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Preface

	
Both the initial edition of this book, published in the spring of 2009, and this revised edition are ultimately the outgrowth of an effort first begun mainly to make my family (in particular its second and third generations) and a few friends aware of the highlights of a long professional career in central banking and in other, often closely related areas of private and public finance. That effort turned into a long essay on diverse topics, but the essay did include a large section about the Federal Reserve System that focused mainly on the Arthur Burns and Paul Volcker years there. Because of my position at the time, I was an active participant in monetary history as money-supply disputes raged and the battle against the great inflation, as it is now often called, was being waged. I thought of that section as a rather belated response to a much earlier suggestion from the late Milton Friedman, and also in more recent times from Ben Friedman, that I write up my view of events in those years.

	
The part on the Fed became the core of the original edition of this book. In the end, considerably expanded, it encompassed a period of more than half a century from William Martin’s days as chairman through Alan Greenspan’s tenure and after, into the first two years of Bernanke’s term through the early spring of 2008.

	
As it turned out, that book unfortunately could cover no more than the early stages of a credit crisis that eventually became deeply threatening not only to the nation’s financial stability but also to the economy and social order as a whole. It became as, or indeed more, dangerous to the nation’s well-being than the great inflation. Having morphed into a great credit crisis, it occasioned many questions in markets, the halls of Congress, and the general public—not to mention in my own mind—about whether the Fed as an institution had used the full range of its monetary and also regulatory powers as well as it could or should have to minimize and to contain the potential for disruption in underlying market trends and practices of the time.

	
This revised edition has been enlarged to take fully into account the Fed’s dramatic, and in many ways mind-bending, experiences in the great credit crisis of 2007–2009. It extends the evaluation of the Bernanke years with a new, separate chapter that covers all of his first term and the early part of his second. It assesses the wide range of Fed’s unusual and innovative actions, and also inactions, during the crisis and the beginnings of its aftermath. It includes, as well, substantial changes in the final two chapters, which evaluate the Fed’s image and offer concluding remarks. Alterations and conforming changes have also been made in other sections of the original book.

	
Important to the process of preparing the original edition were very valuable comments and insights from Bob Solow; his communications also provided a sense of appreciation that was quite reassuring. Dave Lindsey—a good friend and in earlier times a highly valued colleague at the Board of Governors of the Federal Reserve System who retired as deputy director of its Division of Monetary Affairs in the latter part of Greenspan’s tenure—generously read with considerable care two full drafts of the initial version. The three anonymous reviewers of the original edition for the MIT Press provided useful comments, one of which was lengthy and provided much food for thought. In addition, John Covell, senior editor at the Press, was instrumental in encouraging me forward. Of course, I am responsible for all interpretations and any remaining errors of fact.

	
Finally, recognizing that this project started as part of a broader essay for my family, I dedicate the book to six marvelous grandchildren (in order of appearance, Ben, Mike, Lindsey, Matthew, Eric, and Clio), three great kids (Pete, Emily, and Rich), and, above all, my wife, Kathy, a real artist (readers of the book will understand the reference) and a loving, cohesive force for us all.

	


Introduction

	
My professional life as an economist was of surprising interest, something I never expected and did not quite realize was happening. It turned into a career that brought me—in the process of policy support, implementation, and advice—into contact with the top central bankers of this country, complemented as time went on by experiences with key players in the international central-banking community and in private financial markets.

	
As a young man, I thought, for a complex variety of reasons, that the best career in the world would be to teach at a lovely, small, private college. Indeed, in the early 1950s when adulthood was at hand for me, such idyllic places of escape still seemed practically possible. Nonetheless, but not so oddly enough, I would never seriously make an effort to get to the ivory tower. A more worldly ambition lurked, though many years passed before I even began to recognize what was going on inside myself.

	
In the event, I drifted into something of an in-between career—neither sheltered within the quiet, picturesque spaces of academe (as unrealistically viewed by the young me) nor exposed to the gut-wrenching competitiveness of the marketplace. I came to be something like a public economist, engaged in work that combined the intellectual challenges and insights of professional and academic economic research with the need for practical understanding of turbulent, uncertain market processes—a market participant at a safe remove, so to speak.

	
The formative and longest part of my professional experience as a public economist, from mid-1952 through mid-1986, was at our nation’s central bank, the Federal Reserve System, otherwise known as “the Fed.” I spent the whole period in Washington, D.C., at the Fed’s headquarters, the Board of Governors of the Federal Reserve System, and, as it happened, came into increasingly close contact with the various chairmen of the time.1

	
This period spanned the chairmanships of William McChesney Martin, Arthur Burns, William Miller (whose tenure was brief), and Paul Volcker. I worked at the sides of the last three as the top staff person for monetary policy during the turbulent times of intensifying inflation in the 1970s, followed by the paradigmatic shift to a determined anti-inflationary policy under Volcker at the end of the decade. As a young economist in attendance at meetings of the Federal Open Market Committee (FOMC) starting in the early 1960s, I viewed Bill Martin in action. But before that I had played tennis against him in regular noon doubles matches that form one of my most pleasurable memories of those early days.

	
After mid-1986, when I accepted a position in private markets, my perspective on public policy shifted radically from that of a key participant in the monetary policy process to that of a very interested observer. For a little less than a decade (from 1986 to 1994), I served as vice chairman of Nikko Securities International, the U.S. subsidiary, headquartered in New York City, of Nikko Securities, with worldwide headquarters in Tokyo, then a major Japanese and striving international firm. As a final professional act, I have spent a number of years consulting on occasion with foreign monetary authorities in developing and transitional countries on the implementation and organization of monetary policy and related market issues, as well as with market participants in the United States about current policy developments and market impacts.

	
The prominence and skills from my experiences at the Fed apparently came to define me in the eyes of the market and the public world (occasionally to my mild annoyance) and were no doubt crucial to those interesting outside opportunities that opened for me relatively late in my life. When the Japanese equivalent of the Wall Street Journal asked me to write a monthly column for them, they did not place a photo of me, the author, in the small circular identifying space beside the column, as was customary with them, but instead inserted a photo of the Fed’s headquarters building in Washington.

	
Thus, although I saw the Fed as managed by Alan Greenspan and subsequently by Ben Bernanke only from the outside, not directly from the inside, a small part of me lingered there like a ghost from time past. In any event, for a long time the market and foreign monetary authorities seemed to have some sense that I was imbued with all of the arcane knowledge that comprised the central bank’s ethos—that I was in a spiritual sense still there. To a degree, of course, I was, and I have never really ceased watching the institution with an insider’s often partial and perhaps all too understanding eyes.

	
In assessing Greenspan’s role, I have more specifically drawn on memories and impressions derived from a number of direct contacts during and just prior to his tenure, as well as from close observation of events and statements—a more inferential perspective than from the inside out, but one well tempered by experience. During his time, and more particularly in the Bernanke years as the great credit crisis gathered momentum, the Fed became transformed into a much more complex place, something like how your birth family might come to appear to you once you lead your own life but do not fail to keep a wary eye on the family’s doings.

	
All in all, the ensuing chapters reconstruct, as an organized collection of memories, how this particular economist saw, interacted with, and came to understand policy leadership and formulation at the Fed over almost six decades, roughly from the mid–twentieth century into the early twenty-first. Memories of the Fed, its chairmen, and other places and events over such a long span tend to present themselves almost as much in a synchronous way as they do in a more conventional diachronic time frame. It is not because the memories are confused. Rather, experience begins to seem more compressed and interactive as time goes on. (Appendix A tabulates in chronological order the tenure of chairmen discussed in this book and the overlapping dates of the presidents of the United States responsible for their appointments and under whom they served. Appendix B charts the behavior during the chairmen’s time in office of the two key economic objectives for the Fed and also of key indicators for the stance of monetary policy.)

	
As everyone’s Aunt Sally has said, “No matter how long you have lived, it seems like no more than a minute.” In such condensed time, influences and interconnections, reverberating forward and backward, become more apparent. In that spirit, although the main chapters of this book focus chronologically on Fed policies under each of the chairmen I worked with or knew during the second half of the twentieth century and early twenty-first, they also include encounters and opinions from other times and places that in retrospect are brought to mind by events of a particular period and that by now seem almost integral to them.

	
Throughout the book, I discuss the analytic and empirical questions in monetary economics that influenced monetary policy debates during the second half of the twentieth century and early in the current century as the issues arise in practice. They include, among other things: the role of the money supply versus interest rates in guiding policy during the period of the great inflation; the monetary base and reserve aggregates versus money-market conditions as a day-to-day operating target; the increased emphasis in more recent years on real variables and inflation expectations rather than monetary variables as policy guides; and finally the role of the Fed in avoiding systemic collapses in financial markets, as highlighted in particular by its behavior in the run-up to and during the great credit crisis with its implications for monetary and regulatory policies and their interconnections. Many of these issues are rather technical, not to say arcane, but I attempt to explain them in ways that are, I hope, sufficiently jargon-free to make the controversies clear to interested readers who are not professionally trained in the field of economics and yet also to offer some insight from, or formed in, the trenches to professional colleagues.

	
But much of the book is based more anecdotally on my recollections of personal interactions with central bank leaders and others as they attempted to manage policy decisions and their implementation, sometimes well and sometimes not, and in my interpretations of events to which I was privy. No doubt, policy may look different to others, especially to its makers and shakers, than it did and does to me.

	
Nonetheless, I trust that this book’s approach reveals, among other things, the important role in policy played not by pure economic reasoning or understanding, but by personalities and their responses to the political, social, and bureaucratic contexts in which they find themselves. My experiences at the Fed suggest that a great leader for monetary policy is differentiated not especially by economic sophistication, but by his or her ability to perceive when social and political limits can and should be pushed to make space for a significant, paradigmatic change in the approach to policy should it be required, as well as by the courage and bureaucratic moxie to pull it off.

	
To help readers who may wish to concentrate on particular aspects of Fed policy, I have structured the book by chapter as follows. After an overview of monetary policy and its management in the first chapter, the second chapter covers the slightly less than two decades beginning in the very early 1950s during which William McChesney Martin headed the Fed, years in which the institution began to adapt itself to the changing postwar world and to modern economic thinking. The ensuing three chapters cover the 1970s and most of the 1980s, the period of the great inflation and the Fed’s efforts to deal with it—not too successfully under Arthur Burns and William Miller (chapters 3 and 4) and, finally, successfully under Paul Volcker (chapter 5). 

	
The sixth and seventh chapters, devoted to the chairmanships of Alan Greenspan and Ben Bernanke, respectively, cover the Fed’s policies in more recent times, beginning in the latter part of the 1980s. The period featured a lengthy interval of stability in the early years of Greenspan’s quite long tenure, but instabilities associated with asset bubbles predominated in later years, culminating in the great credit crisis during the first decade of the new century that severely tested the Bernanke Fed. 

	
The eighth chapter discusses the influence of all these experiences—the failures and the successes—on the Fed’s stature and image, taking into account, among other things, the seminal financial legislation adopted in the summer of 2010 in response to the credit crisis. The last chapter concludes with a comparison of the various chairmen’s performances and also, looking ahead, with observations about how the Fed’s institutional structure and the conduct of policy might be better adapted to evolving circumstances in the future, especially in light of more recent experiences and financial evolution.

	


1

	
Overview of Policy Management and Managers

	
If you believe the national media, the head of our nation’s central bank—the chairman of the Board of Governors of the Federal Reserve System—is thought to be the second most important person in the country. This position carried no such status in the early 1950s when I first reported for work through the C Street entrance of the Fed’s headquarters building in Washington, D.C., a white marble, rectangular, faintly classical structure that fronted Constitution Avenue and, across the road, the extensive green mall with its affecting monuments to the nation’s history.

	
At that time, monetary policy was very far from a national watchword, and markets were far from being obsessed by the Federal Reserve System’s actions. A few economists thought the Fed was important. Some, especially those often termed monetarists, even had the temerity to blame it for conditions leading to the stock-market crash of 1929 and the ensuing economic depression, for the economy’s extended failure to recover, and for the secondary recession in 1937–1938, when the Fed took action that arguably cut short a promising revival in economic activity.

	
By and large, the Fed escaped being closely and causally linked with the deep and lasting depression of the 1930s by the press, the public, and the political world. Instead, errors in the conduct of the nation’s fiscal policy came more into focus. As the story went, the need for enlarged government spending to revive the economy during this dreadful, long economic slump was not understood at the time either by politicians or by fiscal experts, many then prominent in academia, so the economy did not escape from its doldrums until spending was literally forced upon us by the coming of World War II.

	
This explanation, although far from complete, does have much validity. It is what I internalized from my studies as an undergraduate at Harvard College. After the war, with GI Bill in hand (and some parental supplement), I had transferred there from Southern Methodist University in Dallas, where my family had moved during the Depression when I was going on eleven years old.

	
Not until the great inflation that began around the mid-1960s in the United States and lasted about fifteen years did the Fed’s central role in the economy become clearly and perhaps irrevocably impressed on public consciousness. The persistent, detailed research and broad educational efforts of modern-day monetarists such as Milton Friedman and others were in part responsible for helping to convince the U.S. Congress and the public of the Fed’s crucial role in permitting, if not originating, the inflation. Because the Fed was the sole institution in the country with the power, as it were, to create money, and because everyone readily understood that too much money chasing too few goods caused inflation, the Fed’s influence and responsibility were quite evident.

	
During a depression, the Fed or any other central bank can often hide its responsibility for continued economic weakness behind the old saw that “you can lead a horse to water, but you can’t make it drink.” Central bankers can and do in effect say, “Don’t blame us if people won’t borrow enough or use enough of their cash to spend and get the country out of a depression.” Although that position is not a terribly unreasonable one to take, it does not really get the central bank off the hook because it begs the question of how the nation gets into such a position in the first place and what the central bank’s responsibility is for getting it there.

	
In any event, the idea that the Fed’s chairman is the second most important person in the country increasingly took root in the public’s understanding, insofar as I can judge, when inflation was finally suppressed in the early 1980s by an aggressive anti-inflationary policy under Chairman Volcker. It seemed to remain in place subsequently even as Fed policies in the latter part of Greenspan’s tenure and Bernanke’s were tarnished by speculative bubbles and the great credit crisis, which turned out to be as, or even more, disruptive than price inflation.

	
Volcker’s and Greenspan’s immediate predecessors, Arthur Burns and Bill Miller, presided over a Fed that failed to control inflation, and the country was quite sensibly reluctant to bestow a complimentary sobriquet on leaders who were not performing well, certainly not as well as they should. Neither of these two chairmen acquired the kind of credibility and prestige associated with successful policies that would make private market participants hang breathlessly on their every word.

	
In the last analysis, the immense power of monetary policy resides, of course, not in the individual chairmen, but in the institution of the Fed itself. Chairmen become powerful to the extent they can influence the votes of their policymaking colleagues. A chairman’s influence is generally more limited than one might in the abstract expect. It waxes and wanes with the chairman’s particular skills and charisma in the internal management of policy, as well as with his own credibility with the public and Congress, which in turn strongly affects his internal credibility. Nevertheless, a chairman can have an outsized impact on policy, especially at crucial times, if he has sufficient nerve, internal credibility, and a kind of unique, “artistic” feel to see and take advantage of the potential for increased policy maneuverability within a constellation of economic, social, and political forces.

	
The Federal Reserve Act, originally enacted in 1913 and amended frequently over the years in response to changing economic and financial circumstances and experience, established the central bank that the chairman leads. As many readers may well know, the Fed comprises the Board of Governors in Washington and twelve Federal Reserve Banks headquartered in cities around the country to provide conventional central-bank and closely related services for their regions, such as bank supervision and clearings and payments in connection with interbank money flows. Although this regional structure appears a bit anachronistic by now as the rapid and revolutionary advances in financial technology of recent decades, along with the advance of nationwide banking through bank holding companies and interstate branching, have further eroded the role of purely regional payments and banking systems, it does continue to serve as an important channel for engaging the country as a whole in the formation and understanding of monetary policy through the participation of the reserve banks in the policy process.

	
The president of the United States appoints the chairman of the Board of Governors of the Federal Reserve System and the other six board members with the Senate’s consent. A board member’s term is fourteen years, and one term expires on January 31 of each even-numbered year. The chairman and vice chairman have four year terms, and since 1977 the two are also subject to approval by the Senate.1 Appointment of an additional vice chairman for supervision, with specific responsibility for developing policy recommendations in the Board’s supervisory and regulatory areas, was required by the wide-ranging financial stabilization act (the Dodd-Frank Wall Street Reform and Consumer Protection Act) passed in the summer of 2010 in response to problems throughout the nation’s financial and related regulatory structure raised by the great credit crisis. But once the Senate approves presidential appointees, the executive branch plays no role at all in the Fed’s traditional domestic monetary policy decisions.

	
However, in certain areas beyond its monetary policy functions, the Fed’s independence in practice is much less than complete. In foreign exchange operations, the Treasury is dominant. And in bank supervision and regulation, coordination with other regulators, such as the comptroller of the currency and the chairman of the Federal Deposit Insurance Corporation (FDIC), is needed for efficient and equitable market functioning. 

	
Moreover, the under the Dodd-Frank Act, the newly established Financial Stability Oversight Council to be chaired by the Secretary of the Treasury (and which includes the heads of all major regulatory agencies as members) has oversight responsibility for promoting a regulatory process that contributes to over-all financial stability. This includes, among other things, requirements and recommendations for enhanced prudential standards to be set by the Fed for certain large nonbank financial companies and large, interconnected bank holding companies (at a minimum over $50 billion in size) that are deemed to represent threats to financial stability. 

	
Finally, as shown in the Fed’s use of the discount window for emergency loans to nonbanks during the great credit crisis, the support and participation of the U.S. Treasury seemed desirable to demonstrate political unity in programs that placed the U.S. budget at risk and raised major political and social issues of fairness and equity. The Dodd-Frank act has encoded that in law by requiring specific approval of the Secretary of the Treasury for the Fed’s emergency lending programs (redefined in the new law to represent programs established for the purpose of “providing liquidity to the financial system” and “not to aid a failing financial company”). 

	
Monetary policy is basically set in the FOMC, a body established by the Federal Reserve Act to govern the system’s operations in the market for U.S. government securities and certain other instruments. The committee is composed of twelve voting members, including all seven board members, the president of the Federal Reserve Bank of New York (New York Fed), and four of the eleven other reserve bank presidents, who serve in rotation.2

	
Oddly enough, the law leaves it up to the FOMC to determine its own leadership structure. By long tradition, the chairman of the Fed Board of Governors is annually elected to serve also as chairman of the FOMC, and the president of the New York Fed is elected as vice chairman of that body. I always sensed a certain amount of tension in the room when the vote was to be taken on the FOMC’s leadership structure, including its official staff, as needs to be done once a year because a change in membership takes place annually.

	
The Fed is essentially a creature of the Congress and responsible to that arm of government. As a result, the most important national political figures for the Fed are the chairmen of the House and Senate committees that deal with banking and central banking. The president clearly is secondary in importance for the Fed, and the Congress is extremely sensitive to any hints that he might be seeking or that the Fed might be ceding to him any role as an influence on the central bank’s decision-making responsibilities, especially in the area of monetary policy.

	
When accompanying a Fed chairman to congressional hearings, as I often did when monetary policy was up for discussion, I would, on an occasion or two, hear a senator or representative ask the chairman how frequently he met with the president. I had the distinct impression that the less contact the better, especially if the questioner was in the opposite party from the sitting president. The amount of contact was, so far as I could tell, rather modest, though it varied with conditions of the time and with the interest and attitudes of individual presidential officeholders. The dreary technicalities of monetary policy were certainly of no interest to presidents, and any such discussions were left to other interactions.3

	
With the chairman at its helm, exerting more or less influence depending on his credibility and talents, the Fed as an institution independently makes monetary policy decisions that are crucial to the macroeconomy’s behavior in regard to inflation, the ups and downs of economic activity, interest rates, and the financial system’s stability. But its independence is obviously far from absolute. Bill Martin, the Fed chairman when I first arrived, used to say (whether original to him I do not know)4 that the Fed was independent within the government, a formulation that has often been repeated. The phrase’s practical meaning is not easy to discern, but it is evocative and somehow reassuring. One reasonable interpretation is that the Fed, like the other elements of government in a democratic country, chooses policies from a broad range of options that are or through further explanation can be made generally acceptable to the country as a whole, recognizing that disagreements of more or less intensity can hardly ever be avoided.

	
Apart from any particular interpretation, the phrase itself stood me in good stead a number of years ago in Indonesia during a discussion with one of that country’s many and apparently ubiquitous former finance ministers—this particular one, at the time, a very influential informal adviser to a new Indonesian “reform” president coming to office following Suharto’s downfall. The country’s legislature was then in process of enacting a law that would give the nation’s central bank more independence. As a way of helping to explain what might be involved in this process to a gentleman who seemed to have some doubts about the law’s wisdom, I used the Martin phrase “independent within the government.” It was as if a bulb lit up in his mind, and he reiterated my words and added, in reassuring himself, “not independent from the government.”

	
I made no effort to discuss the issue further, thinking it best to let unspoken differences of interpretation remain submerged. Given the political situation in Indonesia, which was still in a state of transition from a dictatorship to a more democratic form of government, and the historically delicate relationships between the Indonesian central bank and the Ministry of Finance, it seemed best at the time to refrain from further efforts to explore the exact meaning of “independence.” It was a good bet that our views of what it meant to be “independent within, but not independent from the government” would, as a practical matter, turn out to be different—no doubt as such independence related to the degree, frequency, and effectiveness of influence that the political authorities could be expected to bring to bear on the central bank’s decision-making processes.

	
Although the Fed’s legislated independence helps shelter its decision making from interference by the administration, the decisions themselves are inevitably subject to certain constraints. The instruments of monetary policy are generally powerful and far-reaching enough to keep inflation under control and the overall economy on a fairly even keel over a reasonable period of time. But in some extreme economic circumstances—such as those that might be and often have been associated with very large oil-price shocks, wars, financial collapses, highly irresponsible fiscal policies, and other similar forces that are largely exogenous to current policy—the effective deployment of monetary powers raises serious political issues for the central bank. For instance, the bank’s powers may not be deployable in a way that keeps both economic growth and the rate of inflation within acceptable bounds, at least for a while (sometimes a rather long while).

	
In such circumstances, Fed policymakers, being very well aware that they are part of a government established to be democratically representative of the people, are themselves likely to be constrained in the policies that they find it practical to consider by their sense of what is tolerable to the country. Of course, they may be right or they may be wrong in their judgment of the country’s attitudes. Or they may fail to understand the degree to which they, through convincing argumentation, can affect public attitudes and enlarge the scope for monetary policy actions. However that may be, I am convinced that such judgments, or perhaps such feelings, whether expressed (essentially they are not) or recognized, lie deep within the individual policymaker’s gut. The policymakers are independent, but they are making decisions from within the government and within what they perceive to be certain societal bounds.

	
The impact of such virtually unavoidable covert judgments surfaced, for example, in the 1970s when the Fed, in the wake of huge oil-price increases, accepted a sizeable inflation rather than risk the possibility of a deep and unduly lasting recession that may have been required to fight inflation even harder and more effectively in the circumstances of the period. The stars reflective of current economic conditions and of political and social attitudes were simply not in proper alignment—or at least leadership at the time could not discern them.

	
The stars were in better alignment toward the end of that decade and in the early 1980s after it became clear that inflation was itself harmful to growth and to the country’s overall well-being. Evolving changes in financial-market structure had also helped level the economic /political playing field. For instance, because of market innovations, small savers were becoming increasingly able to benefit from the high interest rates that were temporarily involved in the fight against inflation. This benefit served to counter pressure on the Fed from powerful congressional support for the agricultural, small business, and home borrowers who were hurt by the higher rates. In brief, the contextual cost–benefit calculus for policymakers became more socially and politically balanced.

	
Within such a broad understanding of what it means to be independent, the Fed over the past half-century has often, and with varying degrees of success, altered the process by which it formulates, implements, and explicates monetary policy. The exact nature of these adaptations has been influenced by the growth in knowledge about economics as gained from the Fed’s own experience and from academic research (both inside and outside the institution), by a changing political and social environment, and by ongoing structural changes in the nation’s banking and financial system. Particularly as seen from the inside, the evolution in the policy process has also involved power dynamics within the Fed’s own bureaucratic processes, including very importantly the temperament, experience, and leadership capabilities of the various chairmen.

	
With regard to macroeconomic stability, inflation is, of course, a major concern of a nation’s central bank. Some would say it should be the only concern, but it is certainly not the only concern in the United States. I doubt it is ever quite the only concern anywhere in the world, no matter how statutes are written or what public statements the central bank may issue. No central bank can simply ignore what is happening to other aspects of the macroeconomy, such as unemployment, growth, and financial stability.

	
In any event, for the United States, the monetary policy objectives as stated in the Federal Reserve Act (as modified in November 1977 and retained since) require the Fed to “maintain long run growth of the monetary and credit aggregates . . . so as to promote effectively the goals of maximum employment, stable prices, and moderate long-term interest rates.” In the real world, the counterparts to these objectives have changed over the years as both the Fed and the public have become more economically and financially sophisticated, helped along not only by advances in economics research, but also, perhaps more especially, by the cold bath of actual experience. Nonetheless, the potential for conflicts among objectives remains.

	
The principal area for conflict in practice centers on two crucial objectives: maximum employment and stable prices. Especially in the short term, these two objectives often seem to run up against each other, and the Fed in practice is always adjusting its short-term policy stance in an attempt to reconcile them. At one extreme, when inflation threatens, the Fed attempts to keep the economy from weakening unduly when it has to restrain upward price pressures by doing what it can to force businesses and consumers to hold back on their spending for goods and services. At the other extreme, when the economy is slack, the Fed attempts to avoid arousing inflationary forces that may be dormant in a slack economy while doing what it can to encourage spending on goods and services and hence economic growth.

	
Fed policymakers have usually resolved the problem of making the twin objectives of maximum employment and price stability appear consistent by shifting the time focus for judging their success away from the short run to the intermediate or longer run. They seem to have interpreted maximum employment as the highest sustainable rate of employment (lowest sustainable rate of unemployment) and price stability as inflation low enough on average so as not significantly to affect the decisions of households, businesses, and investors.

	
If price stability is maintained on average over that longer horizon, then, so it is argued, the Fed will have done what it can do to create the conditions for the economy to grow at its potential—which essentially depends on productivity and labor-force growth, both supply-side factors well outside the Fed’s reach—and thus to attain the maximum rate of employment that can hold persistently. Moreover, if prices are indeed reasonably stable on average over time, expectations of inflation will not get out of hand, and, as a result, longer-term interest rates will generally remain in a moderate range.

	
Because price stability is in any event the only macroeconomic condition the Fed can be expected to control over the longer-run, the Fed chairman is mainly judged by the extent to which inflation has been contained on his watch. But in practice he is also judged by whether the economy has been reasonably well employed during his tenure—a point not to be forgotten except at peril of one’s reputation. If inflation seems to have gotten out of hand, he is deemed a failure. He has permitted too much money to chase too few goods, or, put more pedantically, to chase more goods than the economy can produce when output is growing at its potential and when employment presumably is at its maximum sustainable level.

	
Over the past half-century, the Fed as an institution and the roles of the various chairmen who have led it are most revealed and probably best understood by how with varying degrees of success they altered the guides for monetary policy and adapted the internal policymaking process in response to instances of growing inflationary pressures, to evolutionary changes in financial technology and the structure of banking and other markets, to crises that threaten the underlying stability of the financial system, and to increasing and well-justified demands for public accountability.

	
As seen from today, the Fed for much of the second half of the twentieth century made policy in the face of a rising tide of inflation, a tide that crested and was clearly the dominant influence on policy during my institutional tenure. In the early part of the twenty first century, as financial markets and institutions became increasingly more sophisticated and interrelated, threats to financial stability and how they should best be handled became a major concern.

	
Inflation began to rise late in Bill Martin’s term as chairman (1951 to early 1970)—a term most notable, though, for the steps taken by the Fed to modernize its approach to economic research and to reorganize its internal power structure and operational processes for making monetary policy. Nonetheless, within such a structure, inflation gathered more momentum during the 1970s in Arthur Burns’s time and in the interlude with Bill Miller, when markets were battered by two large oil-price shocks, one around mid-decade and the other late in the decade, all at a time when society was still riven by domestic political conflicts from the preceding years’ wartime protests and social revolutions. The inflationary tide peaked and then ebbed in Paul Volcker’s tenure during the 1980s, when the Fed embarked on and succeeded in an innovative policy program aimed at curbing inflation and inflation expectations.

	
During Alan Greenspan’s term of office from mid-1987 to early 2006, inflation remained generally quiescent; indeed, on occasion late in that period, the Fed seemed to fear that a quite slow pace of inflation might turn into deflation. However, in the latter part of that period and continuing into Ben Bernanke’s subsequent tenure (beginning in early 2006 and extended to a second four-year term in 2010) the seeds were being sown that fructified in damaging stock and housing market bubbles and eventually serious threats to systemic financial stability. 

	
Thus, while inflation and how to control it were the main problem for Fed monetary policymakers in the second half of the twentieth century, the development of speculative bubbles in asset markets created the principal problems for Fed policy as the twenty-first century began and through its first decade. With very little exaggeration, one can say that inflation in the price of goods and services was the bane of monetary policy in the second half of the last century, while asset bubbles have been the bane of policy in the first decade of the current one. The recessions that followed when inflation got out of control and the ensuing economic contractions when asset price bubbles inevitably burst were at the least equally damaging.

	
In its effort to contain inflation, the Fed during the second half of the twentieth century dealt with troublesome issues raised by growing concerns both inside and outside the institution about the role to be played by money supply in policy decisions and policy operations. To control the great inflation, the Fed was more or less forced to pay increasing attention to the role of money in policy. It did so not without trepidation and some little contention.

	
The chairmen thus had to deal with issues about how money should be controlled. Should it be controlled as directly as possible by affecting the quantity of bank reserves made available to the banking system (and held by banks as reserve balances either at the regional Federal Reserve Banks or as vault cash)? Or should it be controlled indirectly by continuing in effect to make policy decisions about the level of short-term interest rates, but also being more sensitive to money-supply developments in doing so?

	
Equally crucial and obviously closely related were the continuing attempts to find a convincingly workable definition of money to be controlled. These efforts were greatly complicated by the accelerating structural changes in financial technology and public attitudes toward money and money-like assets that were taking place in the latter half of the twentieth century.

	
It has never been very easy to define money, with various definitions on offer over the years, from a narrow concept embracing currency and demand deposits in the hands of the public to various broader views encompassing other deposits at banks and similar financial institutions along with certain money-market instruments. The concept of money became even more difficult to measure satisfactorily as new financial technology, including credit cards and the development of a wide variety of highly liquid market assets, eroded the need for and usefulness of traditional forms of money such as currency and bank demand deposits.

	
Nonetheless, even though financial technology and the public’s attitudes toward money were beginning to change rather noticeably by the 1970s, the failure of monetary policy to reduce inflation during that decade was, it seemed to me, not especially hindered by definitional problems. Several money measures were developed at the time, and some were in fact employed as policy targets of a sort. Rather, policy was hindered by policymakers’ fears of damaging consequences for markets and the economy if they paid too much attention to money and not enough to interest rates.

	
The FOMC did begin to set monetary targets in the middle part of the 1970s, but shied away from them in practice and thus lost credibility. It was not until the 1980s under Volcker, when the Fed adopted a new policy approach and convinced the market that the Fed would stick to preset monetary targets without regard to the consequences for interest rates (at least over a much wider than usual range), that the pace of inflation was at last successfully slowed—though at the cost of a sharp recession.

	
However, the pace of change in financial technology seemed to accelerate as Volcker’s term wore on. By the latter part of the 1980s, money in its various statistical measures came to be seen as having at best a quite secondary role in policy—a factor to be given some weight in assessing policy and the potential for inflation, but not one by which policy should be slavishly guided.

	
During the Greenspan years, in evaluating the potential for inflation the Fed focused much more on real factors—such as the extent to which economic growth was tending to exceed or fall short of its potential when the economy was in the neighborhood of or approaching full employment of labor and capital resources—rather than on money. In gauging the potential for inflation during the Bernanke period, the Fed has continued to rely on assessment of the real economic conditions and has also paid particular attention to indicators of inflation expectations. 

	
Nonetheless, while conceptual and statistical issues in measuring money held by the public abound, the Fed, through market operations at its own initiative, does provide to the economy a rather clearly definable and measurable money-like substance, known as the “monetary base.” The rise and fall of the base is reflected through changes in the Fed’s overall balance sheet, which consolidates the individual reserve banks’ assets and liabilities. On the liability side, the base is composed mainly of currency in circulation (the bulk of which represents currency held by the public) and of the banking system’s reserve and clearing balances (representing the sum of balances held at the Fed by member banks and other depository institutions to meet reserve requirements and for clearing purposes). On the asset side, the base is represented mainly by the Fed’s holdings of U.S. government securities, though it also includes lending through the discount window and holdings of foreign exchange. The composition of the asset side of the base was radically changed and the base also greatly enlarged during the Bernanke years, as the Fed undertook major and virtually unprecedented steps to avert a major financial collapse in markets by, among other things, making loan against a wide variety of collateral under special lending programs.

	
The Fed’s ability to alter the monetary base and its balance sheet pretty much at will through open market operations (i.e., the purchase and sale of securities) – or, in more recent years by more active use of its discount window, including emergency lending to necessitous borrowers—is the ultimate source of its enormous power. It can easily affect the overnight cost of bank reserve funds borrowed from other banks (the federal funds rate) by actions affecting the base and thus the total amount of reserves available to the banking system. But the extent to which the base is transformed into an amount of liquidity in the hands of banks and the public that bears a reasonably predictable relationship to economic activity and prices no longer appears to be easily agreed upon, if it ever was.

	
The years in which the Fed was enmeshed in policy problems generated by the great inflation (of course, in the inflation’s early years, we did not know how long lasting and great it would be) were also years in which the Fed was engaged in bureaucratic struggles that altered the locus of policy power, the guides to policy, and the structure of control over policy implementation. As it turned out, I became closely involved in the process of resolving these issues.

	
In the latter part of Martin’s tenure in the late 1960s, it was slowly beginning to dawn on policymakers that they should begin paying more attention to the behavior of money. At one point, I was asked to go along with Martin to a congressional hearing. That invitation seemed quite flattering at the time because he was not in the habit of taking economists, let alone such a junior one, with him.

	
As we drove to the Capitol, I remember Martin’s saying something like, “Money supply is going to become an important issue in the years ahead. If they raise questions about it, you will have to respond.” The question never came up. That was fortunate. Being even younger than my years at the time and quite innocent (that did not last too much longer), I probably would not have managed a bureaucratically adequate response if Bill had followed through on his threat to put me on the spot. In any event, my long and direct association with the “innards” of the monetary policy process began around that time.

	
It was in Martin’s era that the Fed Board of Governors in Washington began to assert its primacy in policy relative to the New York Fed and its president, whose influence had been quite strong and sometimes dominant before World War II and for a time afterward. This turnaround was accomplished in large part through procedural changes in both the formulation of policy instructions and in the oversight of their implementation in the market. These changes were designed to ensure that interpretation of any FOMC decision would be in the hands of the board’s chairman in Washington, who was the Fed’s designated policy chief, rather than in the hands of the system account manager, a high official located at the New York Fed, or of that institution’s president. By Burns’s time, the greater power of the Fed board’s chairman in Washington relative to the New York Fed’s president was well established.

	
Being so closely involved with two such strong-minded men as Burns and Volcker as they led the Fed’s efforts to contain powerful inflationary forces made it very clear to me how central the chairman’s role is in influencing the Fed’s policy posture. In particular, the chairman’s attitudes and temperament are crucial for the institution’s capacity to contemplate policies outside the box—that is, outside its traditional patterns. Alone among the Fed’s policymakers, the chairman has the stature (although he may or may not choose or be able to realize it) to promote successfully innovations that significantly alter the shape of the policy process. He is the person who has to defend policies; his reputation is most on the line; he is closest, presumably, to the country’s political and social pulse; and he is in reality the only Fed policymaker with both a public bully pulpit and an internal position that make him capable of effectively urging imaginative or innovative policy approaches. If not he, then who?

	
Chairmen, like the Fed as an institution, are bound to an important degree by the social and political context of their times, but those bounds are by no means rigid. They have some give. And from my perspective, a chairman’s ability to detect how much the bounds can be loosened and his willingness to exert an effort to persuade his fellow policymakers to do so depend to a great extent on his artistic bent. By “artistic bent,” I mean an ability to sense the times, an ability to act a persuasive role both in public and within the institution, and the kind of nerve and vision often seen in creative artists. Intelligence helps, but it is far, far from sufficient.

	
Workplaces, bureaucracies, social venues, and public events contain and can be influenced by participants who exhibit a kind of artistry. I have often thought to divide the members of my often all too dour profession of economics between those whose approach might be very loosely considered to be poetic (not too many of them) and those who are basically scientific in their attitudes (large in number). The former are more intuitive, more prone to the sin of “casual empiricism,” and often more involved in the practical aspects of economics, such as (as in my case) interactions between, on the one hand, monetary policy and, on the other, the behavior of often skittish and unpredictable market participants and of the public more generally.

	
I would say that a capacity for artistry of that kind influenced, in one way or another, the performance of three of the four chairmen of the Fed Board of Governors whom I came to know rather well in the course of my work. The three were artistic in different ways. Two of them—Volcker and Burns—seemed to take on the role of stage performers on certain occasions, effectively acting a part in a particular scene and before a particular audience. Martin displayed from time to time a kind of intuitiveness in policy insight that was often apt to surprise the more rational, scientific economists surrounding him. His approach to policy seemed more poetic than grounded in a chain of logical reasoning, but at the same time, and not unrelated to sensitive personal qualities that lay behind his intuitive approach to policy, he managed the decision-making process with a certain ease and agreeableness.

	
Words and their meanings can be confounding, and usage in differing contexts can seem to stretch their meaning out of shape and raise puzzling interpretive problems. Of course, from one viewpoint, it flies in the face of common sense even to think of comparing bureaucrats such as Fed chairmen with creative artists such as painters and poets. Perhaps they should be compared instead with actors who create characters.

	
The wellsprings that give rise to creativity seem very different from those that feed bureaucratic motivations, even though artists, like bureaucrats, face the common problems of getting ahead and adjusting to the dominant powers that be. No matter, one likes to believe that for artists, the artistic part of life is not a role assumed under and adapted to particular circumstances, but rather represents the person herself in virtually unavoidable artistic action driven not by the necessities of power and worldly success, but by an inner sensitivity and vision. That description is more than a bit idealistic, no doubt, and does not adequately account for the wide and varied motivations that give rise to particular works of art, or at least to works that the world decides to call art.

	
One might say that a genuinely creative artist is driven to create her own stage and audience (sometimes successfully, sometimes not, but unavoidably trying). By contrast, a bureaucrat, capable of playing a particular role with all the zest of an artist, is generally dependent on the availability of a suitable stage. Unlike an artist, he is not driven to exert his artistry as a way of creating the stage on which he performs. But if the stage and audience are there, his artistic-like tendencies will help him perform much more convincingly than would a more mundane bureaucrat. (Politicians, especially very talented demagogues and charismatic public figures, are evidently more directly comparable to artists who create their own audience and set their own stage.)

	
The contrast between creative artists and bureaucrats with certain artistic capacities is too simple, of course. A creative artist may also do no more than attempt to adapt her art to a stage and audience that already exist; in that instance, the artist has become more like the bureaucrat who has an artistic bent for certain roles. The artist and the bureaucrat perhaps can be found to one degree or another in almost everyone. Nevertheless, a bureaucrat’s artistic side may better suit certain roles than others, just as some artists may not have a bureaucratic side that is usable for their advancement or may not be willing to employ it if they do have it.

	
If a bureaucrat’s artistic talents are effectively to come into play, he must have access to a stage setting and implicit cues suitable to the particular role that most readily engages his creative juices. If his talents do not fit the stage that happens to be set, he will simply miss the cues; he will be unable to notice what is being asked of him, much less to perform effectively. As a result, in the very practical institutional world in which public policies are formulated and implemented, he may well mishandle major issues or handle them less well than they should be.

	
Such dramas were played out when the artistic sides of Burns and Volcker—the former more adapted to performing on a private stage and the latter better adapted to performing a major role on a demanding public stage—interacted with and influenced the formulation of monetary policy during the inflationary period of the 1970s and 1980s, in Burns’s case unfavorably and in Volcker’s favorably. Burns’s talents simply did not seem suited to taking on the risks of creatively commanding a public stage set in turbulent inflationary times. Volcker, in contrast, was well able to assume and convincingly act out a major role on such a public stage and to command it with authority, even though he was essentially very shy in interpersonal relationships.

	
As earlier noted, Martin employed a different kind of artistic bent that encompassed a talent for smoothing the process of decision making—a quite minor art it might be said, but an important one that was not a particularly strong point for either Burns or Volcker. One will never know whether Martin’s lesser and quieter talents would have helped him very much if he had been placed on the same public stages as Burns and Volcker—or, much later, Bernanke—when times were much more turbulent and the public audience, as a result, was much more critical and hard to please.

	
So far as I can judge, Greenspan, as an artist of policy, seemed in some degree similar to Martin. His economic insights appeared to have an important intuitive component, though they were based more on an intense scrutiny of a wide and often disparate array of economic data rather than (as with Martin) reliance on extensive contacts with the financial and business community. Because Greenspan was such an avid consumer of data, however, I suspect that he believed his economic insights stemmed more from analysis than from gut instinct; that is, he probably saw himself more as a scientist than as an artist. Judging from the problems in the latter part of his tenure when markets and the economy became more turbulent, his intuitiveness and analytic insights did not seem well attuned to the significance of underlying shifts in market attitudes.

	
I know Bernanke much less well than the preceding chairmen. He is from a different generation of economists whose training had become more mathematical and analytically rigorous—perhaps, one might surmise, attracting personalities that were less comfortable with interpreting the potential behind shifts in market sentiments and with fully understanding the broad demands of public policy communication. However that might be, Bernanke’s willingness and ability to take actions “outside the box”—indeed, well outside—to alleviate the great credit crisis that fell to his lot demonstrated a very necessary flexibility in response to unanticipated, dire events.
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In Bill Martin’s Time

	
When I arrived at the Fed in the early summer of 1952, William McChesney Martin had been chairman for a little more than a year. Over the course of his long tenure, I rose from the lowest professional rank to officer level, with my responsibilities shifting more and more into areas closely connected to monetary policy. Thus, although not as close to him in a professional way as I was to his three immediate successors, I did after several years come to have a firsthand view of him in action at Board of Governors and FOMC policy meetings.

	
The name “Bill Martin” was familiar to me before I came to the Fed, but it was only a name, and I had no prior sense of the man at all. The very first comment about him that I heard was from a very close family friend whom I knew over the years as Uncle Ben—a very decent, down-to-earth man who was a specialist on the New York Stock Exchange, one of those fabled people who took a job as a messenger before finishing high school, learned the market, and eventually was able to buy himself a seat and establish a specialist firm that was later run by his oldest son and then by a grandson. When Uncle Ben found out where I was going to work, he said something like, “Oh yeah, Martin, de guy who sold us down de river to de SEC (Securities and Exchange Commission).” Not a comment I took very seriously, but one that has stayed in mind as a small commentary on the way of the world and the differing perspectives that reveal truths in all their partiality.

	
Martin had been the youngest president of the New York Stock Exchange, brought in to help reform the place during the 1930s in the wake of the stock-market crash. He was also the man who, as assistant secretary of the Treasury in the early postwar years, negotiated in 1951 the so-called Accord with the Federal Reserve, by which the Fed was freed of its wartime agreement with the Treasury to support the U.S. government bond market—an obligation earlier taken on to ensure that World War II could be financed at low interest rates.

	
Such an agreement limited the Fed’s ability to subdue inflationary pressures should they arise because it meant that the Fed would have to buy bonds from the market whenever longer-term interest rates threatened to rise above the agreed-upon level. As a result, the Fed could effectively lose control over the money supply. The market could turn bonds into money on demand instead of the Fed’s deciding on how much money to create at its own volition. This agreement became a real concern during the Korean War period, when it was feared that the Fed would need its full battery of weapons to ensure that it could contain any potential inflationary consequences as heightened military spending was added to the postwar economic recovery already well under way.

	
Thus, by the time Martin came to the Fed in the early spring of 1951, he had contributed to restoration of public confidence in the stock exchange and to the Fed’s ability to employ all its powers to fight inflation. They were no mean accomplishments, though hardly ones that made him a household name at the time. They did give a substantial boost to his stature within the organization, making him better able, for example, to further the transfer of power away from the New York Fed and its president to the Fed headquarters and chairman in Washington, D.C.

	
Be all that as it may, I at first viewed Martin as little more than a pleasant man with reasonable administrative skills, but without a strong understanding of the economics behind policy. Later, as already noted, I came to view him as something of an artist in policy, a man with an intuitive sense, and a man perceived, at least from my perspective, by his colleagues as fundamentally fair—all of which helped make him a very effective leader in the decision-making process.

	
From my observations at FOMC and board meetings, he never appeared to alienate his colleagues. It was something of a joke that at FOMC meetings, after everyone had expressed their views in the preliminary discussion of policy, he would always say, “Well, we are not far apart,” no matter how far apart the participants in fact were. But the “joke,” of course, had a point. It conveyed that each person counted as much as anyone else; and even if you were in fact far apart from the rest, the distance could not be too far because you really were a thoughtful and well-meaning member of the group.

	
Perhaps I am reading too much into Martin’s use of the phrase, but I have come to believe that he deliberately, not just habitually, employed it to help the group feel close together and thus as responsive to each other as possible. It looked as if he strove for something like the cohesiveness required in the crew of a large sailboat if the helmsman’s efforts were to have the best chance of succeeding.

	
Martin’s influence on the substance of policy was grounded largely in his colleagues’ belief that his sensitivity to market psychology (that is, to the evolving attitudes of key participants in credit markets and businesses) was unusually apt. He was convincing in part because he did not come on as the kind of egotistic man who assumed that others must of necessity think like he did. He seemed more able than most to appreciate others’ perspectives.

	
Moreover, because of his experience and background, his exposure to the opinions and attitudes of key decision makers in the private sphere was vast and based on relationships that went well beyond his position as chairman. Perhaps, therefore, he was less at risk of being exposed to views that were slanted simply by the self-interest of informants who related to him only as a man of power—though I may be stretching a bit here. In any event, the whole web of social and financial connections did seem to provide Martin with an aura that exuded assurance and conviction. Together with his modesty, these characteristics went some way toward enhancing his credibility within the Fed as a man whose intuitions—distilled through anecdotes from social and economic sources often outside other FOMC members’ reach—might be relied on.

	
I first saw Martin’s intuitiveness and sensitivity to how the policy game should be played at work on a tennis court. It was shortly after arriving at the Fed that I was invited (through the intercession of an early carpool mate who was a regular participant in the game) to participate in the daily doubles match that took place at around noon on the courts then located in the above-ground parking lot that was for a long time across the street from the original Board of Governors building. A second building, aptly named the Martin Building, was later built on the space devoted to that parking lot and, in my mind, to the noontime tennis match. The tennis court was reconstructed just to the north of the Martin Building.

	
It took about a year for me to become a regular in the tennis match. Another staff person and I would normally play against Martin and J. Louis Robertson, the vice chairman at the time, though occasionally an outsider would alter the mix. Those games came to be one of the highlights of my long (probably excessively long) career at the Fed. They also inspired a number of reactions within the board, although if one of these reactions was envy that the games would aid my professional advancement, I could not detect it. (I have always assumed that the board was too obviously a meritocracy—political appointees apart—for any thoughtful person to believe seriously that you could get ahead by playing tennis with the boss.)

	
Only once did anything like envy appear, and that was of a rather odd sort. I worked in the Fed’s Division of International Finance in my first years. The division head was a well-known economist of the day named Arthur Marget. The problem was that I saw the chairman much more than he did. At the time, the Fed paid almost no attention to international conditions in the formulation of the country’s monetary policy (even in our so-called globalized world now, they are generally of limited importance, although there are exceptions, such as the Asian and Russian financial crises of the late 1990s), so Marget was all too rarely consulted for his views about policy and his insights about the world at large.

	
It so happened that one day, as I was walking down the hall, our paths crossed. Marget stopped me, which was flattering, but to my surprise I heard neither a pleasantry (which I expected) nor a question (as I might have hoped) that recognized my undoubted brilliance in evaluating the capital account of the U.S. balance of payments (my area of responsibility at the time). Instead, he looked at me long and hard, waggled his finger, and said, “Never let me catch you on the tennis court,” then after a significant little pause, “except with the chairman.” And he walked on.

	
It surely would not have occurred to him to say instead, “Never let me catch you with the chairman, except on the tennis court.” Marget might have been overtly concerned about such a situation if I had been more senior, but not with so young a man whom the chairman would certainly not be consulting on business. Still, as I think back, in the encounter there must have been for Marget a tinge not of bureaucratic competitiveness, but of regret about his particular situation.

	
In any event, for years Martin never saw me except in tennis attire. Then one day (probably around five years into my career), I happened to be in the corridor of the board members’ wing of the building when Martin walked out of his office as I was passing by. He looked, paused, and looked again—something familiar there; after a bit, the light dawned, a smile and a greeting, the first interchange with him when I was in mufti, so to speak.

	
On the tennis court, Martin’s intuitive side came out in his sense of placement—not so much placement of the ball as placement of himself, somewhat analogous to how he dealt with monetary policy. As a tennis player, he had neither real power nor speed, but his decisions more often than not put him in the right place at the right time, which made up for much. How he got there seemed intuitive to me, though it was evidently based on long years of experience. Artistry compensated, up to a point, for certain inherent physical weaknesses.

	
When wielding the instruments of monetary policy, the player does not need deft, artistic placement so much to compensate for a deficiency in power, but rather to ensure that the huge power at his disposal is most effectively and efficiently employed—in other words, that it does not ruin the economy through either prolonged inflation or recession. Timing is not quite everything, but it is crucial.

	
If policy—which affects the economy with lags—adapts too slowly when the economy happens to be turning strong and inflationary pressures threaten to emerge, there is a real risk that an attempt to compensate by hitting hard later may devastate the economy through a deep recession. And if timing is too delayed when the economy is turning weak, an attempt to compensate by hitting hard later (i.e., strongly easing) may fail because by that time there is nothing to hit. The economy may be so far in retreat and businessmen and consumers’ attitudes so negative that there is little response to policy. Japan’s experience in the 1990s and the very first years of the twenty-first century is a prime modern-day example of bad timing.

	
Because of the inherent difficulties in getting policy decisions right, some experts simply do not, or at least did not in the mid- to late decades of the twentieth century, believe that central bankers should be exercising discretionary judgments at all. They do not believe that the central bank can be relied on to time policy moves in the best way. Prominent among those with this view during my tenure at the Fed were certain monetarists such as Milton Friedman, whose research demonstrated that lags in the economy’s reaction to money supply were long and variable. In part for that reason, he seemed to feel it would be just about miraculous if policymakers were able to time their decisions in a way that would be positive for the economy. Rather, he argued that monetary policy should be limited to doing no more than keeping some measure of the money supply growing at a predetermined constant rate.

	
Other economists who advocate an automatic pilot for monetary policy believe in a gold standard or its first cousin in today’s world, the so-called currency board, both of which would essentially limit monetary policy to a rule of maintaining the domestic currency at a predetermined fixed value relative to an external standard, such as a fixed price of gold or a fixed value of a foreign currency (or collection of currencies).

	
For such people, judgment is too fallible, economic forecasts too unreliable. They prefer for policy to be guided by rules rather than by judgment, on the thought that well-functioning labor, product, and financial markets free of unnecessary restrictions and other rigidities will on their own adjust quickly enough to keep an economy working satisfactorily, or at least more satisfactorily than if the economy also has to deal with the strains inflicted by bad monetary policy judgments. Those who tend to believe—probably most of us, I suspect—that policymakers can improve matters through deliberate policy adjustments are probably considered hopelessly naive, given the scarcity of people with the needed intuitiveness and sense of timing, the waywardness of the political appointment process, and a task that proponents of rules probably believe to be well-nigh impossible anyhow.

	
There is something to all these objections, especially at certain times for certain countries, but my experience by no means convinced me that rules should dominate judgment. Nonetheless, rules might play a background role that helps temper judgments. They can help policymakers think hard about whether their discretionary policy decisions are well and truly justified, are going too far, or are not going far enough. But even this supporting role presents difficulties because the basis of the rules themselves can easily become outmoded and thus undermine their usefulness. Economic and financial structures change over time. People’s attitudes and motivations change. What was previously of value in the rules, such as the virtually exclusive focus on some measure of money supply, may no longer fit evolving economic conditions, not to mention changing social and political imperatives.

	
A well-known economist, John Taylor, later devised what could be interpreted as a more flexible rule—one that seems better designed to guide judgmental monetary policy decisions. He showed how and under what circumstances (based on the behavior of a few key economic variables in his econometric equations) the interest rate targeted by policy should be adjusted. Although an improvement on other rules that would tie the hands of policy in respect to domestic interest rates, his rule requires knowledge of, for instance, the present state of the economy in relation to its potential as well as an empirical counterpart to the concept of the neutral short-term rate of interest adjusted for inflation, both of which are uncertain and often subject to considerable revision. It also assumes that the Fed has clear specific long-run inflation objectives. And it further presumes that the economy will react to policy changes today as it did in the past, in my opinion always a dubious assumption in light of attitudinal and structural shifts over time that almost never fail to alter the how and why of business or consumer decision making.

	
Faced with an ever-changing and politically complex economic world, policymakers at the Fed and at other major central banks have rather steadfastly maintained a judgmental approach to policy. My first close encounters with how the Fed as an institution thought about issues in the formulation of monetary policy—including the role of interest rates, attitudes toward bank reserves, and the gradual infiltration of money-supply concerns—occurred early in my career within the board’s Division of Research and Statistics. I had transferred there after about four years in the Division of International Finance—a first move away from the margins of policymaking toward the center. Continuing the not quite conscious but seemingly determined effort to get to the center, I subsequently shifted to the banking section within the Research Division and then became head of the government finance section.

	
The banking section was responsible for, among other things, measuring, keeping track of, and evaluating (though not with any clear policy focus in those early days) measures of money supply as well as the bank reserves and monetary base that supported it. The government finance section was responsible for fiscal policy analysis and, more important for my own future, analysis of the market for government securities, in which the vast bulk of the Fed’s open market operations took place. This section also paid close attention to related markets such as those for dealer loans and for federal funds (uncollateralized and usually overnight loans between banks).

	
Along the way very early in the 1960s, Ralph Young asked me to work with him on a revision of Purpose and Functions of the Federal Reserve System, the board-published book that embodied the Fed’s official view of itself. Ralph had been director of the Division of Research and Statistics when I first transferred there, but had then moved on to an office in the board members’ wing from which he headed up the Division of International Finance and took on other tasks.

	
As it turned out, I seemed to be adept at writing official positions, so that, as the years and decades passed, I could never quite entirely distance myself from this document, though my involvement of course became more managerial as time went on. With so much involvement in the book and its development, I became well educated in, and perhaps to some minor extent even contributed to, the evolution of institutional thought as the document was transformed edition by edition. Over time, the Congress mandated new duties for the Board of Governors (such as for bank holding companies and rules governing the appropriate description of interest rates charged for consumer debt and housing). At the same time, the Fed’s attitudes toward monetary policy and related questions were also being adapted in light of experience, changing economic and financial circumstances, and congressional interest and oversight.

	
Though Purpose and Functions covered all facets of the Fed’s operations, its presentation of monetary policy was central and of most interest to the college students of money and banking who were viewed as its prime audience. I came to know Ralph much better as we sat together at his large working table bringing up to date the policy sections of the book’s earlier postwar revision—I wielding the pen and he of course having the last word. In the process, I began to feel comfortable enough with him to do something that probably surprised him and in retrospect surprises me.

	
We were working on a passage to justify the Fed’s then “bills-only” policy, a policy adopted at the time to make it clear that open market operations were to be conducted only in Treasury bills (short-term market instruments maturing in one year or less). It was a mildly controversial policy, at least in my mind, which had been adopted after the Fed was no longer bound by the World War II agreement with the Treasury to maintain low interest rates on long-term U.S. government securities. Within certain parts of the Fed, however, the policy did seem to be more controversial; the New York Fed was strongly opposed to it early on, which led to some internal contention between the Fed chairman and that bank’s president.

	
The policy’s purpose, I assumed, was to make it very clear that the Fed had no intention of interfering in any way with market determination of longer-term rates and would let these rates reflect purely private-market supply-and-demand forces. Moreover, the bill market in any event exhibited the necessary “breadth, depth, and resiliency” required for Fed open market operations—the jargon I quickly learned for describing markets considered liquid enough to absorb seamlessly the very large amount of buy-and-sell transactions required almost on a daily basis to implement monetary policy.

	
Longer-term markets, by contrast, were considered to be “thin,” so that Fed operations ran a high risk of unduly and undesirably interfering with interest-rate levels in those markets. In short, the Fed wished to avoid obscuring informational content embedded in the collective market attitudes and actions of private investors and borrowers that might provide useful signals to policymakers about, for example, the strength of credit demands and perhaps even about underlying economic activity (no one thought very seriously about inflation expectations in those days).

	
My first effort at drafting an explanation of and defense for the bills-only policy was apparently not strong enough. I always had a lingering sympathy for the idea that the Fed and the Treasury should be flexible enough in their approach to debt management (Fed operations in securities markets are essentially a form of public debt management)1 so that market operations could be employed in an attempt to affect the yield curve, at least transitorily, for economic purposes. For instance, it might well be useful for the Fed to purchase longer-term bonds when the economy is weak in an attempt to exert some added downward pressure on long-term Treasury bond rates in the market. Such an effort just might make it a bit easier at the margin for businesses to finance capital spending. There seemed to be little harm in it and some possible good to be gained. I suppose such weak-mindedness must have crept into the way my draft was phrased—though, of course, I no longer remember the exact wording at issue.

	
Ralph suggested different language that made it sound as if it were unthinkable for the policy ever to be changed. I recall saying that I could not write it as he suggested; I did not believe in it. Ralph insisted. I, strangely enough, continued to resist. He then said that if I would not do it, he would bring Charlie down tomorrow to do so. At that point, our session ended. Sure enough, the next day he worked with Charlie. The day after, he and I very pleasantly resumed our collaboration, and on it continued.

	
Although the bills-only policy later faded away, the Fed as a matter of practice remained generally inactive in longer-term markets for a long time because they were indeed thin, and the risk of misinterpreting Fed activity was viewed as unduly high. During the Greenspan years, however, an effort was made to undertake open market operations across a broad spectrum of Treasury maturities in a neutral manner in the regular course of transactions. And most recently, as will be noted in the chapter on Bernanke’s tenure to date, the Fed in response to the great credit crisis, engaged in a large program for purchasing longer-term Treasury securities, certain government agency issues, and mortgage-backed securities guaranteed by such agencies—the purpose being to keep downward pressure on longer-term rates to aid in the recovery of the mortgage market in particular and the economy more generally.

	
Before our work together on the Fed booklet, at a point when Ralph was still running the Research Division, he walked down to my office (in the division’s banking section at the time) and handed me a typewritten document written by a professor named Karl Brunner and requested my opinion on it. As I remember, it simply described—by way of elaborate and logically and institutionally correct relationships put in the form of equations (really truisms or identities in this case)—the mechanics of how operations by the Fed lead to an increase in the monetary base and hence in the money supply held by the public.

	
My comment was that Brunner was doing little more than explicating in detail the institutional relationships involved in how the Fed supplies money to the public. He was telling us nothing that we didn’t already know. At least, I thought we certainly had to know it; anything else would surely have been unthinkable.

	
It was eminently clear to me that the Fed did not guide its monetary policy by aiming at a predetermined amount of or rate of growth in the money it was capable of supplying to the economy (and of the corresponding totals of bank reserves or monetary base implied by such an objective). It seemed at the time to have no intention of doing so, presumably because it thought policy worked better and more effectively through another route, not because it failed to understand the mechanics of connections between reserves supplied to banks and their transformation into money.

	
I knew very little about Brunner. I did know that he and a relatively young up-and-coming academic named Alan Meltzer were working with the House Banking Committee and writing a document that evaluated monetary policy at the Fed. What I took away from their work, as it unfolded, was that Fed policy, although fairly good at recognizing the turns in business cycles when they came (e.g., it could be seen taking easing actions that lowered short-term interest rates as the cycle turned down and tightening actions as it turned up), was very bad at easing or tightening policy sufficiently in advance to avoid or minimize such cycles or, indeed, inflationary pressures as they might arise. That occurred, so they seemed to be saying, because the Fed’s guidelines for policy operations erroneously placed too much stress on so-called free reserves (which can be measured as the difference between the banking system’s excess reserves and borrowing from the Fed) instead of an aggregative measure, preferably the monetary-base, that would be more directly related to money-supply behavior.2

	
Their report was an important step in introducing monetarist thinking into congressional oversight of the Fed and perhaps even in beginning to make the Fed more conscious of the need to give money supply a more important role in policy, either directly or indirectly or seemingly, though a number of years were yet to pass before relevant steps were gingerly taken in that regard.

	
Instead of focusing on money, monetary policy operations in those early days and in practically all of the ensuing decades were designed to influence pressures on bank liquidity (via free reserves) and associated key money-market rates (the federal funds rate now) and thereby, with some lag as effects spread more broadly through credit and asset markets as a whole, on economic activity and prices. I do remember a brief conversational by-play with the president of the Federal Reserve Bank of Cleveland at the time, a former business school dean named Willis Winn. He rather mocked, in a gentle and polite manner, my tendency always to discuss the demand for money in attempting to explain its behavior. Didn’t I know the Fed affected (indeed, in his mind controlled) the supply of money? Well, of course, I knew that the supply of money was affected by what the Fed did in its open market operations, but this far from explained the actual growth that occurred in the stock of money in the public’s hands at any particular time.

	
The size of the Fed’s open market operations during a short-term policy period (of, say, four or six weeks) was determined, as noted earlier, by a decision that affected short-term interest rates or, stated more generally, money-market conditions. The principal operating guide for the system account manager in New York was indeed free reserves, but the decision about the level of such reserves was guided to a great extent by the constellation of money-market conditions desired by the FOMC, whether a little tighter, easier, or about the same as before. Open market operations would then provide to or take away from the banking system as many bank reserves as needed to keep free reserves and money-market conditions as a whole in line with immediate policy objectives.

	
As a result, the stock of money in the public’s hands would grow in that period at whatever pace was consistent with the public’s demand for money to hold at existing interest rates and also with the demand for money needed to help finance the ongoing growth in the nation’s income at the time. So the demand for money was the essential determinant of actual money growth in view of the way the Fed conducted policy. The Fed would supply as much money as was demanded by the market, given income and interest rates.

	
If the Fed decided, by contrast, to hold money growth to some predetermined pace over a particular short-run period, it would in effect be deciding to make the demand for money in the market conform to its institutional view of what the supply should be at the time. Because money demand is, as earlier indicated, determined by both interest rates and income growth, and because income growth would not be significantly affected by Fed actions over the shorter run (policy affects the economy with a longer lag), interest rates during any particular short-run period would bear the full brunt of such a policy approach. They would have to change by as much as necessary to balance the demand for and supply of money, given the nation’s income growth and the associated growth in transactions demand for money.

	
The relationships have become simplified in the telling, but that is the gist of the story. In brief, you can control an interest rate, and the supply of money to the public will depend on whatever stock of money is demanded at that rate. Or you can instead attempt to control the supply of money, and the interest rate will vary to bring the public’s demand for money into balance with a fixed supply.

	
Such issues and their operational implications for the implementation of monetary policy emerged faintly in the halls of the Fed during the 1960s. They became more and more insistent and noisy as time went on in the inflationary climate of the 1970s and early 1980s. How they were handled in practice underlies much of the policy issues discussed in subsequent chapters on the Burns and Volcker years.

	
Back in the Martin period, it was very clear to the young me, and I supposed to most everyone else, that the Fed during any particular policy period simply provided whatever amount of money was demanded by the public, given interest rates and economic activity. It did so in the hope and expectation that the amount of money thereby supplied would over time come to be consistent with the goal of price stability. The Fed did not seem to be operating a policy that assumed a close and predictable shorter-run relationship between pressures on bank liquidity (and their related short-term interest effects) and money supply.

	
Such an understanding was so much in my mind, even after only a few years at the Fed, that I did not quite see why anyone seemed surprised that monetarists found a very weak relationship between pressures on bank liquidity positions (to wit, on free reserves) and money-supply behavior. I was reminded of this response in an encounter with a more senior colleague at the Fed in those days, a gentleman named Homer Jones, as he was preparing to leave his position as a section chief in the board’s Research Division (I think it was the section responsible for consumer and mortgage credit analysis) to assume the role of head of research at the Federal Reserve Bank of St. Louis. Once there, Homer set the St. Louis Fed on its long-held and useful path as a devoted source of monetarist research and analysis within the Federal Reserve System.

	
As I was passing by Homer’s office one day, he called out, asking me to come in. He was poring over some charts and statistical results and wanted to talk about them. “See,” he said, “you cannot control the money supply by controlling free reserves,” or words to that effect. He seemed to exude a certain amount of relief at finding up-to-date evidence that the world as he remembered it from graduate school remained in proper order. The notion that the Fed’s influence on money growth was through its influence on bank liquidity positions was, it is true, a crucial element in an earlier book published in 1930 by an economist named Win Riefler (who focused on the pressure put on banks from being forced to borrow at the Fed).3 At the time of this conversation Win was the éminence grise at the board and principal policy advisor to the chairman, with an office in the board members’ corridor. Perhaps his being in that position contributed to doubts by monetarists about whether the Fed fully understood its own mechanism and failed, so it appeared, to grasp the need to guide policy by aiming at total reserves or, preferably, the monetary base, rather than at such a marginal measure as free reserves in order to control money supply with any satisfactory degree of precision.

	
However that might be, I remember responding to Homer in a rather offhand way, saying something like, “The Fed’s not trying to control money supply with free reserves. It’s trying to affect bank credit conditions and, by extension through that route, overall credit conditions and the economy.” And in my mind I had little doubt there was a fairly consistent relationship between changes in free reserves and the degree of tightness or ease in bank credit and associated money-market rates. I remember nothing further about the conversation, but I am sure that we did not go into much depth on the subject. I just thought the issue he raised basically misconstrued policy as it was being practiced, whereas Homer must have thought I was either hopelessly naive or gullible.

	
Beneath that brief banter lay a fairly deep disagreement between monetarists (or at least the stricter ones) and what I took to be the prevailing view at the Fed. If the central bank was to aim at a predetermined target for money by controlling aggregate reserves of the monetary base, it would be giving up its control over the price of liquidity (money-market interest rates), and letting such costs fluctuate over a wider range than was its historical practice. The Fed and most central banks were wary of large rate fluctuations, believing that they would pose an excessive risk of emitting confusing signals and thus destabilizing markets.

	
In that connection, it needs to be understood that all central banks are quite well aware (or should be) that the need for an institution capable of averting a system financial meltdown is one of the main reasons for their existence. A central bank is in effect the deus ex machina that, as it were, stands outside the financial system, is not subject to the strong and often unpredictable forces that sometimes threaten disarray in markets, and thus can act as a sure lender of last resort when all else is failing. It can be relied on always to supply credit and money as might be required to keep incipient disarray from turning into a full-fledged system-wide breakdown. That responsibility represents a fundamental obligation to the nation, and it is felt strongly by those charged with it.

	
The Fed’s pursuit of a so-called even-keel policy in connection with major Treasury financings in the earlier part of the postwar period could be considered a distant cousin of such concerns about excessive instability in markets. For a number of years, even after the 1951 accord with the Treasury had released the Fed from its obligation for supporting the government bond market, the Fed kept its monetary policy stance unchanged for a short period surrounding regular large quarterly Treasury debt offerings. At those times, new intermediate- and longer-term securities were offered to the public to refund maturing debt and perhaps to raise some new cash. The Fed’s even-keel policy helped to ensure that the auctions’ went smoothly.

	
In those days, the Treasury set a price for the issues that reflected existing market conditions. Any sudden change in those conditions, as might occur through a change in Fed policy, risked a failure in the offering; for instance, if the Fed tightened the Treasury might not be able to sell the full amount on offer, at least not without the embarrassment of repricing the issues. Although a systemic failure in the markets was hardly at risk, the Fed seemed to believe that a tranquil Treasury financing was in the national interest and worth any potential small delay that might be involved in adjusting its policy operations. This type of even-keel operation was abandoned once the Treasury shifted toward an auction system where price and yield were set through competitive market bidding.

	
As a general rule, central banks are disposed to conduct monetary policy in ways that they believe avoid an untoward risk of undermining the financial system’s safety and soundness. They are generally conservative in their attitudes toward the market and seek to implement policy without excessively abrupt shifts in market liquidity and credit conditions. In very recent times, such an approach to policy implementation has been accomplished not only through generally modest or moderate adjustments in the key money-market rate that now guides policy—the federal funds rate—but also by much more open indications about the Fed’s own attitude about the future of policy and about crucial elements influencing it. In later chapters, I will have more to say about potential negative effects of the latter approach. The three-year period beginning in late 1979, when the Volcker Fed made its frontal assault on inflation through a more direct effort to control money supply by targeting a particular aggregate-reserve measure on a day-to-day basis and by ignoring interest-rate behavior over a relatively wide range, was very much an exception.

	
As inflation picked up in the late 1960s, the Fed began to adjust its policy stance and thinking to take account of newly emerging economic and financial conditions in the country, as well as of advances in monetary and economic research generally. It was becoming clear that a shift in economic thinking—in the economics profession, in the relevant congressional committees, and in the corridors of the nation’s central bank—was taking place.

	
The Great Depression had receded in memory, and attention was moving away from almost a sole focus on maintenance of adequate spending on goods and services to more concern about the supply side of the economy. Moreover, the tools of the economic trade were being greatly sharpened by concurrent advances in econometric model building and more sophisticated methods of time-series analysis, all of which encouraged more confidence (and often more than was warranted) in the profession’s capacity to project future developments, to discriminate among the relative importance of various explanations and hypotheses being offered to understand economic developments, and, to guide policymakers in balancing objectives that often seemed to conflict, such as price stability and low unemployment.

	
Most of the important supply-side issues affecting how the economy functioned—such as price and wage rigidities, various other impediments to the free flow of resources in product and labor markets, and the impact of tax structure and incentives on economic efficiency and growth—are not under the Fed’s direct control, though of course they influence the economic environment and the problems it confronts. The supply of money, however, is—although with varying degrees of certainty and recognizing definitional doubts—under the Fed’s control, if not precisely month by month or even quarter by quarter, then at least over intermediate and longer terms.

	
With signs of resurgent inflation, the Fed began to pay more attention to money’s observed behavior, how it might best be controlled, what liquid assets in addition to currency and demand deposits should be included in measures of money, and which particular measures (narrow measures such as M1, which includes currency and demand deposits; broad measures such as M2, which includes time and savings deposits; or even broader measures that encompass instruments such as large certificates of deposits and money-market funds). The number of M’s and their composition naturally changed over the years to reflect shifts in financial structure and consumer and business behavior.

	
At about the same time in the 1960s as money supply gradually entered their consciousness, policymakers also showed more concern about getting a better handle on the lags between policy operations and their effects not only on prices, but also on real economic activity. As Brunner and Meltzer had highlighted, it was not good enough to know when the economy was at a turning point. It was, and of course always had been, more important to anticipate the future as best one could, so that policy adjustments could be made early and looming recessions or inflations either moderated or averted. That policy worked with a lag had of course been long known, but the Fed now began to make institutional changes that would increase the odds of anticipating and offsetting or moderating future recessionary and inflationary developments.

	
Around this time, the FOMC finally permitted and received numeric staff projections of the likely economic outcome in quarters ahead based on policy operations thus far and on other factors such as prospective fiscal policy. Before then, Fed staff presentations to the FOMC or the board had been limited to evaluating current economic trends, and whatever suggestions they contained about future economic behavior generally remained implicit.

	
The staff’s economic forecasts came to be embodied in a document known as the green book (named for the color of its cover). The Fed as an institution preferred to characterize them as projections rather than as forecasts because the former term seemed more professional and less likely to raise questions about whether they did or did not represent satisfactory outcomes. Whether called projections or forecasts, they required certain assumptions about policy in the future, a practical and presentational problem that was never very easily resolved.

	
These numeric forecasts (initiated at the time by a very intelligent economist, Dan Brill, then head of the Division of Research and Statistics) were essentially based on judgments from current developments and indicators of future activity (such as surveys of spending intentions), but they also employed the preliminary insights and results from a quarterly model of the U.S. economy that the board staff was in the process of developing. As I recall, the forecasts also normally assumed no change in policy—that is, in those days, no change in pressure on bank reserve positions (typified by free reserves of the banking system).

	
Of course, if one were cynical about economists’ forecasting ability, as many were in those early days (and as a number of people still are, not without reason), it was not crystal clear that policy would be greatly improved by explicit numeric estimates of important economic variables looking several quarters ahead. Much depended not only on how good the projections were, but also on how they were presented and interpreted—their ranges of uncertainty made clear, their assumptions brought into the light of day.

	
To me, and I assume to many others, it always seemed best to view the Fed’s or anyone else’s numeric forecasts as essentially indicative. They should be interpreted as suggestive, for instance, of whether future growth would be strong or weak; whether a potential recession would be dire or just a blip; or whether inflation would be within a comfort range, outside of it, or strong enough to risk accelerating into more of a hyperinflation or weak enough to risk falling into deflation. In that sense, it is not the particular numeric values of the forecasts themselves that should carry decisive weight in a policymaker’s decision, but rather the qualitative explanations surrounding them. Naturally, there is always the risk that in presentation, whether written or oral, such explanations may or may not be sufficiently emphasized or even well discussed.

	
Much of a projection’s value also depends on how much self-confidence policymakers have in their own capacity for independent thinking. If they have too little, they can end up being no more than captives of the staff’s forecasts. If they have too much, they can be at risk of ignoring valuable insights that might contradict their preconceptions.

	
All that being said, I gained the impression over the years that numeric economic projections became the dominant force in the policy process (except possibly during the few years when the Volcker Fed adopted an approach to policy driven by money supply). It could hardly have been otherwise in view of the huge amount of staff intellectual and statistical resources devoted to the projections and their convincingly full and detailed presentation. Of course, as it turned out, the forecasts of the Fed staff were never very far from what seemed to be the consensus of “sound” outside forecasters and mainstream opinion, the area also naturally inhabited by FOMC members.

	
The forecasters at the Fed almost cannot help choosing the least controversial and usually most conservative of likely outcomes relative to the general consensus. This approach guards against loss of credibility with their bosses and generally turns out not to be too far off the mark on average. Policymakers, like staff forecasters, also have an inherent disposition to conservatism in decision making. They usually prefer to adjust policies gradually, which is a far from irrational way of operating. Given all of the uncertainties they face, gradual changes more often than not guard them against finding themselves too far off base when circumstances turn unexpectedly.

	
However, the interaction between policymakers’ conservative inclinations and numeric forecasts that require the credibility of being in the neighborhood of a consensus sometimes unduly narrows the channel of policy thinking. The practical substitute, of course, is to take numeric projections for what they really are: best estimates of a likely outcome within a large margin of error. Any policymaker would probably say that is indeed what he or she does, but there remains some doubt in my mind.

	
Also, in the 1960s the board’s head of research participated with representatives from other elements of the government—the Council of Economic Advisers, the Budget Bureau, and the Treasury Department—in preparing the economic projections of the economy that underlay the annual federal budgets and presumably influenced the stance of governmental fiscal policy. One assumes that the Fed’s participation in this group, known as the “quadriad,” was justified in the name of improving coordination between fiscal and monetary policies. However, the structure obviously raised questions about whether the board staff’s own projections of the economy, sent to the FOMC and helping to frame monetary policy debates, were unduly influenced by the quadriad’s projections. In theory, they were not, but in practice one might tend to think that in the mutual give and take that went into agreement within the group, a certain amount of Fed “independence” risked being lost, not deliberately, but in the natural course of discussion.

	
Questions about the reliability of estimates for the government’s military spending in connection with the Vietnam War were a very sore subject at this time. Good estimates simply could not be had on any timely basis. Actual results always turned out to be substantially higher than the figures contained in the federal budgets of those days. In my role as chief of the board’s government finance section during a few of those years, it became very clear to me that the Budget Bureau, the Fed’s natural contact for background information on spending items, seemed to be more in the dark than usual. Efforts to cadge more realistic figures out of the Defense Department were unavailing. And one simply could not arbitrarily add a larger than usual “fudge factor” to official estimates of defense spending just on the hunch, no matter how informed by bitter experience, that realistic spending figures were being suppressed somewhere in the government.

	
I have always felt that the Fed’s inability, or anyone else’s for that matter, to obtain realistically strong estimates of military spending in those days may well have led to forecasts of the strength in economic activity and price pressures that were lower than they should have been. If so, this result could well have contributed to the Fed’s sluggishness in fighting emergent inflationary pressures as Lyndon Johnson’s Great Society and the Vietnam War together drove up the federal budgetary deficit and the total of spending on goods and services in the economy.

	
It was not that the Fed failed to stiffen monetary policy, despite pressures from the Johnson administration. I was present at the FOMC meeting where Martin, with both quiet drama and a light touch, described his hair-raising ride in a jeep driven by President Johnson over, so it seemed, the roughest terrain that could be found on his Texas ranch. In that way, the message was being underlined that the Fed should not become so restrictive as to risk unsettling the economy and make the president’s life more difficult than it already had become. Nonetheless, Martin was returned safely to home base, and the Fed continued on its tightening course, but it was in the circumstances too conservative and cautious.

	
In any event, the issues connected with the Fed’s having too close an involvement in the administration’s economic forecast (a forecast that was inevitably influenced at least to some degree by the political context surrounding it) manifested themselves when in the late 1960s Congress (finally) passed a tax increase. The Fed then promptly lowered the discount rate, presumably in response to an implicit, if not explicit, political agreement. Under such an agreement lay the simple thought that if fiscal policy were to become tighter, monetary policy could and should become easier. Monetary and fiscal policy would be coordinated.

	
Although coordination was a sound idea in the abstract and generally considered a good thing, many in the Fed did not see the practical application of it to be so obvious at that particular time. Getting the rate lowered turned out to be a bit difficult. Most reserve bank boards of directors did not want to do so because inflation was fairly high, and they were not at all sure that the economy would weaken very much as a result of the tax increase.

	
The Federal Reserve Bank of Minneapolis was finally persuaded to propose a drop in the rate, and the others then followed along, as tradition would have it (buttressed by the Fed board’s very seldom exercised legal authority to “review and determine” reserve bank discount rates). Unfortunately, the economy for a while remained stronger than anticipated, and the rate decline then had to be reversed. An internal rumor indicated that some Fed board members, including the chairman, felt that the staff and its projections had misled them. Not long after these events, Dan Brill received a good job offer from the private sector and left the board staff. When Arthur Burns came on the board as chairman early in 1970, the board ended its participation in the quadriad, which then became a troika composed only of institutions that reported directly to the president.

	
Around 1965, a few years before these events, Dan came into my office and asked if I would take over a statistical document that had been traditionally forwarded to the FOMC and did nothing more than present charts of the behavior of bank reserve and other monetary aggregates, along with a simple descriptive text. Dan asked me to transform it into a useful policy document and in the process to be sure to spell out the statistical parameters of money-market conditions (which particular interest rates, which measures of bank liquidity) so that the FOMC’s vote to keep money-market conditions unchanged, tighten them, or ease them would be quantified and thus much clearer to both decision makers and the system account manager at the trading desk in New York.

	
This initiative took place well before the FOMC settled on the federal funds rate as the key money-market rate, indeed even before the funds rate was the main focus for the market itself. Dealer loan rates, the three-month Treasury bill rate, and nonprice factors (such as the net need for reserve funds by major city banks and the reserve surplus position of country banks who were the main suppliers) were then all aspects of money-market conditions taken into account by the trading desk. When the FOMC told the account manager in New York to do something to money-market conditions (tighten, ease, leave unchanged), neither its members nor he could be very sure of what exactly was meant. There was always some room for suspicion that things had not worked out quite as expected.

	
Thus began the policy document that (to this day) proposes and analyzes alternative policy postures for FOMC consideration—the so-called blue book (also named after the color of its cover). This report served two purposes. First, money-supply and reserve measures were introduced into a document that discussed the broad interest-rate and monetary factors that ought to be considered in and would be influenced by the FOMC’s operating decision about the tightness or ease in money-market conditions during the period between meetings. Second, the flexibility of the manager of the Fed’s Open Market Account in New York became more limited. Numbers defining tightness or ease hemmed him in. Moreover, the interpretation of the numbers came through the board staff as well as through the account manager, thus effectively enhancing the power of the board and its chairman relative to the New York Fed and its president.

	
The blue book stayed with me throughout the balance of my career at the Fed. In addition to preparing the blue book, I began participating in the morning call (around 11:00 a.m. in those days) that took place between the account manager in New York, a reserve bank president representing the FOMC, and a senior staff person at the board. The arrangement was another way of ensuring that the account manager’s actions were fully consonant with the FOMC’s operating directive issued to the New York Fed. Immediately after the call, the manager’s proposed action for the day, along with relevant statistics, was circulated in a memo (written by board staff, mainly me after a while) to committee members. Everyone was informed. The president on the call could ask whatever he wanted at the time the day’s program was being formulated, as could any board member who walked into the staff office where the call was being held (few did). Protests could be registered about the day’s approach to operations, though they very seldom were.

	
By the time I became the senior staff person on the call, beginning in the early part of Burns’s tenure, the manager’s proposed actions did not generate any controversy—maybe on the rare occasion, but hardly ever. He and I had preliminary discussions every morning. At the same time, I always briefed the chairman quite early about how the day seemed to be developing. I also spoke with him after the manager had given me a preliminary indication of his intentions. The manager then took no market action until I was able to inform the chairman. Volcker in particular was a stickler about that—not always easy if he was abroad or traveling in the United States, but it was always accomplished, even when he was in China, as I recall. Once or twice, the market became a bit upset because the Fed was delayed in its actions beyond the usual so-called Fed time (around 11:35 or so in those days). Rumors of unusual developments began to spread, not too seriously, but there they were. The truth simply was that I had been unable to reach Volcker quickly enough.

	
Burns was not quite as involved as Volcker in day-to-day market operations, but the difference was not enough to be of any great significance. In my experience, Miller was and wanted to be the least involved in such operations. I have no firsthand knowledge of the nature of Martin’s involvement on the operational side.

	
After Burns left office, we met occasionally for lunch. At one of them, during Volcker’s tenure, Burns made the comment that Volcker must have been just like him. With Miller, he said, I could do whatever I wanted, but not with Volcker. There was a certain, but very limited, element of truth in that assessment. He seemed to forget that there was also a committee.

	
So far as I could tell, the staff leadership position I eventually attained had much more influence when the chairman was strong than when he was not, always assuming that the person in this staff position had a good relationship with the chairman. When a chairman is viewed as weak or uninterested, the FOMC has no coherence. But because committee members always remain aware of and sensitive to their prerogatives, there is no way a leadership vacuum can be filled by anyone on the staff. Nor should it be. Someone on the committee has to step up. None ever did in my observation in the rare years when there was a vacuum, such as during Miller’s brief tenure. And, in any event, I rather doubt that, given the Fed’s peculiar institutional structure, anyone really could. However that might be, I always had the feeling in Miller’s time that the account manager listened to my views on market operations with a bit less intensity and that the committee members were less enrapt by my policy presentations—nothing of earthshaking consequence in all that, but still a little something.

	
Around the same time that the money supply began coming in from the cold, the Fed also and coincidentally began to worry about what came to be called the membership problem. Membership in the Federal Reserve System was mandatory for banks that chose national charters, but not for state-chartered banks. The advantages to membership were few. Membership did provide direct access to the Fed’s clearing and payments system, as well as relatively privileged access to the Fed’s borrowing facility (the so-called discount window); nonmember institutions could borrow only under rather stringent conditions, including the requirement of a special vote by the Board of Governors under the Federal Reserve Act’s then emergency loan provision applicable to loans made to “individuals, partnerships, and corporations”. Institutions had to weigh the advantages of membership—mainly public relations, in my opinion—against the cost of being subject to the Fed’s regulations on nonearning cash-reserve requirements to be held against deposits, which some institutions felt to be unnecessarily burdensome. Moreover, a number of institutions preferred state rather than national charters, in part on the thought that dealing with state chartering and banking authorities could be accomplished on a friendlier basis than with federal authorities; and many of these banks, especially but not exclusively smaller ones, had little interest in membership.

	
For whatever reason, a number of banks at the time took to withdrawing from the Fed, and many newly formed banks chose to stay out of the system. They saw little practical need to take on any of the burdens of Fed membership (minor as they were). Access to the discount window was of no great importance because the interbank market for funds had broadened and could readily be tapped into, and clearing and payments needs could easily be accomplished through correspondent banks at a reasonable cost. It looked as if the value of membership in the Fed, including its prestige, was no longer at a premium.

	
This drop in value was worrisome to the Fed. Some discussion took place, as I remember, about the point at which attrition of member banks would begin to have an adverse impact on monetary policy. From my perspective, that point was certainly nowhere near at hand and highly unlikely ever to arrive in practice, but it remained a concern to the powers that be. Or at least they thought it was a good talking point to give some heft to the more immediate worry, which was basically political.

	
Support for an independent Fed was greatly aided by the nationwide network of Federal Reserve Banks and their branches, each with a board of directors representative of a cross section of leading citizens and presumably opinion makers in the area. This network helped promote understanding of the Fed around the country and indirectly helped boost the Fed’s image with Congress. No doubt, a monetary policy seen to be serving the economy and public interest well was absolutely crucial to the Fed’s prestige and continued effective independence. But it was by no means politically inconsequential also to have a broad built-in support system throughout the nation. The Fed needed as much buffering as possible against those inevitable periods when its monetary policy would prove to be unpopular—by making life quite difficult for small businesses, farmers, home owners, and many other citizens, and in the process arousing the wrath of Congress and in particular the members of the oversight banking committees.

	
The so-called membership problem later dissipated when the Monetary Control Act of 1980 was passed, and, among other provisions, practically all depository institutions were made subject to reserve requirements set by the Fed and had equal access to the discount window. In the 1960s, however, the political and social environment for such a grand approach was lacking. Instead, at that time, a committee from the Reserve Bank staffs came forward with a recommendation to the board in Washington, D.C., that was designed to make it simpler and less costly for member banks to calculate and meet the reserve requirements imposed by the Fed.

	
It was a highly technical recommendation, but the issue illustrates some of the diverse interests at play within the Federal Reserve System and also touches on the ambivalence of early efforts to give more weight to money supply in policy deliberations.

	
The recommendation changed the reserve-requirement structure so that reserves (in the form of vault cash or deposits at Reserve Banks) that banks were required to hold on average during a so-called reserve accounting period (at that time one week, then later two weeks) were no longer to be calculated on the basis of deposits held at banks in that period but on the basis of deposits at the banks two weeks earlier. For obvious reasons the new structure was referred to as “lagged reserve requirements.”

	
The proposal was highly irritating to a number of monetarist economists, becoming almost a rallying cry for them, because it eliminated the direct linkage between the amount of reserves provided by the Fed during any particular reserve-requirement accounting period and the amount of deposits that could be outstanding on the books of banks during that particular period. It looked as if the Fed was gratuitously weakening its ability to achieve reasonably close control of the money supply should it ever wish to do so.

	
Looked at more realistically, though, the proposal was at worst introducing no more than a two-week delay in the Fed’s capacity, such as it was, to control the money supply directly. If the deposits in the money supply were growing at a stronger pace than desired in the reserve accounting period, this growth would be reflected in an increased demand on the part of banks for reserves two weeks later to satisfy the concomitant rise in their required reserves. If the Fed did not supply those reserves, their cost would go up as banks bid against each other for the relatively scarce supply. In other words, the federal funds rate would rise and initiate a string of market adjustments that would work over time to restrain growth in bank credit and money. Delaying the start by only two weeks did not seem to be much of a threat to the Fed’s control over money, should it ever wish to make that a center piece of policy, because a time horizon for achieving effective control consonant with basic policy objectives of price stability and growth was on the order of three to six months on average, certainly not a week or every two weeks.

	
The proposal served two main purposes. First, it would demonstrate to member banks that the Fed was sympathetic to their technical problems and would do what it reasonably could to alleviate them. This was still the early days of computer technology, and banks—especially banks with large branch systems, such as Bank of America at that time—found it quite difficult and costly to ensure that they had full knowledge of their required reserve obligations on a current basis. The proposed lag would provide some relief for them. Second, the proposal, by eliminating uncertainty about the amount of reserves that the banking system was required to hold would in a degree simplify open market operations for the system account manager and avert the potential for market misinterpretations. The manager would be more certain of the amount of reserves that needed to be added or subtracted by open market operations to meet the FOMC’s objective for the degree of pressure on bank reserve positions in an operating period. And subsequent revisions of the initially published measure of free or net borrowed reserves, which the market took as an important indicator of the stance of monetary policy, would be minimized.4

	
The proposed introduction of lagged reserve accounting had in the normal course been put out for comment from interested institutions and citizens. At the end, I was given the task of summarizing the comments, which were largely quite technical, at the final board meeting on the subject. As I remember, I also took the occasion to make sure that the board understood that the lagged reserve-requirement structure, if adopted, might well appear inconsistent with greater emphasis on closer control of the money supply should the Fed move in that direction. I do not remember if there was much discussion of the point, which I doubt had been brought up to them before or at least in any pointed way.

	
I do recollect that Bill Martin, chairing the session, made sure to take note of the point in his summary remarks at the end, but continued on to indicate that there was already considerable momentum behind the proposal, moving it forward toward final approval. So there was, and so it was. I do not believe that the chairman of the committee originating the proposal, who later became president of the reserve bank where he spent the bulk of his productive career, ever quite forgave me for inserting a basic monetary policy question into discussion of an issue that was clearly being guided by member bank relations.

	
Looking back on Martin’s tenure, I would say that insofar as the internal bureaucratic structure of policy was concerned, he made a number of important and lasting changes. He went some distance in modernizing the use of economics as a tool for policy at the central bank, succeeded in ensuring that the Board of Governors and its chairman were clearly established as central to the power of the Federal Reserve System, and successfully asserted the chairman’s primacy as the Fed’s spokesman and symbol of the Fed. I am sure he felt that it was right and just to work toward ensuring that the board in Washington played as strong a role in policy as the law permitted. He understood well that the Fed was a nationwide system (his father had been at one point president of the Federal Reserve Bank of St. Louis) and that the broadness of the Fed’s constituency was symbolized by the location of its headquarters in Washington (the nation’s political capital) rather than in New York (the nation’s financial capital).

	
Although Martin may or may not have expressed it this way, he probably wanted it to be very clear that the New York Fed and its president, with deep roots in the heart of U.S. financial markets, did not by any means represent the broader concerns of the Fed as a whole. Be that as it may, he never convinced Congressman Wright Patman, then chairman of the House Banking Committee, that the Fed was not the handmaiden of large banks and, to use a very old term, of finance capitalism, which made it very difficult, if not impossible, to implement constructive legislative changes in those days.

	
Over the years, especially after Patman’s departure, times and attitudes changed. The Fed came to be viewed mainly through its national policy role for fighting inflation. For a long while, there also seemed to be less suspicion in Congress and elsewhere about the Fed’s supposed excessive sympathies for high finance. But the Fed never managed completely to avoid such suspicions, and they appeared again to come into full flower in response to the Fed’s actions to help bail out large financial institutions in the wake of the great credit crisis of 2007–2009. In chapter 8, I attempt to assess influences on the Fed’s image over time, including the powerful impact of the recent, explosive great credit crisis.

	
I am not so sure Martin would have felt very satisfied about his role in introducing modern economics into the policy process, though I do recall hearing him express some faith—he did have moments of naiveté—that economists in the future might come to rival the growing ability at the time of engineers for precision in rocket guidance. In any event, the introduction of economic forecasts into policy formulation did not show early signs of success. By the time he left the Fed, inflation was on its way up. The staff had stumbled now and again in its efforts to forecast the economy. An old-fashioned soul, with a much more intuitive than scientific mind, Martin might well have come to believe that all the newly introduced precision about the economy’s future had done more damage than had the wild and woolly ride on Lyndon Johnson’s bucking bronco of a jeep.

	
Although Martin may have felt a twang or two of regret about the impact of a modernized presentation of the economy and its outlook on policy setting, I doubt he felt any qualms—well, almost any—about his role in introducing more precision into the specification of day-to-day operating objectives for monetary policy. Doing so helped make the whole internal monetary policy process work more coherently and smoothly—and with the Fed’s chairman more clearly at the helm. That role tended to expand over time under Burns and Volcker as the nation’s monetary and financial problems became much more complex and demanding—and in consequence bringing considerable excitement into my own professional life.

	
By the end of Martin’s term, I had become one of the two associate directors of the Division of Research and Statistics (Lyle Gramley was the other). Chuck Partee was head of the division. My job was mainly in finance and particularly in issues connected with the formulation and implementation of monetary policy. That was the structure when Arthur Burns arrived at the end of January 1970.

	
Roles and positions changed over the next sixteen years or so that I was at the Fed—the Burns and Volcker years (with the Miller interregnum). Chuck became a governor, as did Lyle later, after he had first left the board and become a member of the Council of Economic Advisers under Jimmy Carter. I remained at the board in various positions, first leaving the Research Division and becoming adviser to the board in a separate office, with Chuck as managing director in overall administrative charge of the Research Division as well as the International Finance Division. That structure did not work very well, especially in the international area, where old traditions of independence were not easily dented. My role as the principal official for domestic monetary policy questions and oversight continued as it was.

	
After Chuck became a governor, I became staff director of an office with substantive responsibilities for monetary policy and related issues, responsibilities that were later extended (by the board under Miller) to encompass certain international issues, such as exchange-market operations and Eurodollar questions. The Office of the Staff Director for Monetary and Financial Policy, as it came to be designated, had few direct employees—one deputy, two secretaries, and the FOMC administrative staff. Necessary staff for exploring substantive economic and financial issues came as needed from the other board divisions, including research, international, legal (relative to certain reserve-requirement and discount-window questions), and reserve bank operations (relative to actual administration of the discount windows).

	
The setup was something like having dessert without needing to swallow all that awful broccoli and spinach beforehand. It worked well, in part for historical reasons, I suppose. After I left, one year before Volcker’s departure in 1987, it was abandoned, and a more conventional framework reestablished, as noted in chapter 6 on the Greenspan years.
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