressive recourse
to the money-printing process by the Fed will ensure that that
money will be used, and used at the right time, and in the
right way, to rejuvenate the production process and restore
substainable growth.
The realities are such that if the decision makers in the
real world--consumers and managers of corporate and financial
business--simp 1y want to restore their own liquidity positions,
nothing happens by way of quick contribution to final demands
for goods and services.^
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In other words, the Fed can issue money to accommodate economic
growth but cannot force people to spend.
jn line with this world-out-of-control

theory is another theory

that says the Fed has carried the heaviest economic stabilization
burden by default.
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In recent decades, government policy by and large

has had an inflationary bias and the Fed has followed suit.
Chairman Burns has said that,

Former

in hindsight, "when the price level

we tolerated the inflation for considerable periods of time."
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rose,
The

Fed also has not received much help from other branches of government.
Fiscal

policy is a frail

reed, because Congress is hesitant to raise

taxes and administrators are adverse to ask them to do so.

Government

spending is influenced by many factors beyond what it will do to the
economy.

Controls have been tried, discarded, and tried again, and all

that has been proven is that controls work well only when they are not
needed.
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That

is, when their outcomes serves a particular political

or psychological purpose, such as increased confidence, rather than as
a tool of economic stability.
Thus, even if Fed officials were able to gather all

the

necessary information and make the proper predictions, their ability
to regulate would still be limited at times by the complex socio¬
economic and political environment their decisions affect.
all

the talk of "independence," the Fed is a political

Despite

institution.

Administration statements and fiscal policy now favor restraint and
the Fed has followed suit.

Monetary policy has moved in the same

direction as fiscal policy in over 90% of all quarters since the end
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of World War

This fact then leads to the next Chapter which

discusses the interaction of the Fed within a political economy.
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CHAPTER IV

FED DECISION-MAKING IN A POLITICAL ENVIRONMENT

This Chapter first describes the relationship between the Fed
and the President and Congress, two institutions which are political
in their very character.

Next,

activities have become political

it explains the reason why the Fed's
in nature, the favoritism that the

Fed exhibits in lending money, the way in which the impartial analysis
at the Fed has become political, and the way in which special

interests

are reflected in the actual membership of the System.
Because of the number of programs built into the Federal
budget, fiscal

policy can be automatic as well as discretionary.

As

shown before, fiscal policy is to be accomplished by elected represen¬
tatives and monetary policy reserved for the Fed.

While the Fed has

little control over tax rates and social service payments,

its

activities to stabilize fiscal policy do not necessarily require
legislated changes of tax rates or expenditures.
some past Fed policy actions,

it

Also, considering

is important to remember that allowing

budget deficits or surpluses to appear while doing nothing about them
is a common political monetary policy.

As just stated in the last

Chapter, the Fed works in conjunction with the current administration.
In order to ensure a viable economic policy, fiscal and monetary
actions must work hand-in-hand.

For instance, when regressive tax

programs are implemented, the Fed is expected to increase the amount

of money in circulation.

However,

in situations where the two are at

odds, the Fed sometimes find that relationships with a President can
deteriorate.

This potential conflict leads to a discussion of the

relationship between the Fed and the President, and the Fed and
Congress.

Presidential

Influence on the Fed

The most recent battle between a President and the Fed was
during the Carter Administration, when the Nixon-appointed Chairman
Burns assumed the key role in Congress for killing Carter's proposed
$50 tax rebate.

The conflict was continued with Burns publically

attacking Carter's Social Security, energy, and tax reform programs.
During his campaign, Carter had criticized the Fed for being
too stingy in doling out money and credit.^

Early in 1976, Business

Week reported that the Carter Administration was making fixcal
discipline a major issue that year and was counting on the Fed to
offset spending restraint with an accommodative monetary policy.

2

While Carter officials agreed with the Fed that accelerating inflation
was the most serious problem, they did not feel that higher interest
rates were the best medicine to cure the problem.
Some critics stated Burns'

initial opposition 'was from charges

that he had pulled out the stops to help re-elect President Nixon in
3
1972.

Burns and Nixon had a history together back to the Eisenhower

Administration when Burns served on the Council of Economic Advisors.
Nixon had a great deal of respect for Burns who warned him in 1959
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that Eisenhower would have to restructure fiscal priorities if he
expected to be elected president.
From the very beginning of the Democratic Carter Administra¬
tion, Chairman Burns proved highly uncooperative.

In the first quarter

of 1976, Fed reports showed a leveling of GNP after a steady drop of
almost

6% from the second quarter of 1975; and a rise of Ml and M2 of

8.4% and 11.3%, respectively.^

In the second quarter of 197&, most

interest rates posted moderate declines, but short-term rates rose

£
slightly from 4.75% tq 5*5%*

ln early 1977 when the Burns-Carter

dispute came to a head, Burns appeared before the Senate Budget
Committee to give the following report:
In view of this cqnbination of circumstances, (increased
business investment, improved financial environment, lower
interest rates], as I have indicated in other recent
Congressional testimony, it seems doubtful that any special
government efforts are now needed to assure substantial
gains in our economy
this year.
Such reservations as I or others at the^
have about the immediate need for new fiscal
not be interpreted to mean that the Federal
stop short of doing what it can to foster a
rate of economic growth this year.^

Federal Reserve
stimuli should
Reserve will
satisfactory

While Burns went on to say that he thought Carter's objectives
for 1977 were reasonable. Fed reports during this period did not show
this to be true.

In the first two quarters of 1977, both short- and

long-term credit rates increased sharply and GNP rose by 6%.

But Ml

figures dropped by 2%, M2 by 3*25%, and consumer loans dropped, while
business borrowing slowed.^
The Fed puts a great deal of faith in its figures but in this
particular case there appears to be some contradiction when there is

bl
none in actuality, between what the Chairman of the Fed said and what
the President's contention is.
The fact of the matter is that each viewpoint has some
substance.

The Fed, charged with the responsibility of overseeing the

economy through the monetary policy should indeed look at the long-term
prospects of the economy as reflected in the GNP growth rate.
the President, the political

Whereas

figure that he is, would like to look at

the Ml, M2 figures which are of immediate consequence to the individual
public as well as of importance in gathering political strength.
Consequently, President Carter lost no time in appointing G.
William Miller to the Chairmanship at the end of Burns'

term.

It

appears that a Chairman of the Fed can differ publicly with a president
on matters of tactics and strategy, but actions to thwart an Adminis¬
tration's programs are viewed with less tolerance.

The White House

can, by no means, dictate monetary policy, though the Fed is constantly
subjected to jawboning by Administration officials and advisors.

It

is clear, however, that cooperation on economic goals means that the
Fed's credit policies and its officials will be viewed as more
acceptable than they have been in the past
The Fed prides itself on its status as an independent agency,
but

it is also aware of the potential control

through legislation.

The

Emergency Credit Control Act of 1969 allowed the President to take an
active role in directing the Fed to control all

forms of credit.

The

ideal situation is for the Administration and the Fed to have a
congruity of economic policies, so that fiscal and monetary actions
will be coordinated.

But

if a difference of opinion develops,

it is
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necessary for the Fed, for purposes of confidence as well as policy,
to speak with an independent voice.

Every Fed Chairman has had to

walk a fine line between safeguarding the independence of the Fed and
keeping in close touch with the current Administration.
more successful

Some have been

than others.

Problems the Carter Administration had in controlling the
economy and the lack of cooperation from Chairman Burns renewed the
question of making the chairmanship co-terminous with the presidency.
The 1961

Commission on Money and Credit, which conducted the first full

monetary policy study since 1911, recommended this type of arrangement,
but some critics insist such an arrangement would tie the Fed too
closely to politics thus defeating the very original
separation of powers.

9

intent of

Various Presidents have received numerous

requests from high-level economic advisors that membership of the
Federal

Reserve Board be expanded.

There has been criticism that it

is too much of a closed club and that only by increasing its size and
diversity can it function responsively.

At the same time, other

reports were circulated stating that what the Carter Administration
really had in mind was not expanding the Fed but rather ending its
independence by making it an arm of the Administration.

Congressional

Influence on the Fed

Congress has also taken an active role in directing Fed
policy-making.

In 1975,

porated into the Federal

it passed a resolution, subsequently incor¬
Reserve Act, enjoining the Fed to concentrate

A9
on setting the long-term growth of the money supply at a rate
"commensurate with the economic potential

to increase production."^

During the same Carter-Burns era, many Congressional

figures,

in a vote of confidence for the newly-elected President, complained
that Fed policies were inadequate to support solid recovery and that
Burns' unwillingness to be more expansive might even induce a
slowdown.^

Many observers foresaw a decisive change in Fed policy

during this time, but no discernible changes came to light.
Congress still

follows the activities of the Fed and at least

twice a year the Chairman is required to outline Fed plans and
projections for the next six months.

However, Congressional oversight

of the Fed is minimal compared with other government institutions which
in itself at times is miniscule.

The principle means of control

in

this case is legislation, and Congress continues to maintain the
historic doctrine of independence.

This stance has allowed the Fed to

carry out its responsibilities, but it has not prevented the Fed from
having its activities take on a distinct political

flavor.

The Fed as a Political Animal

Guy Benveniste in his book, The Politics of Expertise, says:
Politics are not supposed to be impartial and objective and
analysis is not supposed to be politically oriented, but there
exists a direct relationship between analysis and politics.
Analysis has to be or at least appear to be impartial and
objective but the uses of analysis are political.12
Within the American political system, policies embrace three
separate dimensions for effective decision-making: political,
economic, and social considerations.

These three assumptions are
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related in the sense that if the economic or social outcomes of a
decision prove unacceptable, pressure can be brought in the political
arena until a policy consensus is reached.

This relationship is

perhaps the strongest argument for overriding the Fed's historical
independence.

If monetary policy does have the important effect on

jobs and income that economists claim, the monetary policy is too
important to be left to the virtually-private domain and responsibility
of the economists and bankers who serve at the Federal Reserve Board
and on its Open Market Committee.

This is especially true in light

of the fact that the Fed has favored the more affluent sector of
business and the economy and is not subject to political sanction
outside of Congressional legislation.
The Fed's course is full of political risks and like any good
politician it tries to cultivate political alliances.

These alliances

sometimes lead to successful acceptance, sometimes to increased
embarrassments.

High interest rates are unpopular, and the increases

to date have evoked angry comments from labor leaders and members of
Congress.

In an almost contradictory statement of impartiality, Burns

in 1973 identified what he called a "social contract" with labor to
explain the tempered actions of the central bank in regard to actions
intended not to alienate organized labor at the start of the important
1973 contract talks following wage and price controls.

According to

Burns, the Fed must act to keep outrageous cost-plus increases from
being injected into the system, forcing mortgage and other consumer
lending rates up too steeply.

13
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The Fed's actions are not often so altruistic and often its
actions appear highly subjective.

The monetary policy of the Federal

Reserve Board—credit tightening or loosening—affects mostly small
business.

All too often, restrictive policies are put into place only

for a very short period of time at the peak of the business cycle,
when fighting inflation is a popular cause.
History shows an uneven pattern of economic growth in the U. S.
The big firms, since they are able to invest their own funds, remain
largely unphased by fluctuations in the Board's policies.

But they do

depend on the government to keep the general economic conditions stable
and growing.

The real impact of the Fed's policy occurs when less

credit-worthy companies find the soaring cost of money and its reduced
availability cutting into their ability to control production or to
finance inventories.
Higher Social Security taxes, climbing oil prices, the impact
of the dollar's depreciation (which raises prices of imports), and
Labor's desire to offset last year's inflation make it difficult to
envision prices slowing markedly.^

Critics also argue that a number

of Fed programs are misguided; they say that the higher interest rates
only add to inflation because businesses will just pass the higher cost
of credit on to the consumer.

16

Leftist critics of economic policy

argue that the neoclassical model of a competitive market is simply
not applicable to the U. S. economy because it has undergone a
structural evolution that carries an inherent inflationary bias.1^
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Economic Favoritism

A major premise of capitalist theory is the assumption that
the price of poor business judgment is bankruptcy.

While this may be

true for the local small businessperson unable to float a bailout loan
in a tight money market, by and large it is not true for the major
business institutions in this country.
Events of the past few years underline this point.

The Penn

Central was allowed to go into receivership but not out of business,
and it received government loans to keep running.

The same is true

for Chrysler Corporation and the Franklin National Bank in Philadelphia.
The banks that lent money to these institutions were saved from the
worst consequences of their bad judgment.

Former Chairman Burns

personally intervened in the fight to save Penn Central, using the
phrase "lender of last resort" to tell panicky businessmen at the
White House that the Fed would not let them down.

18

In order for Fed support to be egalitarian, uncertainty whether
or not the government will allow institutions such as the banks to fail
in a liquidity crisis is necessary.
such failure.

Clearly, it is unwilling to allow

In all three of these situations, the Fed feared that

collapse would set off a chain reaction in the financial markets.

When

these institutions petitioned for reorganization, the Fed opened its
discount window to provide banks with funds for their client corpora¬
tions.

To attract more resources to the banks for loans, the Fed

selectively lifted inter-rate ceilings.

19

Quiet assurances by the Fed

underwrote credit guarantees from large banks to prevent more than one
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financial institution from public collapse.

This action is truly

within the Fed's responsibility as economic stabilizer, but open to
question on egalitarian grounds due to its unwillingness to aid other
segments of an economically distraught society.

Politicalization of Research

Given the inevitable array of income gains and losses in any
policy change, the most important ingredient in economic decision¬
making is an ethical or moral evaluation of whose income ought to rise
and whose income ought to fall.

In a democracy, politicians are

elected to make these value judgments.

This power may be delegated,

as is the case with the Fed, but it should reflect society's ethical
views as they are expressed at the polls.

20

While the Fed has been

fairly respectful in this area, it is not above reproach.

In 1979, disturbing evidence was released that said in part
that the research effort of the Bank's five hundred-odd Ph.D.
economists were being forced into a mold whose shape was politically
determined by the staff of then-Federal Reserve Chairman C. William
Miller and the Fed's Board of Governors.

21

The evidence of supression at the Fed was strongest at
historically-solid research center such as the regional banks in New
York and Philadelphia.

Economists cited numerous instances where

criticisms of the Board of Governors or its Washington staff were being
excised from articles and even from internal memos sent to other Fed
banks.

One specific incident went something like this:

54
Many economists charged that bank officials altered the
conclusions of their research to conform to what those
officials thought would please the Washington Fed staff and
Paul Volcker, then president of the New York Fed. One New
York Fed economist said, "The tone of every article was
written to order." Among the articles that were altered
was one critical of the Washington's staff's proposed
revisions on how to define the money supply in order to
judge the direction of monetary policy. The conclusion
to the piece was rewritten by bank officials after a phone
conversation with then Washington deputy staff director,
Edward C. Ettin.22
Further bias on data gathering was charged by New York
economists John Wenninger and Charles M. Sivesind who strongly implied
in the original version of their article that the Washington staff was
taking the easy way out by including only readily available bank data
in their revisions—even though most private economists said that this
method was incorrect.

The authors suggested that the new concept of

the money supply ought to include such fast growing and highly liquid
nondeposit assets as money market mutual funds and repurchase
agreements.
Both Ettin and New York bank officials denied that any
suppression was involved, indicating that the only matters
they discussed were some highly technical problems in the
article.
In fact, the original conclusion—containing some
relatively polite criticisms of the Washington staff—was
deleted, as was the empirical proof of the Wenninger-Sivesind
theory.
In its place, bank officials substituted a oneparagraph conclusion that actually praised the board staff's
"major contribution."2^
Reports like this point to the fact that the Fed has at least
the potential to become a sheltered bureaucracy where no difference of
opinion is tolerated.

Staff members responding to investigations about

Fed practices replied that,
Quality too often is to be sacrificed in favor of conformity
by, and passivity of, the staff. Researchers now tend to shy
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away from any topic that might be considered sensitive, even
if the topic is of national importance. ^

Special

Interest Representation

Despite the belief that pluralism is alive and well at the Fed,
even a cursory examination of the Federal Reserve directorships reveals
a heavy domination by corporate America and influence by the financial
industry which extends far beyond any statutory requirements.

In fact,

in many areas, the list of Fed Directors reads like a blue-ribbon list
of "Who's Who in American Corporations."
In 1976, the staff of the U. S. House of Representatives
Committee on Banking, Currency, and Housing issued a report from a
survey on corporate and banking influence on the Federal Reserve.
This report was a study of the corporate banking and trade association
relationships of the directors of the twelve Federal Reserve Banks.
Among some of the major points raised in the report were the following:
It is difficult to imagine a more narrowly-based board
of directors for a public agency than has been gathered
together for the twelve banks of the System.
Only two segments of American Society—banking and big
business—have any substantial representation on the boards,
and often even these become merged through interlocking
directorates.
The lack of diversity of the boards raises serious
questions about the quality of economic intelligence and
opinion which the district banks presumably feed into the
Fed and the monetary policy machinery.
The heavy links to the banking community raise doubts
about the ability of the district boards to view bank and
bank holding company regulatory issues with objectivity.^
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The report shows that 3k% (thirty-seven of the 108 district
bank directors) are either directors, officers, or employees of
corporations from the Fortune 500 list of the leading U. S. Corpora¬
tions.

The banking and other financial links in the Fed are massive.

In fact, some 70% (seventy-three of the 108) are either now, or have
been, officers, directors, or employees of financial institutions.
The report goes on to say:
In many cases, not only are the directors connected with
commercial banks but they are also top officials in bank
trade associations—the American Bankers Association and
various state banking associations.
In most cases, these
trade groups are primarily lobbying organizations seeking to
influence government policy and decisions affecting banking-including those of the Federal Reserve System.
This survey of the 269 directors of the district bank
and branch boards indicates only minimal representation
from small business and only a scattering of imput from
the academic community. The agricultural community—where
it is represented at a11--is recognized basically through
agribusiness or corporate farming operations.
The big business and banking dominance of the Fed can be traced
to the original Federal Reserve Act, which gave member commercial banks
the right to select two-thirds of the directors of each district bank.
These are the directors, for example, who initially select the
Presidents of the twelve district banks who then serve on the Federal
Open Market Committee.

The Washington-based Fed Board of Governors

then appoints the so-called "public" members of the boards of each
district bank.
In selecting the "public" members of the district banks and in
selecting the members of the Board of Governors, the selection
according to the Federal Reserve Act shall have due regard to a fair
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representation of the financial, agricultural, industrial, and
commercial interests and geographic divisions of the country.

27

While

recent appointments have conformed to the letter of the law they have
not conformed to the spirit.
Additional points cited by the House committee that question
whether the diverse geographic and economic interests of the country
are represented were:
Six of the seven current Board of Governors members in
1976 spent most of their professional lives, before joining
the board, in Washington or with the Federal Reserve System
itself in a different capacity.
Of the 60 individuals who have served on the Board of
Governors longer than 6 months, only 7 can claim any
agricultural experience. Since 1959, not one single
appointee has come from a farming background.
Of the 23 people who have been appointed to the Board of
Governors in the last 20 years, only 1 can legitimately
point to a connection with American small business.
Consumers and labor organizations have no apparent
representation anywhere in the system.
In fact, many
directors of the Federal Reserve District banks are members
of the U. S. Chamber of Commerce, the National Association
of Manufacturers and local "employers associations"—groups
with long histories of opposition to organized labor.
No women appear on the district boards and only six among
the branches. Systemwide, including district and branch
«
boards, only thirteen members from minority groups appear.
The Federal Reserve Act is very specific on how directors are
selected for each Reserve bank board.

By law, each Board has nine

members, divided into three categories as follows:

The three Class A

members are elected by, and are representatives of, the stockholding
member banks.

The three Class B directors, also elected by the member

banks, are to be "actively engaged in commerce, agriculture, or some
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other industrial pursuit" at the time of their election.

No Class B

director may be an officer, director, or employee of any bank; however
there is no prohibition against owning bank stock.

The three Class C

directors are appointed by the Board of Governors.

Class C directors

may not be officers, directors, employees, or stockholders of any bank
Five of the twelve districts channel their nominations for
both Class A and Class B directors through trade associations—state
banker associations affiliated with the American Bankers Association,
the principal lobbying arm of the banking industry nationwide.

In

other districts, the nominations are solicited by ballot directly from
the voting member banks.

The somewhat complex nominating process not-

withstanding, the end result is often a single name listed for each
opening on the boards.

While there has been occasional competition

for directorships, the idea of broad democratic input on the part of
the member banks in an "election" is largely a facade.

29

Among the

findings from the house committee investigating board membership were
that the diversity of bank size among the Class A directors was
intended to be in keeping with the Federal Reserve Act, which requires
that they be representative of the stockholding Fed member banks.
However, the committee found:
System wide 30 of the 36 Class A directors either now
or in the past have been heavily involved in the politics of
bank associations, most of which are lobbying arms. Many of
the bankers in this class are also directors of big corporations,
oil companies, tool making concerns, insurance firms, mortgage
and finance organizations and large industrial concerns.30
Additional findings showed the Class B directors ostensibly
represent the borrowers but it is evident that many of the districts
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interpret this as "big" borrowers.

The hundreds of more modest-sized

businesses and the thousands of truly small businesses apparently do
not qualify for representation.

A number of directors in this category

are former directors of major commercial banks, an extension,of the
influence on the banking industry already represented through the Class
A directors.

32

Regarding the Class C members, the committee said that while
there was strong agreement that the Class C members are considered as
public members, but some twenty-nine of the thirty-six directors in
this category are executives or directors of corporations, most of them
sizable institutions.

There is also a substantial number of former

directors of commercial banks; at least sixteen are present or former
directors or officers of financial

institutions.

On a slightly more

optimistic note, the committee was able to report that:

.

The Class C directors do include six people from the
academic world, one working professor, the retired president
of a west-coast think tank, and four university presidents.
The Federal Reserve definition of "public" does not include
representatives of labor, consumer organizations, or small
farmers, nor women.
These studies were done in 1976, yet there is reason to believe

this trend continues as there have been no major structural reforms in
the Fed since.

It is safe to assume that while the personalities may

have changed, the backgrounds have not.
that business and financial
many years.

It is also accurate to say

influences have been a part of the Fed for

It can be said that there are practical advantages to

these interrelationships.

Regulation can be knowledgeable, its

inconveniences can be minimized, and personal working relationships
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can be easy.

But the hazards of too-close and cozy relationships are

also well known; conflicts of interest tempt individuals on either side
of the public-private line to consult private advantages, organized
interests among the regulated may first infiltrate and then paralyze
their public regulations or have regulations in their favor.

Even

legitimate transactions and contacts risk misconstruction, and parties
on both sides come to take too parochial a view of the national
interest.
These last three examples of Fed activity support the fact that
the Fed has acquired a political bias.

Thus it is time to think of a

number of reform measures for the Fed to reinstate a system of
government checks and balances.

The next chapter described five such

reform measures, all of them legislative, that would bring the Fed back
under control without drastically compromising its independence.
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CHAPTER V

RECOMMENDATIONS FOR REFORM OF THE FED

It is the contention of this researcher that reform in the
Federal Reserve System will come ultimately from legislation.
can occur at a number of levels and will
Fed practices and policies.

Reforms

impact different aspects of

Reforms of the Fed are no different than

reforms in any other sector of American political culture and have
followed the canons of incrementalism and gradualism.

An examination

of several suggested reform measured are explained below to suggest
a possible course of action.

Increased Control Over Financial

Institutions

Among the more successful reforms have been those initiated to
improve the overall effectiveness of

Fed policymaking through

increased regulation and control over the banking system.

In recent

years the Fed has been given increased regulatory responsibility.

It

now has the initial authority over such laws as the Consumer Credit
Protection Act, the Equal Credit Opportunity Act, and the Bank Holding
Company Act.

Reforms in this area have come about through the need to

maintain control in a dynamic environment.

As the attentions of

individual institutions have grown to embrace new markets, controls
have had to be established in these areas.
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For instance, the need for overly active bank protection

has

faded, except for a few isolated cases, but another facet or regulation
has emerged: the need to shield savings and loan associations and
mutual savings banks from commercial bank competition in the battle
for savings.

These reforms are more easily achieved because the Fed

can show to Congress the need for reform measures and it does not
ultimately affect the power of Congress; reform only strengthens the
original mandate of central banking regulation.

The major concern,

however, is the heavy concentration of banking domination and
commercial interests, which leads to the opportunity for legislative
reforms to be used as a tool to advance special interests or favorable
tax benefits in the financial community.
Among the most recent attempts at Congressional regulation is
the Omnibus Banking Bill of March 1980.

This bill includes the

Monetary Control Act, the Depository Institutions Deregulation Act,
and the Consumer Checking Account Equity Act.

This legislation

attempted to resolve many problems pertaining to the structure of
financial
time.

institutions that the Congress has been considering for some

Among the key items of this bill were:

Universal reserve requirements imposed on all depository
institut ions.
Any depository institution holding reservable transaction
accounts or non-personal time deposits is entitled to the same
discount and borrowing privileges as member banks.
Significant changes were made in the reporting requirements
for depository institutions for monetary policy purposes.
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The Monetary Control Act requires foreign branches,
subsidiaries, and international banking facilities of
non-member depository institutions to maintain reserves to
the same extent required by the Board of Foreign Branches,
subsidiaries and international banking facilities of member
banks,■
Congressional legislation in this form does not come easy.
Congress studied for four years the problems of the foreign banks
opening offices in the U. S. before the International Banking Act
of 1978 was enacted.

Pressure from the Fed in pointing out any

domestic controls over foreign bank operations ended in legislation
designed to create a Federal regulatory structure for agencies and
branches as part of a general policy of national treatment in order
to promote competitive equality between domestic and foreign
banking institutions in the U. S.

2

Because of this action, the Fed

was able to impose restrictions on Eurodollar borrowing in 1969, and
require reserves of 10% against Eurodollars just as they do against
domestic deposits.

Amendments to the Federal Reserve Act

The second area for reform is one that would actually change
the Federal Reserve Act itself.

Reformers in this area would actually

change the hierarchy of the System, shifting dramatically the base of
power the Fed has historically maintained.

More authority would go to

the President and Congress with the Fed then following through on the
established policies.

This particular school of reform reached its

height in the early 1970s.

Its major spokespersons were select

67
Senators and Representatives who were active on their respective
Banking Committees in Congress.
Three reformers in particular who were the most active area:
Representatives Wright Patman and Henry Reuss and Senator William
Proxmire.

Of the three, Patman was the most vocal and the most astute

in sustaining his criticism of the Fed.

For years Patman had studied

the interrletionship of banking influence on the Fed.

It was not

until 1970 when many other economic analysts started giving the Fed
the attention it was due and the country faced a credit scarcity that
Patman's proposed reforms received more than just a sympathetic ear.
After almost forty-two years of study, Patman was able to share
his expertise with a now-interested Congress and came the closest he
ever had to passing what was referred to as his pet bill.

During

every Congressional session since 193^, Patman had introduced his bill
to strip the Federal Reserve of its independence and many of its
powers.

Among the major points of the bill were:
Subject the Fed to audit by the General Accounting Office.

Require the Board, which now sets its own budget and
finances its operations mainly from the interest of its holdings
in government bonds, to come to Congress for annual
appropriations.
Disband the Open Market Committee through which the Board
controls the money supply.
Reduce board membership from seven governors to five while
cutting their terms from lA years to 5.
To make the chairman's term coincide with that of the
President who appoints him.^
For years Patman argued that the Government should increase
the money supply at a steady rate rather than permit the Fed to expand
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or contract it as they deem necessary.

He argued that the president

should set guidelines for money supply growth, with the Fed obliged
to operate within those guidelines.

Patman claimed his aim was to

"return control of our monetary policy to the President and Congress
and rid the Federal

Reserve System of its tight-money bias."

Another reform in the same political vein was one introduced
by Henry Reuss in 197^> which would amend the Credit Control Act of
1969 to put into law voluntary guidelines for bank lending.

The Reuss

bill would have required the Fed to allocate credit toward such
"national priority uses" as low-income and middle-income housing,
either by Fed regulation or by a "voluntary" program established by
the Fed among commercial banks.

Congressional

A

Control of the Fed Budget

The third reform is in the area of financing.

Most reformers

are against requiring the Fed to go to Congress for its money.
Apparently the power of the purse is too powerful a tool
the Fed to.

The Fed's authority to self-fund is unique.

to subject
The Fed is

in the enviable position of determining the dollar level and specific
uses of its funds.

Under current law, the Fed receives interest

payments from the Treasury for holding over $130 billion in U. S.
securities.
billion.

These holdings now generate a cash flow of over $12

After using what they deem desirable, the Board of Governors

transfers any remaining funds back to the Treasury.

In fiscal year

1982, the Fed spent over $1 billion without Congressional oversight.
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Critics argue the point of budget allocation stating that the
Judicial System, too, is subject to the appropriations process, yet
their decisions remain independent.

Some need for reform or oversight

or at least a spending limit is demonstrated by the growth of expenses
by the Fed.

During the period 1950 to 1980, total expenses for the

Board of Governors alone went up 1,700% from $3 million to $62
million; and total expenses for the entire Federal Reserve System went
up 800% from $77 million to $791 million.

During the same period, the

consumer price index went up 2kb%J

Appointment of Fed Members

The fourth reform measure would change the way individuals are
appointed to the Federal Reserve System.

Considering the specialized

interests of most members that were discussed previously, the decisions
of the F0MC are much too important to be decided by a group of such
narrow economic interest.

The decisions of the F0MC are clearly

public, yet they are made not only in secret but in substantial part
by people who have been privately, not publically selected.

The twelve

voting members of the F0MC do not necessarily represent a public
viewpoint, yet they make public monetary policy and affect the regula¬
tion of the banks to whom they owe their positions.

If the call to

disband the Federal Open Market Committee is viewed as too extreme,
it is clear that at least some reforms are necessary to regard to the
way F0MC members are selected.
Former Representative Reuss said that the present arrangement
is not only unwise, but it may well be unconstitutional.

Reuss pointed
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to the Federal Election Commission that had to be reconstructed to
comply with a Supreme Court ruling.

The Court held the FEC

unconstitutional because its members, who were making government
decisions, had not been appointed by the President and confirmed by

g
the Senate as the Constitution requires.'

Reuss thinks surely that

the same logic must apply to the FOMC.
More emphasis has been placed on shortening the terms of the
appointed governors than reducing the actual number.

Host talk in

regard to numbers has been to the other extreme, that of
Presidential threats to "pack the Board," in much the same way as
Roosevelt advocated expanding the membership of the Supreme Court.
The main argument in support of these reforms is that many of the
appointed members resign before serving out their full term of office.
The term of the Fed Chairman is the one advocates feel would
be the most productive reform.

Under current law, a new President

might have to wait two or three years, or even longer before appointing
a Fed Chairman.

This tends to deny the President meaningful access

to the councils where monetary policy is made.

In April 1976,

President Carter issued a statement or position paper on the economy
in which he said in part:
It is important that throughout a President's term he
have a Chairman of the Federal Reserve whose economic views
are compatible with his own. Currently the Chairman is
appointed for a 4-year term, but not necessarily conterminus
with the President's term. To insure greater compatibility
between the President and the Fed Chairman, I propose that
subject to Senate confirmation the President be given the
power to appoint his own Chairman who would serve a term
conterminous with the President.^
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Such an argument would do a lot toward contributing to the
coordination of fiscal policy and monetary policy.

This would add an

element of accountability to the Chairman's actions, and would not do
a great deal of harm to the actual

independent operations of the Fed.

In the words of Milton Friedman, because the political system carries
with it a degree of responsiveness, a degree of accountability to the
people, and because the Fed, of course, totally independent has had as
much effect upon our monetary and fiscal policies as Congress, there
10
ought to be some accountability.'
While such a change would amplify
the political aspects of this appointment, the Chairmanship over the
years has become more than just a "political plum."

Appointments

have been made as much with the intention of renewing business
confidence as with finding an individual of harmonious economic
inclination.
The final option for reform in the area of membership is at
the district level.

Member surveys have shown that the Fed is

dominated by those persons involved in the world of high finance.

The

extent that these people are removed from actual day-to-day economic
concerns says that it is sometimes difficult for former presidents of
some of our nation's largest banks to maintain a clear view of the
effects their policies are having on small businesspeople and farmers.
Among some of the recommendations that have been made in
Congress that relate specifically to system membership are:
Voting members of the FOMC should be restricted to
officers appointed by the President.
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The three Class A directors, who by law must be bankers,
should be prohibited from participating in decisions bearing
directly or indirectly on bank or bank holding company
regulatory matters.
The business/agriculture representation on the board,
which the Federal Reserve Act assigns to the three Class B
directors of each bank, should be broadened to include
more small business people and family farmers, minority
businesses, cooperative enterprises, and community
development entities.
The "public" category. Class C, should be expanded from
three to six members and women, minorities, agriculture,
conservation, labor, education, and consumers should be
given specific consideration thus preventing the present
..
over-emphasis on representation by big business and banking.
What this says is the System's mandate is too essential to the
nation's welfare to leave so much of the machinery under the control of
narrow private interests.
The ultimate intention behind these reforms is that since the
President is held responsible for the state of the economy, it is only
fair that he have some control over the policy tool that is the most
significant for success—the monetary policy of the Fed.

Whether the

Fed goes along willingly with such reforms will have a major influence
on the future success of American economic stability and the future
power of the Fed.

The ultimate sanction against the Fed is the

legislative mandate from Congress.

If economic stability continues to

deteriorate, more and more blame will be allotted the Fed, and the
increased political backlash could draw even more power from the Fed
than Congress alone might do on its own.

This leads to the last

recommendation for reform, one which is also the most difficult because
it is a request for a change in thinking.
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Changes in Economic Philosophy

The voices demanding more control of the Fed say that the
Federal Reserve System is not serving American society well.
question of controls is thorny.

The

But according to economist Art

Lekachman of the City University of New York, for the present, everyone
is against controls except the American people.

Lester Thurow agrees

with Lekachman and goes on to say that the government must take the
initiative in developing solutions, and that today's complex
economic problems require a degree of centralized planning.^

This

outlook includes a tendency to dissent from neoclassic orthodoxy and
to view economic development as a historical process requiring constant
discussions and decisions on economic policy.
In addition, reformers tend to regard today's mixed economy
as so complex and so heavily influenced by foreign competitive
pressures that it requires judicious government intervention in
markets and particularly in long-term economic planning to remain
viable.

Thurow and company believe that the issues of "equitable"

income distribution and social welfare will not only move to the
center of the political stage but will have to be addressed before the
nation deals effectively with its slow growth syndrome.^
Several bills have been introduced in Congress that would
direct the Fed to allocate credit specifically, perhaps on a priority
basis, to certain areas, mostly small business and housing.

This

would tilt the Fed more in the direction of the consumer and the
"little person" and away from the big banks and giant corporations.

A

credit allocation system would do in the money area simply what the
government did in the energy area during the height of the Arab oil
embargo—allocate a critical national resource so that the economy
could continue functioning and the shortage would be distributed
fairly.

A step in this direction would require the president, using

some variant of the money supply in conjunction with the Fed, to
present an annual economic program that coordinates both monetary and
fiscal policies.
Historical data are in favor of such an arrangement.

Monetary

growth that is managed in a smooth way is less destabilizing to credit
markets and, in the long run, costs less in increased interest rates
than stop-go monetary policy.

And the key to getting that smooth growth
]L

is cooperation between the Fed and the White House.

What is needed,

says Nobel Laureate Paul A. Samuelson of MIT, is a coordinated macroeconomic policy in which the Fed has day-to-day autonomy—the right to
nag--but the President

in the end makes the winning decision.

15

Such reform measures would help to level out some of the high
and low swings the Fed experienced in response to demands from the
President, Congress, and the public, but is sure to be opposed by big
money borrowers and their friends in the banking industry.

Former

Chairman William McC. Martin, Jr., in arguing against such an
arrangement, said:
It would seem most unwise to commit monetary policy in
advance to a particular course or development. To do so, would
rob it of the very flexibility and adaptability that constitute
the unique contribution of monetary policy to the economic
stabilization instruments at the government's disposal. 16
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The only real move for greater administrative or legislative
control and scrutiny was a 1975 joint resolution requiring the Fed to
fix definite money-supply targets and then inform Congress of its
decision.

Paul Samuelson argues that to elect an Administration and

give it responsibility for fiscal policy and not give it ultimate
control over monetary policy is ridiculous.

By international compari¬

son, he may be right; the United States is the only major industrial
nation whose central bank plays an independent role in economic
affairs.

Such venerable institutions as the Bank of England, the Bank

of France, and West Germany’s Bundesbank are all subservient to the
elected executives of their respective governments.^
From this assessment, it is clear that the Fed is a political
animal subject to the same potential for political excess as any other
agency or institution of our government.

The issue with the Federal

Reserve System is that its decisions, more than any other agency,
affect the economic sectors of American society.

As Dr. Douglas C.

North pointed out during a symposium on "Natural Resource Economics,"
we cannot improve an economic system until we first understand how the
political system which specifies and enforces the property right does,
in fact, work.^
The Fed seems to be carrying on an impossible task due to the
increased influence of an international economy on the United States.
A lack of coordination between the various branches of government has
led to inconsistent fiscal and monetary policy decisions that have left
the American public and business sectors highly confused.

The result

has not been a unified effort to regulate the American economy, but
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individualistic efforts to counter economic programs through
speculation and empire building in the business and financial sectors.
The ultimate outcome has been increased demands for economic equity
from labor, small business, and the public, which amplifies the cycle
and renders economic controls unworkable.
The Fed cannot be expected to do its job alone.

If the Fed is

expected to conduct the program for a stable economy within a
democracy,

it must first have a constituency that reflects the true

nature of its policy actions.

If this can be accomplished, the next

step will need to be the establishment of economic priorities for the
allocation of financial

resources.

Finally, goals need be established that reflect the economic
consensus of society and penalties established for those individuals
or organizations who continue activities that circumvent sanctioned
economic policy.

Just as monetary policy is important for the Fed,

economic reforms are important for the incumbent Administration.
Perhaps the Fed should be formally established as the fourth branch
of government where the full powers of checks and balances could be
utilized.

Input is needed at all

levels--legislative, executive, and

private—to prevent what has become a historical practice of undoing
policy through non-cooperation.

If the Fed is to embody public policy,

then by the very definition of democracy,

its mandate must ultimately

come from the public and/or their elected representatives.
However, making the Fed subject to political control by the
President is debatable.

For one, any politically astute President
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would rather have a whipping boy.

In case of economic problems, the

president would possibly like to pass the blame onto the Fed and take
umbrage under the argument the Fed is, after all, not under his
control.

For another, the very purpose of having created the Fed to

be an independent body making quasi-technical decisions, insulated
from political pulls and pressure, and afforded the ability to act
quickly will have been defeated.

So the likelihood of such a reform

does not seem very bright.
Economic factors in America will not get any easier to predict
and economic priorities will become more confused as it appears
resources will remain tight.

It is the author's opinion that more

provisions are needed in monetary and fiscal policy that reflect social
needs.

For this reason, in restating some of the recommended reforms

the first concern is a broader representation at the Fed.

One way

to accomplish this is to open up appointments to the public eye.
For this reason, Presidential appointment with Senate confirma¬
tion for all FOMC members is a high priority.

These appointments have

a way of bringing information into the political spotlight.

Confirma¬

tion hearings are an opportunity for individual backgrounds to be aired
by the media and provide opportunities for discussion of the philosophy
behind a potential appointee.
Regarding the FOMC, the author advocates changing the ratio of
the three class members to: two Class A members, two Class B members,
and four Class C members.

As discussed in the paper, the FOMC has been

weighted by individuals with heavy financial background.

While a

sense of technical expertise is acknowledged, it is not always
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appropriate when it leads to potential abuses of responsibility due to
a myopic background of affluence.

More attempts need to be made to

include those groups historically excluded, specifically minorities,
women, labor people, consumer advicates, and small-scale businesses and
agriculturalists.

Hence, the increase in "public" Class C members.

The size of the Board of Governors should also be decreased
and the terms shortened from fourteen years to five years.

The size

of the Board is a fragile subject because already there is a built-in
disparity over membership, with a New York person remaining on at all
times and the other districts having representation only every other
year or once every three years.

More important, perhaps, would be

shorter terms of five years to overlap Administrations and provide
continuity, but still allow more changeover of members.

This

provision would reflect the present situation occurring with Governors
vacating the positions before their full term due to other interests
or obiigat ions.
Next,

it seems appropriate to build into the System increased

opportunities for economic coordination.

A Chairman appointed for a

concurrent term with a President would set an economic tone for the
country because an economic program could be embodied in the selection
of a Chairman and give the business community an opportunity to adjust
and pursue activities that complement economic policy.

It seems

appropriate here also to mention the need for an annual economic
program coordinating both monetary and fiscal policy with specific
targets and boundaries.

Both the Fed and the President could take an
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active role in establishing a direction, then each agency could
institute appropriate programs to reflect their decision.
Finally, since the reorganization draws two areas of government
closer together, provisions need to be included that reflect the
central premis of this paper—the system of checks and balances.

The

most practical and perhaps the most effective would be to subject the
Fed to audit by the General Accounting Office.

An audit would give

Congress information on expenditures and programs of the Fed and an
opportunity to monitor its activities and involvements.
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