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        [ Chapter 1 ]

        In Search of the Monetary Standard

      
      
        Summary: Central banks create the monetary standard. Standard Federal Reserve System (Fed) rhetoric is that the Federal Open Market Committee (FOMC) pursues the dual mandate legislated by Congress. Over some appropriately long time horizon, the FOMC assures the public that it conducts policy in a way that achieves “maximum employment” and “price stability.” But how? In a market economy, there is no central planning. There are no wartime price controls that dictate how firms set prices. There is no wartime rationing to control the spending of households. The financial system is free to allocate credit. What then is the monetary standard?

        As a central bank, the Fed has the unique responsibility to give money a well-defined value, that is, to determine the behavior of the price level. A perennial empirical regularity is the joint occurrence of monetary (price level) instability and real instability (cyclical fluctuations in output and employment). What accounts for fluctuations in the value of money over long periods of time, and what accounts for the joint interaction of the value of money with the cyclical fluctuations in the real economy?

        An answer not only to the question “What is the monetary standard” but also to the question “What is the optimal monetary standard” requires a model. The model will explain how the behavior of the Fed in setting its instrument interacts with the price system to influence the behavior of households and firms. That model should bring coherence to the monetary history of the United States. It should do so by organizing a summary of the evolution of the monetary standard and by informing when the standard has stabilized the economy and when it has destabilized the economy.

      

      Knut Wicksell (1935 [1978], 3) said a hundred years ago in his Lectures on Political Economy:1

      
        With regard to money, everything is determined by human beings themselves, i.e. the statesmen, and (so far as they are consulted) the economists; the choice of a measure of value, of a monetary system, of currency and credit legislation—all are in the hands of society.

      

      Wicksell followed up by noting:

      
        The establishment of a greater, and if possible absolute, stability in the value of money has thus become one of the most important practical objectives of political economy. But, unfortunately, little progress towards the solution of this problem has, so far, been made.

      

      The Federal Reserve System operates under a “dual mandate” from Congress to provide for stability in prices and in employment. Because the mandate is so general, it provides no guidance as to the actual monetary standard that policy makers (Wicksell’s “statesmen”) have “determined.” Without explicit articulation by Fed policy makers and without thorough debate and examination by academic economists, the monetary standard will always be fragile and subject to political pressures. The accident of personality of who becomes a policy maker can cause the monetary standard to become destabilizing.

      Wicksell (1935 [1978], 4) also wrote: “Monetary history reveals the fact that that folly has frequently been paramount; for it describes many fateful mistakes. On the other hand, it would be too much to say that mankind has learned nothing from these mistakes.” How does one know what the Fed has learned? Learning requires admission that policy makers can make “fateful mistakes.” What model captures those mistakes and the lessons learned?

      Economists have long asked the Fed for a model and for a characterization of the consistency in its behavior (a rule). James Tobin (1977 [1980], 41) wrote:

      
        There is really no substitute for making policy backwards, from the desired feasible paths of the objective variables that really matter to the mixture of policy instruments that can bring them about. . . . The procedure requires a model—there is no getting away from that. Models are highly imperfect, but they are indispensable. The model used for policymaking need not be any of the well-known forecasting models. It should represent the policymakers’ beliefs about the way the world works, and it should be explicit. Any policymaker or advisor who thinks he is not using a model is kidding both himself and us. He would be well advised to make explicit both his objectives for the economy and the model that expresses his view of the links of the economic variables of ultimate social concern to his policy instruments.

      

      The most famous proponent of an explicit rule was Milton Friedman (1988), who wrote:

      
        Every now and then a reporter asks my opinion about “current monetary policy.” My standard reply has become that I would be glad to answer if he would first tell me what “current monetary policy” is. I know, or can find out, what monetary actions have been: open-market purchases and sales and discount rates at Federal Reserve Banks. I know also the federal funds rate and rates of growth of various monetary aggregates that have accompanied these actions. What I do not know is the policy that produced these actions. . . . The closest I can come to an official specification of current monetary policy is that it is to take those actions that the monetary authorities, in light of all evidence available, judge will best promote price stability and full employment—i.e., to do the right thing at the right time. But that surely is not a “policy.” It is simply an expression of good intentions and an injunction to “trust us.”

      

      A characterization of the monetary standard requires a structural model of the economy and a rule that summarizes the behavior of the Fed, that is, a summary of how the Fed responds to incoming information on the economy given its objectives. In modern monetary models, households and firms (“agents”) base their behavior on how the Fed’s rule determines the monetary standard (“the stochastic environment agents believe themselves to be operating in”): Robert Lucas (1980 [1981], 255) wrote,

      
        Our ability as economists to predict the responses of agents rests, in situations where expectations about the future matter, on our understanding of the stochastic environment agents believe themselves to be operating in. In practice, this limits the class of policies the consequences of which we can hope to assess in advance to policies generated by fixed, well understood, relatively permanent rules (or functions relating policy actions taken to the state of the economy). . . . Analysis of policy which utilizes economics in a scientific way necessarily involves choice among alternative stable, predictable policy rules, infrequently changed and then only after extensive professional and general discussion, minimizing (though, of course, never entirely eliminating) the role of discretionary economic management.

      

      Lucas (1980 [1981], 255) also noted, “I have been impressed with how noncontroversial it [the above argument for rules] seems to be at a general level and with how widely ignored it continues to be at what some view as a ‘practical’ level.”

      An answer to the pleas of these economists for articulation by the Fed of the consistency in its behavior (the rule it follows) and of the structure of the economy that constrains its behavior requires a model that elucidates the nature of the monetary standard. Discovering the nature of the monetary standard, how it has evolved over time, and what constitutes the optimal monetary standard is an exercise in “identification.” The reason is that the Fed functions as part of the macroeconomy in which all variables are correlated. “Identification” of the monetary standard requires a model that allows separation of how the Fed influences the behavior of the economy and how the behavior of the economy influences the Fed. That is, it requires separation of causation from correlation.

      The strategy pursued here is to use historical narrative based on contemporaneous documentary evidence and the state of knowledge among policy makers and economists to understand how the Fed has responded to the state of the economy. How has monetary policy in the sense of the consistency in its response to the behavior of the economy (its rule or reaction function) evolved over time? This evolution comprises the semicontrolled experiments that provide evidence on the optimal monetary standard. A conclusion is that absent monetary disorder produced by money creation that causes the price level to evolve unpredictably the price system works well to maintain macroeconomic stability.

      The hypothesis tested here is that the monetary standard provides for macroeconomic stability if the Fed follows a rule that provides for a stable nominal anchor (price stability) and that allows the price system an unfettered ability to determine real variables like output and employment. Failure to follow the rule creates the correlation in the data between monetary and real disorder. This rule emerges from the Goodfriend and King (1997) basic version of the New Keynesian model in which a policy of price stability is optimal. With price stability, the central bank turns over to the price system (the real business cycle core of the economy) the unfettered determination of real variables like output and employment.

    
  
    
      
        [ Chapter 2 ]

        The Organization of the Book

      
      There is a need for another Fed history to work out a methodology for identifying causation in the correlation between nominal and real instability. In attributing the business cycle to instability in money, Milton Friedman and Anna Schwartz focused on the procyclicality of money and on the observation that peaks in money growth preceded peaks in the business cycle. A methodology relevant for the period after 1980 when real money demand became interest sensitive and unstable needs to work for the entire history of the Fed. The book focuses on the way that the Fed maintained short-term interest rates at cyclically high levels well past cyclical peaks. For the pre-1981 period, this attribution of real instability to monetary causes also accords with the Friedman-Schwartz identification in terms of the behavior of money.

      
        	Chapter 3, “What Causes the Monetary Disorder That Produces Real Disorder?” FOMC procedures are stabilizing when they cause the funds rate to track the natural rate of interest and destabilizing when they do not. This chapter provides an empirical generalization for recessions that flags destabilizing procedures: the monetary contraction marker. In the period before 1981 when real money demand was stable, the monetary contraction marker highlights the behavior of the FOMC that accounts for the Friedman-Schwartz generalization that monetary decelerations precede business cycle peaks. Afterward, it replaces observed monetary decelerations. Briefly, the monetary contraction marker captures behavior in which the FOMC prevents a decline in the funds rate when economic weakness develops so that the real rate of interest remains high well past cyclical peaks. In the stop-go era this situation evolved when the FOMC allowed inflation to develop during economic recoveries out of a reluctance to raise interest rates and “abort the recovery.”

        	Chapter 4, “The Creation of the Fed.” Prior to the creation of the Fed, the United States was on the gold standard. Under that standard, market forces determined the interest rate, money, and the price level. All that changed with the creation of the Fed. Because the Fed did not follow gold standard rules, the monetary standard changed to one of fiat money creation. The great disasters of the pre–World War II period followed from the failure to understand the change in the monetary standard and the new responsibilities entailed in the control of money and prices.
          Nothing in the background of policy makers prepared them to understand the kind of monetary regime they had created. Just as important, the economics profession lacked the body of knowledge required to understand monetary policy. The systematic development of monetary economics within the discipline of macroeconomics was a post–World War II phenomenon. There were pre–World War II quantity theorists, but they lacked a comprehensive theory capable of explaining both the operation of the pre–World War I gold standard and a fiat money regime.

        

        	Chapter 5, “Why the Fed Failed in the Depression: The 1920s Antecedents.” The founders of the Fed wanted to end financial panics, which cut off borrowers in the interior of the country from credit. To that end, they designed the Federal Reserve based on real bills principles.1 A core principle of real bills was that the collapse of episodes of speculative excess caused recession and deflation. In the 1920s, the original intention proved illusory, namely, that the regional Reserve Banks would prevent speculative excess by allocating credit to legitimate uses only. They would do so by lending only on real bills (short-term commercial paper). In response, the New York Fed developed a policy of economic stabilization based on the control of credit. However, because the guiding principle remained the need to squelch incipient signs of speculative excess, the Fed became an engine of economic disaster.

        	Chapter 6, “A Fiat Money Standard: Free Reserves Operating Procedures and Gold.” Real bills operating procedures meant that collectively member banks always had to obtain significant amounts of reserves through discounting eligible paper at the discount window. As a result, the level at which the regional Reserve Banks set the discount rate plus the nonpecuniary costs to borrowing from the window determined the marginal cost of bank reserves. In turn, through arbitrage, the marginal cost of reserves (today’s analogue of the funds rate) determined the interest rate in the money market. The interaction of the money market interest rate with the price system (the natural rate of interest) determined money creation and in the Great Contraction (1929 to 1933), with the real rate of interest held above the natural rate of interest, money destruction.2
          No one understood the consequences of these procedures, later, in the 1950s, called “free reserves” procedures, where the term refers to the difference between excess reserves and borrowed reserves. In part the ignorance derived from the lack of concepts developed only later as part of macroeconomics. In part, policy makers associated the idea of the Fed as a central bank controlling fiat money creation with populist movements and the advocacy of a government-run printing press.

        

        	Chapter 7, “A Narrative Account of the 1920s.” As soon as the Fed gained its independence following World War I and following the Treasury’s last Victory Drive to issue bonds, it set off the major recession of 1920–21, a recession that could have become the Great Depression. However, during the following years, gold inflows and a concern by the New York Fed for reestablishment of the international gold standard kept monetary policy from becoming contractionary. Nevertheless, given the real bills views of policy makers, the prosperity of the 1920s made it inevitable that the Fed would again set off a major recession through contractionary monetary policy. That happened when the Fed began in 1928 to force a contraction of the banking system to limit the “excess” credit creation it believed had spilled over into speculation in the stock market.

        	Chapter 8, “Attacking Speculative Mania.” In the 1920s, the idea emerged of a central bank charged with the task of macroeconomic stabilization. However, its intellectual underpinnings were those of real bills. Maintenance of stability presumably required the suppression of the speculative excess that furnished the precondition for recession and deflation. In response to the dramatic rise in the stock market starting in 1927, the Fed raised the cost of reserves to banks through open market sales and increases in the discount rate.
          Commercial banks in the interior had adjusted their reserve positions through the call loan market in New York using deposits at their correspondent banks. They also used the discount window. The Fed shut down the first and significantly limited the second through the policy of “direct pressure.” High discount rates and the stigma attached to discount window borrowing as evidence of weakness caused banks to try to restore their liquidity through building up excess reserves. The banking system could do so only through contraction of loans and deposits. Throughout the entire Great Contraction (August 1929 to March 1933), monetary policy remained contractionary because of the incessant pressure on the banking system to contract.

        

        	Chapter 9, “The Great Contraction: 1929–33.” In 1930, the Fed failed to follow through on the open market purchases and reductions in the discount rate following the 1929 stock market crash for fear of reviving the speculation whose collapse presumably led to the recession. The combination of a stock market collapse followed by a profound depression only perpetuated the quicksand foundation for Fed policy that associated speculative excess with an inevitable collapse followed by the liquidation of firms and deflation. Because of the stigma associated with borrowing from the discount window, the banking system adjusted to the bank runs that began toward the end of 1930 and continued into 1931 by contracting rather than by borrowing.
          In fall 1931, in response to the gold outflows that followed Britain’s abandonment of the gold standard, the Fed raised discount rates to restore the confidence of the business community in maintenance of the gold standard. In 1932, the association of deflation and the contraction of bank credit caused the New York Fed to coordinate open market purchases by the regional Fed banks. However, the Fed abandoned the program when the regional Reserve Banks backed out after seeing the reserves created flow to New York. In early 1933, a cascade of statewide closure of banks created a nationwide closure of the banking system.

        

        	Chapter 10, “The Roosevelt Era.” With the Bank Holiday of March 1933, the bank panics ceased. As banks accumulated excess reserves, they no longer had to borrow from the discount window. With the resulting end of the free reserves operating procedures, Fed control over interest rates ended. The monetary standard changed to one in which the Fed controlled the reserves of the banking system through its open market purchases first of securities and then of gold and with the marketplace setting the interest rate. After the United States devalued the dollar and pegged the price of gold on January 31, 1934, the country ran a commodity stabilization scheme for gold financed by the monetization of the purchases by the Fed.
          Government policies and the Fed’s attempt to return to free reserves procedures, which gave the Fed control over bank borrowed reserves and presumably control over the speculative extension of credit, ended the recovery. There were two major supply shocks, one in summer 1933 with the National Industrial Recovery Act and one in 1935 with the Wagner Act, which produced an exogenous rise in wages. In 1936 and 1937, to eliminate excess reserves, the Board of Governors raised reserve requirements and induced a sharp contraction in growth of the money stock.

        

        	Chapter 11, “The Guiding Role of Governor Harrison and the NY Fed.” George Leslie Harrison was governor, then president, of the Federal Reserve Bank of New York from November 1928 to December 1940. During the Great Contraction, like his predecessor, Benjamin Strong, he dominated the conduct of monetary policy. Because Harrison worked behind the scenes, that fact is obscured. The record he kept allows an understanding of the views of early policy makers. It was a world of real bills, a gold standard mentality, and fear of the populist movements to create paper money.

        	Chapter 12, “Contemporary Critics in the Depression.” A summary of the views of leading economists in the Depression makes clear that many ideas assumed self-evident today did not exist then. No one had the concept of a banking system with nominal liabilities resting on a reserves base maintained through the bookkeeping operations of the central bank. No one understood the Fed as a central bank with the power to create fiat money, that is, as a “creator of money.” The populist reform movements wanted the Fed to issue paper money by monetizing government debt, but that was not the same as an understanding that the Fed already created money through a bookkeeping operation when it lent through the discount window or purchased government securities. The gold backing for note issue, the high level of the gold reserve ratio, and the convertibility of note issue into gold obscured the reality of a fiat money standard.

        	Chapter 13, “From World War II to the 1953 Recession.” After World War II, the Treasury continued its dominance over the Fed by requiring it to maintain a ceiling on the interest paid on long-term bonds. Treasury dominance ended with the 1951 Treasury-Fed Accord when the Fed refused to monetize the bonds being unloaded by banks. That experience ended real bills views. Inflation arose not from speculative excess but rather from the failure of the Fed to control the reserves creation of banks. The two recessions with cycle peaks in November 1948 and in July 1953 originated in the way in which expectations of the behavior of the price level formed in the gold standard era interacted with the nominal interest rate to determine the real interest rate. Namely, the expectation that a fall in the price level would follow a rise raised the real interest rate and made monetary policy contractionary.

        	Chapter 14, “LAW (Lean-against-the-Wind) and Long and Variable Lags.” When the Fed regained its independence with the March 1951 Treasury-Fed Accord, it had to reinvent monetary policy. FOMC chairman William McChesney Martin did so with “lean-against-the-wind” (LAW) procedures, which possessed the modern characteristic of a reaction function. However, the Fed stumbled over how to both stabilize the real economy and maintain price stability. Milton Friedman’s “long and variable lags” critique highlighted the issues. This chapter provides a framework for thinking about post-Accord monetary policy as a choice between alternative LAW strategies, termed “LAW with credibility” and “LAW with trade-offs.”

        	Chapter 15, “The Early Martin Fed.” William McChesney Martin created the modern central bank. With procedures he termed “lean-against-the-wind” (LAW), the FOMC began to move short-term interest rates procyclically (to counter strength or weakness in the economy associated with sustained changes in the rate of resource utilization) with the goal of controlling the quantity of bank credit rather than its allocation to presumed productive uses. “Bills only” confined open market operations to Treasury bills to encourage the “depth, breadth, and resilience” of the government bond market. The market determined bond yields, which could then offer evidence of inflationary expectations. With LAW, concern for inflationary expectations replaced the real bills concern for speculative excess.

        	Chapter 16, “From Price Stability to Inflation.” In the Johnson administration, Martin found himself isolated. In an environment of guns and butter due to the Vietnam War and Great Society programs, the political system demanded that the economy grow flat out. In an environment of urban riots, it demanded a low unemployment rate with 4 percent a provisional target. Keynesian aggregate-demand management promised all this. With an increasingly Keynesian Board and staff, if Martin had challenged the political system, he would have done so with his own house divided. He entered a bargain with the administration and the Congress: pass an income tax increase to eliminate the government deficit, and the Fed would hold off on interest-rate increases. If Martin could not control the fires of inflation with higher rates, he would turn down the fire by limiting credit creation. The bargain was a Faustian one, and Martin lost.

        	Chapter 17, “The Burns Fed.” Arthur Burns epitomized the “measurement without theory” tradition of the National Bureau of Economic Research (NBER). He understood monetary policy through the eyes of businessmen, whose psychology, he believed, drove the business cycle. Burns also believed that the country needed him to reconcile the low unemployment required for social stability with the low inflation required for business confidence and investment. For Burns, inflationary expectations were crucial. However, they were the expectations of the businessman, and the businessman was concerned about wage inflation. Burns believed that the country could lower inflation and stimulate economic activity by assuaging these expectations through use of incomes policies and evidence of fiscal discipline in the form of a budget surplus. In practice, Burns traded monetary policy for influence over incomes and fiscal policy.

        	Chapter 18, “Stop-Go and the Collapse of a Stable Nominal Anchor.” In the 1970s, the social, political, and economic consensus held that inflation was driven by powerful cost-push shocks. To limit inflation through monetary policy, it followed that the Fed would have had to create significant (and socially unacceptable) unemployment. Cost-push inflation, as opposed to aggregate-demand inflation, required intervention in the particular markets that created it. G. William Miller, who succeeded Burns as FOMC chairman, was unprepared for the need to raise interest rates dramatically to prevent a rise in expected inflation from depressing the real interest rate. By summer 1979, the country had lost a stable nominal anchor. Expected inflation rose in line with actual inflation.

        	Chapter 19, “The Volcker Fed and Birth of a New Monetary Standard.” In the 1960s while at the Treasury, Paul Volcker had been the mandarin of the Bretton Woods system. He believed that a stable dollar was a bulwark of the free world against communism. For Volcker, a strong dollar was a moral imperative and a patriotic duty. As a product of the Open Market Desk of the New York Fed, he understood the crucial role of expectations. Volcker also understood that the Fed was the only alternative for confronting inflationary expectations. Volcker’s acceptance of responsibility for inflationary expectations rendered irrelevant the endless discussions about the causes of inflation as cost-push or demand-pull and about tailoring the remedy accordingly. Whatever the cause of those inflationary expectations, the Fed had to get them under control, or they would pass quickly into negotiated wage settlements and lock in high inflation.

        	Chapter 20, “The Greenspan FOMC.” The effort by the Volcker-Greenspan FOMC to reestablish the nominal expectational stability lost during the prior stop-go period finally succeeded in 1995. With the sharp increases in the funds rate in 1994 and early 1995, the Fed at last succeeded in allaying the fears of the bond market vigilantes, who had pushed up bond rates in response to above-trend real growth and inflation shocks. Expected inflation ceased being a function of above-trend real growth and of actual inflation.

        	Chapter 21, “The Great Recession.” The Great Recession followed the general pattern of recessions. During economic recoveries, the FOMC raises the funds rate in a measured but persistent fashion until the economy weakens. If at that point the FOMC is concerned about inflation, it limits reductions in the funds rate. Short-term real interest rates remain at cyclical highs. The FOMC allows a negative output gap to develop to lower inflation. The difference in the Great Recession was that high headline inflation emerged from a worldwide commodity price inflation shock rather than prior unduly expansionary monetary policy.

        	Chapter 22, “The 2008 Financial Crisis.” Through decades of a policy of too-indebted-to-fail, regulators created a financial safety net that made moral hazard the foundation of a shadow banking system (financial institutions with the characteristics of banks but not regulated as banks). Various money funds relied on the willingness of short-term cash investors to fund portfolios of hard-to-value, illiquid, long-term assets like mortgage-backed securities. The cash investors assumed that any significant financial institution would be protected. With the Lehman bankruptcy in September 2008, the apparent retraction of the financial safety net caused the cash investors to jump to the safe side of the financial safety net: the too-big-to-fail banks and government money funds. Regulators spent the rest of the year trying to undo their flight.

        	Chapter 23, “The Eurozone Crisis.” Both the European Central Bank (ECB) and the Fed followed the same monetary policy intended to prevent the high headline inflation caused by the world commodity price inflation from raising inflationary expectations and thus passing permanently into a higher inflation rate. Like the United States, given the public expectation of price stability, the resulting contractionary monetary policy initiated by an inflation shock caused a sharp fall in output.

        	Chapter 24, “Recovery from the Great Recession.” The recovery from the Great Recession was a period of significant stability of prices and output. That stability demonstrated that the Fed is not “out of ammunition” at the zero lower bound for interest rates. Quantitative easing (QE) works. The public’s expectation of inflation did not become unanchored to the downside but remained anchored at near price stability. The FOMC was wrong to conclude that the preemptive increases in the funds rate that began in December 2015 limited reductions in unemployment. The resulting long period of price stability allowed labor markets to work to lower unemployment.

        	Chapter 25, “Covid-19 and the Fed’s Credit Policy.” Traditionally, central banks have separated monetary policy from financial intermediation, which is credit policy. Credit policy is fiscal policy in that it allocates credit in a way that supersedes the market allocation. In the Covid-19 crisis, however, the Fed took private credit risk onto its own balance sheet. The Fed should avoid credit programs, which allocate credit, and concentrate on its traditional monetary policy responsibilities.

        	Chapter 26, “Covid-19 and the Fed’s Monetary Policy: Flexible-Average-Inflation Targeting.” With a revision to the FOMC’s Statement on Longer-Run Goals and Monetary Policy Strategy termed “flexible-average-inflation targeting” (FAIT), the FOMC made the trade-offs of the Phillips curve the center of monetary policy. The new strategy was to pursue an expansionary monetary policy to cause the economy to grow rapidly to restore the low prepandemic unemployment rate. The FOMC believed that there would be no conflict with the objective of price stability because of the existence of a flat Phillips curve. That is, the unemployment rate could decline to a level consistent with a new inclusive definition of maximum employment. A revival of inflation would flag the lowest unemployment rate consistent with price stability. Moreover, with the new strategy, a persistent overshoot in inflation was considered desirable to offset earlier undershoots.

        	Chapter 27, “How Can the Fed Control Inflation?” In 2020, the monetary aggregate M2 rose by 25 percent. Experience, most recently the inflation of the 1970s, associates high rates of money growth with high inflation. The bulge in money represented an accumulation of liquid assets ready to be spent on services when they again become available with the end of the pandemic. That purchasing power will be unwound through inflation if the Fed does not raise interest rates preemptively and sell debt to undo the bookkeeping operations of the banks that created the bulge in money.

        	Chapter 28, “Making the Monetary Standard Explicit.” The goal in this chapter is to formulate a rule based on the consistent behavior of the FOMC in the Volcker-Greenspan era, known as the Great Moderation. The formulation of policy by the FOMC rests on forecasts of the behavior of the economy. A rule should discipline this forecasting effort so that the FOMC communicates a consensus forecast to financial markets consistent with maintenance of price stability and output growing at potential. The spirit of the general rule is that it should guarantee a stable nominal anchor and allow the price system an unfettered ability to determine real variables. Such a rule precludes any attempt to trade off unemployment and inflation objectives as embodied in Phillips curves.

        	Chapter 29, “What Is the Optimal Monetary Standard?” The optimal rule derives from a concept of the optimal monetary standard. The exposition here assumes the desirability of the goal of rules in the tradition of the quantity theory to isolate the real economy from monetary instability through a monetary policy of price stability. In the Goodfriend and King (1997) version of the New Keynesian model, a policy of price stability is optimal. The exposition relates a policy of price stability to the procedures pioneered by William McChesney Martin termed here “lean against the wind with credibility.” With these procedures, the FOMC moves the funds rate preemptively to maintain price stability by preventing the emergence of inflation.

        	Chapter 30, “Why Is Learning So Hard?” Despite the accumulation of episodes of monetary instability (real and nominal) over time, there is little consensus over the optimal monetary standard and the associated rule the central bank should follow. What is required is identification of these episodes combined with information specific to those episodes relevant to the direction of causation between real and nominal instability. The economist must then generalize over all these episodes. This book attempts that task.

      

    
  
    
      
        [ Chapter 3 ]

        What Causes the Monetary Disorder That Produces Real Disorder?

      
      
        Summary: Monetary policy is stabilizing when it employs a rule that causes the funds rate to track the natural rate of interest. In the post-Accord 1951 era, monetary policy developed the principle of a reaction function in which the FOMC moves the funds rate in a systematic way in response to the behavior of the economy. Properly implemented, monetary policy could stabilize rather than destabilize the economy.

        Milton Friedman and Anna Schwartz (1963a) documented the empirical generalizations that large, sustained increases in money preceded and accompanied inflation and that monetary decelerations preceded cyclical peaks in the business cycle. The use of money to summarize the behavior of monetary policy lapsed after 1980 when deregulation made real money demand interest sensitive, and money ceased being a useful predictor of nominal expenditure. There is then a need for an empirical generalization that can explain the behavior of money before 1981 and that can also replace money after 1981 as an indicator of when monetary policy is stabilizing or destabilizing.

        In the period before the Treasury-Fed Accord, monetary policy was rarely stabilizing. For the subsequent period, there exist alternating periods of stability and instability. One can use this alternation to generalize about the optimal monetary rule. The identification of such a rule must start with the lean-against-the-wind (LAW) procedures developed under the FOMC chairmanship of William McChesney Martin. With LAW, the FOMC raises the funds rate above its prevailing level in a measured, persistent way in response to sustained growth above potential indicated by increased rates of resource utilization (declines in the unemployment rate), and conversely for sustained weakness. LAW works because growth above potential indicates a natural rate of interest above the real rate of interest and thus the need to raise the real rate, and conversely for growth below potential.

        In the decade of the 1950s, LAW procedures evolved toward “LAW with credibility.” The FOMC monitored bond markets for evidence of its credibility to control inflation. Monetary policy moved toward being preemptive in that the intention was to prevent the emergence of inflation rather than to respond only after it emerged. The emphasis was on maintaining an environment of nominal expectational stability (price stability) rather than on responding directly to realized inflation.

        With the Great Inflation of the 1970s, during economic expansions, a concern for “not aborting the recovery” led to hesitant increases in the funds rate until inflation emerged. The FOMC then raised the funds rate significantly and limited reductions while the economy went into recession. The Great Moderation succeeded the Great Inflation when FOMC chairmen Paul Volcker and Alan Greenspan returned to LAW with credibility through a policy aimed at preempting the emergence of inflation and establishing an environment of nominal expectational stability.

        The impediment to the Volcker-Greenspan policy lies with preemptive funds-rate increases. Inevitably, such increases incur populist and Keynesian criticism that the FOMC is limiting growth and raising the unemployment rate to control a nonexistent inflation.

      

      Before deregulation rendered money demand unstable starting in 1981, economists benefited from the ideal monetarist laboratory in that stability in real money demand made large, sustained changes in nominal money a sufficient statistic for capturing the stance of monetary policy. Using step functions fitted to growth rates in the monetary aggregate M2, Friedman and Schwartz (1963b) documented that monetary contraction (reductions in the steps fitted to M2) preceded cyclical peaks in the business cycle. After 1981, however, identifying instances of monetary instability must focus on Fed procedures that do not ensure monetary control. That failure arises from a failure to cause the short-term interest rate (the funds rate) to track the natural rate of interest, where the latter is the real interest rate that maintains aggregate demand equal to potential output.

      The equilibrating power of the price system appears in the Fed’s LAW procedures in that sustained growth above potential is a signal that the real rate of interest lies below its natural counterpart. (A converse statement holds for weakness in growth.) When implemented in a stabilizing way, LAW works as a search procedure for the natural rate of interest. In that respect, the empirical investigation here classifies LAW procedures into two classes. With LAW with credibility, the FOMC raises the funds rate sufficiently during economic recoveries to preempt the emergence of inflation as characterized by policy in the Volcker-Greenspan era. The spirit is to maintain price stability. With LAW with trade-offs, the FOMC raises the funds rate only hesitantly during economic recoveries until the emergence of inflation as characterized by policy in the Burns-Miller era. The spirit of policy then becomes balancing off inflation and unemployment using a Phillips curve, which relates unemployment (slack in the economy) to inflation.

      The empirical generalization summarized below in tables for recessions since 1919, the “monetary contraction marker,” shows the following Fed behavior associated with recessions. In recovery periods, the Fed raises the funds rate in a persistent fashion until the economy weakens. Recessions occur when the Fed (concerned about inflation, speculation, or the external value of the dollar) maintains short-term interest rates at cyclical highs past the cycle peak. The Friedman-Schwartz identification of monetary instability causing real instability documented the reduction in an M2 step function prior to cyclical peaks. The method of identification employed here generates that same identification for the period prior to 1981 when money demand was stable. It also applies equally well to the subsequent period of instability in real money demand.

      
        Appendix: Tables of the Monetary Contraction Marker by Recession

        Nominal and real GNP are from Balke and Gordon (1986). Commercial paper rate on four-to-six-month maturities from “Short-Term Open Market Rates in New York City,” in Board of Governors (1943), Banking and Monetary Statistics. M1 is from Friedman and Schwartz (1970), table 1. Real M1 is M1 divided by the CPI. Industrial production and funds rate are from St. Louis FRED. For construction of real funds rate, see chapter 18 appendix, “Real Rate of Interest.” P and T designate peaks and troughs of the business cycle. Shaded rows indicate recessions.

        
        Table 3.1. Series Values Relative to NBER Cycle Peak—1920: Q1 Peak
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        Table 3.2. Series Values Relative to NBER Cycle Peak—1923: Q2 Peak
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                −12.4

              
              	
                1922Q1

              
            

            
              	
                t − 4

              
              	
                4.42

              
              	
                20.8

              
              	
                29.7

              
              	
                16.8

              
              	
                20.6

              
              	
                17.0

              
              	
                −3.1

              
              	
                1922Q2

              
            

            
              	
                t − 3

              
              	
                4.13

              
              	
                12.8

              
              	
                23.3

              
              	
                8.0

              
              	
                8.9

              
              	
                17.9

              
              	
                −0.8

              
              	
                1922Q3

              
            

            
              	
                t − 2

              
              	
                4.67

              
              	
                16.1

              
              	
                62.1

              
              	
                9.6

              
              	
                6.2

              
              	
                20.4

              
              	
                3.2

              
              	
                1922Q4

              
            

            
              	
                t − 1

              
              	
                4.75

              
              	
                16.2

              
              	
                12.4

              
              	
                5.1

              
              	
                5.1

              
              	
                31.7

              
              	
                0.0

              
              	
                1923Q1

              
            

            
              	
                t = 0

              
              	
                5.13

              
              	
                10.3

              
              	
                23.6

              
              	
                1.5

              
              	
                −1.6

              
              	
                12.1

              
              	
                3.2

              
              	
                1923Q2 P

              
            

            
              	
                t + 1

              
              	
                5.21

              
              	
                −6.6

              
              	
                −11.0

              
              	
                −1.1

              
              	
                −6.4

              
              	
                −10.9

              
              	
                5.6

              
              	
                1923Q3

              
            

            
              	
                t + 2

              
              	
                5.17

              
              	
                0.5

              
              	
                −12.4

              
              	
                4.0

              
              	
                0.9

              
              	
                1.2

              
              	
                3.1

              
              	
                1923Q4

              
            

            
              	
                t + 3

              
              	
                4.88

              
              	
                11.4

              
              	
                5.6

              
              	
                −2.6

              
              	
                −0.3

              
              	
                11.6

              
              	
                −2.3

              
              	
                1924Q1

              
            

            
              	
                t + 4

              
              	
                4.42

              
              	
                −12.0

              
              	
                −27.8

              
              	
                5.6

              
              	
                10.7

              
              	
                −18.8

              
              	
                −4.6

              
              	
                1924Q2

              
            

            
              	
                t + 5

              
              	
                3.29

              
              	
                −4.1

              
              	
                −9.4

              
              	
                14.6

              
              	
                12.8

              
              	
                −4.1

              
              	
                1.6

              
              	
                1924Q3 T

              
            

            
              	
                t + 6

              
              	
                3.34

              
              	
                22.0

              
              	
                37.9

              
              	
                9.9

              
              	
                5.7

              
              	
                28.8

              
              	
                4.0

              
              	
                1924Q4

              
            

            
              	
                t + 7

              
              	
                3.75

              
              	
                9.6

              
              	
                24.9

              
              	
                6.8

              
              	
                5.9

              
              	
                18.2

              
              	
                0.8

              
              	
                1925Q1

              
            

            
              	
                t + 8

              
              	
                3.92

              
              	
                4.9

              
              	
                1.2

              
              	
                5.3

              
              	
                3.7

              
              	
                0.8

              
              	
                1.6

              
              	
                1925Q2

              
            

          
        

        
        Table 3.3. Series Values Relative to NBER Cycle Peak—1926: Q3 Peak

        
          
            
              	            
                Time

                        
              	            
                Commercial Paper Rate

                        
              	            
                Real GNP

                        
              	            
                Industrial Production

                        
              	            
                M1

                        
              	            
                Real M1

                        
              	            
                Nominal GNP

                        
              	            
                CPI (NSA)

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                3.29

              
              	
                −4.1

              
              	
                −9.4

              
              	
                14.6

              
              	
                12.8

              
              	
                −4.1

              
              	
                1.6

              
              	
                1924Q3 T

              
            

            
              	
                t − 7

              
              	
                3.34

              
              	
                22.0

              
              	
                37.9

              
              	
                9.9

              
              	
                5.7

              
              	
                28.8

              
              	
                4.0

              
              	
                1924Q4

              
            

            
              	
                t − 6

              
              	
                3.75

              
              	
                9.6

              
              	
                24.9

              
              	
                6.8

              
              	
                5.9

              
              	
                18.2

              
              	
                0.8

              
              	
                1925Q1

              
            

            
              	
                t − 5

              
              	
                3.92

              
              	
                4.9

              
              	
                1.2

              
              	
                5.3

              
              	
                3.7

              
              	
                0.8

              
              	
                1.6

              
              	
                1925Q2

              
            

            
              	
                t − 4

              
              	
                4.04

              
              	
                10.7

              
              	
                1.2

              
              	
                12.1

              
              	
                3.1

              
              	
                14.5

              
              	
                8.7

              
              	
                1925Q3

              
            

            
              	
                t − 3

              
              	
                4.38

              
              	
                8.6

              
              	
                18.6

              
              	
                4.3

              
              	
                0.4

              
              	
                8.9

              
              	
                3.8

              
              	
                1925Q4

              
            

            
              	
                t − 2

              
              	
                4.34

              
              	
                3.7

              
              	
                1.1

              
              	
                −0.2

              
              	
                −0.2

              
              	
                0.7

              
              	
                0.0

              
              	
                1926Q1

              
            

            
              	
                t − 1

              
              	
                4.13

              
              	
                1.2

              
              	
                2.8

              
              	
                −1.7

              
              	
                −0.2

              
              	
                −1.9

              
              	
                −1.5

              
              	
                1926Q2

              
            

            
              	
                t = 0

              
              	
                4.34

              
              	
                9.8

              
              	
                9.7

              
              	
                −1.9

              
              	
                5.8

              
              	
                7.6

              
              	
                −7.3

              
              	
                1926Q3 P

              
            

            
              	
                t + 1

              
              	
                4.54

              
              	
                2.3

              
              	
                4.4

              
              	
                −4.3

              
              	
                −8.5

              
              	
                0.2

              
              	
                4.7

              
              	
                1926Q4

              
            

            
              	
                t + 2

              
              	
                4.17

              
              	
                −1.4

              
              	
                0.5

              
              	
                1.0

              
              	
                7.4

              
              	
                −8.1

              
              	
                −5.9

              
              	
                1927Q1

              
            

            
              	
                t + 3

              
              	
                4.17

              
              	
                2.4

              
              	
                −3.7

              
              	
                3.4

              
              	
                2.6

              
              	
                −2.1

              
              	
                0.8

              
              	
                1927Q2

              
            

            
              	
                t + 4

              
              	
                4.08

              
              	
                −6.1

              
              	
                −6.8

              
              	
                −0.3

              
              	
                3.7

              
              	
                −2.8

              
              	
                −3.8

              
              	
                1927Q3

              
            

            
              	
                t + 5

              
              	
                4.00

              
              	
                −7.4

              
              	
                −11.5

              
              	
                2.2

              
              	
                0.6

              
              	
                −3.7

              
              	
                1.6

              
              	
                1927Q4 T

              
            

            
              	
                t + 6

              
              	
                4.04

              
              	
                3.1

              
              	
                13.6

              
              	
                2.5

              
              	
                6.6

              
              	
                1.8

              
              	
                −3.8

              
              	
                1928Q1

              
            

            
              	
                t + 7

              
              	
                4.54

              
              	
                5.0

              
              	
                6.1

              
              	
                0.8

              
              	
                1.6

              
              	
                8.2

              
              	
                −0.8

              
              	
                1928Q2

              
            

            
              	
                t + 8

              
              	
                5.38

              
              	
                9.5

              
              	
                15.9

              
              	
                −4.6

              
              	
                −5.3

              
              	
                12.3

              
              	
                0.8

              
              	
                1928Q3

              
            

          
        

        
        Table 3.4. Series Values Relative to NBER Cycle Peak—1929: Q3 Peak

        
          
            
              	            
                Time

                        
              	            
                Commercial Paper Rate

                        
              	            
                Real GNP

                        
              	            
                Industrial Production

                        
              	            
                M1

                        
              	            
                Real M1

                        
              	            
                Nominal GNP

                        
              	            
                CPI (NSA)

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                4.08

              
              	
                −6.1

              
              	
                −6.8

              
              	
                −0.3

              
              	
                3.7

              
              	
                −2.8

              
              	
                −3.8

              
              	
                1927Q3

              
            

            
              	
                t − 7

              
              	
                4.00

              
              	
                −7.4

              
              	
                −11.5

              
              	
                2.2

              
              	
                0.6

              
              	
                −3.7

              
              	
                1.6

              
              	
                1927Q4 T

              
            

            
              	
                t − 6

              
              	
                4.04

              
              	
                3.1

              
              	
                13.6

              
              	
                2.5

              
              	
                6.6

              
              	
                1.8

              
              	
                −3.8

              
              	
                1928Q1

              
            

            
              	
                t − 5

              
              	
                4.54

              
              	
                5.0

              
              	
                6.1

              
              	
                0.8

              
              	
                1.6

              
              	
                8.2

              
              	
                −0.8

              
              	
                1928Q2

              
            

            
              	
                t − 4

              
              	
                5.38

              
              	
                9.5

              
              	
                15.9

              
              	
                −4.6

              
              	
                −5.3

              
              	
                12.3

              
              	
                0.8

              
              	
                1928Q3

              
            

            
              	
                t − 3

              
              	
                5.42

              
              	
                4.2

              
              	
                21.8

              
              	
                6.4

              
              	
                6.4

              
              	
                0.6

              
              	
                0.0

              
              	
                1928Q4

              
            

            
              	
                t − 2

              
              	
                5.59

              
              	
                8.4

              
              	
                13.5

              
              	
                −2.1

              
              	
                0.2

              
              	
                7.8

              
              	
                −2.3

              
              	
                1929Q1

              
            

            
              	
                t − 1

              
              	
                6.00

              
              	
                17.5

              
              	
                14.1

              
              	
                −0.3

              
              	
                1.3

              
              	
                16.8

              
              	
                −1.6

              
              	
                1929Q2

              
            

            
              	
                t = 0

              
              	
                6.13

              
              	
                2.6

              
              	
                6.2

              
              	
                5.1

              
              	
                −2.0

              
              	
                6.6

              
              	
                7.2

              
              	
                1929Q3 P

              
            

            
              	
                t + 1

              
              	
                5.67

              
              	
                −17.5

              
              	
                −25.4

              
              	
                3.4

              
              	
                4.2

              
              	
                −20.0

              
              	
                −0.8

              
              	
                1929Q4

              
            

            
              	
                t + 2

              
              	
                4.63

              
              	
                −13.7

              
              	
                −19.9

              
              	
                −10.3

              
              	
                −4.6

              
              	
                −16.3

              
              	
                −6.0

              
              	
                1930Q1

              
            

            
              	
                t + 3

              
              	
                3.71

              
              	
                −2.3

              
              	
                −14.7

              
              	
                −6.7

              
              	
                −4.5

              
              	
                −5.2

              
              	
                −2.3

              
              	
                1930Q2

              
            

            
              	
                t + 4

              
              	
                3.08

              
              	
                −18.2

              
              	
                −30.7

              
              	
                −4.9

              
              	
                3.0

              
              	
                −26.0

              
              	
                −7.7

              
              	
                1930Q3

              
            

            
              	
                t + 5

              
              	
                2.92

              
              	
                −17.3

              
              	
                −24.6

              
              	
                −2.6

              
              	
                3.0

              
              	
                −23.0

              
              	
                −5.5

              
              	
                1930Q4

              
            

            
              	
                t + 6

              
              	
                2.67

              
              	
                0.8

              
              	
                −7.4

              
              	
                −4.3

              
              	
                11.2

              
              	
                −9.8

              
              	
                −13.9

              
              	
                1931Q1

              
            

            
              	
                t + 7

              
              	
                2.21

              
              	
                7.2

              
              	
                0.6

              
              	
                −10.0

              
              	
                0.6

              
              	
                −4.5

              
              	
                −10.6

              
              	
                1931Q2

              
            

            
              	
                t + 8

              
              	
                2.00

              
              	
                −14.8

              
              	
                −26.1

              
              	
                −7.2

              
              	
                −1.4

              
              	
                −21.8

              
              	
                −6.0

              
              	
                1931Q3

              
            

          
        

        
        Table 3.5. Series Values Relative to NBER Cycle Peak—1937: Q2 Peak

        
          
            
              	            
                Time

                        
              	            
                Commercial Paper Rate

                        
              	            
                Real GNP

                        
              	            
                Industrial Production

                        
              	            
                M1

                        
              	            
                Real M1

                        
              	            
                Nominal GNP

                        
              	            
                CPI (NSA)

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                0.75

              
              	
                1.3

              
              	
                −4.2

              
              	
                13.1

              
              	
                9.9

              
              	
                1.5

              
              	
                3.0

              
              	
                1935Q2

              
            

            
              	
                t − 7

              
              	
                0.75

              
              	
                11.5

              
              	
                18.4

              
              	
                23.2

              
              	
                25.6

              
              	
                10.7

              
              	
                −1.9

              
              	
                1935Q3

              
            

            
              	
                t − 6

              
              	
                0.75

              
              	
                24.1

              
              	
                36.0

              
              	
                12.6

              
              	
                10.4

              
              	
                25.0

              
              	
                2.0

              
              	
                1935Q4

              
            

            
              	
                t − 5

              
              	
                0.75

              
              	
                1.9

              
              	
                −5.4

              
              	
                5.8

              
              	
                5.8

              
              	
                1.2

              
              	
                0.0

              
              	
                1936Q1

              
            

            
              	
                t − 4

              
              	
                0.75

              
              	
                27.5

              
              	
                37.7

              
              	
                23.7

              
              	
                24.9

              
              	
                24.5

              
              	
                −1.0

              
              	
                1936Q2

              
            

            
              	
                t − 3

              
              	
                0.75

              
              	
                11.9

              
              	
                23.9

              
              	
                14.0

              
              	
                6.6

              
              	
                18.8

              
              	
                7.0

              
              	
                1936Q3

              
            

            
              	
                t − 2

              
              	
                0.75

              
              	
                13.9

              
              	
                27.2

              
              	
                7.7

              
              	
                6.7

              
              	
                19.1

              
              	
                1.0

              
              	
                1936Q4

              
            

            
              	
                t − 1

              
              	
                0.75

              
              	
                −1.3

              
              	
                18.6

              
              	
                4.9

              
              	
                1.0

              
              	
                9.9

              
              	
                3.9

              
              	
                1937Q1

              
            

            
              	
                t = 0

              
              	
                1.00

              
              	
                10.5

              
              	
                7.2

              
              	
                −1.7

              
              	
                −7.9

              
              	
                14.6

              
              	
                6.8

              
              	
                1937Q2 P

              
            

            
              	
                t + 1

              
              	
                1.00

              
              	
                −1.5

              
              	
                −6.3

              
              	
                −4.9

              
              	
                −9.1

              
              	
                0.8

              
              	
                4.7

              
              	
                1937Q3

              
            

            
              	
                t + 2

              
              	
                1.00

              
              	
                −25.7

              
              	
                −54.7

              
              	
                −12.2

              
              	
                −11.4

              
              	
                −32.0

              
              	
                −0.9

              
              	
                1937Q4

              
            

            
              	
                t + 3

              
              	
                0.96

              
              	
                −15.9

              
              	
                −40.1

              
              	
                2.1

              
              	
                13.1

              
              	
                −18.4

              
              	
                −9.7

              
              	
                1938Q1

              
            

            
              	
                t + 4

              
              	
                0.88

              
              	
                6.5

              
              	
                −12.7

              
              	
                −3.2

              
              	
                −3.2

              
              	
                4.4

              
              	
                0.0

              
              	
                1938Q2 T

              
            

            
              	
                t + 5

              
              	
                0.73

              
              	
                25.5

              
              	
                48.3

              
              	
                12.6

              
              	
                13.7

              
              	
                27.1

              
              	
                −0.9

              
              	
                1938Q3

              
            

            
              	
                t + 6

              
              	
                0.67

              
              	
                17.0

              
              	
                43.9

              
              	
                18.7

              
              	
                22.1

              
              	
                15.0

              
              	
                −2.8

              
              	
                1938Q4

              
            

            
              	
                t + 7

              
              	
                0.56

              
              	
                −3.8

              
              	
                11.4

              
              	
                4.7

              
              	
                6.8

              
              	
                −6.7

              
              	
                −1.9

              
              	
                1939Q1

              
            

            
              	
                t + 8

              
              	
                0.56

              
              	
                −5.7

              
              	
                2.6

              
              	
                9.5

              
              	
                13.8

              
              	
                −8.0

              
              	
                −3.8

              
              	
                1939Q2

              
            

          
        

        
        Table 3.6. Series Values Relative to NBER Cycle Peak—1945: Q1 Peak

        
          
            
              	            
                Time

                        
              	            
                Commercial Paper Rate

                        
              	            
                Real GNP

                        
              	            
                Industrial Production

                        
              	            
                M1

                        
              	            
                Real M1

                        
              	            
                Nominal GNP

                        
              	            
                CPI (NSA)

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                0.69

              
              	
                15.6

              
              	
                23.3

              
              	
                41.4

              
              	
                34.9

              
              	
                24.3

              
              	
                4.8

              
              	
                1943Q1

              
            

            
              	
                t − 7

              
              	
                0.69

              
              	
                9.0

              
              	
                12.3

              
              	
                20.1

              
              	
                7.7

              
              	
                15.0

              
              	
                11.4

              
              	
                1943Q2

              
            

            
              	
                t − 6

              
              	
                0.69

              
              	
                13.9

              
              	
                22.7

              
              	
                35.1

              
              	
                38.2

              
              	
                15.4

              
              	
                −2.3

              
              	
                1943Q3

              
            

            
              	
                t − 5

              
              	
                0.69

              
              	
                11.8

              
              	
                18.6

              
              	
                4.4

              
              	
                3.6

              
              	
                14.5

              
              	
                0.8

              
              	
                1943Q4

              
            

            
              	
                t − 4

              
              	
                0.69

              
              	
                3.3

              
              	
                4.9

              
              	
                16.2

              
              	
                16.2

              
              	
                7.0

              
              	
                0.0

              
              	
                1944Q1

              
            

            
              	
                t − 3

              
              	
                0.74

              
              	
                2.4

              
              	
                −1.5

              
              	
                20.9

              
              	
                17.3

              
              	
                5.0

              
              	
                3.1

              
              	
                1944Q2

              
            

            
              	
                t − 2

              
              	
                0.75

              
              	
                6.7

              
              	
                0.2

              
              	
                14.8

              
              	
                10.6

              
              	
                7.1

              
              	
                3.9

              
              	
                1944Q3

              
            

            
              	
                t − 1

              
              	
                0.75

              
              	
                8.8

              
              	
                −1.3

              
              	
                26.5

              
              	
                25.5

              
              	
                9.2

              
              	
                0.8

              
              	
                1944Q4

              
            

            
              	
                t = 0

              
              	
                0.75

              
              	
                8.4

              
              	
                −7.4

              
              	
                17.5

              
              	
                15.8

              
              	
                8.3

              
              	
                1.5

              
              	
                1945Q1 P

              
            

            
              	
                t + 1

              
              	
                0.75

              
              	
                −4.4

              
              	
                −18.0

              
              	
                11.5

              
              	
                8.2

              
              	
                −0.3

              
              	
                3.0

              
              	
                1945Q2

              
            

            
              	
                t + 2

              
              	
                0.75

              
              	
                −25.6

              
              	
                −44.9

              
              	
                9.8

              
              	
                5.8

              
              	
                −21.6

              
              	
                3.8

              
              	
                1945Q3

              
            

            
              	
                t + 3

              
              	
                0.75

              
              	
                −24.8

              
              	
                −37.5

              
              	
                9.5

              
              	
                8.7

              
              	
                −16.2

              
              	
                0.7

              
              	
                1945Q4 T

              
            

            
              	
                t + 4

              
              	
                0.75

              
              	
                −15.7

              
              	
                −15.6

              
              	
                0.1

              
              	
                −1.4

              
              	
                −1.3

              
              	
                1.5

              
              	
                1946Q1

              
            

            
              	
                t + 5

              
              	
                0.75

              
              	
                −12.7

              
              	
                10.8

              
              	
                13.9

              
              	
                5.9

              
              	
                0.5

              
              	
                7.5

              
              	
                1946Q2

              
            

            
              	
                t + 6

              
              	
                0.80

              
              	
                6.9

              
              	
                43.9

              
              	
                5.7

              
              	
                −24.1

              
              	
                43.3

              
              	
                39.3

              
              	
                1946Q3

              
            

            
              	
                t + 7

              
              	
                0.94

              
              	
                −4.9

              
              	
                21.5

              
              	
                1.4

              
              	
                −17.5

              
              	
                17.0

              
              	
                22.9

              
              	
                1946Q4

              
            

            
              	
                t + 8

              
              	
                1.00

              
              	
                −6.3

              
              	
                10.0

              
              	
                4.7

              
              	
                −3.4

              
              	
                −1.3

              
              	
                8.4

              
              	
                1947Q1

              
            

          
        

        
        Table 3.7. Series Values Relative to NBER Peak—1948: Q4 Peak

        
          
            
              	            
                Time

                        
              	            
                Commercial Paper Rate

                        
              	            
                Real GDP

                        
              	            
                Industrial Production

                        
              	            
                M1

                        
              	            
                Real M1

                        
              	            
                Nominal GDP

                        
              	            
                CPI (NSA)

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                0.94

              
              	
                −4.9

              
              	
                21.5

              
              	
                1.4

              
              	
                −17.5

              
              	
                17.0

              
              	
                22.9

              
              	
                1946Q4

              
            

            
              	
                t − 7

              
              	
                1.00

              
              	
                −6.3

              
              	
                10.0

              
              	
                4.7

              
              	
                −3.4

              
              	
                −1.3

              
              	
                8.4

              
              	
                1947Q1

              
            

            
              	
                t − 6

              
              	
                1.00

              
              	
                −0.5

              
              	
                0.3

              
              	
                6.7

              
              	
                1.0

              
              	
                5.7

              
              	
                5.7

              
              	
                1947Q2

              
            

            
              	
                t − 5

              
              	
                1.01

              
              	
                −0.2

              
              	
                0.8

              
              	
                3.5

              
              	
                −7.6

              
              	
                7.0

              
              	
                12.1

              
              	
                1947Q3

              
            

            
              	
                t − 4

              
              	
                1.13

              
              	
                6.0

              
              	
                11.4

              
              	
                1.8

              
              	
                −8.4

              
              	
                17.0

              
              	
                11.1

              
              	
                1947Q4

              
            

            
              	
                t − 3

              
              	
                1.35

              
              	
                6.5

              
              	
                4.1

              
              	
                −0.1

              
              	
                −6.2

              
              	
                9.8

              
              	
                6.5

              
              	
                1948Q1

              
            

            
              	
                t − 2

              
              	
                1.38

              
              	
                7.2

              
              	
                4.3

              
              	
                −3.3

              
              	
                −9.6

              
              	
                11.0

              
              	
                7.0

              
              	
                1948Q2

              
            

            
              	
                t − 1

              
              	
                1.46

              
              	
                2.3

              
              	
                3.8

              
              	
                0.4

              
              	
                −8.1

              
              	
                10.2

              
              	
                9.2

              
              	
                1948Q3

              
            

            
              	
                t = 0

              
              	
                1.56

              
              	
                0.9

              
              	
                −4.1

              
              	
                −1.5

              
              	
                2.3

              
              	
                1.9

              
              	
                −3.8

              
              	
                1948Q4 P

              
            

            
              	
                t + 1

              
              	
                1.56

              
              	
                −5.9

              
              	
                −12.3

              
              	
                −2.1

              
              	
                4.0

              
              	
                −7.3

              
              	
                −5.9

              
              	
                1949Q1

              
            

            
              	
                t + 2

              
              	
                1.56

              
              	
                −1.2

              
              	
                −12.0

              
              	
                0.6

              
              	
                0.6

              
              	
                −5.5

              
              	
                0.0

              
              	
                1949Q2

              
            

            
              	
                t + 3

              
              	
                1.46

              
              	
                4.6

              
              	
                0.8

              
              	
                −1.2

              
              	
                −0.1

              
              	
                2.3

              
              	
                −1.1

              
              	
                1949Q3

              
            

            
              	
                t + 4

              
              	
                1.36

              
              	
                −4.0

              
              	
                −1.8

              
              	
                0.0

              
              	
                1.7

              
              	
                −3.7

              
              	
                −1.7

              
              	
                1949Q4 T

              
            

            
              	
                t + 5

              
              	
                1.31

              
              	
                17.5

              
              	
                22.7

              
              	
                3.7

              
              	
                6.6

              
              	
                16.0

              
              	
                −2.8

              
              	
                1950Q1

              
            

            
              	
                t + 6

              
              	
                1.31

              
              	
                12.4

              
              	
                38.1

              
              	
                6.0

              
              	
                3.0

              
              	
                14.4

              
              	
                2.9

              
              	
                1950Q2

              
            

            
              	
                t + 7

              
              	
                1.46

              
              	
                16.6

              
              	
                36.2

              
              	
                4.5

              
              	
                −4.9

              
              	
                26.8

              
              	
                9.9

              
              	
                1950Q3

              
            

            
              	
                t + 8

              
              	
                1.71

              
              	
                7.5

              
              	
                7.1

              
              	
                3.5

              
              	
                −4.6

              
              	
                16.0

              
              	
                8.5

              
              	
                1950Q4

              
            

          
        

        
        Table 3.8. Series Values Relative to NBER Peak—1953: Q2 Peak

        
          
            
              	            
                Time

                        
              	            
                Commercial Paper Rate

                        
              	            
                Real GDP

                        
              	            
                Industrial Production

                        
              	            
                M1

                        
              	            
                Real M1

                        
              	            
                Nominal GDP

                        
              	            
                CPI

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                2.19

              
              	
                7.0

              
              	
                1.3

              
              	
                3.7

              
              	
                0.0

              
              	
                9.7

              
              	
                3.9

              
              	
                1951Q2

              
            

            
              	
                t − 7

              
              	
                2.25

              
              	
                8.2

              
              	
                −9.2

              
              	
                5.2

              
              	
                3.6

              
              	
                8.5

              
              	
                −0.2

              
              	
                1951Q3

              
            

            
              	
                t − 6

              
              	
                2.26

              
              	
                0.7

              
              	
                2.8

              
              	
                7.6

              
              	
                1.2

              
              	
                5.2

              
              	
                6.0

              
              	
                1951Q4

              
            

            
              	
                t − 5

              
              	
                2.38

              
              	
                4.2

              
              	
                9.6

              
              	
                5.4

              
              	
                5.4

              
              	
                3.8

              
              	
                1.5

              
              	
                1952Q1

              
            

            
              	
                t − 4

              
              	
                2.32

              
              	
                0.3

              
              	
                −5.6

              
              	
                3.4

              
              	
                2.3

              
              	
                1.0

              
              	
                1.1

              
              	
                1952Q2

              
            

            
              	
                t − 3

              
              	
                2.31

              
              	
                2.6

              
              	
                12.2

              
              	
                4.1

              
              	
                0.0

              
              	
                7.3

              
              	
                2.7

              
              	
                1952Q3

              
            

            
              	
                t − 2

              
              	
                2.31

              
              	
                13.8

              
              	
                31.9

              
              	
                4.1

              
              	
                4.1

              
              	
                15.2

              
              	
                0.5

              
              	
                1952Q4

              
            

            
              	
                t − 1

              
              	
                2.33

              
              	
                7.8

              
              	
                8.2

              
              	
                1.6

              
              	
                3.6

              
              	
                7.8

              
              	
                −1.1

              
              	
                1953Q1

              
            

            
              	
                t = 0

              
              	
                2.62

              
              	
                3.1

              
              	
                5.7

              
              	
                2.7

              
              	
                0.7

              
              	
                3.9

              
              	
                1.5

              
              	
                1953Q2 P

              
            

            
              	
                t + 1

              
              	
                2.75

              
              	
                −2.4

              
              	
                0.4

              
              	
                0.6

              
              	
                −1.8

              
              	
                −0.9

              
              	
                1.9

              
              	
                1953Q3

              
            

            
              	
                t + 2

              
              	
                2.37

              
              	
                −6.2

              
              	
                −17.6

              
              	
                0.3

              
              	
                −0.7

              
              	
                −5.3

              
              	
                0.7

              
              	
                1953Q4

              
            

            
              	
                t + 3

              
              	
                2.04

              
              	
                −2.0

              
              	
                −12.1

              
              	
                1.1

              
              	
                1.6

              
              	
                −0.6

              
              	
                0.9

              
              	
                1954Q1

              
            

            
              	
                t + 4

              
              	
                1.63

              
              	
                0.4

              
              	
                −1.6

              
              	
                0.9

              
              	
                1.4

              
              	
                0.7

              
              	
                −0.6

              
              	
                1954Q2 T

              
            

            
              	
                t + 5

              
              	
                1.36

              
              	
                4.5

              
              	
                2.0

              
              	
                3.9

              
              	
                3.9

              
              	
                5.2

              
              	
                −1.0

              
              	
                1954Q3

              
            

            
              	
                t + 6

              
              	
                1.31

              
              	
                8.2

              
              	
                11.6

              
              	
                4.1

              
              	
                5.7

              
              	
                9.5

              
              	
                −1.2

              
              	
                1954Q4

              
            

            
              	
                t + 7

              
              	
                1.61

              
              	
                12.0

              
              	
                23.4

              
              	
                4.7

              
              	
                5.8

              
              	
                14.1

              
              	
                0.5

              
              	
                1955Q1

              
            

            
              	
                t + 8

              
              	
                1.97

              
              	
                6.7

              
              	
                18.5

              
              	
                2.4

              
              	
                2.4

              
              	
                8.5

              
              	
                −0.5

              
              	
                1955Q2

              
            

          
        

        
        Table 3.9. Series Values Relative to NBER Peak—1957: Q3 Peak

        
          
            
              	            
                Time

                        
              	            
                Commercial Paper Rate

                        
              	            
                Real GDP

                        
              	            
                Industrial Production

                        
              	            
                M1

                        
              	            
                Real M1

                        
              	            
                Nominal GDP

                        
              	            
                CPI

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                2.33

              
              	
                5.4

              
              	
                6.3

              
              	
                1.7

              
              	
                −0.3

              
              	
                8.6

              
              	
                0.3

              
              	
                1955Q3

              
            

            
              	
                t − 7

              
              	
                2.83

              
              	
                2.1

              
              	
                9.8

              
              	
                0.7

              
              	
                0.2

              
              	
                6.3

              
              	
                1.2

              
              	
                1955Q4

              
            

            
              	
                t − 6

              
              	
                3.00

              
              	
                −1.9

              
              	
                1.5

              
              	
                1.4

              
              	
                2.4

              
              	
                2.2

              
              	
                0.0

              
              	
                1956Q1

              
            

            
              	
                t − 5

              
              	
                3.26

              
              	
                3.2

              
              	
                −1.7

              
              	
                1.1

              
              	
                −2.4

              
              	
                5.6

              
              	
                2.7

              
              	
                1956Q2

              
            

            
              	
                t − 4

              
              	
                3.35

              
              	
                −0.5

              
              	
                −2.2

              
              	
                0.1

              
              	
                −4.7

              
              	
                4.8

              
              	
                4.2

              
              	
                1956Q3

              
            

            
              	
                t − 3

              
              	
                3.63

              
              	
                6.7

              
              	
                15.4

              
              	
                1.9

              
              	
                −0.6

              
              	
                8.3

              
              	
                3.5

              
              	
                1956Q4

              
            

            
              	
                t − 2

              
              	
                3.63

              
              	
                2.4

              
              	
                3.8

              
              	
                0.8

              
              	
                −1.6

              
              	
                8.4

              
              	
                3.3

              
              	
                1957Q1

              
            

            
              	
                t − 1

              
              	
                3.68

              
              	
                −1.0

              
              	
                −4.9

              
              	
                0.2

              
              	
                −4.0

              
              	
                1.8

              
              	
                3.5

              
              	
                1957Q2

              
            

            
              	
                t = 0

              
              	
                3.95

              
              	
                4.0

              
              	
                1.5

              
              	
                0.1

              
              	
                −4.1

              
              	
                6.4

              
              	
                3.6

              
              	
                1957Q3 P

              
            

            
              	
                t + 1

              
              	
                3.99

              
              	
                −4.2

              
              	
                −15.8

              
              	
                −2.1

              
              	
                −3.0

              
              	
                −4.1

              
              	
                1.9

              
              	
                1957Q4

              
            

            
              	
                t + 2

              
              	
                2.82

              
              	
                −10.4

              
              	
                −20.7

              
              	
                −0.5

              
              	
                −4.6

              
              	
                −6.3

              
              	
                4.8

              
              	
                1958Q1

              
            

            
              	
                t + 3

              
              	
                1.72

              
              	
                2.4

              
              	
                −6.5

              
              	
                4.7

              
              	
                1.3

              
              	
                3.7

              
              	
                2.7

              
              	
                1958Q2 T

              
            

            
              	
                t + 4

              
              	
                2.13

              
              	
                9.6

              
              	
                22.9

              
              	
                4.0

              
              	
                3.6

              
              	
                12.4

              
              	
                −0.2

              
              	
                1958Q3

              
            

            
              	
                t + 5

              
              	
                3.21

              
              	
                9.5

              
              	
                19.3

              
              	
                5.0

              
              	
                5.0

              
              	
                11.8

              
              	
                0.4

              
              	
                1958Q4

              
            

            
              	
                t + 6

              
              	
                3.30

              
              	
                7.9

              
              	
                18.8

              
              	
                −3.8

              
              	
                −3.8

              
              	
                8.9

              
              	
                0.7

              
              	
                1959Q1

              
            

            
              	
                t + 7

              
              	
                3.60

              
              	
                10.9

              
              	
                20.9

              
              	
                3.4

              
              	
                2.0

              
              	
                10.9

              
              	
                0.7

              
              	
                1959Q2

              
            

            
              	
                t + 8

              
              	
                4.19

              
              	
                −0.3

              
              	
                −15.4

              
              	
                2.9

              
              	
                0.2

              
              	
                0.7

              
              	
                2.1

              
              	
                1959Q3

              
            

          
        

        
        Table 3.10. Series Values Relative to NBER Peak—1960: Q2 Peak

        
          
            
              	            
                Time

                        
              	            
                Commercial Paper Rate

                        
              	            
                Real GDP

                        
              	            
                Industrial Production

                        
              	            
                M1

                        
              	            
                Real M1

                        
              	            
                Nominal GDP

                        
              	            
                CPI

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                1.72

              
              	
                2.4

              
              	
                −6.5

              
              	
                4.7

              
              	
                1.3

              
              	
                3.7

              
              	
                2.7

              
              	
                1958Q2

              
            

            
              	
                t − 7

              
              	
                2.13

              
              	
                9.6

              
              	
                22.9

              
              	
                4.0

              
              	
                3.6

              
              	
                12.4

              
              	
                −0.2

              
              	
                1958Q3

              
            

            
              	
                t − 6

              
              	
                3.21

              
              	
                9.5

              
              	
                19.3

              
              	
                5.0

              
              	
                5.0

              
              	
                11.8

              
              	
                0.4

              
              	
                1958Q4

              
            

            
              	
                t − 5

              
              	
                3.30

              
              	
                7.9

              
              	
                18.8

              
              	
                −3.8

              
              	
                −3.8

              
              	
                8.9

              
              	
                0.7

              
              	
                1959Q1

              
            

            
              	
                t − 4

              
              	
                3.60

              
              	
                10.9

              
              	
                20.9

              
              	
                3.4

              
              	
                2.0

              
              	
                10.9

              
              	
                0.7

              
              	
                1959Q2

              
            

            
              	
                t − 3

              
              	
                4.19

              
              	
                −0.3

              
              	
                −15.4

              
              	
                2.9

              
              	
                0.2

              
              	
                0.7

              
              	
                2.1

              
              	
                1959Q3

              
            

            
              	
                t − 2

              
              	
                4.76

              
              	
                1.4

              
              	
                1.9

              
              	
                −3.5

              
              	
                −5.7

              
              	
                3.1

              
              	
                2.4

              
              	
                1959Q4

              
            

            
              	
                t − 1

              
              	
                4.69

              
              	
                9.2

              
              	
                26.4

              
              	
                −1.1

              
              	
                −0.7

              
              	
                11.1

              
              	
                0.4

              
              	
                1960Q1

              
            

            
              	
                t = 0

              
              	
                4.07

              
              	
                −2.0

              
              	
                −8.4

              
              	
                −0.8

              
              	
                −3.0

              
              	
                −0.6

              
              	
                2.4

              
              	
                1960Q2 P

              
            

            
              	
                t + 1

              
              	
                3.37

              
              	
                0.6

              
              	
                −6.4

              
              	
                3.8

              
              	
                2.9

              
              	
                2.1

              
              	
                0.2

              
              	
                1960Q3

              
            

            
              	
                t + 2

              
              	
                3.27

              
              	
                −5.1

              
              	
                −9.3

              
              	
                −0.2

              
              	
                −2.8

              
              	
                −3.9

              
              	
                2.6

              
              	
                1960Q4

              
            

            
              	
                t + 3

              
              	
                3.01

              
              	
                2.4

              
              	
                −5.9

              
              	
                2.0

              
              	
                2.0

              
              	
                3.3

              
              	
                0.8

              
              	
                1961Q1 T

              
            

            
              	
                t + 4

              
              	
                2.86

              
              	
                7.7

              
              	
                16.8

              
              	
                3.0

              
              	
                3.0

              
              	
                8.7

              
              	
                −0.1

              
              	
                1961Q2

              
            

            
              	
                t + 5

              
              	
                2.90

              
              	
                6.6

              
              	
                13.4

              
              	
                2.4

              
              	
                0.1

              
              	
                7.9

              
              	
                1.6

              
              	
                1961Q3

              
            

            
              	
                t + 6

              
              	
                3.06

              
              	
                8.4

              
              	
                14.8

              
              	
                3.7

              
              	
                3.2

              
              	
                9.9

              
              	
                0.6

              
              	
                1961Q4

              
            

            
              	
                t + 7

              
              	
                3.24

              
              	
                7.4

              
              	
                6.1

              
              	
                2.6

              
              	
                1.7

              
              	
                10.0

              
              	
                1.6

              
              	
                1962Q1

              
            

            
              	
                t + 8

              
              	
                3.20

              
              	
                4.4

              
              	
                3.9

              
              	
                2.7

              
              	
                0.9

              
              	
                5.1

              
              	
                1.5

              
              	
                1962Q2

              
            

          
        

        
        Table 3.11. Series Values Relative to NBER Cycle Peak—1969: Q4 Peak

        
          
            
              	            
                Time

                        
              	            
                Funds Rate

                        
              	            
                Real Funds Rate

                        
              	            
                Real GDP

                        
              	            
                Industrial Production

                        
              	            
                M1

                        
              	            
                Real M1

                        
              	            
                Nominal GDP

                        
              	            
                CPI

                        
              	            
                Core PCE

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                4.17

              
              	
                0.42

              
              	
                3.0

              
              	
                11.1

              
              	
                6.7

              
              	
                3.0

              
              	
                7.7

              
              	
                4.5

              
              	
                4.1

              
              	
                1967Q4

              
            

            
              	
                t − 7

              
              	
                4.79

              
              	
                1.11

              
              	
                8.4

              
              	
                5.8

              
              	
                5.1

              
              	
                0.3

              
              	
                13.3

              
              	
                4.0

              
              	
                4.6

              
              	
                1968Q1

              
            

            
              	
                t − 6

              
              	
                5.98

              
              	
                1.92

              
              	
                6.9

              
              	
                5.5

              
              	
                7.3

              
              	
                3.2

              
              	
                11.5

              
              	
                4.0

              
              	
                4.7

              
              	
                1968Q2

              
            

            
              	
                t − 5

              
              	
                5.94

              
              	
                2.07

              
              	
                3.1

              
              	
                3.1

              
              	
                8.1

              
              	
                2.4

              
              	
                6.9

              
              	
                5.5

              
              	
                4.5

              
              	
                1968Q3

              
            

            
              	
                t − 4

              
              	
                5.92

              
              	
                2.32

              
              	
                1.6

              
              	
                6.2

              
              	
                8.9

              
              	
                4.1

              
              	
                7.6

              
              	
                5.0

              
              	
                4.8

              
              	
                1968Q4

              
            

            
              	
                t − 3

              
              	
                6.57

              
              	
                2.92

              
              	
                6.4

              
              	
                8.0

              
              	
                7.4

              
              	
                2.3

              
              	
                11.0

              
              	
                5.0

              
              	
                4.4

              
              	
                1969Q1

              
            

            
              	
                t − 2

              
              	
                8.33

              
              	
                3.69

              
              	
                1.2

              
              	
                1.8

              
              	
                3.2

              
              	
                −3.4

              
              	
                6.5

              
              	
                6.5

              
              	
                4.9

              
              	
                1969Q2

              
            

            
              	
                t − 1

              
              	
                8.98

              
              	
                4.76

              
              	
                2.7

              
              	
                4.9

              
              	
                1.8

              
              	
                −3.9

              
              	
                8.5

              
              	
                5.6

              
              	
                4.7

              
              	
                1969Q3

              
            

            
              	
                t = 0

              
              	
                8.94

              
              	
                5.18

              
              	
                −1.9

              
              	
                −2.5

              
              	
                3.2

              
              	
                −2.5

              
              	
                3.3

              
              	
                6.3

              
              	
                4.8

              
              	
                1969Q4 P

              
            

            
              	
                t + 1

              
              	
                8.57

              
              	
                4.62

              
              	
                −0.6

              
              	
                −9.3

              
              	
                4.5

              
              	
                −0.9

              
              	
                5.2

              
              	
                6.6

              
              	
                4.4

              
              	
                1970Q1

              
            

            
              	
                t + 2

              
              	
                7.88

              
              	
                3.6

              
              	
                0.6

              
              	
                −2.2

              
              	
                2.8

              
              	
                −3.8

              
              	
                6.4

              
              	
                5.7

              
              	
                4.6

              
              	
                1970Q2

              
            

            
              	
                t + 3

              
              	
                6.7

              
              	
                3.03

              
              	
                3.7

              
              	
                −1.4

              
              	
                5.4

              
              	
                0.8

              
              	
                6.9

              
              	
                4.2

              
              	
                4.5

              
              	
                1970Q3

              
            

            
              	
                t + 4

              
              	
                5.4

              
              	
                0.97

              
              	
                −4.2

              
              	
                −8.4

              
              	
                7.3

              
              	
                1.6

              
              	
                0.8

              
              	
                5.9

              
              	
                5.7

              
              	
                1970Q4 T

              
            

            
              	
                t + 5

              
              	
                3.83

              
              	
                −0.25

              
              	
                11.3

              
              	
                7.9

              
              	
                7.1

              
              	
                3.9

              
              	
                18.4

              
              	
                3.4

              
              	
                5.2

              
              	
                1971Q1

              
            

            
              	
                t + 6

              
              	
                4.56

              
              	
                0.27

              
              	
                2.2

              
              	
                3.7

              
              	
                8.5

              
              	
                3.9

              
              	
                7.8

              
              	
                3.7

              
              	
                4.7

              
              	
                1971Q2

              
            

            
              	
                t + 7

              
              	
                5.58

              
              	
                2.24

              
              	
                3.3

              
              	
                1.2

              
              	
                7.1

              
              	
                2.6

              
              	
                7.4

              
              	
                4.0

              
              	
                3.8

              
              	
                1971Q3

              
            

            
              	
                t + 8

              
              	
                4.77

              
              	
                1.71

              
              	
                0.9

              
              	
                9.6

              
              	
                3.8

              
              	
                1.8

              
              	
                4.4

              
              	
                3.0

              
              	
                2.3

              
              	
                1971Q4

              
            

          
        

        
        Table 3.12. Series Values Relative to NBER Cycle Peak—1973: Q4 Peak

        
          
            
              	            
                Time

                        
              	            
                Funds Rate

                        
              	            
                Real Funds Rate

                        
              	            
                Real GDP

                        
              	            
                Industrial Production

                        
              	            
                M1

                        
              	            
                Real M1

                        
              	            
                Nominal GDP

                        
              	            
                CPI

                        
              	            
                Core PCE

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                4.77

              
              	
                1.71

              
              	
                0.9

              
              	
                9.6

              
              	
                3.8

              
              	
                1.8

              
              	
                4.4

              
              	
                3.0

              
              	
                2.3

              
              	
                1971Q4

              
            

            
              	
                t − 7

              
              	
                3.58

              
              	
                0.13

              
              	
                7.6

              
              	
                18.1

              
              	
                8.2

              
              	
                5.1

              
              	
                14.2

              
              	
                3.3

              
              	
                3.9

              
              	
                1972Q1

              
            

            
              	
                t − 6

              
              	
                4.33

              
              	
                0.86

              
              	
                9.4

              
              	
                7.8

              
              	
                6.5

              
              	
                3.1

              
              	
                12.4

              
              	
                2.6

              
              	
                2.7

              
              	
                1972Q2

              
            

            
              	
                t − 5

              
              	
                4.79

              
              	
                1.61

              
              	
                3.8

              
              	
                5.2

              
              	
                8.6

              
              	
                4.5

              
              	
                8.0

              
              	
                3.2

              
              	
                3.0

              
              	
                1972Q3

              
            

            
              	
                t − 4

              
              	
                5.17

              
              	
                3.22

              
              	
                6.9

              
              	
                14.7

              
              	
                10.2

              
              	
                6.1

              
              	
                12.5

              
              	
                4.2

              
              	
                2.5

              
              	
                1972Q4

              
            

            
              	
                t − 3

              
              	
                6.31

              
              	
                2.28

              
              	
                10.3

              
              	
                11.8

              
              	
                8.3

              
              	
                3.0

              
              	
                15.9

              
              	
                6.4

              
              	
                2.8

              
              	
                1973Q1

              
            

            
              	
                t − 2

              
              	
                7.67

              
              	
                3.15

              
              	
                4.4

              
              	
                3.4

              
              	
                4.7

              
              	
                −4.2

              
              	
                11.4

              
              	
                8.6

              
              	
                5.6

              
              	
                1973Q2

              
            

            
              	
                t − 1

              
              	
                10.33

              
              	
                4.24

              
              	
                −2.1

              
              	
                3.5

              
              	
                4.8

              
              	
                −3.9

              
              	
                5.7

              
              	
                8.1

              
              	
                5.4

              
              	
                1973Q3

              
            

            
              	
                t = 0

              
              	
                10

              
              	
                3.63

              
              	
                3.8

              
              	
                6.1

              
              	
                5.1

              
              	
                −4.0

              
              	
                12.4

              
              	
                10.5

              
              	
                5.7

              
              	
                1973Q4 P

              
            

            
              	
                t + 1

              
              	
                9.5

              
              	
                2.10

              
              	
                −3.4

              
              	
                −3.5

              
              	
                6.9

              
              	
                −4.4

              
              	
                4.2

              
              	
                12.4

              
              	
                7.0

              
              	
                1974Q1

              
            

            
              	
                t + 2

              
              	
                11.08

              
              	
                3.50

              
              	
                1.0

              
              	
                0.2

              
              	
                3.6

              
              	
                −7.3

              
              	
                11.0

              
              	
                11.1

              
              	
                10.3

              
              	
                1974Q2

              
            

            
              	
                t + 3

              
              	
                12.17

              
              	
                3.22

              
              	
                −3.7

              
              	
                −1.6

              
              	
                3.7

              
              	
                −7.9

              
              	
                8.0

              
              	
                11.7

              
              	
                11.9

              
              	
                1974Q3

              
            

            
              	
                t + 4

              
              	
                9.17

              
              	
                −1.93

              
              	
                −1.5

              
              	
                −15.0

              
              	
                4.9

              
              	
                −6.8

              
              	
                10.8

              
              	
                12.9

              
              	
                10.1

              
              	
                1974Q4

              
            

            
              	
                t + 5

              
              	
                6.08

              
              	
                −0.84

              
              	
                −4.8

              
              	
                −23.9

              
              	
                2.4

              
              	
                −4.7

              
              	
                4.3

              
              	
                8.8

              
              	
                8.1

              
              	
                1975Q1 T

              
            

            
              	
                t + 6

              
              	
                5.33

              
              	
                −0.86

              
              	
                2.9

              
              	
                −5.3

              
              	
                6.1

              
              	
                −0.1

              
              	
                9.4

              
              	
                4.9

              
              	
                6.2

              
              	
                1975Q2

              
            

            
              	
                t + 7

              
              	
                6.19

              
              	
                −0.79

              
              	
                7.0

              
              	
                10.2

              
              	
                7.9

              
              	
                −0.8

              
              	
                15.1

              
              	
                8.3

              
              	
                6.2

              
              	
                1975Q3

              
            

            
              	
                t + 8

              
              	
                5.38

              
              	
                −0.77

              
              	
                5.5

              
              	
                9.0

              
              	
                3.2

              
              	
                −3.1

              
              	
                13.0

              
              	
                7.6

              
              	
                6.7

              
              	
                1975Q4

              
            

          
        

        
        Table 3.13. Series Values Relative to NBER Cycle Peak—1980: Q1 Peak

        
          
            
              	            
                Time

                        
              	            
                Funds Rate

                        
              	            
                Real Funds Rate

                        
              	            
                Real GDP

                        
              	            
                Industrial Production

                        
              	            
                M1

                        
              	            
                Real M1

                        
              	            
                Nominal GDP

                        
              	            
                CPI

                        
              	            
                Core PCE

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                6.75

              
              	
                0.17

              
              	
                1.3

              
              	
                −1.1

              
              	
                8.1

              
              	
                1.0

              
              	
                7.5

              
              	
                7.1

              
              	
                6.4

              
              	
                1978Q1

              
            

            
              	
                t − 7

              
              	
                7.33

              
              	
                0.14

              
              	
                16.4

              
              	
                17.1

              
              	
                9.2

              
              	
                −1.2

              
              	
                25.5

              
              	
                9.4

              
              	
                7.1

              
              	
                1978Q2

              
            

            
              	
                t − 6

              
              	
                8.04

              
              	
                1.18

              
              	
                4.1

              
              	
                3.5

              
              	
                8.2

              
              	
                −1.5

              
              	
                11.1

              
              	
                9.6

              
              	
                7.1

              
              	
                1978Q3

              
            

            
              	
                t − 5

              
              	
                9.63

              
              	
                1.84

              
              	
                5.5

              
              	
                7.4

              
              	
                7.2

              
              	
                −1.0

              
              	
                14.6

              
              	
                9.6

              
              	
                7.4

              
              	
                1978Q4

              
            

            
              	
                t − 4

              
              	
                10

              
              	
                1.07

              
              	
                0.7

              
              	
                1.7

              
              	
                4.9

              
              	
                −4.9

              
              	
                8.1

              
              	
                10.5

              
              	
                5.6

              
              	
                1979Q1

              
            

            
              	
                t − 3

              
              	
                10.13

              
              	
                1.16

              
              	
                0.4

              
              	
                −0.9

              
              	
                10.4

              
              	
                −3.7

              
              	
                10.7

              
              	
                13.3

              
              	
                9.1

              
              	
                1979Q2

              
            

            
              	
                t − 2

              
              	
                10.63

              
              	
                0.83

              
              	
                3.0

              
              	
                −1.1

              
              	
                10.3

              
              	
                −3.2

              
              	
                12.1

              
              	
                13.5

              
              	
                7.6

              
              	
                1979Q3

              
            

            
              	
                t − 1

              
              	
                12.5

              
              	
                3.37

              
              	
                1.0

              
              	
                1.5

              
              	
                3.6

              
              	
                −7.4

              
              	
                9.5

              
              	
                13.3

              
              	
                8.6

              
              	
                1979Q4

              
            

            
              	
                t = 0

              
              	
                15.14

              
              	
                7.09

              
              	
                1.3

              
              	
                1.6

              
              	
                6.7

              
              	
                −8.6

              
              	
                10.1

              
              	
                16.7

              
              	
                10.2

              
              	
                1980Q1 P

              
            

            
              	
                t + 1

              
              	
                12.29

              
              	
                3.57

              
              	
                −8.0

              
              	
                −15.9

              
              	
                −3.3

              
              	
                −16.3

              
              	
                0.6

              
              	
                14.2

              
              	
                9.3

              
              	
                1980Q2

              
            

            
              	
                t + 2

              
              	
                9.73

              
              	
                1.75

              
              	
                −0.5

              
              	
                −6.4

              
              	
                15.9

              
              	
                7.8

              
              	
                8.7

              
              	
                7.7

              
              	
                9.2

              
              	
                1980Q3 T

              
            

            
              	
                t + 3

              
              	
                16.68

              
              	
                7.93

              
              	
                7.7

              
              	
                16.3

              
              	
                11.5

              
              	
                0.5

              
              	
                20.1

              
              	
                11.7

              
              	
                10.1

              
              	
                1980Q4

              
            

            
              	
                t + 4

              
              	
                15.97

              
              	
                7.59

              
              	
                8.1

              
              	
                1.0

              
              	
                −1.3

              
              	
                −11.1

              
              	
                20.0

              
              	
                11.5

              
              	
                9.2

              
              	
                1981Q1

              
            

            
              	
                t + 5

              
              	
                20

              
              	
                11.35

              
              	
                −2.9

              
              	
                1.2

              
              	
                6.5

              
              	
                −2.8

              
              	
                4.4

              
              	
                8.6

              
              	
                7.8

              
              	
                1981Q2

              
            

            
              	
                t + 6

              
              	
                18.09

              
              	
                8.92

              
              	
                4.9

              
              	
                3.9

              
              	
                1.1

              
              	
                −9.5

              
              	
                12.6

              
              	
                11.6

              
              	
                7.6

              
              	
                1981Q3 P

              
            

            
              	
                t + 7

              
              	
                13.49

              
              	
                5.53

              
              	
                −4.3

              
              	
                −8.5

              
              	
                4.0

              
              	
                −1.8

              
              	
                2.2

              
              	
                6.7

              
              	
                7.3

              
              	
                1981Q4

              
            

            
              	
                t + 8

              
              	
                14.25

              
              	
                7.44

              
              	
                −6.1

              
              	
                −8.0

              
              	
                0.0

              
              	
                0.0

              
              	
                −1.2

              
              	
                3.6

              
              	
                6.0

              
              	
                1982Q1

              
            

          
        

        
        Table 3.14. Series Values Relative to NBER Cycle Peak—1981: Q3 Peak

        
          
            
              	            
                Time

                        
              	            
                Funds Rate

                        
              	            
                Real Funds Rate

                        
              	            
                Real GDP

                        
              	            
                Industrial Production

                        
              	            
                M1

                        
              	            
                Real M1

                        
              	            
                Nominal GDP

                        
              	            
                CPI

                        
              	            
                Core PCE

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                10.63

              
              	
                0.83

              
              	
                3.0

              
              	
                −1.1

              
              	
                10.3

              
              	
                −3.2

              
              	
                12.1

              
              	
                13.5

              
              	
                7.6

              
              	
                1979Q3

              
            

            
              	
                t − 7

              
              	
                12.5

              
              	
                3.37

              
              	
                1.0

              
              	
                1.5

              
              	
                3.6

              
              	
                −7.4

              
              	
                9.5

              
              	
                13.3

              
              	
                8.6

              
              	
                1979Q4

              
            

            
              	
                t − 6

              
              	
                15.14

              
              	
                7.09

              
              	
                1.3

              
              	
                1.6

              
              	
                6.7

              
              	
                −8.6

              
              	
                10.1

              
              	
                16.7

              
              	
                10.2

              
              	
                1980Q1

              
            

            
              	
                t − 5

              
              	
                12.29

              
              	
                3.57

              
              	
                −8.0

              
              	
                −15.9

              
              	
                −3.3

              
              	
                −16.3

              
              	
                0.6

              
              	
                14.2

              
              	
                9.3

              
              	
                1980Q2

              
            

            
              	
                t − 4

              
              	
                9.73

              
              	
                1.75

              
              	
                −0.5

              
              	
                −6.4

              
              	
                15.9

              
              	
                7.8

              
              	
                8.7

              
              	
                7.7

              
              	
                9.2

              
              	
                1980Q3 T

              
            

            
              	
                t − 3

              
              	
                16.68

              
              	
                7.93

              
              	
                7.7

              
              	
                16.3

              
              	
                11.5

              
              	
                0.5

              
              	
                20.1

              
              	
                11.7

              
              	
                10.1

              
              	
                1980Q4

              
            

            
              	
                t − 2

              
              	
                15.97

              
              	
                7.59

              
              	
                8.1

              
              	
                1.0

              
              	
                −1.3

              
              	
                −11.1

              
              	
                20.0

              
              	
                11.5

              
              	
                9.2

              
              	
                1981Q1

              
            

            
              	
                t − 1

              
              	
                20

              
              	
                11.35

              
              	
                −2.9

              
              	
                1.2

              
              	
                6.5

              
              	
                −2.8

              
              	
                4.4

              
              	
                8.6

              
              	
                7.8

              
              	
                1981Q2

              
            

            
              	
                t = 0

              
              	
                18.09

              
              	
                8.92

              
              	
                4.9

              
              	
                3.9

              
              	
                1.1

              
              	
                −9.5

              
              	
                12.6

              
              	
                11.6

              
              	
                7.6

              
              	
                1981Q3 P

              
            

            
              	
                t + 1

              
              	
                13.49

              
              	
                5.53

              
              	
                −4.3

              
              	
                −8.5

              
              	
                4.0

              
              	
                −1.8

              
              	
                2.2

              
              	
                6.7

              
              	
                7.3

              
              	
                1981Q4

              
            

            
              	
                t + 2

              
              	
                14.25

              
              	
                7.44

              
              	
                −6.1

              
              	
                −8.0

              
              	
                0.0

              
              	
                0.0

              
              	
                −1.2

              
              	
                3.6

              
              	
                6.0

              
              	
                1982Q1

              
            

            
              	
                t + 3

              
              	
                13.75

              
              	
                7.72

              
              	
                1.8

              
              	
                −5.0

              
              	
                0.0

              
              	
                0.0

              
              	
                7.2

              
              	
                5.9

              
              	
                5.5

              
              	
                1982Q2

              
            

            
              	
                t + 4

              
              	
                9.5

              
              	
                4.23

              
              	
                −1.5

              
              	
                −5.6

              
              	
                0.0

              
              	
                0.0

              
              	
                4.2

              
              	
                7.1

              
              	
                6.6

              
              	
                1982Q3

              
            

            
              	
                t + 5

              
              	
                9

              
              	
                3.90

              
              	
                0.2

              
              	
                −7.3

              
              	
                0.0

              
              	
                0.0

              
              	
                4.7

              
              	
                1.2

              
              	
                5.7

              
              	
                1982Q4 T

              
            

            
              	
                t + 6

              
              	
                8.5

              
              	
                3.74

              
              	
                5.4

              
              	
                4.7

              
              	
                0.0

              
              	
                0.0

              
              	
                8.5

              
              	
                0.3

              
              	
                5.4

              
              	
                1983Q1

              
            

            
              	
                t + 7

              
              	
                8.75

              
              	
                4.46

              
              	
                9.4

              
              	
                9.2

              
              	
                0.0

              
              	
                0.0

              
              	
                12.5

              
              	
                4.7

              
              	
                3.1

              
              	
                1983Q2

              
            

            
              	
                t + 8

              
              	
                9.44

              
              	
                5.08

              
              	
                8.2

              
              	
                14.4

              
              	
                0.0

              
              	
                0.0

              
              	
                12.6

              
              	
                4.0

              
              	
                6.2

              
              	
                1983Q3

              
            

          
        

        
        Table 3.15. Series Values Relative to NBER Cycle Peak—1990: Q3 Peak

        
          
            
              	            
                Time

                        
              	            
                Funds Rate

                        
              	            
                Real Funds Rate

                        
              	            
                Real GDP

                        
              	            
                Industrial Production

                        
              	            
                Nominal GDP

                        
              	            
                CPI

                        
              	            
                Core PCE

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                8.13

              
              	
                3.04

              
              	
                2.2

              
              	
                2.1

              
              	
                6.8

              
              	
                5.0

              
              	
                4.7

              
              	
                1988Q3

              
            

            
              	
                t − 7

              
              	
                8.47

              
              	
                3.63

              
              	
                5.4

              
              	
                3.2

              
              	
                8.6

              
              	
                4.4

              
              	
                4.5

              
              	
                1988Q4

              
            

            
              	
                t − 6

              
              	
                9.53

              
              	
                4.41

              
              	
                4.1

              
              	
                1.5

              
              	
                8.9

              
              	
                4.6

              
              	
                4.4

              
              	
                1989Q1

              
            

            
              	
                t − 5

              
              	
                9.81

              
              	
                4.74

              
              	
                2.7

              
              	
                −1.8

              
              	
                6.6

              
              	
                6.6

              
              	
                3.7

              
              	
                1989Q2

              
            

            
              	
                t − 4

              
              	
                9.16

              
              	
                4.55

              
              	
                2.9

              
              	
                −2.5

              
              	
                5.8

              
              	
                3.2

              
              	
                3.0

              
              	
                1989Q3

              
            

            
              	
                t − 3

              
              	
                8.58

              
              	
                4.30

              
              	
                1.0

              
              	
                1.8

              
              	
                3.8

              
              	
                4.1

              
              	
                3.7

              
              	
                1989Q4

              
            

            
              	
                t − 2

              
              	
                8.25

              
              	
                3.84

              
              	
                4.7

              
              	
                3.2

              
              	
                9.8

              
              	
                7.1

              
              	
                4.7

              
              	
                1990Q1

              
            

            
              	
                t − 1

              
              	
                8.25

              
              	
                3.62

              
              	
                1.0

              
              	
                2.8

              
              	
                5.8

              
              	
                4.0

              
              	
                4.5

              
              	
                1990Q2

              
            

            
              	
                t = 0

              
              	
                8.13

              
              	
                2.99

              
              	
                0.0

              
              	
                1.4

              
              	
                3.6

              
              	
                7.1

              
              	
                4.1

              
              	
                1990Q3 P

              
            

            
              	
                t + 1

              
              	
                7.5

              
              	
                1.91

              
              	
                −3.0

              
              	
                −6.0

              
              	
                0.0

              
              	
                7.0

              
              	
                3.4

              
              	
                1990Q4

              
            

            
              	
                t + 2

              
              	
                6.13

              
              	
                1.62

              
              	
                −2.0

              
              	
                −7.5

              
              	
                2.7

              
              	
                3.0

              
              	
                3.6

              
              	
                1991Q1 T

              
            

            
              	
                t + 3

              
              	
                5.75

              
              	
                1.81

              
              	
                2.6

              
              	
                2.6

              
              	
                5.3

              
              	
                2.4

              
              	
                3.1

              
              	
                1991Q2

              
            

            
              	
                t + 4

              
              	
                5.63

              
              	
                1.47

              
              	
                1.9

              
              	
                5.5

              
              	
                4.9

              
              	
                3.1

              
              	
                3.7

              
              	
                1991Q3

              
            

            
              	
                t + 5

              
              	
                4.67

              
              	
                0.43

              
              	
                1.9

              
              	
                0.7

              
              	
                4.0

              
              	
                3.4

              
              	
                3.2

              
              	
                1991Q4

              
            

            
              	
                t + 6

              
              	
                4

              
              	
                0.26

              
              	
                4.2

              
              	
                −0.3

              
              	
                6.7

              
              	
                2.7

              
              	
                3.1

              
              	
                1992Q1

              
            

            
              	
                t + 7

              
              	
                3.75

              
              	
                0.06

              
              	
                3.9

              
              	
                7.3

              
              	
                6.2

              
              	
                3.1

              
              	
                2.9

              
              	
                1992Q2

              
            

            
              	
                t + 8

              
              	
                3.5

              
              	
                −0.33

              
              	
                4.0

              
              	
                2.9

              
              	
                5.9

              
              	
                3.1

              
              	
                2.4

              
              	
                1992Q3

              
            

          
        

        
        Table 3.16. Series Values Relative to NBER Cycle Peak—2001: Q1 Peak

        
          
            
              	            
                Time

                        
              	            
                Funds Rate

                        
              	            
                Real Funds Rate

                        
              	            
                Real GDP

                        
              	            
                Industrial Production

                        
              	            
                Nominal GDP

                        
              	            
                CPI

                        
              	            
                Core PCE

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                4.75

              
              	
                2.59

              
              	
                3.4

              
              	
                4.3

              
              	
                5.1

              
              	
                1.5

              
              	
                1.3

              
              	
                1999Q1

              
            

            
              	
                t − 7

              
              	
                4.88

              
              	
                2.79

              
              	
                3.4

              
              	
                3.8

              
              	
                4.8

              
              	
                3.0

              
              	
                1.3

              
              	
                1999Q2

              
            

            
              	
                t − 6

              
              	
                5.25

              
              	
                2.83

              
              	
                4.7

              
              	
                4.0

              
              	
                6.2

              
              	
                3.0

              
              	
                1.4

              
              	
                1999Q3

              
            

            
              	
                t − 5

              
              	
                5.42

              
              	
                3.23

              
              	
                7.3

              
              	
                8.0

              
              	
                9.1

              
              	
                3.0

              
              	
                1.8

              
              	
                1999Q4

              
            

            
              	
                t − 4

              
              	
                5.88

              
              	
                3.79

              
              	
                1.0

              
              	
                4.9

              
              	
                4.7

              
              	
                4.0

              
              	
                2.2

              
              	
                2000Q1

              
            

            
              	
                t − 3

              
              	
                6.5

              
              	
                4.32

              
              	
                6.4

              
              	
                5.0

              
              	
                8.3

              
              	
                3.2

              
              	
                1.3

              
              	
                2000Q2

              
            

            
              	
                t − 2

              
              	
                6.5

              
              	
                4.58

              
              	
                −0.5

              
              	
                −0.3

              
              	
                1.6

              
              	
                3.7

              
              	
                1.8

              
              	
                2000Q3

              
            

            
              	
                t − 1

              
              	
                6.5

              
              	
                4.43

              
              	
                2.1

              
              	
                −1.3

              
              	
                3.8

              
              	
                2.9

              
              	
                1.9

              
              	
                2000Q4

              
            

            
              	
                t = 0

              
              	
                5.25

              
              	
                3.39

              
              	
                −0.5

              
              	
                −5.5

              
              	
                2.8

              
              	
                3.9

              
              	
                2.3

              
              	
                2001Q1 P

              
            

            
              	
                t + 1

              
              	
                3.88

              
              	
                2.08

              
              	
                1.2

              
              	
                −5.2

              
              	
                4.4

              
              	
                2.8

              
              	
                1.5

              
              	
                2001Q2

              
            

            
              	
                t + 2

              
              	
                3.5

              
              	
                1.10

              
              	
                −1.4

              
              	
                −5.9

              
              	
                0.2

              
              	
                1.1

              
              	
                1.1

              
              	
                2001Q3

              
            

            
              	
                t + 3

              
              	
                2.08

              
              	
                −0.14

              
              	
                1.6

              
              	
                −5.2

              
              	
                3.6

              
              	
                −0.3

              
              	
                2.0

              
              	
                2001Q4 T

              
            

            
              	
                t + 4

              
              	
                1.75

              
              	
                0.28

              
              	
                2.7

              
              	
                2.3

              
              	
                4.3

              
              	
                1.3

              
              	
                1.2

              
              	
                2002Q1

              
            

            
              	
                t + 5

              
              	
                1.75

              
              	
                0.36

              
              	
                2.2

              
              	
                6.3

              
              	
                3.7

              
              	
                3.2

              
              	
                2.3

              
              	
                2002Q2

              
            

            
              	
                t + 6

              
              	
                1.75

              
              	
                0.27

              
              	
                2.4

              
              	
                2.3

              
              	
                3.9

              
              	
                2.2

              
              	
                2.0

              
              	
                2002Q3

              
            

            
              	
                t + 7

              
              	
                1.25

              
              	
                −0.30

              
              	
                0.2

              
              	
                −0.5

              
              	
                2.4

              
              	
                2.4

              
              	
                1.4

              
              	
                2002Q4

              
            

            
              	
                t + 8

              
              	
                1.25

              
              	
                −0.13

              
              	
                1.2

              
              	
                2.7

              
              	
                4.4

              
              	
                4.2

              
              	
                1.0

              
              	
                2003Q1

              
            

          
        

        
        Table 3.17. Series Values Relative to NBER Cycle Peak—2007: Q4 Peak

        
          
            
              	            
                Time

                        
              	            
                Funds Rate

                        
              	            
                Real Funds Rate

                        
              	            
                Real GDP

                        
              	            
                Industrial Production

                        
              	            
                Nominal GDP

                        
              	            
                CPI

                        
              	            
                Core PCE

                        
              	            
                Dates

                        
            

          
          
            
              	
                t − 8

              
              	
                4.13

              
              	
                1.84

              
              	
                2.6

              
              	
                3.9

              
              	
                5.9

              
              	
                3.8

              
              	
                2.6

              
              	
                2005Q4

              
            

            
              	
                t − 7

              
              	
                4.63

              
              	
                2.40

              
              	
                5.4

              
              	
                3.8

              
              	
                8.4

              
              	
                2.1

              
              	
                2.3

              
              	
                2006Q1

              
            

            
              	
                t − 6

              
              	
                5.13

              
              	
                2.78

              
              	
                0.9

              
              	
                2.4

              
              	
                4.4

              
              	
                3.7

              
              	
                2.9

              
              	
                2006Q2

              
            

            
              	
                t − 5

              
              	
                5.25

              
              	
                2.77

              
              	
                0.6

              
              	
                1.5

              
              	
                3.5

              
              	
                3.8

              
              	
                2.2

              
              	
                2006Q3

              
            

            
              	
                t − 4

              
              	
                5.25

              
              	
                2.83

              
              	
                3.5

              
              	
                0.9

              
              	
                5.0

              
              	
                −1.6

              
              	
                1.7

              
              	
                2006Q4

              
            

            
              	
                t − 3

              
              	
                5.25

              
              	
                3.05

              
              	
                0.9

              
              	
                3.6

              
              	
                5.0

              
              	
                4.0

              
              	
                2.9

              
              	
                2007Q1

              
            

            
              	
                t − 2

              
              	
                5.25

              
              	
                3.07

              
              	
                2.3

              
              	
                5.0

              
              	
                5.0

              
              	
                4.6

              
              	
                1.5

              
              	
                2007Q2

              
            

            
              	
                t − 1

              
              	
                5

              
              	
                2.89

              
              	
                2.2

              
              	
                1.1

              
              	
                4.3

              
              	
                2.6

              
              	
                2.0

              
              	
                2007Q3

              
            

            
              	
                t = 0

              
              	
                4.38

              
              	
                2.35

              
              	
                2.5

              
              	
                1.2

              
              	
                4.1

              
              	
                5.0

              
              	
                2.6

              
              	
                2007Q4 P

              
            

            
              	
                t + 1

              
              	
                2.63

              
              	
                0.33

              
              	
                −2.3

              
              	
                −1.5

              
              	
                −0.8

              
              	
                4.4

              
              	
                2.2

              
              	
                2008Q1

              
            

            
              	
                t + 2

              
              	
                2

              
              	
                −0.40

              
              	
                2.1

              
              	
                −5.8

              
              	
                4.3

              
              	
                5.3

              
              	
                1.9

              
              	
                2008Q2

              
            

            
              	
                t + 3

              
              	
                2

              
              	
                −0.63

              
              	
                −2.1

              
              	
                −12.5

              
              	
                0.8

              
              	
                6.3

              
              	
                1.9

              
              	
                2008Q3

              
            

            
              	
                t + 4

              
              	
                0.56

              
              	
                −1.20

              
              	
                −8.4

              
              	
                −16.0

              
              	
                −7.2

              
              	
                −8.9

              
              	
                0.2

              
              	
                2008Q4

              
            

            
              	
                t + 5

              
              	
                0.125

              
              	
                −1.16

              
              	
                −4.4

              
              	
                −20.6

              
              	
                −4.5

              
              	
                −2.7

              
              	
                0.4

              
              	
                2009Q1

              
            

            
              	
                t + 6

              
              	
                0.125

              
              	
                −1.09

              
              	
                −0.6

              
              	
                −10.9

              
              	
                −1.2

              
              	
                2.1

              
              	
                1.8

              
              	
                2009Q2 T

              
            

            
              	
                t + 7

              
              	
                0.125

              
              	
                −1.10

              
              	
                1.5

              
              	
                6.1

              
              	
                1.9

              
              	
                3.5

              
              	
                1.4

              
              	
                2009Q3

              
            

            
              	
                t + 8

              
              	
                0.125

              
              	
                −1.10

              
              	
                4.5

              
              	
                6.4

              
              	
                5.9

              
              	
                3.2

              
              	
                2.5

              
              	
                2009Q4

              
            

          
        

      
      
    
  
    
      
        [ Chapter 4 ]

        The Creation of the Fed

      
      
        Summary: In the pre–World War II period, the preeminent question is what responsibility the Fed bore for the Great Depression. To answer that question, one must address several questions. What monetary standard did the Fed create? What responsibilities did that standard impose on policy makers? If policy makers caused the Great Depression by failing to fulfill those responsibilities, why did they fail? How did they understand the monetary standard, and why was learning about the actual standard seemingly impossible?

        A brief answer to these complex questions is that the monetary standard was one of fiat money creation. Although policy makers had responsibility for money creation and the price level, they did not understand that responsibility. Their operating procedures entailed the setting of the marginal cost of reserves to banks and, as a result, the economy’s short-term interest rate. The interaction of that interest rate with the operation of the price system, specifically, the natural rate of interest, determined money creation or, in the Depression, money destruction. However, policy makers understood the regional Reserve Banks as one influence on the cost and availability of funds to banks, not as creators of money.

        Any monetary standard must answer the question of what endows money with a well-defined value, that is, what makes the price level determinate. With a fiat money standard as opposed to a classical gold standard, the central bank must take responsibility for the behavior of the price level. Nothing prepared early policy makers to go from the automatic operation of the late nineteenth-century gold standard to a monetary regime that thrust on them responsibility to control money creation and prices.

      

      The motivation for the creation of the Fed with the Federal Reserve Act passed in December 1913 came from the desire to end the financial panics that had occurred periodically and most recently in 1907. The act created twelve Federal Reserve Banks thought of as reserve depositories of the banks in their Federal Reserve districts. Such a regional concentration of reserves would not only make reserves available in a bank panic but, presumably, remove them from the Wall Street banks, which could deny access in a panic. Moreover, elimination of the concentration of reserves in New York would prevent the New York banks from using them for speculation—the collapse of which policy makers believed led to recession and deflation.

      Allyn A. Young (1927), a Harvard professor, wrote:

      
        Those who planned the Federal Reserve system confidently expected that the system would operate so as to do away with the “artificial” concentration of banking power in New York. . . . The Federal Reserve Bank of New York was to be merely one of a number of regional banks. . . . Dr. H. P. Willis, who at the time was expert to the House Banking and Currency Committee, explained in 1913 in a memorandum prepared for President Wilson that the presumed effect of the new plan would be “to end the placing of reserves with Central Reserve city banks for use in stock market operations, to keep reserves . . . at home.” . . . The new reserve system has not been an effective obstacle to the use of banking funds in financing Stock Exchange speculation.

      

      Lauchlin Currie (1934b, 34) wrote that “the primary reason for the establishment of the Federal Reserve System was probably the desire to curb stock market speculation, which, it was believed, led to the successive suspensions of payments under the National Banking System.” The regional Reserve Banks would assure the extension of credit exclusively to legitimate uses by basing that credit on the discounting of “real bills,” short-term self-liquidating commercial paper. These erroneous ideas made the Federal Reserve System into a source of recurrent, enormous instability in the pre–World War II era.

      In congressional testimony on a price-stabilization bill, Western Starr (US Congress 1926, April 1, 1926, 233), representing the National Committee of the Farmer-Labor Party, talked of the panic of 1857:

      
        I can remember the financial panic of 1857 and I remember what happened to the people in the town in which I lived out on the Mississippi River. It was a steamboat town, a lumber and saw mill town. The town was, at that time, of perhaps 5,000 or 6,000 people, and the whole town went broke. Every mill shut down and the steamboats quit running. There was absolutely nothing they could do to earn a living. They were down and out. That was only one of them. But I remember every one since, and I remember that every last one of them has been caused by precisely the same cause, brought about by precisely the same cause—restriction of credit and the cutting down of the ability to utilize opportunities that lie all around us.

      

      The solution to such panics was to remove the concentration of reserves from New York by decentralizing them in regional reserve depositories. These regional Reserve Banks would always provide credit with no more suspensions. As stated in the Federal Reserve Act, the Reserve Banks would purchase “bills of exchange arising out of commercial transactions . . . with a view of accommodating commerce and business.” Credit would expand and contract in response to the legitimate needs of business. There would be an “elastic currency.”

      The creation of the Federal Reserve reflected the consensus that the United States needed an “elastic currency.” An elasticity based on the discounting of real bills at the regional Reserve Banks would provide for seasonal needs for currency in moving crops to market. Such a system would end the speculative excess whose collapse led to recession and deflation. It would do so for two reasons. First, it would assure that credit expanded and contracted to meet the legitimate needs of commerce—no more and no less. Second, the availability of the discount window at the regional Reserve Banks would end the concentration of reserves in New York. Not only would the New York banks no longer exercise life and death control over the extension of credit in a panic to banks; they would no longer have the funds of those banks to use for speculation.

      Currie (1934b, 35) traced the real bills doctrine to proponents of the Banking School in Britain, who

      
        wished to secure elasticity of note issue while guarding against the danger of over-issue. They thought this could be accomplished if notes were issued only on loans to business men for the provision of working capital. In this way, they argued, an increase in notes could only occur if there were an increase in production. A falling off in production would automatically result in retirement of notes. Notes issued to long term borrowers disturbed this automatic adjustment, since they would remain outstanding after goods had been purchased.

      

      
        4.1. Populist Opposition to a Central Bank

        The United States had not had a central bank between the expiration in 1836 of the charter of the Second Bank of the United States and the creation of the Fed in 1913. That fact reflected populist animosity toward the centralization of power in the eastern financial establishment. It also reflected the opposition to the establishment of a central bank with the power to create fiat money. These fears appeared in the farewell address of Andrew Jackson in 1837 (American Presidency Project):

        
          In reviewing the conflicts which have taken place between different interests in the United States and the policy pursued since the adoption of our present form of Government, we find nothing that has produced such deep-seated evil as the course of legislation in relation to the currency. The Constitution of the United States unquestionably intended to secure to the people a circulating medium of gold and silver. But the establishment of a national bank by Congress, with the privilege of issuing paper money receivable in the payment of the public dues, and the unfortunate course of legislation in the several States upon the same subject, drove from general circulation the constitutional currency and substituted one of paper in its place. . . . But experience has now proved the mischiefs and dangers of a paper currency. . . .

          The paper system being founded on public confidence and having of itself no intrinsic value, it is liable to great and sudden fluctuations, thereby rendering property insecure and the wages of labor unsteady and uncertain. The corporations which create the paper money cannot be relied upon to keep the circulating medium uniform in amount. In times of prosperity, when confidence is high, they are tempted by the prospect of gain or by the influence of those who hope to profit by it to extend their issues of paper beyond the bounds of discretion and the reasonable demands of business; and when these issues have been pushed on from day to day, until public confidence is at length shaken, then a reaction takes place, and they immediately withdraw the credits they have given, suddenly curtail their issues, and produce an unexpected and ruinous contraction of the circulating medium, which is felt by the whole community. . . . The ruthless and unsparing temper with which whole cities and communities were oppressed, individuals impoverished and ruined, and a scene of cheerful prosperity suddenly changed into one of gloom and despondency ought to be indelibly impressed on the memory of the people of the United States.1

        

        Given the Jacksonian populist tradition of opposition to the creation on a central bank, one must explain what happened in 1913 that led to the Federal Reserve Act. Financial panics had been a recurrent feature in the United States but had not heretofore led to a reform of the monetary system (Wicker 2000). The explanation is that Woodrow Wilson brought the populists on board through the promise of a monetary system that would remove control of money from New York.

        Consider again comments of Western Starr (US Congress 1926, April 1, 226):

        
          With respect to the Federal reserve act, we were told this was something that would save us from the economic domination that we are confronted with all the time; that it would prevent panics and lockouts and stabilize currency and give us a flexible currency that would meet all the demands of commerce; that it was the one thing that the world had been looking for and we must have it, and they even got William Jennings Bryan, who had been fighting the principle involved in the Federal reserve bank bill all of his life, to go personally and dragoon Members of Congress and the Senate of the United States in his party to support the bill; and if it had not been done it could not have been passed; and he said, before he died, it was the one thing he had done in his public life that he regretted having done.

        

        William Jennings Bryan (D-NE) had organized the discontent of farmers over the deflation that had followed the end of the Civil War. As shown in figure 4.1, the decline in the price level lasted until 1897. As debtors through mortgages on their farms, farmers considered the effect of deflation in increasing the real value of debt to be exploitation by the “moneyed power” (Andrew Jackson’s term). Bryan formed a new populist coalition comprising rural interests and the free silver western interests, which wanted the free coinage of silver.

        
          [image: ]

          
            Figure 4.1. Inflation: 1869–1949

          
            Annual percentage changes in the CPI. Shaded areas represent NBER recessions.

          
            Source: Officer and Williamson (2012)

          
        
        With the deflation that took hold in the last quarter of the nineteenth century, populism moved away from its hard-money, antibank stand in favor of fiat money creation. Reeve (1943, 3) sketched the populist American tradition:

        
          The presence of a large and geographically unified debtor class has given solid political incentives for many “representatives of the people” to espouse such [paper money] causes. The rapid expansion westward and the later developments behind the frontier were financed in large part with credit from the eastern seaboard and from across the Atlantic, coupled with liberal loans from “wildcat banks” or their successors. When the inevitable speculative reactions led to economic distress, the debtors were ready to welcome almost any kind of monetary expansion which would lighten the incubus of debt and thus foil the machinations of Wall Street and its English overlords. Cheap money dogmas thus became an essential part of the traditional beliefs of the common people.

        

        Bryan promised to end the deflation by abandoning the gold standard in favor of bimetallism. The promise of a bimetallic standard with a sixteen-to-one silver-to-gold mint ratio would have effectively put the country on a silver standard. The reason was that with a market price of silver relative to gold in excess of sixteen to one, the public would have drained the Treasury of its gold by asking for gold in return for silver. The resulting silver standard would have produced inflation.

        Bryan was the Democratic nominee in the 1896 presidential election. The most famous line in his 1896 speech at the Democratic national convention was its ending (Wikipedia 2021):

        
          Having behind us the commercial interests and the laboring interests and all the toiling masses, we shall answer their demands for a gold standard by saying to them, you shall not press down upon the brow of labor this crown of thorns. You shall not crucify mankind upon a cross of gold.

        

        Bryan lost to the Republican William McKinley. The populist movement temporarily retreated when deflation turned into inflation after 1897 and World War I buoyed commodity prices. However, after the 1920–21 deflation, it would return as the bugaboo of the eastern financial establishment with its proposals for paper money creation.

        Reeve (1943, 189) wrote:

        
          Paper money schemes probably excite more widespread and violent opposition among the more conservative sections of the public than any other important type of monetary heresy. For this, historical reasons seem largely responsible. . . . The disastrous inflationary experiences in postwar Europe reinforce this aversion, until the very suggestion of “printing press money” excited derision, rather than serious consideration, among the great majority of the responsible leaders of public opinion.

        

        In the Depression, the association of populism with paper money and the gold standard with financial orthodoxy made it impossible for policy makers to comprehend that the Federal Reserve really had created a paper (fiat) money standard despite continued convertibility of gold.

      
      
        4.2. Reform of the National Banking System and the National Monetary Commission

        The bank panic of 1907 and the associated recession revived the reform movement that had lapsed after the 1893 panic in which central reserve city banks (New York, Chicago, and St. Louis) had suspended payments on their deposits held by interior banks.2 There was universal assent on the need for an “elastic currency.” During the Civil War, in order to help to finance its debt, the North had passed the National Banking Act, which created a national bank charter. Although nationally chartered banks gained the exclusive right to issue banknotes, those notes had to be collateralized by Treasury bonds. The fixed supply of those bonds meant that the supply of banknotes and credit could not expand to meet the seasonal demands that arose in moving crops to market nor could they expand during bank panics.

        The immediate result of the 1907 panic was the 1908 Aldrich-Vreeland Act, which created the National Monetary Commission, with Nelson Aldrich (R-RI, and chairman of the Senate Finance Committee) as chairman. The resulting Aldrich bill proposed creation of a National Reserve Association with headquarters in Washington and fifteen branches that would discount the bills of exchange of member banks in their district. Critics of the Aldrich proposal considered the National Reserve Association, which would have the power to set a uniform rate of discount throughout the United States, to be a central bank with regional branches. The 1912 Democratic Platform opposed “the so-called Aldrich bill or the establishment of a central bank” and demanded “protection from control of . . . the money trust” (Woolley and Peters 1999–2015).

        Nevertheless, the Aldrich bill became the blueprint for the Federal Reserve Act. The report of the National Monetary Commission had highlighted that the National Reserve Association with its decentralized branch structure would prevent the flow of funds to New York with the resulting encouragement to speculation. The discounting of member bank paper disciplined by real bills principles would ensure that the National Reserve Association would not be a central bank with the power to create money. The report of the National Monetary Commission (1912, 8, 27, 37, and 39) stated:

        
          The narrow character of our discount market . . . results in sending the surplus money of all sections . . . to New York, where it is usually loaned out on call on Stock Exchange securities, tending to promote dangerous speculation. . . .

          An advance in bank rates is used to curb speculation and prevent overexpansion of credit. We give the Reserve Association effective means to check speculation and to prevent undue expansion through the power to advance its discount rate. We can not suppose that the directors of a local association would be likely to indorse the paper of an individual bank to promote speculation or when dangerous expansion would be likely to follow.

        

        In summer 2012, Woodrow Wilson acted decisively to push the Federal Reserve Act through Congress (Link 1956). In 1924, the year Wilson died, Josephus Daniels, secretary of the Navy, wrote a Wilson biography, which included a chapter on the genesis of the Fed. Daniels (1924, 166) wrote:

        
          On June 23, 1913, President Wilson . . . read his message. . . . “We must have a currency, not rigid as now, but readily, elastically responsive to sound credit. . . . Our banking laws must mobilize reserves; must not permit the concentration anywhere in a few hands of the monetary resources of the country or their use for speculative purposes in such volume as to hinder or impede or stand in the way of more legitimate, fruitful uses.”

        

        The unintended and long-misunderstood result was to create a central bank with the ability to create and destroy money.

      
      
        4.3. The Real Bills Foundation of the Early Fed

        As conceived in the Federal Reserve Act, the Reserve Banks would regulate financial intermediation within their districts.3 Lending only on real bills would proportion the extension of credit to the demands of legitimate business. In the National Banking era, banknotes, which had to be collateralized by government bonds, were supplied inelastically because of the fixed availability of government bonds. A rationale for the Federal Reserve was the assumption that in times of slack business demand the inelastic supply of banknotes meant that an excess supply of credit would spill over into speculative excess, laying the groundwork for the next cyclical boom and bust. Lending on real bills would also assure a supply of funds to banks in financial panics when correspondent banks had suspended redemption of their respondent balances (Hetzel 2014a).

        Alvin Hansen (1941, 75 and 71), a Harvard professor and the chief proselytizer for Keynesianism in America, summarized real bills views (the commercial loan theory of banking):

        
          The Reserve System had been established on the commercial banking theory. The member banks ideally were to extend credit only on the basis of self-liquidating loans. They were to “monetize” the credit of producing and marketing units. Bank loans work to refinance goods during the process of production or marketing. And when the process was completed, the sale of the goods would supply the funds to repay the loans. Thus, the process of production would be facilitated by bank credit accommodation.

          The central basis of stabilization policy rested upon the firm belief that the boom was the progenitor of the depression and, if it could be controlled, stability would result. It would not do to wait until depression was already upon us to introduce control measures. The time for action was in the preceding phase of the cycle. Once the boom had been allowed to run its course, depression was regarded as inevitable and it, in turn, would perforce have to be permitted to run its course. Preventive, not remedial, measures were required.

        

        Paul Warburg (1910, 37) wrote:4

        
          Elasticity [of the note issue] does not mean expansion, but expansion and contraction. . . . The additional benefit of contraction is that it prevents inflation [of asset prices], with all its dangerous consequences. . . . Notes issued against discounts mean elasticity based on the changing demands of commerce and trade of the nation, while notes based on government bonds mean constant expansion without contraction, inflation based on the requirements of the government without connection to any kind with the temporary needs of the toiling nation.

        

        Carter Glass (1927, 61) wrote in his book An Adventure in Constructive Finance:5

        
          The national currency was inelastic because it was based on the bonded indebtedness of the United States. The ability of the banks to meet the currency needs of commerce and industry was largely measured by the volume of bonds available. . . . For half a century we banked on the absurd theory that the country always needed a volume of currency equal to the nation’s bonded indebtedness and at no time ever required less, whereas we frequently did not need as much as was outstanding and quite often required more than it was possible to obtain. So, when more was needed than could be gotten, stringencies resulted and panics would be precipitated. . . . When currency was redundant, when the volume was more than required for actual currency transactions, instead of taking it through the expensive process of retirement, it was sent by interior banks to the great money centres to be loaned on call for stock and commodity gambling. . . .

          In seasons of depression, with moderate demands for credits and currency for local commercial transactions, the country banks would bundle off their surplus funds to the money centres, to be loaned, on call, for speculation. At periods with stock gambling in full blast, trading in business would revive, demands for credit and currency would ensue, and, with speculative loans extended beyond all capacity to pay, the call for funds from “the street” would create consternation. Interest charges would quickly jump higher and higher, panic would seize gambler and banker alike, and prevailing prosperity would be superseded by distress everywhere.

        

        Real bills ideas filled an intellectual vacuum that could be satisfactorily filled only by the post–World War II creation of modern macroeconomics. Mass psychology rather than the price system produced economy-wide movements in output and prices. The hallmark of real bills was that the alternation of periods of boom and bust occurred through the contagious optimism of speculative excess followed by an inevitable reaction in the form of the collapse of speculative excess accompanied by excessive pessimism.

        The desire to understand the Great Depression and to prevent a recurrence provided the impetus to the creation of macroeconomics. Modern macroeconomics explains the behavior of aggregate variables like employment and output in models in which the price system coordinates their behavior. No such conception existed in the Depression. The monumental intellectual effort required to construct models of the economy based on the operation of the price system lay in the future. Universally, before modern macroeconomics, the belief prevailed that the coordination of individual actions that led to fluctuations in aggregate economic activity occurred through mass psychology.

        Washington Irving (2008, 4) offered an early example inspired by the 1819–20 recession:

        
          Every now and then the world is visited by one of these delusive seasons, when the “credit system” . . . expands to full luxuriance: everybody trusts everybody; a bad debt is a thing unheard of; the broad way to certain and sudden wealth lies plain and open. . . . Banks . . . become so many mints to coin words into cash; and as the supply of words is inexhaustible, it may readily be supposed that a vast amount of promissory capital is soon in circulation. . . . Nothing is heard but gigantic operations in trade; great purchases and sales of real property, and immense sums made at every transfer. All, to be sure, as yet exists in promise; but the believer in promises calculates the aggregate as solid capital. . . .

          Now is the time for speculative and dreaming of designing men. They relate their dreams and projects to the ignorant and credulous, [and] dazzle them with golden visions. . . . The example of one stimulates another; speculation rises on speculation; bubble rises on bubble. . . . No “operation” is thought worthy of attention, that does not double or treble the investment. . . . Could this delusion always last, the life of a merchant would indeed be a golden dream; but it is as short as it is brilliant.

        

        These foundational real bills views formed the lens through which policy makers understood the world throughout the Great Depression. Eugene Meyer (US Congress 1932b, May 18, 178 and 179), governor of the Federal Reserve Board, recast these beliefs in terms of the real bills views of the time.

        
          I feel that more thought has to be given to the quality of the credit. If the amount of building that had been done in the United States had been done on a sound credit basis, instead of an unsound credit basis, the picture of the financial condition of the building industry and the present depression, I believe, would have an entirely different aspect. Now, it is not only the quantity that has to be thought of, it is the quality, and it is a warning to the banking authorities when they see obviously dangerous speculative activities in larger areas.

          A whole lot of these maladjustments come from neither one standard nor another, but from the conduct and behavior of people; and sometimes a large number of people, en masse, get optimistic together, and overdo things; then they get pessimistic and overdo things on the other side. I think that all you can safely do is to try to restrain and limit the extremities of the expansion and contraction of credit by the mechanism of the banking systems.

        

      
      
        4.4. A Gold Standard Mentality in a Regime of Fiat Money Creation

        How did the Fed reconcile real bills views with the operation of the gold standard? Policy makers understood the gold standard as maintaining convertibility of the dollar with gold. The Reserve Banks would have to raise their discount rates, if necessary, to maintain the legal gold cover for their liabilities (35 percent against member bank deposits and 40 percent against the issue of Federal Reserve notes). If the gold cover was ample, the “gold standard” was secure. The Fed did not follow the rules of the classical gold standard. The dollar presumably had value because it could be exchanged for gold, but there was never any sense among policy makers of a price level determined by the parity price of the dollar with gold and changes in the real value of gold. Raising the discount rate in response to gold outflows would prevent recessions by preventing the easy money conditions that spurred unsustainable speculation, the collapse of which led to recession.

        The Fed dealt with gold flows in the context of its real bills views. Starting in 1922, gold flows into the United States raised the gold cover well above its legal minimum. Following the gold standard rules of the game by lowering discount rates would have, based on real bills principles, created an excessive amount of credit, which would spill over into speculation. The Fed then sterilized the inflows. Ample gold reserves allowed the Fed to maintain convertibility. In fall 1931, in response to gold outflows following Britain’s departure from the gold standard, the Reserve Banks raised their discount rates. The primary motivation was to maintain the confidence of businessmen in maintenance of gold convertibility. Recessions originated in the collapse of speculative excess. Recovery would begin when businessmen once again regained confidence in the future.

        With the Fed, the monetary standard changed to one of fiat money creation. Nevertheless, the gold standard mentality carried over from pre-Fed days and blinded policy makers to the actual nature of the standard. With the pre-Fed gold standard, the banking system operated with a given supply of gold as the base for supporting its assets and liabilities. For the banking system, gold could increase only through internal currency inflows or through an external inflow produced by a balance of payment surplus. With the creation of the Fed, the regional Federal Reserve Banks centralized the gold reserves of their member banks. By discounting real bills (commercial paper), they could provide an elasticity to the credit base not possible under the pre-Fed gold standard.

        Under the pre-Fed gold standard, the interior banks held their reserves with their correspondent banks in the central reserve cities. Neither class of banks held any significant amount of excess reserves. As a result, during the fall season of moving crops to market, heightened demands for credit and currency caused stringency in credit markets and spikes in short-term interest rates. An elastic currency would eliminate the occasional panics and bank runs that arose during these periods. That would represent standard central bank practice as represented by the Bank of England, which would judge whether a gold outflow was transitory before raising the discount rate.

        No one understood that this “elasticity” endowed the Fed with the ability to create and to destroy the deposits of commercial banks through a bookkeeping operation. The continued convertibility of Federal Reserve notes into gold and the legally mandated gold cover for notes and discounting obscured that fact. Policy makers kept the psychology of the gold standard of thinking of their own gold-based reserves as a reservoir of funds limited by the constraints of the gold standard. In fact, they were living in a different world with new and uncomprehended responsibilities.

        In the pre–World War I gold standard, the discipline imposed on the Bank of England of keeping its banknotes proportioned to its gold reserve meant that the international gold standard working through the international balance of payments determined the interest rate, the money stock, and the internal price level. With that discipline, real bills views did not lead to a breakdown of the standard. There was then no challenge to the prevailing view that speculative excess led to a subsequent collapse of asset values and banking panics. The Bank of England presumably had a responsibility to raise the discount rate to forestall speculative excess. Hardy (1932, 12) wrote:

        
          If it appeared that a gold outflow was due to a mere seasonal strain which carried no threat of future trouble, or to a financial crisis abroad, the central bank would put credit into the market by purchasing bills or government securities to offset the loss of gold, and withdraw it again when the strain was past. On the other hand, in cases where the pressure appeared to be due to speculative expansion of credit on the part of commercial banks which threatened to grow cumulatively greater, sound policy required the central bank to tighten the market without waiting for the movement to deplete the reserves and thereby compel contraction.

        

        In the United States in the early 1920s, with the world off the gold standard, gold flowed in from the rest of the world. The Fed abandoned the gold reserve ratio (the ratio of its gold holdings to its note and discount liabilities) as a guide to adjustment of the discount rate. With member banks borrowing from the Reserve Banks, the Fed was determining the interest rate, the money stock, and the internal price level. Now, when the Fed followed the dictum to forestall speculative excess summarized in the Hardy quote above, the results were disastrous.

      
      
        4.5. Concluding Comment

        Why did the Fed did not learn to respond similarly to a modern central bank with a reaction function that causes its instrument to move in a way that offsets destabilizing movements in output and prices? Early policy makers understood the Fed as comprising independent reservoirs of funds available to member banks. The funds in those reservoirs were presumed finite given a legally mandated ratio for the gold cover. Within that discipline, the Reserve Banks could extend credit to their member banks that allowed bank credit to contract and to expand in a way that limited the extension of credit to productive uses instead of speculative uses.

        The combination of a real bills and gold standard mentality prevented policy makers from understanding that they had left the discipline of the gold standard for a regime of fiat money creation. The classical gold standard provided for monetary control with a nominal anchor and the market determination of the interest rate. A fiat money regime did not. With a money policy undisciplined by a reaction function that allowed the price system to work, the unlimited power to create and, also, to destroy commercial bank deposits led to the monetary pathology of recurrent recession. Under the prewar gold standard, the price system operated automatically to determine the real rate of interest. With the establishment of the Fed, the price system operated only if the Fed allowed it to operate, something the Fed failed to allow.

      
    
  
    
      
        [ Chapter 5 ]

        Why the Fed Failed in the Depression

        The 1920s Antecedents

      
      
        Summary: Milton Friedman (1982, 103) wrote:

        In our book on US monetary history, Anna Schwartz and I found it possible to use one sentence to describe the central principle followed by the Federal Reserve System from the time it began operations in 1914 to 1952. That principle, to quote from our book, is: “If the ‘money market’ is properly managed so as to avoid the unproductive use of credit and to assure the availability of credit for productive use, then the money stock will take care of itself.”

        Given the enormous economic disruptions in the 1920s and 1930s, why did not early policy makers question these real bills beliefs? Why did the quantity theory fail to offer an alternative to real bills views that would allow policy makers to understand the disastrous fallacies of real bills views?

        Even today, economists differ over the causes of the Depression. Does an explanation of the Depression require an eclectic combination of real and monetary forces? How do monetary explanations account for positive money growth in fall 1929 at the start of the Depression? Why did the Depression last so long rather than ending after about a year and a half like other recessions? Would the Depression have been short-lived if Benjamin Strong, governor of the New York Fed, had lived? What role did the gold standard play in the US recession?

      

      Even among scholars who attribute the Great Depression to contractionary monetary policy, there remains a debate over the reasons for that policy. The debate remains important because it highlights the issue of whether central bankers learn. Why do they make mistakes, and can one have confidence that over time they learn from those mistakes?

      Friedman and Schwartz (1963a, 411) argued that in the 1920s the Fed understood its responsibilities under the existing monetary standard but then ignored them in the Depression:

      
        Neither the climate of opinion nor external financial pressures nor lack of power explains why the Federal Reserve System acted as it did. None of them can explain why an active, vigorous, self-confident policy in the 1920’s was followed by a passive, defensive, hesitant policy from 1929 to 1933, least of all why the System failed to meet an internal drain in the way intended by its founders.

      

      They argued that the Fed in the 1930s failed to fulfill the responsibilities of a central bank because of a shift in power away from the New York Fed to the Federal Reserve Board.

      Brunner and Meltzer (1968) challenged this view. They argued that in the 1920s and 1930s the Fed used a faulty indicator: borrowed reserves. A low level of borrowed reserves led policy makers to conclude that policy was easy. Wheelock (1991, 117) also argued that “Federal Reserve behavior during the depression was . . . largely consistent with earlier policies. . . . There was no fundamental alteration of Fed strategy.” He referred to the Brunner-Meltzer hypothesis and to the discount-rate increases in fall 1931 “in defense of the gold standard, an even more traditional pillar of monetary policy.”

      The view argued here is that in the 1920s, led by the New York Fed, the Fed believed it was following a policy that would prevent recessions. The intellectual foundation of that strategy was the real bills view that the prevention of recession required prompt stifling of the prior speculative excess. Left unchecked, that excess would ultimately collapse and require a period of recession to eliminate imbalances between wages and prices and to purge enterprises built on excessive credit. The foundation of the strategy of monetary policy rested on a pile of tinder, and the match that lit it was the forced contraction of bank credit by the Fed to “liquidate” the New York Stock Exchange. The Fed’s strategy in the 1920s of preventing recessions by preventing financial excess followed from the real bills views of the founders of the Fed. Those views continued in the 1930s.

      The 1920s and 1930s exhibited enormous instability. There were three major economic downturns. In the first, real GNP fell 11 percent from the cycle peak in 1920Q1 to the cycle trough in 1921Q3 (13.6 percent through 1921Q2). The GNP deflator fell 18.8 percent. In the second, real GNP fell 36.2 percent from the 1929Q3 peak to the 1933Q1 trough. The GNP deflator fell 26.9 percent. In the third, real GNP fell 10.0 percent from the 1937Q2 peak to the 1938Q2 trough (11.4 percent through 1938Q1). The GNP deflator fell 2.8 percent. There were also periods of inflation. From 1933Q1 through 1937Q2, the GNP deflator rose 22.1 percent.1 Why did early policy makers learn nothing from these episodes?

      Friedman and Schwartz argued that learning was not necessary to have avoided the mistakes of the Great Depression. All those policy makers had to do was to make use of central bank practice for dealing with bank panics as codified in Bagehot’s (1873) Lombard Street, that is, lend freely at a high rate of interest (Friedman and Schwartz 1963a, 395). Friedman and Schwartz, however, vastly understated the extent to which policy makers failed to understand the actual monetary standard and the extent to which an understanding had to await their own work. The reality was that policy makers could always rationalize episodes of economic instability with their existing beliefs. Given the premise that instability is inherent in a market economy, there are always plausible reasons ex post to rationalize recession.

      Refutation of the real bills beliefs would have to wait until Milton Friedman had put the quantity theory into a form that could not only offer an alternative but yield superior forecasts of alternative policies. Refutation would also have to wait for the evidence assembled by Friedman that instability is not inherent to a market economy but instead arises from the absence of monetary control, or, equivalently, interference by the central bank with the operation of the price system.

      
        5.1. The Real Bills Ethos of the 1920s

        The intention in creating the Federal Reserve was to eliminate financial panics and the associated restriction of credit and consequent recessions. The presumed driving force behind these phenomena was the collapse of an unsustainable level of economic activity inflated by speculative excess. That speculative excess in turn was made possible by the diversion of credit from productive to speculative uses.

        Adolph Miller, member of the Federal Reserve Board, was the most articulate of the proponents of real bills (see Humphrey and Timberlake 2019). Miller (US Congress 1926–27, April 30, 1926, 854) testified:

        
          If we can keep its credit sealed up to its proper self-liquidating uses, you are not going to get any disturbances in price levels through maladjustment in the volume of reserve credit to the total volume of current credit needs as they proceed from industry, trade, and agriculture. So I am very definitely of the view that if we can restrain Federal reserve credit from any speculative uses—and by that I mean not only in the securities markets but in commodity markets and in other forms of speculation, such as land and building speculation—we have got what must always be a goal in good, sound banking administration. We have gotten about as far as we possibly can get toward economic stability, and toward price stability as one of its accompanying features.

        

        Later, Miller (US Congress 1931, January 23, 128, 147, 149, and 150) would blame sources that allowed for the expansion of bank credit independently of real bills for a speculative excess whose collapse he held responsible for the Depression:

        
          Taking the movement of credit since 1922, the main basis of expansion was provided by gold imports and it probably will be the verdict of economic history that the volume of those imports was in excessive amounts; that is, in excess of what the credit system of the country could absorb without producing disturbances; in other words, without producing inflationary developments.

          You must not leave it too easy for the Federal reserve system to inflate. We have had too much inflation in the Federal reserve system, and its favorite instrument is the open market purchase of Government securities. We have had something of an obsession for easy money in the system, a feeling that it makes the atmosphere of business; that it can stop a recession of business and turn a period of depression into one of recovery.

          The inflation which caused bad banking came largely through gold imports and the open-market operations of the Federal reserve system. . . . Where the reserve system puts money into the market by open market purchases, the money goes eventually to the highest bidder, and inasmuch as the open money market of the country is first and foremost in New York where the great call market is, that is the market to which the Federal reserve money tends to go.

          I believe that our troubles will be enormously minimized—in fact I think we will pretty nearly get rid of most of them—if the Federal reserve banks are operated as institutions of rediscount.

        

        Earlier, Charles Hamlin, another original member of the Federal Reserve Board, expressed these real bills views. Friedman and Schwartz (1963a, 266) cited Hamlin’s views as recorded in a 1923 entry in his diary:

        
          There was a fundamental difference between putting money into circulation by a) Buying government securities and b) Bills. . . . Money put out for b) went primarily to aid a genuine business transaction, while in the case of a) no one could tell where it might go, e.g., to be loaned on Wall Street, etc.

        

        Hamlin (US Congress 1931, January 23, 165) also added security loans as an additional source of the circumvention of real bills principles that led to the stock market collapse and the Depression.

        
          There was, in my opinion, an undue expansion as between security loans and commercial loans covering the period of 1922 to 1927. In that period security loans increased three and nine-tenths billions for the reporting member banks, or over 100 per cent. Commercial loans in the same period increased one and three-tenths billions, or merely 18 per cent.

        

        The regional Reserve Bank governors were bankers who understood their world from their assigned task. As described by Burgess (US Congress 1926–27, May 4, 1926, 1019) of the New York Fed, “Every day the Federal reserve banks are receiving millions of dollars worth of commercial paper from the member banks for rediscount or as collateral against member bank borrowings. The reserve banks, under the law, must submit this paper to critical examination.” The individual banker did not control the quantity of his deposits. There was no framework that would allow him to imagine a banking system with which the Reserve Banks controlled the quantity of deposits.

      
      
        5.2. Stopping Speculation without the Discipline of Real Bills and the International Gold Standard

        The founders of the Fed thought of the Reserve Banks as reservoirs of funds whose flow of funds to commercial banks would be automatically adjusted to the needs of commerce through the discount of real bills. Money policy worked by directing intermediation to productive (legitimate) uses and away from speculative uses. The whole system would be self-regulating if the Reserve Banks discounted only the short-term, self-liquidating debt (“real bills”) that arose in the process of transferring goods from producers to consumers and of bringing crops to market.

        Because of the issuance of large amounts of government debt in World War I and because of the inflow of gold and the emergence of a securities market, in the 1920s, however, the credit structure of the country came to rest only to a limited extent on real bills. The Fed struggled with how to reconcile traditional real bills views with this new reality. Moreover, the intentions of the founders of the Fed had been frustrated in another major way. They had failed to remove New York from its central role in allocating credit by dividing the country into segmented credit markets demarcated by the twelve Federal Reserve districts. It became evident in the early 1920s that there continued to be a national money market. That fact became evident when the open market purchases of securities of any of the regional Reserve Banks influenced the New York money market.

        These tensions appeared in the 1926 congressional testimony of Adolph Miller (US Congress 1926–27, April 30, 1926, 853), one on the original members of the Federal Reserve Board:

        
          The view practically universally entertained at the time that the Federal reserve banks were organized was that no part of the credit coming from those banks would get into speculative loans or even security loans. . . . The Federal reserve banks were to keep their operations entirely distinct from any contact, not only direct but indirect, with the securities markets and the securities loans of the country. . . . I think it is also fair to say that the expectation has not been fully realized, and that the full realization of it presents a problem of considerable administrative difficulty; and I am doubtful whether any method could ever be worked out that would completely insure that credit coming from the Federal reserve should not leak into the stock market by way of security loans.

        

        Policy makers believed that money (Federal Reserve banknotes) had value because it was convertible into a commodity, gold, that possessed intrinsic value. There was no understanding that the working of the international gold standard in the pre-Fed era had determined the price level. In setting up the Federal Reserve System, the assumption had been that the continued operation of that standard would limit the speculative extension of credit through the threat of gold outflows.2 Convertibility of the currency to gold and a real bills criterion for discounting would act in tandem to prevent the evil twins of the speculative extension of credit and the printing of paper money.

        The views of Benjamin Strong, governor of the New York Fed from the inception of the Federal Reserve System until his death in 1928, were representative. Strong’s views reflected the pervasive ethos of the gold standard as the foundation of monetary and financial stability. Restoration of the international gold standard, whose operation ceased with the start of World War I, would eliminate the Fed discretion required in the 1920s to prevent “credit inflation.” The control of price inflation would follow as a by-product of balance of supply and demand in individual markets.

        The congressional testimony by Strong presented the operation of the gold standard not as the Humean price-specie flow mechanism but rather as an automatic system for the control of speculative excess. Strong (US Congress 1928, March 19, 19–21) testified:

        
          The creation of a great volume of credit, in excess of what the business of the country requires, immediately has certain reactions. Interest rates go down. . . . Gold would leave the country. . . . It would be an apparently short time . . . before the reserves of the country would become so impaired that we would be facing a suspension of specie payment. I do not know of anything that would bring the country to its senses any quicker. . . . The gold standard is a much more automatic check upon excesses in credit and currency than is a system . . . left to the human judgment of men. . . . Where you are speaking of efforts simply to stabilize commerce, industry, agriculture, and employment, and so on, without the penalties of violation of the gold standard, you are talking about human judgment and the management of prices which I do not believe in at all.

        

        Strong’s views attested to the priority he attached in the 1920s to reestablishment of the international gold standard. They also explain the aversion of the eastern financial establishment to the idea of fiat paper money. In a 1913 letter, Strong wrote (cited in Chandler 1958, 35):

        
          Paramount in importance to any defect is the provision that the note issues [Federal Reserve notes] provided by the bill are to bear the obligation of the United States Government. This is a provisional return to the heresies of Greenbackism and fiat money. . . . The theory has been rejected not only upon the basis of the theories of sound economists, but upon the disastrous practices and experiments of the past in this country and every other civilized country.

        

      
      
        5.3. The Controversy over Stabilizing the Price Level

        Opposition by the Fed to legislation to require it to stabilize the price level illustrated the level of ignorance of early policy makers over the nature of the monetary standard. Along with the contention that the Fed lacked the ability to control the price level, the chief argument against a price-stability mandate was that at times when the price level was falling the credit creation required by a mandate for price stability would exacerbate speculation, which would set up an even greater decline in prices in the future.

        Adolph Miller (US Congress 1932b, May 18, 247) testified on a bill to require the Fed to stabilize the price level of T. Alan Goldsborough (D-MD):

        
          It is the view of the Federal Reserve Board that the price situation and the credit situation, while sometimes closely related, are nevertheless not related to one another as simple cause and effect; they are rather both to be regarded as the outcome of common causes that work in the economic and business situation. The same conditions which predispose to a rise in prices also predispose to an increased demand for credit. . . . The demand for credit is conditioned upon the business outlook. Credit is created in increasing volume only as the community wishes to use more credit—when the opportunity for the employment of credit appears more profitable.

        

        Governor Eugene Meyer (US Congress 1932b, May 18, 214) reinforced Miller’s testimony.

        
          We have no power to determine a price level or to restore any given price level. . . . We are exercising a power which is designed to make funds available to the member banks more freely and therefore help to improve business conditions. . . . Passage of the [Goldsborough] bill through the house was very disturbing.

        

        W. R. Burgess (US Congress, 1926–27, May 4, 1926, 914, 918, 923) testified on a bill requiring the Fed to stabilize the price level of James F. Strong (R-KS):

        
          There does not seem to me to be any close causal relationship or perhaps very little causal relationship between wholesale commodity prices and the bank discount rate, certainly no more than between the cost of living and wages. The discount rate affects credit, the volume of credit. The volume of credit is one influence on wholesale commodity prices. That is, before the discount rate affects prices it goes through a number of different steps, at any one of which other factors come in and modify the picture.

          The price index is not a good indication of the amount of credit required. . . . It is a very serious problem as to what can be done to restrain a serious speculative orgy. There is no doubt but what last fall, in the latter part of the year, there was a very large extension of credit for stock-exchange uses. . . . Commodity prices were moving downward rather steadily at that time, and if we had had Congressman Strong’s bill as our guiding star, our course would not have been to raise the rate, but reduce it.

        

        Representatives Goldsborough and Strong spearheaded the stable-price movement. However, they failed to understand how the Fed was determining the behavior of prices. Like the quantity theorists including Irving Fisher, they had no theory abstracting from financial intermediation of how the Fed controlled bank deposits and money. Lacking in addition a theory of recession organized around a Fed failure to maintain the money stock, quantity theorists could offer no convincing alternative to real bills views. Not until the post–World War II experiences of inflation did quantity theorists like Friedman have available convincing empirical evidence to rebut the embedded speculative-excess/subsequent-collapse view of recession and deflation.

        Lacking a theory of monetary control independent of Fed control of bank credit, proposals to have the Fed control prices ran into the argument that such control would require giving up on the control of credit and speculation. Even the congressmen advocating for price stabilization viewed inflation as arising from speculative excess. The following exchange occurred between Representative Goldsborough and Walter W. Stewart (US Congress 1926–27, April 22, 1926, 770–71), director of the Division of Research and Statistics at the Federal Reserve Board from September 1922 until January 1926:

        
          Mr. Goldsborough: I have always felt that the primary benefit to be accomplished by stabilization [of prices] was to halt periods of unhealthy inflation, which, of course, of necessity would interfere with the demoralizing deflation which follows. . . .

          Mr. Stewart: To what extent, by an addition to credits at a time when prices are declining, not as an aftermath of war inflation but of maladjustments in business, can you cure the causes which lay back of declining prices? My point is that in such circumstances you take a chance of aggravating the very causes which are responsible for the declining prices. If stocks are accumulating and the mood in the community is speculative, then an attempt to use credit for the purpose of stabilizing prices is more likely to aggravate the causes responsible for the movement in prices. . . . To use the price index as a guide would tend to make credit conditions increasingly unsound. . . . To assume that declining prices, which are, after all, largely a readjustment to take care of the mistakes made previously, can be overcome by an additional extension of credit is more likely to add to the difficulties in the situation rather than to cure it.

        

        Stewart considered deflation to be a consequence of a “maladjustment of prices.” Adding credit during deflation in response to a rule to stabilize the price level could then exacerbate the imbalance that caused the price decline in the first place. Especially in 1930, these views impeded an aggressive response to recession and deflation.

        In 1932, Representative Goldsborough resuscitated the effort made in the 1920s to require the Fed to stabilize the price level (see Hetzel 1985 and 2012a, chap. 3). On May 2, 1932, the House of Representatives passed the Goldsborough bill, which legislated that “the average purchasing power of the dollar . . . for the years 1921 to 1929 . . . shall be restored and maintained by the control of the volume of credit and currency.” It also authorized revaluation of the price of gold if gold reserve ratios became binding. In 1932, New York Fed governor George Harrison was willing to experiment with open market purchases in an attempt to stimulate the economy but never with a commitment to control the price level. Harrison always anticipated the day in which the Fed might have to withdraw the credit forced on banks if it were not productively employed but instead spilled over into speculative excess.

        Harrison (US Congress 1932a, April 13, 485) testified:

        
          Suppose . . . the price level is going down, and the Federal reserve system begins to buy government securities, hoping to check the decline, and that inspires a measure of confidence, and a speculation is revived in securities, which may in turn consume so much credit as to require our sales of Governments. There was that difficulty in 1928 and 1929.

        

        Miller (US Congress 1932b, May 18, 250) repeated this view:

        
          The average of commodity prices does not mean anything. . . . The price level is wholly metaphysical. It is a statistical summation of the movements of an infinite variety of commodities in a vast number of markets scattered over the face of the world. . . . The commodity price level, with the stability it showed during those years [the 1920s], was a cover for one of the most vicious and costly, disastrous and destructive inflations this country or any country in a state of solvency had ever experienced. . . . The thing to be expected in this country if we operated under a stabilization philosophy would be inflations.

        

        H. Parker Willis (1933, 233, 245–46), who had advised Carter Glass in the writing of the Federal Reserve Act, expressed real bills views:

        
          The root evil, as is now apparent in our whole programme of “recovery,” whether under the Hoover or the Roosevelt Administration, is that of seeking to restore something that should never have existed—the price and business situation of pre-panic days, say, of 1926 or 1929. . . . Banking can never be safe or solvent under an artificial price level, and that the effort of assumed necessity to control or maintain prices is always the deadly foe of wise and safe credit extension. A prerequisite to the restoration of banking soundness is, in short, the total abandonment of any and all attempts to direct prices through what is termed “credit control.”

        

      
      
        5.4. Regulating the Flow of Credit: The “Tenth Annual Report”

        In the 1920s, with the inoperability of the gold reserve ratio as a guide to policy and with political pressure for expansionary monetary policy created by a ratio well in excess of the legally required value, the Fed needed new guidelines for policy. The response was the “Tenth Annual Report of the Federal Reserve Board Covering Operations for the Year 1923,” published in 1924. Gold flows would not serve as the basis for the expansion and contraction of credit. That responsibility would rest with the Fed. Without a self-regulating system, the Fed would need new guidelines.

        As conceived in the Federal Reserve Act, the Reserve Banks would extend whatever credit was demanded for legitimate uses. Confined to this productive use, the quantity of credit would be self-regulating. The report (Federal Reserve Board 1924a, 33–34) stated:

        
          The Federal reserve system is a system of productive credit. It is not a system of credit for either investment or speculative purposes. . . . It is the belief of the Board that there will be little danger that the credit created and contributed by the Federal reserve banks will be in excessive volume if restricted to productive uses.

        

        The report then attempted to formulate guides. The prevention of speculative excess would require more than the restriction of discount window lending to real bills. The Federal Reserve System would have to control the quantity of credit extended to prevent an excess from spilling over into speculative uses. Friedman and Schwartz (1963a, 253) summarized the new guides in terms of the warning that “the danger is that credit will be used to finance the speculative accumulation of commodity stocks, which will in turn produce a disequilibrium between production and consumption and subsequently a contraction in prices and economic activity.” The report was a “marriage of the traditional real bills doctrine and an inventory theory of the business cycle . . . doubtless inspired by the 1920–21 episode.”

        Given this perspective, deflation would come too late to signal the speculative excess that caused it. Goldenweiser (1925, 31), director of research at the Federal Reserve Board, with reference to the 1920–21 recession and deflation, explained:

        
          The liquidation, which began in the late fall of 1920, . . . was brought about by the inevitable work of economic forces which, when a period of inflation reaches its peak, brings about a reversal, and after the turn comes accelerates the decline until the pendulum once more swings in the opposite direction. During the period of advancing prices business accumulates a large number of weak concerns which are kept afloat merely by the fact that the value of their inventories advances continuously. . . . When confidence was once shaken and prices began to decline these accumulated stocks began to be thrown on the market, thereby accelerating the price declines.

        

        The report (Federal Reserve Board 1924a, 30) rejected the price level as a guide to policy:

        
          Particular prominence has been given in discussions of new proposals to the suggestion frequently made that the credit issuing from the Federal reserve banks should be regulated with immediate reference to the price level, particularly in such manner as to avoid fluctuations of general prices. . . . But it must not be overlooked that price fluctuations proceed from a great variety of causes, most of which lie outside the range of influence of the credit system. No credit system could undertake to perform the function of regulating credit by reference to prices without failing in the endeavor.

        

        According to early policy makers, what drove the booms and busts of the business cycle with its associated inflations and deflations was the mood of the business community. Good credit administration would read that mood and react early to avoid speculative excess. The report (Federal Reserve Board 1924a, 32) stated:

        
          When the business outlook is inviting business men are apt to adventure and new business commitments are made in increasing volume. . . . Credit administration must be cognizant of what is under way or in process in the movement of business before it is registered in the price index. The price index records an accomplished fact. . . . The problem of efficient credit administration is, therefore, largely a question of timeliness of action. . . . No statistical mechanism alone, however carefully contrived, can furnish an adequate guide to credit administration. Credit is an intensely human institution and as such reflects the moods and impulses of the community—its hopes, its fears, its expectations.

        

      
      
        5.5. Controversy over the Monetary Standard: The Eastern Establishment versus the Populists

        There was a quantity theory alternative to Fed policy. That alternative, however, lay on the William Jennings Bryan populist side of the split in American society. Acceptance of the purposeful money creation entailed by the quantity theory was the antithesis of real bills. From the experience with the assignats in the French Revolution to the still-fresh experience of hyperinflation in the early 1920s in Germany, Hungary, and Austria, fiat money creation had led to social disorder. The quantity theory and paper (fiat) money were indissolubly identified with each other in the spirit of the time. All the historical episodes of a paper money standard had ended in inflation, most recently, the post–World War I hyperinflations.

        The New York Times reported, “No one doubts that the outright issue of illimitable and irredeemable government fiat money would do more even than to restore the prices of 1929. Germany’s experiment in that direction brought the average price level in the Autumn of 1923 . . . three million times as high as that of 1914” (January 30, 1933, 19, cited in Sumner 2015, 177). The belief prevailed that the value of a dollar derived from convertibility to the ultimate source of value: gold. The fact that the United States maintained convertibility of the dollar into gold, even though the Fed never followed the rules of the gold standard, blinded policy makers to the fact that they had in fact created a fiat money standard.

        Edwin Kemmerer (1944, 109), a professor at Princeton, known as the “money doctor” for advising foreign central banks, wrote:

        
          The paper-money standards of the war and early postwar period were terrible failures. In the field of economics, the war probably left no conviction stronger with the masses of the people of Europe than that never again did they want to suffer the evils of such an orgy of inflated paper money. Everywhere there was a popular longing to get back to a “solid” monetary standard, to something in which the people had confidence; and in the distracted world of that time there was no other commodity in which they had so much confidence as gold. (italics in original)

        

        The challenge to the conservative eastern financial establishment by the southern and western populists appeared to present a stark choice between the current system or a runaway printing press. The anti-Fed populist spirit appeared in the following exchange between Irving Fisher and Congressman Otis Wingo (D-AR). Representative Wingo started by complaining that the purpose of creating the Fed was to make credit available to banks during financial crises when the large New York banks refused to provide credit. However, in 1919–20, the Fed had used its power to restrict credit and forced farmers to dump their crops on the market at depressed prices. Fisher argued that his proposal to stabilize the price level would remove that power from the Fed (US Congress 1923, December 19, 52):

        
          Mr. Wingo: I will tell you about the people who are back of what you characterize as the spirit of populism in the West. . . . They say, “Somehow this great Federal Reserve system that we thought was going to liberate us from dictatorial, autocratic control that refused to let us have money and credits when we needed them is undertaking to bawl us out. . . . You have no right to hold cotton and wheat.” Have they any right to tell me that that I must close down my factory if I want to keep on producing. . . .

          Professor Fisher: This is not controlling the price of an article. It is controlling the rate of interest. They do it now; they do it badly. I propose that they do it well, so as to stabilize business and the price level.

          Mr. Wingo: That is what every autocrat says, whenever you give him autocratic control.

          Professor Fisher: They have it now. We want to take it away from them; this will take it away from them.

        

        No one understood the monetary regime that the Fed had created as one of fiat money creation. No one knew how to translate the universal understanding of the Fed as a reservoir of funds used to influence the cost and availability of credit to member banks into an understanding of a central bank responsible for money creation and destruction. As O. M. W. Sprague (US Congress 1935b, May 3, 225), a Harvard professor and expert on money and banking, said: “The major function of a central banking organization is to influence the supply and cost of credit.”

        In one of the great ironies of monetary history, policy makers, whose views represented the conservative eastern financial establishment, viewed the populist proposals to print paper money as destroying the monetary system. In fact, Fed policy makers had exactly that power, but they used it in the Depression not to control money creation but to destroy bank reserves, the banking system, and the paper money (deposits) created by banks. In the 1920s and 1930s, the route to understanding the monetary standard lay through development of the quantity theory to explain that the Fed was in fact controlling bank deposits through the way in which it controlled reserves creation (monetary base creation). Along with the quantity theory, that understanding languished. In its place, the economics profession wandered lost in a Keynesian desert for decades.

      
      
        5.6. Concluding Comment

        Policy makers had no comprehension of the responsibility to set a nominal anchor (give money a well-defined value) under the regime of fiat money creation they had created but could not comprehend. Such a regime, a regime of “managed money,” would have represented, they believed, the triumph of the populist, agrarian forces that threatened the conservative, eastern financial establishment. Nothing prepared policy makers for the transition from a gold standard in which a world market determined money and interest rates to a monetary standard that thrust those responsibilities on them.

      
    
  
    
      
        [ Chapter 6 ]

        A Fiat Money Standard

        Free Reserves Operating Procedures and Gold

      
      
        Summary: The creation of the Federal Reserve System led to creation of a new kind of monetary standard. Under the metallic monetary standard that existed prior to World War I, market forces determined the interest rate, the money stock (nominal and real), and the price level. The Fed’s primitive free reserves operating procedures determined the interest rate on bank reserves (the marginal cost of obtaining reserves from the Fed). Arbitrage spread that rate to money market rates of interest. The interest rate then was determined endogenously in the market for bank reserves through a Fed reserves supply schedule and a banking system reserves demand schedule. There was nothing in early Fed procedures in the form of a reaction function to cause the resulting interest rate to track the economy’s natural rate of interest. No one understood that the interest rate operated as part of the price system to maintain the economy growing at potential. No one understood that Fed interference with that role would create destabilizing monetary emissions and absorptions.

        Monetary disorder led to real disorder. The fact that the Fed maintained convertibility between gold and Federal Reserve notes obscured the reality that the Fed had created a fiat money regime. No policy maker understood the Fed’s responsibility for the behavior of the price level in the new regime. Sorting out the sources of ignorance of early policy makers about the monetary standard they had created usefully starts from an understanding of the Fed’s operating procedures. Understanding of the responsibilities of the central bank in a regime of fiat money would occur only slowly in the post–World War II period.

        In short, early policy makers failed to understand that the monetary regime they had created after the Federal Reserve Act of 1913 made the short-term interest rate their instrument. In reality, monetary policy worked through the interaction of the interest rate set in the market for reserves with the working of the price system. Those procedures kept the real rate of interest from playing its equilibrating role. Unlike in the gold standard, market forces could not work to determine the Wicksellian natural rate of interest.

      

      “There is probably little need to insist upon the necessity of a correct understanding of the monetary mechanism in the years immediately preceding the Great Depression.” Lauchlin Currie (1934b, 145) wrote these words in 1934. The goal here is to enhance that understanding for the decade of the 1920s. Like other works in the quantity theory tradition, this work emphasizes the failure of the Federal Reserve System to provide for the monetary control required to prevent deflation. What is missing in the existing literature, however, is an explanation of how the Fed’s procedures determined market interest rates. With this summary of Fed procedures, one can explain monetary contraction as a consequence of maintenance by the Fed of the real rate of interest (the marginal cost of reserves to banks) above the Wicksellian natural rate of interest.

      One can then ask why in the Depression the Fed did not respond similarly to a modern central bank with a reaction function that causes the central bank’s instrument to move regularly in response to the behavior of output and prices. What beliefs caused policy makers to implement policy within their free reserves framework without aggressive reductions in discount rates and open market purchases to counter recession and deflation? Answers to these questions highlight the vast gulf separating policy makers’ understanding of the Fed’s role and the role played by a modern central bank. In the event, three decades elapsed after the Treasury-Fed Accord of 1951 before the modern concept of a central bank became established.

      
        6.1. Changing the Monetary Standard with No Understanding of the Consequences

        When the Fed was created in December 1913, the developed world was on a gold standard. When the Fed first gained its independence in 1919, the world had left the gold standard. When gold flowed into the United States in 1921, the Fed found itself with large amounts of free gold above the amount legally required to back its liabilities (Federal Reserve notes and member bank reserves). It then ignored the reserve ratio and effectively abandoned the gold standard. As summarized by Bopp et al. (1947, 24):

        
          The exceptional character and volume of international gold movements demonstrated that the reserve ratio is an unreliable guide to central banking policy. . . . [In the 1920s] the ratio ceased to be used as a guide to policy.

        

        In the absence of the international gold standard and with the gold reserves ratio no longer an operable guide to changes in the discount rate, the Fed had to invent new guides for the conduct of policy. The original real bills guide of rediscounting real bills (commercial paper) offered no guidance for how to set the discount rate or how to handle the newly discovered tool of open market operations.

        Policymakers understood their new procedures as influencing the cost and availability of loanable funds to banks. To replace the reserves extinguished by open market sales of government securities, banks borrowed from the discount window. Because the regional Reserve Banks applied administrative pressure on banks in the discount window for other than brief periods, a significant amount of borrowed reserves for the banking system created pressure on the banking system to contract assets. If the Fed wanted to tighten, the Reserve Banks would engage in open market sales, which increased borrowed reserves and market interest rates. They would then “follow” the increase in market rates by raising the discount rate.

        Brunner and Meltzer (1964) and Meltzer (2003) invented the term “the Riefler-Burgess doctrine,” using the names of the early Fed economists who documented the relationship between money market rates and the new operating procedures. Brunner and Meltzer attributed the contractionary monetary policy of the Great Contraction to the mistaken belief that policy was easy if the borrowed reserves of the banking system were at low levels. Governor Strong of the New York Fed explained the use of borrowed reserves as an indicator of the degree of pressure the Fed was exerting on banks to adjust their loan portfolios.

        In a statement to the Governors Conference in March 1926, Strong commented on how the Reserve Banks could affect business conditions (reproduced in Chandler 1958, 239–40):

        
          Experience in the past has indicated that member banks when indebted to the Federal Reserve Bank of New York and in less degree at the other money centers constantly endeavor to free themselves from the indebtedness, and as a consequence such pressure as arises is in the direction of curtailing loans. As a guide to the timing and extent of any purchases which might appear desirable, one of our best guides would be the amount of borrowing by member banks in principal centers, and particularly in New York and Chicago. Our experience has shown that when New York City banks are borrowing in the neighborhood of 100 million dollars or more, there is then some real pressure for reducing loans, and money rates tend to be markedly higher than the discount rate. On the other hand, when borrowings of these banks are negligible, as in 1924, the money situation tends to be less elastic and if gold imports take place, there is liable to be some credit inflation, with money rates dropping below our discount rates. When member banks are owing us about 50 million dollars or less the situation appears to be comfortable, with no marked pressure for liquidation and with the requisite elasticity. Under these circumstances no single bank tends to be in debt for any extended period and borrowings are passed around among the different banks. Call and time money rates tend to be but slightly above our discount rate. . . . In the event of business liquidation now appearing, it would seem advisable to keep the New York City banks out of debt beyond something in the neighborhood of 50 million dollars. It would probably be well if some similar rule could be applied to the Chicago banks, although the amount would, of course, be smaller and the difficulties greater because of the influence of the New York market.

        

        The Brunner-Meltzer insight is essential to understanding Fed behavior. By itself, however, it does not explain why early policy makers were so ignorant about the monetary standard they had created. Early policy makers lacked the analytical apparatus required to understand the consequences of their actions. They had no sense of the operation of the price system and how their procedures interacted with it. As pioneers of a fiat money standard, they lacked the rich set of episodes of monetary disorders required to test the validity of alternative analytical frameworks for understanding the monetary standard. All that lay in the future.

      
      
        6.2. The Fed’s Primitive Free Reserves Operating Procedures

        In the 1920s, the Fed developed a dimly understood and erratically implemented form of free reserves procedures. The term “free reserves” refers to the excess reserves minus the borrowed reserves of the banking system. Policy makers held the belief that free reserves measured the degree of pressure on banks to expand or to contract their assets. Before 1932, banks held small amounts of excess reserves (reserves in excess of the legally required minimum). Within the loanable-funds framework used at the time, a low level of borrowed reserves meant that the Fed was supplying ample reserves. Banks then had an incentive to expand their lending. However, lack of demand for loans could frustrate that incentive.

        With such procedures, the Fed determined the marginal cost of bank reserves. It did so by forcing banks collectively to borrow from the discount window through setting nonborrowed reserves at a value less than the reserves demanded by banks. The marginal cost of reserves then was determined by the sum of the discount rate and a nonpecuniary cost imposed by the regional Federal Reserve Banks for use of the window. Those costs took the form of being called on the carpet and being subject to increased supervisory oversight for extended use (Wheelock 1991, chap. 3).

        Figure 6.1 shows free reserves procedures graphically. It displays the reserves demand and reserves supply schedules under these procedures. The reserves demand schedule measures required reserves plus desired excess reserves. At any given time, reserves demand is completely inelastic because banks must adjust loans and investments to adjust deposits and required reserves. The reserves supply schedule comprises two parts. The vertical part measures the nonborrowed reserves of banks, NBR0. Gold outflows, increases in both currency in circulation and Treasury deposits with the Fed, all factors beyond the Fed’s immediate control, shift the nonborrowed reserves schedule leftward, and conversely for flows in the other direction. The Fed could shift the nonborrowed reserves schedule rightward through open market purchases of government securities or through purchases of bankers’ acceptances, and conversely for sales.

        
          [image: ]

          
            Figure 6.1. Market for Bank Reserves

          
            R is bank reserves. Rd is the reserves demand schedule of the banking system and Rs the reserves supply schedule of the Fed. IR is the interest rate on bank reserves. DR is the discount rate. NBR and BR are nonborrowed and borrowed reserves, respectively. The 0’s denote particular values.

          
        
        The Fed set total nonborrowed reserves below reserves demand. Collectively, banks had to borrow from the discount window. The marginal cost of reserves, that is, the interest rate paid for obtaining the marginal dollar of reserves, IR0, is then the sum of the discount rate, DR0, plus a nonpecuniary cost of borrowing from the window that varies positively with the amount of funds obtained from the discount window. Based on real bills principles of self-liquidating loans, use of the window was presumed incompatible with continuous borrowing and was associated with speculative purposes and capital investments. The regional Reserve Banks applied stringent supervisory oversight if a member bank borrowed continuously.

        Keynes (1930, 240 and 243) wrote:

        
          In the first place, pressure is put on the Member Banks to restrain their use of re-discounting facilities with the Federal Reserve Banks by criticizing them, asking inconvenient questions, and creating a public opinion to the effect that it is not quite respectable for a Member Bank, or good for its credit, to be using the resources of the Reserve Bank more than its neighbor. . . . Since 1925 the convention that Member Banks should not re-discount except for very short periods has been gaining ground.

        

        Early on, the New York Fed realized that to cause money market rates to increase when it raised the discount rate, it would have to maintain nonborrowed reserves below total reserves demand and thus keep banks in the window. The first instance in which the commercial paper rate fell below the discount rate occurred in 1922, and the Reserve Banks sold Treasury securities “to regain their influence on the money market” (Hayek 1925 [1999], 124). That practice would keep the paper rate above the discount rate until summer 1932.

        With minimal total borrowing by member banks (a low value of BR0 in figure 6.1), individual member banks were in the window because of reserves deficiencies for only brief periods, and borrowing did not incur nonpecuniary costs. Figure 6.2 shows this situation with a horizontal section (the dashed line) of the reserve supply schedule, RS. In contrast, with a significant amount of total borrowing (a relatively large value of BR0 and a relatively small value of NBR0, some individual banks were forced into the window for long enough periods to incur significant costs.
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            Figure 6.2. Market for Bank Reserves: Horizontal Section Reserves Supply

          
            R is bank reserves. Rd is the reserves demand schedule of the banking system and Rs the reserves supply schedule of the Fed. IR is the interest rate on bank reserves. DR is the discount rate. NBR and BR are nonborrowed and borrowed reserves, respectively. The 0’s denote particular values.

          
        
        In figure 6.2, the reserves supply schedule slopes upward after the initial horizontal section, that is, when borrowed reserves, BR0, become relatively important. When the Fed wanted to raise the cost of funds to member banks, it would first sell government securities (decrease nonborrowed reserves) to move the reserves supply schedule leftward and push member banks onto the upward sloping segment of the RS schedule. Governor Strong (US Congress 1926, April 8, 332) testified:

        
          If speculation arises, prices are rising, and possibly other considerations move the Reserve banks to tighten up a bit on the use of their credit, and we own a large amount of Government securities, it is a more effective program, we find by actual experience, to begin to sell our Government securities. It lays a foundation for an advance in our discount rate. If the reverse condition appears . . . then the purchase of securities eases the money market and permits the reduction of our discount rate.

        

        Through arbitrage, the marginal cost of bank reserves, IR0 in figure 6.1, determined money market rates of interest. Figure 6.3 shows how the commercial paper rate stayed above the New York Fed discount rate. W. Randolph Burgess (US Congress 1926–27, May 4, 1926, 1021) of the New York Fed, stated:

        
          There is a very close relationship between the money rates in New York and the amount of money which the member banks owe us, and that is the entire secret of the effectiveness of our open-market operations. . . . As a matter of fact, it is my personal opinion that the amount the member banks owe us is more important in determining conditions than the rediscount rate.
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            Figure 6.3. Money Market Interest Rates and Regional Fed Bank Discount Rates

          
            Monthly observations of the prime commercial paper rate, the New York Fed discount rate, and the average of the discount rates set by all other regional Reserve Banks. Heavy tick marks indicate fourth quarter.

          
            Source: Board of Governors (1943, tables 115 and 120)

          
        
        Two facets of these procedures would become important in the contractionary monetary policy that characterized the Great Contraction. First, when the Board announced its policy of “direct pressure” warning banks against securities loans if they were borrowing from the discount window, any borrowing initiated administrative oversight. The horizontal section of the reserves supply section shown in figure 6.2 disappeared. Second, the Reserve Banks worried that significant open market purchases of government securities would eliminate discount window borrowing and their discount rates would then no longer affect money market rates. They would, consequently, it was supposed, lose their ability to control the reemergence of speculative lending.

        Walter W. Stewart (US Congress 1926–27, April 22, 1926, 769), who had been director of research at the Federal Reserve Board testified:

        
          It is also clear to me that with a continued and considerable price decline month by month, that as the recession took place currency would come in from circulation, member banks would have smaller demands for credit, and the reserve banks would be out of touch with the situation and have a diminishing control as prices declined.

        

        Stewart did not allow for a reduction in the discount rate that would shift downward the RS schedule, lower the interest rate, IR0, stimulate economic activity, shift the Rd schedule rightward, and thus increase borrowed reserves. The modern concept of a reaction function with a two-way interaction between Fed behavior and that of the economy did not exist.

      
      
        6.3. Reserves Adjustment and the Call Loan Market

        Until the Great Contraction, banks carried minimal excess reserves. Hardy (1932, 21) noted, “In normal times member banks carry practically no surplus reserves for seasonal needs or emergency use. Instead they rely on their secondary reserves—call loans, deposits with correspondents, salable securities—and on the facilities of the Reserve Banks.”

        W. Randolph Burgess (US Congress 1926–27, May 5, 1926, 1010–11) explained the reserves management of banks:

        
          This black line is the call-loan closing rate. The interesting thing about this chart is that when the [bank] reserves are below [reserve] requirements the call-loan rate goes up, and when the reserves are above [reserve] requirements the call-loan rate tends to go down. There is almost an exact inverse relationship there and, of course, that is a perfectly reasonable thing to expect. Each one of these banks has an officer whose business it is to study the reserve position of that bank, to judge their money position, if you will. It is his business to bring reserves out at the end of the week, just as near the requirements as possible. He does not want to bring out reserves beyond the requirements, because then he is losing money. He wants to invest all the money he possibly can and keep it working. He does not want to bring them out below the requirements, because then the bank has to pay a penalty. His business is to make his reserves average for the week to just hit the requirements, and he usually hits it with a very small amount over.

        

        Burgess (US Congress 1926–27, May 4, 1926, 929) explained the central role of the call loan market (“stock exchange money market”) in bank reserves adjustment:

        
          New York is a center for surplus funds from all over the country. Anybody having some money left that he does not know what to do with sends it to New York, either directly or through a correspondent bank in New York. The amount of funds involved in the bill market is $600,000,000 to $800,000,000; Government securities, about $2,000,000,000, including short-term Government securities, certificates, and notes; commercial paper, around $700,000,000; stock exchange money market at the present time about $2,800,000,000.

        

        However, policy makers viewed the call loan market as a source of funds feeding speculation on the New York Stock Exchange (NYSE). In the following exchange with Adolph Miller of the Federal Reserve Board, Congressman James Strong (US Congress 1926–27, April 30, 1926, 881–82) observed that stock market speculation was being fed by funds channeled to New York from all over the country.

        
          Mr. Strong: In other words, these country banks that had raised objections to stock-market operations were feeding the market and furnishing the sinews of war?

          Doctor Miller: I think that during the year 1925, or at the end of the year, roughly speaking, about one-half of the money loaned on so-called broker’s loans in New York was contributed by the New York banks and about one-half by the out-of-town banks. . . . And it is not to be understood that these were only big banks. Many of the smaller banks were maintaining, in proportion to their total resources, very considerable balances in New York, either with their correspondents or invested by the correspondents on their behalf in call loans.

        

        Miller (US Congress 1931, January 23, 150–51) recognized the role played by the call loan market in reserves adjustment but the presumed speculative excess on the NYSE indicated an excess of funds beyond what was required for legitimate commercial use:

        
          It will be noticed that funds, as witness 1927, pour into the call-loan market from all over the country, whenever there is an accumulation of banking reserves beyond what the banks can find good use for at home. The banks usually send the most considerable part of their surplus money to New York—usually for investment in call loans, especially when the rate on call loans is attractive. Bankers still use the phrase that was current in pre–Federal reserve days and describe the call loan as “secondary reserve.” Among the interior banks it is so treated and used. The advantage of a good secondary reserve is that you can get it when you want it and in the meantime get a return on it. In other words, when you call your loan, you must be sure that you will get the money, otherwise it is a poor reliance as a secondary reserve.

        

      
      
        6.4. The Pragmatic Development of the New Procedures

        In the last part of 1921 and early 1922, the individual Reserve Banks bought Treasury securities to replace their earning assets, which were being depleted as gold inflows caused member banks to reduce discount window borrowing. The Treasury complained that the purchases made it difficult to price their issues. Strong organized a committee of governors to coordinate purchases. In March 1923, when Strong was on leave because of illness, the Board dismissed the original committee and formed the Open Market Investment Committee (OMIC), which made purchases for a Federal Reserve System account.

        When the regional Reserve Banks made open market purchases of government securities to increase their earnings assets, it became evident that open market operations by the Reserve Banks along with the discount rate of the New York Fed influenced interest rates in the New York money market. Strong offered the following description at the November 1923 Governors Conference (reproduced in Chandler 1958, 239):

        
          It has been disclosed by the figures in the past that the first result of buying by Reserve Banks, no matter which Reserve Banks buy, is to bring about a very sharp reduction in the borrowings of member banks from the Reserve Banks in New York, first, and in Philadelphia, Boston and Cleveland. The proceeds of the purchases will drift at once to the money centers, and as discounts are repaid, it eases money in the three or four principal money markets. . . . It reduces the rate on bills, and the effect of easier money at the money center spreads throughout the whole country, and the banks in the money centers have a surplus to loan.

        

        Burgess (1964, 220) wrote:

        
          First, as fast as the Reserve banks bought government securities in the market, member banks paid off more of their borrowings; and, as a result, earning assets and earnings of the Reserve bank remained unchanged. Second, they [the Reserve Banks] discovered that the country’s pool of credit is all one pool and money flows like water throughout the country. . . . These funds coming into the hands of banks enabled them to pay off their borrowings and feel able to lend more freely.

        

        Governor Strong shaped the operating procedures of the Fed in the early 1920s. There were three instruments for influencing the cost and availability of credit: the discount rate, open market operations in government securities, and purchases of bankers’ acceptances. Open market purchases reduced member bank borrowing while sales increased borrowing. Along with the level of the discount rates of the member banks, the extent of member bank borrowing influenced interest rates in the New York money market. The relative importance assigned to these instruments reflected a hierarchy according to Strong in which the discount rate was the most potent. Next came open market operations. Finally, adjustment of acceptances, which also furnished reserves, was used to make short-lived adjustments to bank reserves, especially in response to seasonal demands.

        Strong (US Congress 1926, April 8, 333) described the psychological impact of raising the discount rate in congressional testimony:1

        
          It seems to me that the foundation for rate changes can be more safely and better laid by preliminary operations in the open market than would be possible otherwise, and the effect is less dramatic and less alarming to the country if it is done in that way than if we just make advances and reductions in our discount rate.

        

        The psychological impact that Strong attributed to changes in the discount rate appeared in an exchange between him and Walter Stewart, a Board economist, at a meeting of the Open Market Investment Committee for the Federal Reserve System, December 19, 1924. Strong opposed an increase in the discount rate. Strong (Federal Reserve Board 1924c, 19) commented “You must remember that we can kill business in this country very easily,” and Stewart asked, “Do you think an increase to 3½ percent would kill business?” Strong responded:

        
          I think at the moment it would have a very chilling effect. . . . The way to get the rate advanced is just as Dr. Stewart has described—to liquidate the securities and establish a higher market rate and prepare the minds of the people for an increase in the discount rate. . . . The thing that controls in this country is the mood of the people and it can be changed in a flash.

        

        Both Burgess (1927 and 1936) and Winfield W. Riefler (1930) at the Federal Reserve Board examined the relationship between the interest rate in the New York money market and the discount rate set by the New York Fed and the open market operations of the Federal Reserve Banks. Riefler offered two explanations for why banks borrowed from the discount window: One explanation is that banks found it profitable to borrow with the discount rate below market rates. The other was that banks borrow only when forced to by a reserves deficiency and get out of the window as soon as possible. The discussion is confused because neither explanation distinguished between banks collectively, which had to borrow, and the individual bank, which chose the least-cost alternative to meeting its reserves needs.

        To wit, Riefler (1930, 19–20, cited in Meltzer 2003, 162) wrote:

        
          The most obvious theory is that member banks, on the whole, borrow at the reserve banks when it is profitable to do so and repay their indebtedness as soon as the operation proves costly. The cost of borrowing at the reserve banks, accordingly, is held to be the determining factor in the relation between the reserve bank operations to money rates, and the discount policy adopted by the reserve banks to be the most important factor in making reserve bank policy effective in the money markets. At the other extreme, there is the theory that member banks borrow at reserve banks only in case of necessity and endeavor to repay their borrowing as soon as possible. According to this theory the fact of borrowing in and of itself—the necessity imposed by circumstances on member banks for resorting to the resources of the reserve banks—is a more important factor in the money market than the discount rate. . . . Open market operations . . . contribute more directly to the effectiveness of the reserve bank credit policy than changes in the discount rate.

        

        The deficiencies in the Fed’s understanding of its operating procedures became a central reason for the contractionary monetary policy of the Great Contraction in 1929 when the Fed was trying to restrict the flow of credit for margin lending on the NYSE. Policy makers interpreted increases in the discount rate in 1928 that left borrowed reserves unchanged while increasing the money market interest rate and leaving the difference between it and the discount rate unchanged as meaning that banks still had an incentive to borrow from the discount window and lend the funds for securities speculation. (In figure 6.1, the vertical segment of the RS schedule, which rises above NBR0, lengthened leaving borrowed reserves unchanged but raising IR0, the interest rate in the money market.) As discussed in chapter 8, the result was the Board policy of “direct pressure” aimed at keeping banks out of the discount window if they had loans on their books to brokers or loans collateralized by securities.

        Using real bills views, policy makers understood their operating procedures within a loanable-funds framework rather than within a reserves market framework. The regional Reserve Banks were reservoirs of funds that could add to the supply of funds to aid in the financing of productive activity. Just as important was to limit the supply of funds when necessary to prevent speculative excess. The task of augmenting or of restricting credit required assessing the speculative temper of markets.

        This loanable-funds, real bills understanding of the Fed’s role appeared in the testimony of Adolph Miller (US Congress 1926–27, April 21, 1926, 708), member of the Federal Reserve Board, in his repetition of a claim made in the “Tenth Annual Report” (Federal Reserve Board 1924a, 13) that an open market sale of a security, which reduced reserves and was met by an offsetting increase in reserves borrowed through the discount window, demonstrated that the credit was needed:

        
          It gave a fair indication that, in the judgment of the member banks, it was needed, because as cash was taken out of the market by the reserve banks the member banks came right back to the Federal reserve banks and rediscounted in substantially the same amount. We thus threw upon the member banks of the country the responsibility of exercising their judgment as to whether or not they should continue in use the existing volume of credit extended to their customers.

        

        The Fed’s failure to understand its responsibility to set a price for bank reserves that made the quantity demanded consistent with maintenance of bank deposits and credit as opposed to being the regulator of a flow of credit proportioned to the need for credit for productive uses had tragic consequences in the Great Contraction. In a way almost incomprehensible to modern economists, the Fed did not understand that the credit and deposits of the banking system rested on a base of reserves that the Fed itself controlled. Ultimately, that ignorance derived from the failure to realize the nature of the monetary standard as one of fiat money creation. With no realization of the consequences of its actions, the Fed allowed the superstructure of credit and deposits resting on that reserves base to collapse.

        With no conception that it was responsible for the money stock, the Fed could have no conception that it was responsible for the price level. The failure of the Fed to understand its responsibility to maintain money and prices appeared in Miller’s 1928 congressional testimony. Miller (US Congress 1928, April 30 and May 17, 109, 348, and 180) commented on Congressman Strong’s bill to stabilize prices:

        
          One of those assumptions [of the Strong bill] is that changes in the level of prices are caused by changes in the volume of credit and currency; the other is that changes in volume of credit are caused by Federal reserve policy. Neither of those assumptions is true of the facts or the realities. They are both in some degree figments—figments of scholastic invention—that have never found any very substantial foundation in economic reality, and less to-day in the United States than at other times. . . .

          Undertaking to regulate the flow of Federal reserve credit by the price index is a good deal like trying to regulate the weather by the barometer. The barometer does not make the weather; it indicates what is in process.

          The total volume of money in circulation is determined by the community. The Federal reserve system has no appreciable control over that and no disposition to interfere with it.

        

      
      
        6.5. Gold Convertibility and Free Gold: Frozen into a Gold Standard Mentality

        Until April 1933, the United States maintained convertibility between the dollar and gold. Contemporaneous observers assumed that the United States was on the gold standard not a fiat money standard. As Edwin Kemmerer (US Congress 1935b, May 13, 350) said, “The gold standard exists in any country when the monetary unit in which exchanges are made, in which debts are contracted, carried, and paid, consists of the value of a fixed quantity of gold in a free gold market.” This gold standard mentality prevented policy makers from comprehending that their free reserves operating procedures had changed the monetary standard to a fiat money standard. They never understood that they were responsible for money creation and destruction and thus the behavior of the price level.

        The classical gold standard operated in the United States in the last quarter of the nineteenth century and in the pre–World War I period. For the United States, which lacked a central bank, its operation was automatic. The price level was an equilibrating variable that adjusted to provide the terms of trade required for balance in international payments. For example, if the United States experienced good harvests while the rest of the world experienced crop failures, an excess of US exports would result in an inflow of gold. That inflow would make US prices more expensive relative to prices in other countries thus restoring balance to international payments.

        Under the classical gold standard, there was no central control of the quantity of bank reserves. Gold flows, which were determined by the international balance of payments, controlled bank reserves. After the creation of the Fed, the carryover of a gold standard psychology obscured the fact that the Fed was responsible for the behavior of bank reserves, money, and prices. Policy makers instead believed that they worked with a limited supply of reserves. The legally mandated gold reserve requirements imposed on its liabilities (note issue and member bank deposits) to maintain convertibility between gold and the dollar and the Fed’s limited gold reserves made it appear to policy makers that their sphere of action was limited by their free gold.

        A positive level of free gold assured convertibility of dollars into gold. As policy makers understood their world, without convertibility, the United States would be on a paper money standard. Money would soon become worthless, and confidence would collapse. At the time, there was no sense of giving money value by controlling its quantity. Convertibility and concern for free gold promoted the gold standard psychology of a Fed with limited resources. In reality, however, the Fed was on a fiat money regime with an unlimited power to create and destroy money.

        When the Federal Reserve Banks regained the ability to set their discount rates in 1919, they did not adopt the classical gold standard rule practiced by the Bank of England. They did not alter their discount rates to maintain the monetary gold stock of the United States in fixed proportion to their note issue. Monetary gold and thus the monetary base in turn did not move systematically with the balance of payments. As a result, the domestic price level did not work to determine the real terms of trade required to equilibrate the balance of payments. There was no understanding that the gold standard as operated by the Bank of England provided for both a nominal anchor and a level of interest rates set in a world market by countries on the gold standard. Lionel Edie (1932 [1983], 120) wrote, “True, we have the trappings, earmarks, and accessories of the gold standard, but we do not have the essential economic service of that standard because gold has been divorced from credit.”

        Burgess (1927, 187) wrote:2

        
          Historically, banks of issue the world over have watched their reserve ratios and . . . have raised their discount rates when the reserve ratio went down and, and lowered discount rates when it went up. . . . As gold poured into the country in 1921 and 1922 the reserve ratio rose by leaps and bounds and lost its significance as a guide to credit policy. Since then discount rates have been increased or decreased without any necessary relation to the movement of the reserve ratio.

        

        Similarly, Keynes (1930, 258) wrote, “The successful management of the dollar by the Federal Reserve Board from 1923 to 1928 was a triumph—mitigated, however, by the events of 1929–30—for the view that currency management is feasible, in conditions which are virtually independent of the movements of gold.”3

        Gold flows were, nevertheless, an important part of why monetary policy was contractionary in the Great Contraction (Eichengreen 1995; Sumner 2015). On three occasions, fall 1919, fall 1931, and February 1933, the Fed engineered drastically tight policy in response to gold outflows. As explained later, these episodes did not reflect a symmetric response to gold flows. In the first case, it reflected an asymmetric response to the gold cover of the regional Reserve Banks, raising discount rates in response to outflows but not lowering them in response to inflows. In the second and third cases, it reflected the desire to maintain the confidence of the conservative business and financial community.

        Gold was part of the monetary base, and international gold flows affected the nonborrowed reserves of banks. However, there was no direct relationship with the money stock. Money was determined by the overall operation of the operating procedures as summarized in figure 6.1. The reserves supply schedule was a function of factors supplying and absorbing reserves other than just gold as well as the discount rate and administration of the discount window. The reserves supply schedule interacted with the reserves demand schedule to determine the marginal cost of bank reserves. The ultimate determination of the money stock emerged out of the way in which the marginal cost of reserves interacted with the price system, especially the natural rate of interest.

        The prevailing belief was that convertibility of the dollar into gold at a fixed parity gave the dollar value. In fall 1931, the Reserve Banks had sufficient free gold to offset the external drain without raising interest rates. However, the existing gold psychology made that impractical. Hardy (1932, 238) wrote:

        
          Public opinion still regards gold movements as so important a symptom of soundness of the policies pursued, that the Reserve system can only temporarily ignore them. The events of the winter of 1931–32 showed clearly that long before the gold flow becomes technically a necessary factor in the credit policy it becomes a psychological factor.

        

        In sum, convertibility of gold did not mean that the United States was on the classical gold standard in which market forces determined the price level, money stock, and market interest rates. In the case of England, which had a central bank, the market also dictated the behavior of its discount rate. For the United States to have been on this classical gold standard after the creation of the Fed, the Fed would have had to move market rates in response to the balance of payments. Balance of payments surpluses and gold inflows would require reductions in discount rates while deficits and gold outflows would require increases in discount rates. Such behavior would be organized around maintenance of the gold cover (the ratio of monetary gold to Fed liabilities) around a steady value. Instead, the United States was on a fiat money standard. The Fed moved the discount rate primarily in response to concerns about the domestic economy and speculation and only sporadically and infrequently in response to gold outflows. It tolerated large, sustained variations in its gold cover.

      
      
        6.6. The Fed’s Incomprehension of the Consequences of Its Operating Procedures

        Policy makers saw all the correlations represented in figure 6.1 between the variables shown. However, they did not interpret those correlations in terms of figure 6.1, that is, in the quantity theory sense of a market for reserves used in effecting finality of payment. They understood what they were doing through their assumed influence on financial intermediation. The idea that the Fed was setting the interest rate in the New York money market through arbitrage of the discount rate and the marginal cost of reserves would have been anathema. Member banks were not to borrow to relend at a profit.

        The underlying assumption in creating the Federal Reserve System was that the twelve Federal Reserve Banks would represent twelve independent reservoirs of funds derived from removing the concentration of reserves in the New York banks and dispersing them throughout the country.4 These reservoirs of funds were limited by the legally imposed gold reserve ratios imposed on note circulation and discount window lending. For example, in explaining the increase in the discount rate in 1920, the Board (Federal Reserve Board 1921, 12) associated the need to maintain the gold cover with the “strength” of the Reserve Banks: “The Board’s purpose was to maintain the strength of the Federal Reserve Banks, which are the custodians of the lawful reserves of the member banks.” The “Tenth Annual Report” (Federal Reserve Board 1924a, 9) noted:

        
          The Federal reserve supplies the needed additions to credit in times of business expansion and takes up the slack in times of business recession. It is its responsibility to regulate the flow of new and additional credit from its reservoirs in accordance with solid indications of the economic needs of trade and industry. (italics added)

        

        The role of the Federal Reserve Banks was to add and to subtract to the credit offered by banks to their customers in a way proportioned to the need for legitimate, that is, nonspeculative, credit. The Board’s (Federal Reserve Board 1922, 5) report on the year 1921 stated:

        
          Normally, the Federal Reserve System is called into activity when the supply of ordinary credit facilities is inadequate. It supplements, temporarily, the resources of its members. It is the extent of the deficiency in the lending power of the member banks, as measured by their ability to meet credit requirements, that is reflected in the upward or downward movement of the Federal Reserve loan account. When business is speeding up beyond their normal credit capacity, commercial banks must resort to the Federal Reserve Banks for accommodation. When business is receding and liquidating in a period of economic reaction, slackening of credit requirements will result in a marked reduction of borrowings from Federal Reserve Banks.

        

        Through the exercise of judgment, the Reserve Banks were supposed to set their discount rates at a level that achieved a balance between being too low so as to “stimulate speculation in securities, commodities, or real estate” and being too high so as to “be detrimental to commerce and industry” (Federal Reserve Board 1929, 9). Debate centered on the availability of the funds supplied to banks rather than on the level of the discount rate. Especially, should the Reserve Banks supply only the funds demanded by banks, that is, funds supplied through the discount window? Alternatively, should they supply them with “unwanted” funds through open market purchases of government securities?

        Those questions seemed relevant because of a fundamental misconception of the nature of the banking system and its relationship to the Fed. As understood contemporaneously, banks with their assets and liabilities existed side by side with the Fed. There was no sense that the Fed controlled the reserves of a “banking system” and had a responsibility to support the reserve base banks used to clear payments among themselves. The Fed did not understand the interaction shown in figure 6.1 between Fed supply and bank demand for reserves as the fundamental building block of the transmission of monetary policy.

        In figure 6.1, the reserves demand schedule represents the demand of banks for reserves for clearing payments. As a central bank, the Fed had a responsibility to maintain reserves demand at a level commensurate with a level of deposits that did not require deflation or inflation. To fulfill that responsibility, it had to maintain a level of short-term interest rates that kept monetary policy from being contractionary or expansionary. Such understanding developed only slowly after the Treasury-Fed Accord of 1951. Though the following sentiment is articulated by T. Alan Goldsborough (R-MD), it could have come from any of his contemporaries and reflected Irving Fisher’s debt-deflation theory (chap. 12). Goldsborough is interesting because he worked tirelessly for two decades with Irving Fisher to pass legislation that would require the Fed to stabilize the price level. However, neither explained how the Fed should accomplish that task through the control of bank deposits.

        Goldsborough (US Congress 1935a, March 15, 324) stated:

        
          You cannot control deflation under our system, and you cannot do it for this reason: That the creation of money amounts simply to the extension of credit, and whenever the banks start—when the banking system starts to collect its debts, it immediately decreases the circulation medium, it immediately causes a fall in all values, and it immediately causes the calling in of other debts. You just cannot stop it when you once start it under our system of fractional reserves.

        

        This flawed understanding of the monetary transmission process created the belief in the impotence of monetary policy in the 1930s that formed one of the building blocks of Keynesian economics. Governor Eccles explained that the Fed could supply banks with funds to lend. However, as Eccles (US Congress 1935a, March 15, 331) explained, “There is no action that the Board itself can take that will induce people to borrow, induce corporations to borrow, the excess funds which the banks may have as a result of the Board’s action in creating excess funds.”

        This presumed asymmetry in the effectiveness of monetary policy emphasized the importance of forestalling the emergence of speculative excess. Eccles (US Congress 1935a, March 18, 377, cited in Orphanides 2004b, 105) testified:

        
          Governor Eccles: Under present circumstances there is very little, if anything, that can be done.

          Mr. Goldsborough: You mean you cannot push a string.

          Governor Eccles: That is a good way to put it, one cannot push a string. We are in the depths of a depression and, as I have said several times before this committee, beyond creating an easy money situation through reduction of discount rates and through the creation of excess reserves, there is very little, if anything that the reserve organization can do toward bringing about recovery. I believe that in a condition of great business activity that is developing to a point of credit inflation monetary action can very effectively curb undue expansion.

        

        The concept did not exist that monetary policy worked through the way in which the Fed controlled the quantity of bank reserves in a market for reserves. Necessarily, the concept did not exist that the Fed had a choice of either setting the quantity of reserves and letting the market determine the marginal cost of reserves (the funds rate) or setting the marginal cost of reserves and supplying the reserves demanded. It is a modern idea that either way the transmission of monetary policy takes place through the way in which this monetary control in a centralized market for bank reserves propagates to market interest rates through arbitrage. Similarly, it is a modern idea that the extent of real intermediation that takes place through the banking system is something determined by the marketplace and is determined independently of monetary control.

        In sum, there was no theory of monetary control by the Fed independent of the control of credit. Contemporary policy makers could not conceptualize a world in which a central bank could control money without a monetary regime of the government issue of fiat money. Moreover, the conservative eastern financial establishment believed such a regime was the populist road to perdition.

      
      
        6.7. Concluding Comment

        There was a national market for bank reserves in the form of the call loan market and commercial paper market in New York. The Fed could have added and subtracted to the reserves of banks to control the interest rate in this money market and thus set a single marginal cost of reserves for the banking system. The interest rate in the Fed funds market that existed among New York City banks (Goodfriend and Whelpley 1993) would have reflected this cost of reserves and would have, through arbitrage, set the interest rate in the money market.

        This counterfactual exercise shows how hopelessly far policy makers were from understanding the monetary regime they had created. One of the major objectives in creating the Fed had been to limit use of the call loan market, which concentrated reserves in New York. That concentration, it was presumed, would allow reserves to spill over into speculation in the stock market. Policy makers understood policy through the lens of the Fed’s influence on financial intermediation.5 The guiding principle was to provide just enough credit to finance productive activities but not so much that credit spilled over into speculative activities.

        Figure 6.4 shows the market for bank reserves with exogenously determined supply. It became the relevant market in the United States after March 1933, but for the period between 1919 and March 1933 the relevant market was that of figure 6.1. With their rudimentary free reserves operating procedures, the interest rate in the market for reserves and, through arbitrage, in the money market was endogenously determined through the interaction of the reserves supply schedule and the banking system’s reserves demand schedule. In the Great Contraction, validating the interest rate set in the market for reserves required destruction of reserves and bank deposits.

        
          [image: ]

          
            Figure 6.4. Market for Bank Reserves with Exogenous Reserves Supply

          
            See notes to figure 6.1. The market for bank reserves with exogenous reserves supply, Rs, and reserves demand, Rd, shown over a long enough period for banks to adjust their loans and deposits.

          
        
        Nothing in the prior gold standard era prepared policy makers to understand the consequences of their procedures. There was never any sense of using the interest rate in the money market as the policy instrument and then moving that interest rate based on a reaction function capturing the behavior of the economy. The confusion over these procedures appeared in Governor Strong’s comments to the Governors Conference in November 1925 (cited in Chandler 1958, 237):

        
          It is practically impossible to have it [the discount rate] above the market rate. As the discount rate advances the market rate advances. Which is the cause and which is the effect I am not competent to say.

        

        The statement seems odd as the Reserve Banks set the discount rate. However, as market rates rose, they raised the discount rate so as not to be “out of touch” with the market.

        Numerous concepts would have been required in the 1920s for policy makers to have understood the consequences of their operating procedures: (1) the concept of a market for bank reserves as well as the understanding that bank reserves constituted money (the media of exchange for effecting finality of payment); (2) the idea of bank deposits (broad money) resting on the reserves base; (3) the concept that the creation by the Fed of reserves through bookkeeping operations had replaced the gold inflows of the classical gold standard as the determining factor in the size of the reserves base; (4) the influence though arbitrage of the interest rate determined in the market for reserves on money market interest rates; (5) the importance of the interest rate given the role it plays in the price system and the need to respect the central role of the natural rate of interest; (6) the relationship between money creation and the price level; (7) the real-nominal distinction that changes in the price level discipline the ability of the Fed to determine the real interest rate and other real variables.

        Application of the gold standard rules required an understanding of none of these concepts. There was no sense of exercising monetary control, that is, control over bank deposits and the money stock, independently of the control of credit required to prevent speculative excess. Indeed, there was no concept of a banking system whose nominal liabilities rested on a reserves base subject to control through the bookkeeping operations of the Fed. “Because member banks had originally transferred cash to Federal Reserve Banks, member bank reserves were considered balances deposited by the banks rather than a creation of the System” (Friedman and Schwartz 1963a, 195–96). In the words of the Federal Reserve Board’s “Eighth Annual Report” for 1921, “The Federal Reserve Banks are made the sole custodians of the legal reserves of all member banks” (Federal Reserve Board 1922, 93–94, cited in Friedman and Schwartz 1963a, 250). The failure to understand the Fed as a creator of money through its bookkeeping operations meant that no one could fully grasp the role played by the Fed in the Great Depression. An understanding of the money creating powers of the Fed would have to await the crisis precipitated by the Korean War for the bond pegging program carried over from World War II.

        No one understood that the convertibility of gold into money without following the traditional gold standard rules did not in itself give money value. Without an operational quantity theory, there was no way to challenge the prevailing view of the price level as an average of dollar prices without significance as a concept separate from relative prices. For Fed policy makers, the “price level” was just the average of dollar prices, and that average could change for all kinds of nonmonetary reasons. An understanding of all these concepts would emerge only much later.

      
    
  
    
      
        [ Chapter 7 ]

        A Narrative Account of the 1920s

      
      
        Summary: The May 1923 issue of the Federal Reserve Bulletin reinforced the idea that the Fed was engaged in economic stabilization through the regulation of credit. It did so by stating that “the time, manner, character, and volume of” open market operations would be governed by not only the “accommodation of business and commerce” but also “the general credit situation” (cited in Hayek 1925 [1999]). Despite its modern sound, however, in the background of credit policy aimed at cyclical stabilization was always the understanding of recession and deflation as the collapse of speculative excess. The perceived need to preempt such excess caused policy to turn contractionary in 1928 in response to the dramatic rise in the NYSE. The 1929 stock market crash followed by economic contraction seemed to validate the speculative-excess/inevitable-collapse explanation of recession and deflation. The incipient development of countercyclical monetary policy in the 1920s disappeared. The perception that a policy of credit management in the 1920s had failed would cause Keynes to abandon monetary policy for fiscal policy to combat the Depression.

      

      The narrative here interprets the events of the 1920s and 1930s as understood contemporaneously by policy makers in the Federal Reserve System. One difficult question is why they failed to learn from their mistakes. The answer here is they could always rationalize bad outcomes in terms of their preexisting framework. Subsequent narrative histories written from the perspective of the quantity theory pointed out that there was a quantity theory tradition that offered an alternative. However, debating the validity of real bills views of policy makers and quantity theory views was like debating two opinions. Not until the post–World War II development of macroeconomics was there a framework for seriously challenging early Fed views.

      
        7.1. (Mis)Understanding a Paper Money Standard

        At the time of its creation, the monetary standard created by the Federal Reserve Act was unique. It was a regime of fiat money creation with an independent central bank (after 1919). Fiat money regimes had existed in the past but always organized around the use of the printing press to finance government deficits. No one conceived of the Fed in those terms. In its regional banks, the intention had been to decentralize the holdings of the reserves of member banks away from New York. Using those limited reservoirs of funds, the regional Reserve Banks would augment the lending of member banks to “accommodate business and commerce” and would provide funds in response to seasonal demands for credit and bank runs.

        At the time of the Fed’s creation, the fiduciary money of banks (their banknotes and deposits) all required convertibility to a commodity money—gold or silver. In the past, only such monetary regimes had solved the problems highlighted by François Velde. Velde (2020, 413 and 427) wrote:

        
          Using paper instead of precious metal was a way to economize on resources but also allowed governments to finance their deficits. The experiments surveyed show how issuance of paper by a central bank, coexisting with coins made of precious metal, came to be the dominant model in the nineteenth century. . . . Paper money’s advantage, its low cost of production relative to its potential value in exchange, is also its weakness, leaving it exposed to the twin threats of counterfeiting and overissue.

        

        The only successful models of paper (fiat) money available in the early twentieth century all provided for a nominal anchor through conversion to a commodity—gold or silver. Pure fiat money regimes always ended disastrously in high inflation.

        The Federal Reserve Act provided for gold convertibility, which lasted until April 1933. Despite convertibility and despite the fact that at times gold inflows and outflows from abroad influenced the monetary base, that influence was not direct and automatic as occurred under the classical gold standard. As explained in chapter 6, the influence of gold flows worked through their impact on the nonborrowed reserves of banks, which in turn determined the marginal cost of reserves to banks and through arbitrage money market interest rates. Other factors, especially the discretionary actions of the Fed, generally dominated the behavior of the cost of reserves and money market rates (the funds rate in modern terms). Through interaction with the natural rate of interest (the interest rate required by the price system to maintain economic output at potential), the interest rate determined by the Fed controlled money creation and destruction.

        No contemporaneous observers in the twenties and thirties understood the role of the Fed in controlling money creation and destruction. Similarly, no one explained the behavior of prices in terms of the Fed’s control of bank deposits and money. Although quantity theory reformers wanted the Fed to assume responsibility for the control of prices, that desire did not stem from an understanding that the Fed had itself caused deflation.

      
      
        7.2. Benjamin Strong

        The views of Benjamin Strong, governor of the Federal Reserve Bank of New York from 1913 until 1928, are especially important in understanding monetary policy in the Great Depression. Even though he died in October 1928, before the start of the Great Contraction, he determined the culture of the New York Fed. That culture embodied the views of the conservative eastern financial establishment and Strong’s reworking of the real bills views incorporated in the Federal Reserve Act.

        The real bills doctrine assumed that the Reserve Banks would prevent the speculative excess whose inevitable collapse led to recession and deflation. They would do so by restricting rediscounts at the discount window by member banks to real bills—self-liquidating debt instruments that financed the movement of goods from producers to consumers and crops to market. As originally conceived, this version of real bills never took root. With World War I and the inflow of gold in the early 1920s, the reserves of member banks (their deposits at the Fed) supported a credit superstructure that did not rest primarily on discounted real bills. To a significant degree, it rested on gold and on discount window loans collateralized by government securities. Moreover, the discovery of open market operations and the associated realization of the existence of a national money market centered in New York made evident the impossibility of segmenting the country into twelve regional credit markets dominated by their respective regional Reserve Banks. However, the speculative-excess/inevitable-collapse view of recession and deflation grew in vitality with the interpretation of the 1920–21 recession. As understood contemporaneously, the recession grew out of the inability of the Fed to deal with prior speculative excess due to the imperative of “cheap money” to finance the war effort and the placement of Liberty bonds after the War.

        Gold flows and open market operations meant that the regulation of the credit extended by member banks would not happen through limiting discount window borrowing to loans collateralized by real bills. Strong emphasized the fungibility of credit. Funds obtained through the discount window, even if collateralized by a “real bill,” could be used for any purpose. At the same time, Strong retained the central assumption of real bills that economic stability required the early suppression of the financial excess that led to an artificial level of activity, the inevitable collapse of which led to recession and deflation. Achievement of the presumed required balance between accommodating the needs of business and preventing speculative excess therefore required regulation of the total flow of credit.

        Reliance on the allocation of credit to productive uses through restricting discounting at the window to real bills would be ineffective in controlling speculation. Strong was willing to manage credit in recession by supplying credit through open market purchases to help revive business. But he was willing to do so only provided there was no evidence of speculative activity. That was the case in 1927. At the same time, he would restrict credit in a boom to squelch speculation.

        There is no way to know whether Strong would have been more assertive in the Depression in advocating open market purchases. In any event, Strong’s real bills views fed into the nearly universal assumption that attributed the Great Depression to the speculative excess and subsequent collapse evidenced in the stock market boom and crash. Those views crowded out any argument that the cause of the Depression was contractionary monetary policy. That interpretation also undercut any influence from the price-level-stabilization movement pushed by Congressmen James Strong and T. Alan Goldsborough.

        Insight into Strong’s views can be gained from his commentary on initial versions of the Federal Reserve Act. Like other bankers, Strong feared government involvement in the control of the banking system. Link (1956, 225) wrote that in the summer of 1913, “the evidence was overwhelming that the great majority of bankers, whether from Wall Street or Main Street or from the North or the South, regarded the Federal Reserve bill with repugnance ranging from merely strong to violent hostility.” Strong especially feared that the replacement of the banknotes of the nationally chartered banks by Federal Reserve notes partially guaranteed by the credit of the government could lead to a regime of paper money.

        Chandler (1958, 34) noted that Strong “provided Senator Elihu Root with materials for a speech warning against inflationary consequences of the proposed legislation.” Root, a Republican senator from New York and earlier secretary of war under McKinley and secretary of state under Roosevelt, declaimed in 1913 (cited in Grant 1992, 143):

        
          With the exhaustless reservoir of the government of the United States furnishing easy money, the sales increase, the businesses enlarge, more new enterprises are started, the spirit of optimism pervades the community. Bankers are not free from it. They are human. The members of the Federal Reserve Board will not be free of it. They are human. All the world moves along upon a growing tide of optimism. Everyone is making money. Everyone is growing rich. It goes up and up, the margin between costs and sales continually growing smaller as a result of the operation of inevitable laws, until finally someone whose judgment was bad, someone whose capacity for business was small, breaks; and as he falls he hits the next brick in the row, and then another, and then another, and down comes the whole structure.

          That, sir, is no dream. That is the history of every movement of inflation since the world’s business began, and it is the history of many a period in our own country. That is what happened to greater or less degree before the panic of 1837, of 1857, of 1873, of 1893, and of 1907. The precise formula which the students of economic movements have evolved to describe the reason for the crash following this universal process is that when credit exceeds the legitimate demands of the country the currency becomes suspected and gold leaves the country.

        

        Strong attributed the inflation that emerged in 1919 to the creation of an excessive amount of credit that spilled over into speculation. On November 3, 1919, Strong wrote in a memo (cited in Chandler 1958, 150): “The Government’s [wartime] requirements for loans were, and would continue to be during a large part of the war, in excess of the amount of credit created by savings.” Given that banks expanded credit as a multiple of the reserves furnished by the Fed, the loans of commercial banks would have to decline by a multiple of the decline in discount window lending. On February 5, 1919, Strong wrote Montagu Norman, governor of the Bank of England (cited in Chandler 1958, 137), “Our problem is really confined to the liquidation of possibly four or five billions of bank expansion, which I believe would be completely accomplished if the Reserve Banks were able to liquidate about a billion dollars of their advances.”

        Strong believed that the liquidation of the excess credit would be painful but necessary. On February 6, 1919, Strong wrote the following to Russell Leffingwell, assistant secretary at the Treasury (cited in Chandler 1958, 139):

        
          The day of deflation approaches. The process of deflation is a painful one, involving loss, unemployment, bankruptcy and social and political disorders. . . . WE MUST DEFLATE: Not withstanding the hardships and losses resulting, I believe you will agree that it is inevitably necessary that our banking position must be gradually deflated. (capitals in original)

        

        The prerequisite for economic stability was the prevention of a speculative mentality. Economic and price stability would follow. The lesson from the 1920–21 deflation was not that the Fed should use the price level as its target but rather that it should prevent speculative excess from developing in the first place and thus forestall a cycle of speculative collapse and deflation. Strong (US Congress 1926, April 9, 375) testified:

        
          Governor Strong: One definition of inflation that is common enough as applied to credit is an amount of credit furnished to the country in excess of what the country needs for conducting a given volume of business at a given level of prices; and that, if you please, relates directly to the volume of credit rather than to the level of prices. . . .

          Mr. Goldsborough. Before you finish your answer, would not a reasonably stable price level for four years be a very strong indication that there was neither serious inflation or deflation of any kind?

          Governor Strong. It would be as to commodity prices, but you might not be able to say that there has been no inflation whatever if you had a big real estate speculation and a building speculation and possibly a stock speculation at the same time. . . . I rather doubt that this real estate speculation that people have been talking about has had much effect on prices. It has a considerable effect on the state of mind of people about speculation generally.

        

        Strong’s discussion with Norman, governor of the Bank of England, about Britain’s return to gold at the prewar parity revealed the doubt in Strong’s mind about whether the Fed could control the price level. Both understood that a return to the prewar parity would require a decline in prices in Britain to make British exports competitive. The issue was whether the Bank of England could force deflation as a prior condition for a return to convertibility or whether the deflation would have to occur as a consequence of a return to convertibility by raising unemployment in the export industries.

        In a letter to the Bank of England’s Cecil Lubbock written September 10, 1924, Strong questioned “whether a change in relative price levels in your country and ours must be relied upon as the major cause of a return to sterling at parity; or whether we may not have cause and effect reversed.” In a letter to Norman dated July 9, 1924, Strong noted the decline in British prices but questioned whether the decline came from purposeful policy by the Bank of England (letters cited in Chandler 1958, 302–3):

        
          I cannot see that you have gained anything as yet, nor in fact have I ever believed that general prices are or could be so strongly influenced by Bank Rate under present conditions as to give you any power or control to be effective toward the objects which you outlined to me in London. The changes are too slow, and arise from too great a variety of causes.

        

      
      
        7.3. Adolph Miller—the Nemesis of Benjamin Strong

        The 1920s featured a contest for control between two strong personalities: Benjamin Strong, governor of the New York Fed, and Adolph C. Miller, member of the Federal Reserve Board. Strong and Miller both shared the view that recession and deflation originated in the collapse of an artificially elevated level of economic activity made possible by prior speculative excess. Strong argued that the Reserve Banks could not control the final use of credit. Consequently, to deal with speculative excess, the Federal Reserve System would at times have to limit the total amount of bank credit. Miller believed that, in contrast, the Reserve Banks had a responsibility to allocate credit toward legitimate uses and away from speculative uses.

        In his congressional testimony, Miller (US Congress 1926–27, April 20, 1926, 671) likely referred to the unwillingness of the New York Fed to become directly involved in the allocation of credit to productive as opposed to speculative uses:

        
          The whole intent and implication of the act is that credit of the Federal reserve system is to be restricted to productive uses in commerce, agriculture, trade, and industry. But I think possibly there are some who take a different view. . . . They might at times perhaps regret that there is evidence of some seepage of Federal reserve credit into speculative channels, nevertheless, they feel that it is not their responsibility to try, by all means, direct and indirect, to stop it. . . . To me the most simple formula of operating the Federal reserve system to give the country stability . . . is to stop and absolutely foreclose the diversion of any Federal reserve credit to speculative purposes.

        

        Strong disliked the discretion entailed by the 1920s policy of reading the psychology of markets to limit speculative excess. He believed that a return to the international gold standard would provide the required discipline. Miller felt comfortable with exercising the required discretion. As reported in the Federal Reserve Board’s “Tenth Annual Report” (Federal Reserve Board 1924a, 31):

        
          No statistical mechanism alone, however carefully contrived, can furnish an adequate guide to credit administration. Credit is an intensely human institution and as such reflects the moods and impulses of the community—its hopes, its fears, its expectations. The business and credit situation at any particular time is weighted and charged with these invisible factors. They are elusive and can not be fitted into any mechanical formula, but the fact that they are refractory to methods of the statistical laboratory makes them neither nonexistent nor nonimportant. They are factors which must always patiently and skillfully be evaluated as best they may and dealt with in any banking administration that is animated by a desire to secure to the community the results of an efficient credit system. In its ultimate analysis credit administration is not a matter of mechanical rules, but is and must be a matter of judgment—of judgment concerning each specific credit situation at the particular moment of time when it is has arisen or is developing.

        

        In the 1928 hearings over legislation to stabilize the price level, Miller opposed the legislation and the idea of a rule. The following exchange occurred between Congressman James Strong and Miller (US Congress 1928, May 3, 193).

        
          Mr. Strong. You think the law, then, could be changed so that it would read for the accommodation of commerce and business or at the will of the Federal Reserve Board?

          Doctor Miller: It is the same thing.

        

        Like his colleagues, including Governor Strong, Miller believed that instability of the price level was the result of some prior speculative disturbance. Targeting the price level could do nothing to correct that prior disturbance (Miller, in US Congress 1928, May 17, 348).

        Although Miller and Strong were rivals for control of the Fed, they were united in their belief in the core of the real bills doctrine—prevention of recession and deflation required prevention of the prior speculative excess whose collapse led to those twin evils. In the absence of the automatic check to speculation formerly provided by the gold standard, that task was the Fed’s. On December 13, 1922, Strong addressed the American Farm Bureau Federation (cited in Chandler 1958, 199):

        
          There should be no such excessive or artificial supplies of money and credit as will simply permit the marking up of prices when there is no increase in business or production to warrant an increase. . . . We should aim to keep the credit volume equal to the country’s needs, and not in excess of its needs. . . . We could indulge in a riot of speculation in this country which would put prices to very high levels, and with few exceptions, hardly any nation in the world would be in a position to withdraw large amounts of our gold. . . . There is every possible inducement for the Federal Reserve System to adopt . . . a policy of stabilization in every direction; to avoid encouragement of unhealthy speculation, on the one hand, and to encourage the return of stable values on the other.

        

      
      
        7.4. The 1920–21 Recession

        After the end of World War I in November 1918, inflation surged. Consumer prices rose at an annualized rate of 15 percent from January 1919 through June 1920.1 The Treasury retained the control over the Fed that it had exercised during the war. For most of 1919, the Fed chafed at its inability to curb the speculation believed responsible for the inflation. In a June 10, 1919, letter from the Federal Reserve Board to the Reserve Banks, the Board wrote (cited in Hardy 1932, 120):

        
          The Federal Reserve Board is concerned over the existing tendency towards excessive speculation, and while ordinarily this could be corrected by an advance in discount rates at the Federal Reserve Banks, it is not practicable to apply this check at this time because of government financing.

        

        Finally, in November 1919, the Treasury relented and allowed the Reserve Banks to raise their discount rates. From November 1919 to June 1920, the New York Fed raised its discount rate from 4 percent to 7 percent. Measured by the NBER, there was a cyclical peak in January 1920 and trough in July 1921. Friedman (1960, 16) wrote, “The result was a collapse in prices by nearly 50%, one of the most rapid if not the most rapid on record, and a decline in the stock of money that is the sharpest in our record up to this date.”

        Representative Goldsborough (US Congress 1935a, March 15, 325) later recounted an anecdote that illustrated the importance the Fed assigned to reducing speculative activity:

        
          In 1920 a very distinguished Member of this House, who is now on one of the boards down town, came to speak to me in my district. He said he had just had a talk with Mr. W. P. G. Harding, who was then Governor of the Federal Reserve Board. Cotton was then 30 cents a pound. He said Harding had told him they were going to bring the price of cotton down to 25 cents and stabilize it. I said, “My God! If you ever start that, you can’t stop it.” And cotton did not stop until it got down to 5 cents a pound.

        

        When the New York Fed raised its discount rate, it made clear that it intended that there be a reduction in the total of bank credit (Report on Business Conditions, Second Federal Reserve District, November 20, 1919, cited in Hardy 1932, 120):

        
          The reason for the advance in rates announced today by the Federal Reserve Bank of New York is the evidence that some part of the great volume of credit, resulting from both government and private borrowing which war finance required, as it is released from time to time from government needs, is being diverted to speculative employment rather than to reduction of bank loans. As the total volume of the government’s loans is now in course of reduction, corresponding reductions in bank loans and deposits should be made in order to insure an orderly return of normal credit conditions.

        

        One reason for the short lag between the initial tightening in November 1919 and the cyclical peak in January 1920 may have been the practice of enforced credit rationing that accompanied the discount-rate increase. Similarly, while the July 1921 trough occurred with still relatively high market rates, an end to that rationing would have been stimulative (figure 6.3).

        Fisher (1934, 221–22) used the term “moral suasion” to characterize how the Reserve Banks intervened directly to limit the extension of credit by banks. He referenced the statement of Congressman Harry C. Canfield (D-IN), who recounted a speech by Congressman Swing (R-CA) made in the House on May 22, 1922 (reported in US Congress 1926–27, June 10, 1926, 1111):

        
          I was present at a meeting of the bankers of southern California held in my district in the middle of November, 1920, when W. A. Day, then deputy governor of the Federal Reserve Bank of San Francisco, spoke for the Federal reserve bank. . . . He told the bankers . . . they were not to loan any farmers any money for the purpose of enabling the farmer to hold any of his crop beyond harvest time. If they did, he said, the Federal reserve bank would refuse to rediscount a single piece of paper taken on such a transaction. He declared that all the farmers should sell all their crops at the harvest time unless they had money of their own to finance them, as the Federal reserve bank would do nothing toward helping the farmers hold back any part of their crop, no matter what the condition of the market.

        

        Fisher (1934, 219) also cited Governor W. P. G. Harding (1925, 177), who in reference to the 1919–20 restriction quoted John Skelton Williams, comptroller of the currency and ex officio member of the Federal Reserve Board, “It is tremendously important that every individual bank . . . should bring about a proper and reasonable degree of contraction.” In a prelude to the 1929 policy of “direct pressure,” Harding explained the Fed’s club, namely, the threat to exclude member banks from the discount window: “There is nothing in the Federal Reserve Act which requires a Federal Reserve bank to make any investment or to rediscount any particular paper or class of paper” (cited in Fisher 1934, 219).

        The organizing principle behind the Federal Reserve Act, the real bills doctrine, embodied the belief that panics derived from the collapse of speculative excess. In the spirit of real bills, the 1920 “Seventh Annual Report of the Federal Reserve Board” provided a roadmap for the behavior of the Fed in the 1920s and 1930s. It did so through its analysis of the recession and deflation of 1920–21. The report began with a statement of the speculative-excess explanation for recession: unrestrained “inflationary” booms beget deflation and recession in the form of a purging of the prior excess. The report (Federal Reserve Board 1921, 1–2) absolved the Fed from responsibility for the recession but only by placing responsibility on the credit expansion forced on it by the war.

        
          The past year has been essentially a period of reaction. The year immediately preceding was characterized by an unprecedented orgy of extravagance, a mania for speculation, overextended business in nearly all lines and in every section of the country, and general demoralization of the agencies of production and distribution. Beginning with abnormally large importations of gold in 1915, the course of world events forced upon this country during a period of five years the greatest expansion it has ever known. It was universally realized that there would be sooner or later reaction and readjustments. . . . The process necessarily has been painful, but it was inevitable and unavoidable, and . . . could not have been long deferred in this country by any artificial means or temporary expedients. . . . The precautionary steps which were taken during the year [1920] did not produce deflation, but they checked the expansion which had been proceeding at a dangerous rate and prevented a larger measure of distress than has actually occurred.

        

        Although not stated in the report, the Fed aided in financing the wartime deficits by taking the interest rate on Treasury debt as given. As mandated by the Treasury, it then set a lower discount rate so that banks could borrow profitably to hold government securities and lend on them as collateral. As soon as the Fed was relieved of financing the government’s debt issue, it returned to real bills principles. The report (Federal Reserve Board 1921, 11–12) stated:

        
          The system was looked upon by many as an engine of inflation and doubts of its ability to restrain undue expansion at the proper time were frequently expressed. . . . From the outset, it recognized its duty to cooperate unreservedly with the Government to provide funds needed for the war and freely conceded that the great national emergency made it necessary to suspend the application of well-recognized principles of economics and finance which usually govern banking operations in times of peace. But, as soon as the armistice put an end to the war, the Board made a new survey of the situation in order to determine what could and should be done to check undue and unnecessary expansion of credit. In the situation which existed ordinary prudence dictated plainly that not only should speculation in corporate stocks and securities be restricted but that further expansion of banking credits made against goods and commodities in storage should be checked. The loans and advances of a Federal Reserve Bank should be as nearly as possible of a self-liquidating character. . . . Toward the end of May, in order to discourage applications for rediscounts for nonessential purposes, the Board deemed it expedient to approve an advance in the discount rates of some of the Federal Reserve Banks to 7 percent.

        

        The lesson learned was that in the future an independent Fed should act preemptively to prevent “credit inflation.” That is, it would prevent boom-bust cycles by acting to stifle the boom cycle in its infancy by preventing an expansion of credit in excess of the legitimate needs of productive activity. Economic stability required raising the discount rate to squelch a speculative mentality before it got out of control.2 That belief would trigger contractionary monetary policy repeatedly in the pre–World War II period.

        George Harrison, who became governor of the New York Fed after Strong’s death in 1928, made the same argument for the Depression. In his testimony before the Committee on Banking and Currency, Harrison (US Congress 1931, January 20, 66) stated, “When I look back on 1928, I feel that we made two particular mistakes—first, we raised our rate the first time too late, and, second, we did not raise it enough.” The point is that in neither instance did policy makers attribute recession to contractionary monetary policy but rather to failure to prevent prior speculative excess.

        Fed policy makers attempted to develop guidelines to implement these real bills ideas. The Board’s 1921 “Eighth Annual Report” (Federal Reserve Board 1922, 10) stated:

        
          Thus there was unavoidably a more and more serious lack of adjustment between the activities of producers and the demand of consumers as exhibited in the use of their buying power. “Overproduction” in the sense of badly adjusted production—excess production . . . was consequently characteristic of the industrial situation.

        

        At the October 1922 Governors Conference, the governors unanimously adopted the following policy statement: “Open market operations should be administered in each district in such manner as to assist the system in discharging, as far as it may be able, its national responsibility to prevent credit expansion from developing into credit inflation” (cited in Meltzer 2003, 148).

        The incentive for such preemptive action was not only economic but also political. Farm groups especially blamed the Fed for the deflation that followed the 1919–20 increases in discount rates. Not only did the prices of commodities fall sharply, but also the debt owed on farm mortgages rose in real terms. On April 13, 1921, members of the American Farm Bureau Federation met with the Board and governors of the Reserve Banks and asked, “Who decided that deflation was necessary?” In a letter of July 25, 1921, Governor Harding of the Board wrote, “I do not know whether you appreciate how violent the attacks are which are now being made upon the Board and the system” (cited in Meltzer 2003, 114 and 115).

        William Jennings Bryan, who had led the populist assault on the gold standard and the eastern financial establishment in the 1896 presidential election, attacked the Fed (the excerpt is from the testimony of Western Starr representing the National Committee of the Farmer-Labor Party, in US Congress 1926, April 6, 226). Starr quoted from Bryan (1923), “My Forecast on Next Year’s Election”:

        
          The Federal reserve bank that should have been the farmer’s greatest protection has become his greatest foe. The deflation of the farmer was a crime deliberately committed, not out of enmity to the farmer but out of indifference to him. Inflation of prices had encouraged him to buy, and then deflation delivered him into the hands of the money lender. The Federal bank can be a blessing or a curse, according to its management. If the Wall Street speculators are in control of it they can drain the agricultural districts and keep up a fictitious prosperity among the members of the Plunderbund. While the Federal reserve bank law is the greatest economic reform achieved in the last half century, if not in our national history, it would be better to repeal it, go back to old conditions, and take our chances with individual financiers than to turn the Federal reserve bank over to Wall Street and allow its tremendous power to be used for the carrying out of the plans of the Money Trust.

        

        The populist forces in Congress challenged the Fed and its independence over the recession and especially over the drastic decline in commodity prices. Those forces introduced legislation requiring the Fed to stabilize prices (Hetzel 1985). As William T. Foster (US Congress 1926, March 24, 190), director of the Pollak Foundation, testified, “Then [early 1923], as at all times, the board was under pressure from the ‘foes of the money monopoly’—from those whose cure-all for economic ills is always easy money.” Robert Owen (Democratic senator from Oklahoma) criticized the Fed for the 1920–21 recession and the deflation that followed. In a written reply to Owen, the Board (Federal Reserve Board 1920, 8, 10) responded that the regional Reserve Banks had raised the discount rate “with the object of bringing about more moderation in the use of credits, which a year ago were being diverted into all kinds of speculative and non-essential channels.” The Board letter went on to argue that the decline in prices came from factors affecting individual prices. “Sugar was advanced by speculative manipulation until it reached a price which checked domestic consumption. . . . Then followed a drastic decline in the price of sugar.”

        Owen (1935, cited in Wilkerson 2013, 113) later wrote:

        
          It should be obvious that when the records of our government disclose that the value of the dollar can be doubled or cut in half in the course of two or three years, there is something radically wrong with our monetary structure, and our laws which permit such a violent variation in the purchasing power of money. Such fluctuations make it impossible for the most prudent of businessmen to make dependable contracts extending over a period of time, and leave the people defenseless against depressions.

        

        The Fed never accepted, however, the price level as a guide to policy. At the May 28, 1921, Governors Conference, Strong told the other governors, “It is not the business, the duty, or the function of the Federal Reserve System, or of central banks generally, to deal with prices” (cited in Meltzer 2003, 125). The price level was presumed to be an amalgam of relative prices whose individual behaviors reflected booms and busts.

        An implication of the need to preempt speculation was the need to refrain from a cheap money policy in recession before the required liquidation of excess credit had occurred. Although the NBER cycle peak occurred in January 1920, not until April 1921 did the New York Fed lower its discount rate to 6 percent from the 7 percent set in June 1920. After April 1921, it steadily lowered its rate until it reached 4 percent in June 1922. Although the NBER trough is dated July 1921, using the Balke and Gordon (1986) data on real GNP, Meltzer (2003, 117) argued that economic expansion did not take hold until 1922Q2.

        Wicker (1966, 54) documented real bills reasons for the reluctance to lower the discount rate. (Coordinated open market purchases had not yet been discovered as a tool.) In a December 1920 letter to the Board, John Skelton Williams argued for a reduction in the discount rate. In a letter dated January 13, 1921, the Board responded that the effect “would be to induce a temporary and artificial ease in the money market . . . which might result in a temporary revival of the speculative spirit which was so strongly in evidence fourteen months ago and which had such an unhappy effect upon the commerce of the country.”

        At a Board meeting in February 1921, Charles Hamlin reported that “officials of the New York Bank said that the reduction would encourage ‘wild speculation.’” When Boston requested permission to lower its discount rate, Strong opposed it arguing that “public opinion would force the New York Reserve Bank to do the same and this would cause a violent speculative boom in stocks” (Wicker 1966, 55).

        The 1920–21 recession illustrated the characteristics of recessions under the Fed. (Chapter 3 labels those characteristics “the monetary contraction marker.”) Namely, the Fed, concerned about inflation, maintained short-term interest rates at cyclical highs past the cyclical turning point in output while growth of output declined. In the era before 1981 when real money demand was stable and relatively interest insensitive, the money stock declined. As shown in table 3.1, at the NBER cyclical peak of 1920Q1, the commercial paper rate was 6.42 percent but climbed above 8 percent in quarters 1920Q3 and 1920Q4. Annualized M1 growth, which reached 20.2 percent in 1919Q4, declined steadily reaching −15.6 percent in 1921Q1 (−15.5 percent in 1921Q2). Growth rates of real GNP and industrial production declined rapidly after the cyclical peak in 1920Q1. In 1920Q3, growth in the CPI turned negative.

        The figures show these cyclical relationships graphically. figure 7.1 shows the Treasury bill rate and the commercial paper rate. Figure 7.2 shows growth rates of nominal and real GNP. Figure 7.3 shows step functions fitted to monthly growth rates of money as done originally in Friedman and Schwartz (1963b). Figure 7.4 shows growth of M1 and nominal GNP.3 Figure 7.5 shows the price level (consumer price index, CPI).

        
          [image: ]

          
            Figure 7.1. Money Market Rates: 1907–45

          
            Treasury yields on three-month Treasury bills (from Board of Governors 1943 and 1976, tables 122 and 12.9, respectively). Commercial paper rate on four- to six-month maturities from Board of Governors (1943 and 1976, tables 120 and 12.5, respectively). Shaded areas indicate NBER recessions. Heavy tick marks indicate December.

          
        
        
          [image: ]

          
            Figure 7.2. Real and Nominal GNP Growth Rates

          
            Quarterly observations of four-quarter percentage changes in real and nominal GNP growth. Data from Balke and Gordon (1986). Shaded areas represent NBER recessions. Heavy tick marks indicate fourth quarter.
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            Figure 7.3. M1 Step Function and Recessions: 1906–45

          
            Series are a three-month moving average of the annualized monthly money growth rates and a step function fitted to monthly annualized growth rates of money. Step function before May 1907 uses annual growth rates based on June observations of M2 from 1900 to 1907. Observations for money from June 1900 to May 1914 are for M2; observations from June 1914 to December 1945 are for M1. Data are from Friedman and Schwartz (1970). Shaded areas indicate NBER recessions. Heavy tick marks indicate December.
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            Figure 7.4. M1 and Nominal GNP Growth

          
            Quarterly observations of four-quarter percentage changes in nominal GNP and M1 growth. Data for GNP are from Balke and Gordon (1986). M1 is from Friedman and Schwartz (1970). Shaded areas represent NBER recessions. Heavy tick marks indicate fourth quarter.
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            Figure 7.5. CPI

          
            Quarterly observations of the CPI. Shaded areas represent recessions. Heavy tick marks indicate fourth quarter.

          
            Source: NBER Macroeconomic Database, St. Louis FRED

          
        
      
      
        7.5. Free Gold

        Free gold expressed the excess of the ratio of the Fed’s monetary gold to its liabilities over the ratio required by the Federal Reserve Act. By law, the individual Reserve Banks had to back their note issues by a 40 percent gold reserve and their deposits due to member banks by a 35 percent gold reserve. The importance of the free gold position appeared in the construction of the balance sheet statement “Condition of Federal Reserve Banks” issued weekly. This statement highlighted the line “Ratio of total reserves to net deposit and F. R. note liabilities combined.” The next line reported “ratio of gold reserves to F. R. notes in circulation after setting aside 35% against net deposit liabilities.”

        On three occasions, when the actual ratio fell toward its legal limit, the Reserve Banks raised their discount rates. The first instance occurred in fall 1919. (The other two were October 1931 and February 1933.) After the United States lifted its gold embargo on June 9, 1919, gold flowed out of the country. On August 3, 1919, the gold reserve against notes was 61.4 percent. By September 5, 1920, it had fallen to 46.6 percent. Partly in response to that decline as well as to rising inflation, the Fed banks raised their discount rates sharply. Gold then returned to the United States. On March 6, 1921, the ratio had risen to 59.3 percent. Figure 7.6, reproduced from the congressional testimony of Board member Adolph Miller, shows gold imports and exports.
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            Figure 7.6. Gold Imports and Exports

          
            Bars above base line represent imports; those below represent exports. Black portions represent excess imports or exports.

          
            Source: US Congress 1926–27, April 20, 1926, 670

          
        
        By the early 1920s, the United States had come to hold a disproportionate amount of the world’s monetary gold. The United States was the only country that maintained convertibility of its currency into gold during the war and thereafter. Gold flowed to the United States because that convertibility made the dollar into the medium of exchange that financed international trade. Hayek (1925 [1999], 72–73) wrote:

        
          Its total monetary gold reserves before the war had amounted to about 1.9 billion dollars, that is, nearly one fourth (23 per cent) of the entire world’s gold stock. . . . As a result of new imports between September 1920 and November 1924 . . . American monetary gold stocks reached nearly 4.6 billion, almost half the known world reserves. . . . The 1834 million dollars in gold that had been in circulation in Europe in 1913 were almost completely drained off (mainly in the direction of the United States).

        

        Gold flowed into the United States after summer 1920 when the gold reserve ratio had fallen to about 41 percent. In summer 1924, it had risen to about 83 percent. To mitigate the rise, the Fed issued gold certificates, which were backed 100 percent by gold. Federal Reserve notes, in contrast, were backed by only 40 percent in gold.4 The intention was to limit popular pressure for easy money due to a high reserve ratio.

        In The Economic Consequences of the Peace, Keynes (1920) predicted how the onerous reparations required of Germany in the Versailles Treaty would destabilize Europe. In an analogous way, Cassel and Hawtrey predicted that a return to the gold standard as it existed prior to World War I would destabilize Europe through deflation. Because countries went off gold in World War I and used gold to pay for imports, the demand for the world’s monetary gold stock fell, and its real (commodity) value fell. In response, world gold production fell (Batchelder and Glasner 1991).

        Just as the spread of the gold standard in the last part of the nineteenth century had increased the demand for the world’s monetary gold stock and forced deflation, going back to the gold standard in the 1920s would force deflation if countries returned at the old parities (Hawtrey 1919 [1923]). In the 1920s, countries returning to gold adopted the gold exchange standard in that central banks held their reserves in sterling and dollars as well as in gold. However, they did not adopt the bullion standard recommended by Ricardo when Britain returned to the gold standard after the Napoleonic wars. That is, they did not economize on gold by using only paper money as the circulating medium of exchange. France returned to the gold standard in 1928. Legislation required the Banque de France to back its note issue with a 40 percent gold reserve. France then absorbed monetary gold stocks from other central banks by selling dollars and sterling.

        With its surplus gold reserves, the Fed could have prevented deflation in the gold standard countries by allowing its gold stock to flow abroad. Governor Strong initiated such an effort in 1927 by coordinating a reduction in the discount rates of the regional Reserve Banks to a level somewhat below the discount rate set by the Bank of England. However, the reduction in the New York Fed’s discount rate from 4 to 3.5 percent coincided with a bull market in US equities. The New York Fed then came to be blamed both internally and externally for the stock market speculation, the collapse of which in October 1929 was presumed to have caused the Great Depression. Along with that assignment of blame came the discrediting of the hope of economists like Keynes that the nascent efforts in the 1920s of Governor Strong would successfully achieve economic stabilization through the regulation of credit. Any possibility of an enlightened monetary policy disappeared, and the Great Depression prevailed until the Roosevelt Treasury took control away from the Fed.

        Policy makers should have drawn the conclusion that the inoperability of the international gold standard transferred responsibility to them for the domestic price level. They did not. The belief was too ingrained that the value of currency derived from its convertibility into the ultimate source of value: gold. Continued convertibility of the dollar into gold would render it impossible for early policy makers to understand that they had moved to a monetary regime of fiat money creation. The alternative as they understood it was “managed money,” in which the government issued paper money without backing. All such monetary experiments had in the past ended with inflation and a worthless currency. The gold reserve ratio would in fact continue to exercise an influence on money creation but in an asymmetrically contractionary way. As in October 1931, regional Reserve Bank governors would raise the discount rate in response to gold outflows and declines in the gold cover. They would not lower the discount rate, however, in response to gold inflows and increases in the gold cover.

      
      
        7.6. Monetary Policy in Recession: 1923–24 and 1926–27

        Given that early policy makers feared incipient signs of speculative excess, one can ask why it took so long before the Fed set off the Great Depression. The obvious answer is that it required the stock market boom to set off a fiercely contractionary monetary policy. Luck also played a role. There was no settled monetary policy in the 1920s before 1928. That unsettled state appeared in the absence of a consistent policy for dealing with gold inflows, which supplied bank reserves. Walter W. Stewart (US Congress 1926–27, April 22, 1926, 757), who had been director of research at the Federal Reserve Board, testified:

        
          The effect of the importing of gold upon the credit situation depends upon the conditions prevailing at the time. During the period from 1922 to 1926 we had such a variation of conditions prevailing that to almost every one of the various uses to which gold can be put it has actually been put. No one can estimate in advance what the effect of a gold import will be on our credit situation. It always is conditioned upon what the credit situation is at the time.

        

        The steady inflow of gold from 1921 through 1924 was a factor due to luck that militated in favor of an expansionary monetary policy. Stewart observed that in 1923, if gold had not flowed in, banks would have had to borrow at the discount window to meet additional demand for currency. That is, in the absence of the gold inflows, monetary policy would have been tighter and probably contractionary. Stewart (US Congress 1926–27, April 22, 1926, 752–53) testified:

        
          In 1921 six hundred and sixty millions came in, and was all used to pay indebtedness at reserve banks. In 1922, $238,000,000 came in. Part of that was used for the same purpose, and the remaining portion was added to the reserves of the member banks, increasing their lending power, which was used in the purchase of investments. In 1923, $298,000,000 came in, and practically all of it was used by member banks to meet the increased currency requirements. In 1924, $258,000,000 came in, and a portion was used to repay indebtedness and the remaining portion was added to reserve balances of member banks at the reserve banks. If the gold had not come in 1923, the member banks would have had to borrow from the reserve bank to get currency to meet the increased demands. In view of the fact that the gold came in just about the same amount as the increased demand for currency the requirements for currency were made up out of the inflow of gold.

        

        As Stewart (US Congress 1926–27, April 22, 1926, 753) noted, “In 1925, $134,000, 000 of gold was exported, and the member banks borrowed at the reserve banks to obtain the gold.” Figure 7.5 shows that after 1925 the price level, which had been rising, declined.

        The individual Reserve Banks began to purchase government securities in 1921 with especially heavy purchases in early 1922. Although the economy was in recession, those purchases had nothing to do with countercyclical stabilization of the economy.5 The gold inflows that began in earnest in 1921 had reduced the discount window lending of the Reserve Banks and the rediscounted bills that furnished income to cover expenses and the dividend paid to member banks. The Reserve Banks purchased government securities to provide income. Complaints by the Treasury that such purchases were interfering with debt management led to formation of the Open Market Investment Committee (OMIC) to coordinate purchases.

        The newly formed committee allowed government security holdings to largely run off at the Reserve Banks in the first half of 1923, and the New York Fed raised its discount rate early in the year. Underhill (1941, cited in Wilkerson 2013, 113) wrote that in 1923, “with inflation tendencies abroad and gold flowing into the United States from Europe, it was felt on this side of the Atlantic that business was recovering too rapidly. An increase in discount rates and open market sales of government securities by Reserve banks was recommended by the Federal Reserve Board as a means to counteract the situation.”

        Representative Goldsborough (US Congress 1928, May 17, 327), who sponsored legislation to enact Irving Fisher’s compensated-dollar plan, commented on 1923 monetary policy:

        
          In 1923 we were cautious, not because we are habitually wise enough to be cautious, but because and only because we had just had our lesson. Various banks in their monthly letters during 1923 gave reminders of the disasters of 1920; the monthly letters of the National City Bank of New York, for example, . . . warned its readers that every upward movement is in danger of running away. In April it again called attention to the danger of inflation. “The industries of the country,” it declared, “are already working practically at capacity or to the limit of the labor supply. Under this condition they can not use more credit to advantage.” . . . In February and March, 1923, the reserve banks of New York, Boston, and San Francisco raised their rediscount rates. Due in part to this action, interest rates of commercial banks rose in February and again in March, rates on call loans on 60 to 90 day paper and on 4 to 6 months paper being all higher in March than in any month of the previous year. Raising of money rates was followed promptly by curbing of the upward movement of prices and overproduction. Not so generally understood is the fact that the open-market operations of the Federal reserve banks in the first half of 1923 tended to curb the involuntary movement. . . . Early in January the Federal reserve banks held open-market acceptances and United States securities to the value of $734,000,000. These they reduced steadily throughout the period of incipient business boom.

        

        Carl Snyder (1940, 227), chief statistician at the New York Fed, described an accidental start to Fed policy in the 1920s:

        
          Towards the end of 1921 several Reserve banks . . . began considerable purchases of government securities. Within six months the fall in prices had stopped, business began to recover and confidence returned. . . . Then through 1922 and into 1923 there was a sharp rise in several types of price and a corresponding expansion of bank credit, with a renewed outbreak of speculation. Because of this the Reserve Banks again intervened by raising discount rates. Again a sharp check to the rise in prices, and likewise to trade. So, in 1924, . . . Governor Strong proposed that the Federal Reserve Banks again lower their rates and buy heavily of government securities. . . . The recession in business was soon over.

        

        As part of congressional hearings held in early 1931, the Reserve Banks submitted answers to a questionnaire. The New York Fed submitted a memorandum written by Strong on December 26, 1924. It described the early implementation of Fed procedures. Figures 7.7 and 7.8 are reproduced from congressional testimony by Governor Strong. Figure 7.7 shows how open market sales increased discount window borrowing while open market purchases reduced borrowing. Figure 7.8 displays an index of industrial production from 1922 through 1930. It shows the relationship between cyclical weakness and easing actions (open market purchases and discount-rate reductions) and cyclical strength and tightening actions (open market sales and discount-rate increases).
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            Figure 7.7. Open Market Operations and Discount Window Borrowing

          
            Government security holdings of all Federal Reserve Banks and member bank borrowings at Reserve Banks (monthly averages of daily figures) (US Congress 1931, part 6, 804).
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            Figure 7.8. Industrial Production, Discount Rate, and Open Market Purchases

          
            US Congress 1931, part 6, 803.

          
        
        Strong (US Congress 1931, “Federal Reserve Questionnaires,” 804–7) described a countercyclical response to the 1923–24 recession:

        
          By the fall of 1923 . . . there was developing some recession in business. . . . Notwithstanding imports of gold, there was continued pressure by member banks to liquidate their indebtedness to the reserve banks, causing, in turn, pressure by member banks upon their borrowers to repay loans. . . . The conditions of the farming community, including the cattle industry, became perilously near a national disaster, and feeling became so strong throughout the West that all sorts of radical proposals for legislation and other Government relief were being urged. . . . It was under these conditions that the Federal Reserve Banks undertook the gradual repurchase of short-term Government obligations . . . to accelerate the process of debt repayment to the Federal Reserve Banks, so as to relieve this . . . pressure for loan liquidation.

        

        The accounts of Strong and Snyder sound as though the New York Fed had a modern understanding of countercyclical monetary policy. However, the memo Strong wrote for his private files on December 26, 1924, offered a more complex set of reasons for open market purchases in 1924 (cited in Chandler 1958, 242–43). Strong wanted to lower rates in New York relative to London “to render what assistance was possible by our market policy toward . . . the resumption of gold payments by Great Britain.” Until 1928, Strong’s desire to aid Europe to reestablish the gold standard imparted a bias toward ease. “The desire of the Federal Reserve Bank of New York to establish a rate spread between New York and London to encourage capital outflows and reduce gold imports was indeed the chief determinant of policy” (Wicker 1966, 77). That would change with the stock market boom.

        The second factor working to impart a countercyclical aspect to policy was the desire to build up a portfolio of government securities that could be sold at a later date when advances in business displayed signs of speculative fever. The OMIC could buy securities in recession when there was no evidence of speculation and then have them to sell in a boom when the sales laid the groundwork for an advance in the discount rate. Hamlin recorded in his diary about the May 29, 1924, decision by OMIC to purchase securities that they could be made without “unduly disturbing the market, but that it was imperative to get into the market now to exercise control later in case of threatened inflation” (cited in Wicker 1966, 89).

        Strong wrote Treasury undersecretary Gilbert on April 18, 1922 (cited in Chandler 1958, 211) that the purchase of government securities would give the Fed an

        
          investment account sufficient at a later date when it became necessary to prevent dangerously low interest rates in the market, and check unwholesome speculation. . . . If we relinquish our hold on the market now, . . . we will later deliver the situation to the speculator without any means of checking it. . . . The fact is that the shelves are getting dangerously bare, and, with this demand springing up all over the country, the first thing we will know we will suddenly break into a run-away market such as occurred in 1919, with no means of checking it.

        

        The reasoning seems odd that the OMIC desired to purchase securities (increase reserves) so that it could later sell them (decrease reserves).6 However, as noted, the purchases changed the composition of the Federal Reserve System’s assets to put them in a form that could more easily be contracted.

        Another factor worked to impart a fortuitous countercyclical aspect to monetary policy. As shown in figure 6.1, strength in the economy would induce a rightward shift in the reserves demand schedule through the increased demand for reserves coming from increased deposits. Market rates would then rise. At the same time, “the attitude of the governors of the individual Federal Reserve Banks seemed to be that [discount] rates should follow, rather than lead, the market” (Wicker 1966, 84). The Reserve Banks would then raise their discount rates at times of cyclical strength. The converse held for cyclical weakness.

        The governors had to confront the contradiction between using open market operations countercyclically and real bills principles. At the Governors Conference of May 1924 (pp. 17–19), Governor Calkins of San Francisco expressed concern about buying government securities to bolster earning assets. During recessions, because discount window lending would have declined, earnings would be low. However, purchasing securities at this time would supply funds when they were not needed, “exactly the reverse of what is desired” (cited in Meltzer 2003, 159).

        Real bills adherents unsheathed their long knives at signs of countercyclical monetary policy. Benjamin Anderson (1924, 3), an economist at Chase National Bank, wrote:

        
          Since November 21, 1923, the Federal Reserve Banks have increased their holdings of Government securities from $73,000,000 to $477,000,000, while the rediscounts and commercial paper holdings of the Federal Reserve Banks have declined with the falling off of commercial demand for money. In the present state of declining trade, both incoming gold and Federal Reserve Bank investments are reflected almost entirely in an increase of member bank balances, with immediate and even violent effect upon the money market. The situation is abnormal and dangerous. . . . Commodity prices have fallen pretty steadily for over a year. . . . But even if we have not blown up a price bubble, we have been blowing up a credit bubble, especially in the form of long-term debts. . . . A great volume of short-time money market funds has been diverted to capital uses.

        

        The economy reached a cyclical trough in July 1924. “From the end of 1923 to the autumn of 1924 the policy of the Federal Reserve system was directed toward monetary ease with more vigor than at any other period in the history of the System prior to 1930” (Hardy 1932, 43). The Fed bought Treasury securities, and the New York Fed lowered its discount rate from 4½ percent in April 1924 to 3 percent in August 1924 (see again figure 6.3).

        In summer 1924, the culmination of strong gold imports and weak demand for credit due to the recession produced a near elimination of discount window borrowing. As seen by the Fed, if banks were out of the window, that would eliminate its ability to control the expansion of bank credit. Such concern would become paramount in the Depression when the Fed wrestled with whether to conduct open market purchases of government securities. In a review of Fed operations in 1931, Senator Carter Glass (US Congress 1931, January 23, 153) observed:

        
          I am satisfied that if the reserve system has its hands tied against too easy a yielding to the seductive expedient of inflation through open market purchase operations, we need not worry so much about speculative abuses and excesses. The only nullifying influences against a prudent Federal reserve attitude that might happen would be uncontrollable imports of gold, which would put the member banks in an independent position. That, as you know, has been a large factor since the war.

        

        The economic expansion after the July 1924 cycle trough continued until the cycle peak in October 1926. What would become most notable afterward was the rise in the stock market by 50 percent from mid-1924 to the end of 1925 combined with “the very rapid increase of investments in securities and of loans on securities” (Hardy 1932, 44). W. Randolph Burgess (US Congress 1926–27, May 4, 1926, 921), assistant Federal Reserve agent for the New York Fed, testified:

        
          It is a very serious problem as to what can be done to restrain a serious speculative orgy. There is no doubt but what last fall [1925], in the latter part of the year, there was a very large extension of credit for stock-exchange uses. The question is, what can be done about it.

        

        Tables 3.2 and 3.3 for the 1923 and 1926 recessions, respectively, show the same patterns as table 3.1 for the 1920–21 recession. Short-term market interest rates stay at cyclical highs past the cyclical peak while M1 growth and economic activity decline. Figure 7.3 shows the declines in the M1 step functions associated with cyclical peaks. The underlying Fed behavior reflected concern for speculation. On November 20, 1925, Strong wrote a letter to Governor Norman of the Bank of England presaging the increase in the discount rate and open market sales in August 1926 (cited in Chandler 1958, 329):

        
          We have had a dangerous speculation develop in the stock market, with some evidence that it is extending into commodities. There has been a rampaging real estate speculation in some spots. . . . You must prepare your mind for our advancing the discount rate in New York before the end of the year.

        

      
      
        7.7. 1927

        A cyclical peak occurred in October 1926 followed by a moderate recession with a trough in November 1927. Throughout the year 1927, the stock market continued to climb. Gold flowed in during the first half of the year. On August 5, 1927, the New York Fed reduced its discount rate by ½ a percentage point to 3½ percent followed by the other Reserve Banks except for Chicago. Departing from convention, the Federal Reserve Board ordered an unwilling Chicago Fed to also lower its discount rate. The Fed purchased government securities in the summer.

        Although consistent with a policy of economic stabilization, Strong’s primary motivation was “more to obtain a rate differential between New York and London than to stimulate economic activity” (Wicker 1966, 107). The reduction in the New York bank’s discount rate occurred after a meeting of Governor Strong with Bank of England governor Montagu Norman, Reichsbank president Hjalmar Schacht, and Bank of France deputy governor Charles Rist. Wicker (1966, 112) quoted from a letter written later by Rist to E. A. Goldenweiser: “You probably know that the decision to lower the discount rate was taken directly in a conversation between Montagu Norman and Benjamin Strong.” The concern was that the imminent return of France to the gold standard would produce an increased demand for gold and would require a restrictive policy on the part of European central banks. Norman did not want the New York Fed to allow rates to rise in the United States in response to gold outflows.

        When the Fed began raising discount rates, led by New York in February 1928, the outflow of gold of about $250 million in 1927 completely reversed between June 1928 and October 1929. However, Strong had forewarned Norman that concern for speculation would trump concern for foreign economic stability. In a memo written January 11, 1925, summarizing his conversation with Norman, Strong had written (cited in Chandler 1958, 311):

        
          There must be a plain recognition of the fact that in a new country such as ours, with an enthusiastic, energetic, and optimistic population, where enterprise at times was highly stimulated and the returns upon capital much greater than in other countries, there would be times when speculative tendencies would make it necessary for the Federal Reserve Banks to exercise restraint by increased discount rates, and possibly rather high money rates in the market. Should such times arise, domestic considerations would likely outweigh foreign sympathies, and the protection of our own economics situation, forcing us to higher rates, might force them to maintain still higher rates, with some resulting hardship to business, etc.

        

        The timing of events appeared to offer conclusive confirmation of the view that speculative excess was the progenitor of boom-bust cycles. Despite a surging stock market, in 1927, the Reserve Banks reduced their discount rates and undertook open market purchases. The market continued to climb but collapsed in fall 1929. The Great Depression ensued. Later, Board member Adolph Miller would blame the Great Depression on the New York Fed. He was only the conductor of a chorus.

        A near-universal consensus developed that the Fed had nourished a speculative fever through its “cheap” money policy in 1927. Originally, Miller had supported efforts to restore the international gold standard (Fisher 1934, 237). However, as the NYSE rose, he turned on Governor Strong and accused the New York Fed of fomenting the speculative fever. Miller testified (US Congress 1928, May 2, 172):7

        
          The money that was released by the Federal reserve banks to the open market through its policy of open-market purchases had to go somewhere. . . . The low money rates that resulted from Federal reserve policy, in light of subsequent developments, appear to have been particularly effective in stimulating the absorption of credit in stock speculation. . . . I would say that cheap and easy money in the New York market the last autumn must be recognized to-day as having been a distinctly provocative factor in the remarkable speculative movement that has been in process now for several months.

        

      
      
        7.8. Eliminating Credit Diversion into Securities Speculation

        By the end of 1927, the Fed had become concerned about the diversion of lending for speculation on the NYSE and more generally for lending collateralized by securities. The diversion of credit into speculative uses through circumvention of real bills principles also concerned previous years. The “Fifteenth Annual Report” of the Federal Reserve Board (1929, 2, 8) stated: “Growth of security loans in 1928 accompanied an extraordinary growth in activity in the securities market and a rapid advance in security values. . . . In recent years the most rapid expansion of bank credit has been in the direction of increasing use of bank funds in investments and in loans on securities.” The report then cited the increase from the middle of 1925 to the middle of 1928 in member bank holdings of investments and loans on securities and noted that of “the volume of nearly $37,700,000,000 of loans and investments of member banks, more than 57 percent are either in investments or in loans on securities.”

        The presumed long-run culprit was gold imports with the issuance of Treasury silver certificates an accomplice. The increase in bank reserves due to gold imports increased the ability of banks to lend without recourse to borrowing from the discount window. Banks then escaped the discipline imposed by the restriction on continuous borrowing that assured that loans were short-term and self-liquidating. The “Seventeenth Annual Report” of the Federal Reserve Board (1931, 5–6) explained: “This inflow of gold . . . provided a basis for credit expansion by member banks without increasing their requirements for reserve-bank credit. . . . The entire period from 1922 to 1927 was consequently characterized by a relatively low level of money rates and an abundance of funds.” As a result, banks engaged in “a continuous growth of loans on securities.”

        Later, Board member Adolph Miller attacked the New York Fed publicly in Senate hearings. The text merits review because Miller attacked the open market purchases and reduction in the funds rate that occurred in 1927, which was a year of recession. Undertaking these actions in the Depression required repetition of the very actions widely understood as having created the speculative bubble whose bursting produced the Depression. Miller (US Congress 1931, January 23, 134, 135, 136, and 144) told the senators:

        
          In the year 1927 . . . you will note the pronounced increase in these holdings [of United States securities] in the second half of the year. Coupled with the heavy purchases of acceptances it was the greatest and boldest operation ever undertaken by the Federal reserve system, and, in my judgment, resulted in one of the most costly errors committed by it or any other banking system in the last 75 years. . . . There followed immediately an increase in the reserve balances of the member banks. . . . That was a time of business recession. Business could not use and was not asking for increased money at that time.

          “What then,” one asks, “was the use made of the reserves which, so to speak, were handed to the banks by the Federal reserve banks, through open market purchases of securities”? Well, they bought investments in increasing amounts.

          A not inconsiderable part of the funds that came into the call-loan market, from 1927 on, as loans for account of others, loans of corporations, firms and individuals, also traces back to the impulse that the great creation of cheap credit in 1927 gave to company financing and refinancing. By issues of stock as well as bonds companies obtained funds in excess of immediate requirements which became available for loans in the call-loan market.

          I had no misgivings as to the ultimate consequences of the speculative expansion at that time. It was clear to me . . . that it would end in some sort of violent revulsion.

        

        Miller (US Congress 1931, January 23, 140) restated the view that the New York Fed had contravened real bills principles by acting like a central bank in creating reserves on its own initiative. “You strip your regional banks of their separate control of credit in their several districts when you operate with their resources in the central money market of the country.” Senator Bulkley asked, “Was the 1927 adventure in the nature of a central bank operation?” Miller replied, “Distinctly. It could hardly have been more so if we had but one bank.”

        Had Strong lived, he might have agreed with Miller. Strong had written Emile Moreau, governor of the Banque de France, on August 30, 1927 (cited in Chandler 1958, 451):

        
          Our rate reduction seems for the present to have accomplished the results desired. We were anxious to avoid further large shipments of gold to this country and, even more, to postpone or possibly to completely avoid the need for any general advance of bank rates in Europe this fall. . . . Fortunately, we have so far escaped anything like an outburst of stock speculation because of this rate reduction and the cheaper money which has accompanied it, but one cannot promise as to the future.

        

        Similarly, on July 14, 1928, Strong wrote Parker Gilbert, agent general for reparations (cited in Chandler 1958, 458):

        
          Our policy for the last four years . . . has enabled monetary reorganization to be completed in Europe, which otherwise would have been impossible. It was undertaken with the well recognized hazard that we were liable to encounter a big speculation. . . . Speculation has not occurred in commodities, but almost wholly in stocks. . . . Our course was perfectly obvious. We had to undertake it. . . . In view of this we have had advances in our discount rate with member banks borrowing over a billion dollars from us and absolutely in our grip.

        

        Walter Stewart, who had become an adviser to the Bank of England, wrote Strong in early August 1928, “Pressure on New York Banks is now approaching the breaking point” (cited in Chandler 1958, 45). Strong replied on August 3, 1928, that “it is really a problem of psychology. The country’s state of mind has been highly speculative. . . . The growth in the volume of member bank credit had become too rapid and was largely the outcome of speculation. . . . The problem now is to avoid a calamitous break in the stock market, a panicky feeling about money, a setback to business because of the change in psychology” (cited in Chandler 1958, 460–61).

        In his reply to Stewart, Strong recognized the danger of high rates causing “a chill to domestic business” but was confident that in the event of “a calamity growing out of money rates” the Fed would have “the power to deal with such an emergency instantly by flooding the street with money. . . . In former days the psychology was different because the facts of the banking situation were different. Mob panic, and consequently mob disaster, is less likely to arise” (cited in Chandler 1958, 462). On October 16, 1928, after an operation arising out of complications due to diverticulitis, Strong died of a hemorrhage at age fifty-five.

      
      
        7.9. Were the 1920s the “High Tide” of Federal Reserve Monetary Policy?

        The period between the 1920–21 recession and the start of the Depression in 1929 was one of price stability and relative economic stability. Did policy makers exhibit an understanding of the world in this period, which, if maintained, would have avoided the Depression? In their term “high tide,” Friedman and Schwartz (1963a, chap. 6) answered affirmatively. They attributed the Fed’s contractionary monetary policy in the Depression to a shift of power from the New York Fed to the Federal Reserve Board, home of real bills ideas, following the death of Benjamin Strong in 1928 (Friedman and Schwartz 1963a, 415).

        Friedman and Schwartz (1963a, 411) asked why

        
          an active, vigorous self-confident policy in the 1920s was followed by a passive, defensive, hesitant policy from 1929 to 1933 . . . [and] why the System failed to meet an internal drain in the way intended by its founders. . . . The explanation for the contrast between Federal Reserve policy before 1929 and after, and hence for the inept policy after 1929 . . . is the shift of power within the System and the lack of understanding and experience of the individuals to whom the power shifted.

        

        Wicker (1966, xi) challenged the Friedman-Schwartz assertion, as he described it, that “the administration of monetary policy somehow changed from good to bad between the two periods (from 1922 through 1927 and thereafter), mainly as a result of the death of Benjamin Strong.” Instead, Wicker (1966, xi) argued that “historical evidence revealing neither a sharp break in the logic nor in the interpretation of Federal Reserve monetary policy is used to demonstrate that the behavior of System officials was consistent throughout the entire period.”8 Brunner and Meltzer (1968) and Meltzer (2003) agreed and highlighted what they term “the Riefler-Burgess doctrine.” Namely, Fed policy makers considered the policy “easy” as long as there was little borrowing from the discount window and money market interest rates were “low.” Their insight underscores that fact the policy makers in the spirit of real bills thought in terms of influencing financial intermediation rather than the control of money creation.

        David Wheelock (1991) estimated a reaction function for the Fed for its holdings of government securities over the interval January 1924 to September 1929. He then extrapolated the results for the interval September 1929 through February 1933. Wheelock (1991, 39) found that “relative to the decline in economic activity, the purchases were small compared with those made during the recessions of 1924 and 1927.” He conducted a similar exercise for the New York Fed’s discount rate with similar results. Starting in mid-1931, the discount rate should have been zero, whereas it reached 3½ percent on October 17, 1931. Wheelock, however, attributed these results to a consistency over the entire period in the real bills views of policy makers.

        In the 1920s and 1930s, policy makers did not understand the transmission of monetary policy through a national money market and did not understand how their operating procedures could, if allowed, move the interest rate in the money market in a way designed to stabilize the economy. Wheelock (1991, 43) noted:

        
          The reductions in the Federal Reserve Bank of New York’s discount and bill buying rates in 1930 and 1931 were made simply to keep them in line with market rates, as had been done during the 1920s. This explanation suggests that there was no change in Federal Reserve strategy with the onset of the Depression.

        

        The ignorance of early policy makers came from the absence of a macroeconomics that explained the operation of the price system. Interfering with the market determination of interest rates constituted price fixing, which created the monetary destruction that powered recession and deflation.

        The answer given here to why monetary policy was relentlessly contractionary during the Great Contraction is that no one understood the nature of the monetary standard created by the Federal Reserve Act. The newly created standard was one of fiat money creation with an independent central bank. As Friedman and Schwartz (1963a, 411) noted, it is true that the Fed undertook open market purchases in the 1923–24 and 1926–27 recessions and also after the 1929 stock market crash. It is also true that at least the New York Fed and the Board believed they had a responsibility to stabilize the economy.

        However, the Fed operated with the real bills premise that recession and deflation originated in a collapse of speculative excess. Economic stabilization required the Fed to repress incipient speculative excess as evidenced by increases in asset prices and business inventories. Those phenomena are normal signs of prosperity. The early Fed was an economic doomsday machine. The reason that the Great Depression did not begin earlier was the timing of the stock market boom. The boom, which triggered contractionary monetary policy, gained real strength in 1928 and early 1929.

        The fundamental insights of Friedman and Schwartz are correct. They understood the monetary standard as one of fiat money creation with the Fed responsible for the reserves base on which nominal bank liabilities rested. The Fed allowed the collapse of the banking system by not maintaining that reserves base. The Fed remained ignorant of its responsibility to maintain price stability under a regime of fiat money creation. The Depression was a failure of monetary policy not an inherent defect in the working of the price system that caused it to fail to maintain aggregate demand at a level sufficient to assure full employment.

      
      
        7.10. Concluding Comment

        The intellectual foundation of the countercyclical monetary policy of the 1920s was built on quicksand. The spirit was to prevent the development of speculative excess. Based on that foundation, in 1928–29, the Fed initiated a contractionary monetary policy to squelch the speculative excess presumed raging as evidenced by the stock market boom.

        The real bills guidelines of the Board’s “Tenth Annual Report” (Federal Reserve Board 1924a) could have been consistently stabilizing if they had prompted policy makers to concentrate on the behavior of the economy as occurred after the 1951 Treasury-Fed Accord. However, policy makers looked through the behavior of the economy for signs of speculative excess. Currie (1934b, 43) wrote:

        
          It may be objected that even though the reserve administration conceives that the primary function of a central bank is to enable member banks to supply at all times and at reasonable rates the needs of their commercial borrowers, there is no great harm in this theory so long as it is so interpreted to call for an easy money policy in the downswing of business and a restrictive policy in the upswing. It is, however, dangerous to expect adherence to a wrong theory to lead to adoption of correct policies.

        

      
    
  
    
      
        [ Chapter 8 ]

        Attacking Speculative Mania

      
      
        Summary: Starting in 1928 and continuing into 1929, the Fed tightened the monetary screws. In 1928 and the first half of 1929, the economy grew strongly. At the same time, monetary restriction prevented an expansion of the banking system. In 1928 and 1929, the combination of increases in the discount rates of the Reserve Banks and “direct pressure” that created a stigma for borrowing at the discount window if a bank was making “speculative” security loans effectively closed the markets that banks used to adjust their reserve positions: the discount window and the call money market. The resulting effort by banks to increase liquidity by increasing excess reserves required a contraction of the credit and deposits of the banking system. The stress on the banking system appeared in the spike in the call loan rate in the call money market.

        Expressed in terms of the reserves supply schedule (figure 6.1), open market sales shifted the reserve supply schedule leftward; increases in the discount rate raised the reserves supply schedule; and the policy of “direct pressure” caused the upward sloping segment of the reserve supply schedule to rotate upward. With these actions, the Fed pushed the marginal cost of reserves above the economy’s natural rate of interest. Only in March 1933 did monetary policy cease to be contractionary.

      

      A Wicksellian framework modified to incorporate a central bank creating fiat money offers a coherent view of contractionary monetary in the Great Depression. The Fed kept the real rate of interest high relative to its “natural” counterpart. The resulting excess of the real rate of interest over the natural rate of interest required contraction in the money stock. The weakening of the economy caused by monetary contraction weakened the banking system and made it susceptible to runs. A currency outflow from banks precipitated by bank panics forced banks into the discount window. Because borrowing from the discount window was a sign weakness, banks tried to obtain the reserves required to repay discount window borrowing by liquidating loans. Because of the fractional-reserves character of the banking system, the decline in bank loans and deposits required to increase excess reserves was a multiple of the increase in excess reserves.

      
        8.1. Liquidating Speculative Credit by Liquidating Total Credit

        In 1928, Fed policy makers began the campaign to extinguish what they perceived to be an excess of credit that supported a speculative rise in the NYSE. Initially, the Board and New York agreed that this liquidation had to occur through a reduction in the total amount of credit extended by banks. As stated by Federal Reserve Board member Charles S. Hamlin, the intention was to liquidate the excess of credit before “this mad speculative mania” produced an inevitable collapse (US Congress 1931, January 23, 174).

        In its “Annual Report” for 1928, the Board made clear that, because of the fungibility of credit, policy had to aim for a reduction in total bank credit. The example used was that of a member bank having “recourse to the discount window using legitimate collateral” but then lending to customers who were making “security loans.” To limit speculative lending, the Fed had to resort to “credit policy” by raising the “cost of bank credit” in general. The “Annual Report” for the year 1928 (Federal Reserve Board 1929, 8–9) noted:

        
          Every class of loan or investment . . . rests in the final analysis upon reserve bank credit, which is the base of the entire credit structure. . . . The Federal reserve system’s responsibility is not limited to the control of funds obtained directly from the Federal reserve banks. There is no way of earmarking for special purposes the credit extended by the Federal reserve banks, and even if that were possible, it would still be true, under existing law, that the entire credit structure rests upon Federal reserve credit as a base.

        

        The presumed excessive extension of credit by banks had allowed credit to spill over into speculative securities lending. The required reduction in credit necessitated a reduction not only in commercial bank credit but also in total credit. Currie (1934b, 56) quoted E. A. Goldenweiser, who was director of research at the Federal Reserve Board. “Take, for instance, 1929. Bank credit was not growing. . . . But, as everyone knows, it was a year of extraordinary expansion of credit and speculative activity. Credit policy of necessity was one of restraint.”

        Currie (1934a, 157) also offered an excellent overview of the resulting monetary policy:

        
          There is a widespread impression that the primary cause of the System’s failure to check speculation lay in the mildness of its restraining measures in the first six months of 1928. Available statistical evidence appears to afford little support to this view. The Reserve banks’ average daily holdings of acceptances and government securities declined 409 million dollars from January to June. In addition the average daily monetary gold stock declined by 258 million dollars in the same period. As a result, member banks were forced into debt to the Reserve banks to an amount exceeding one billion dollars—the highest level since 1921. Due to the repugnance of member banks to continuous indebtedness at the Reserve banks, a repugnance reinforced by a rise in the rediscount rate to 5 percent, net demand deposits declined 914 million dollars from December 31, 1927, to June 30, 1928. . . . This restrictive policy was the most drastic ever consciously pursued by the Reserve banks.

        

        Although New York and the Board would differ starting in 1929 over how to rein in speculation, they both agreed on the need to deflate the NYSE. Initially, they both agreed on the need to restrict the total volume of credit. Hamlin (US Congress 1931, January 23, 173, 177) had the following exchange with Carter Glass, member of the Senate Committee on Banking and Currency:

        
          Hamlin: The position of the New York Bank was that, beginning at 6 per cent, we should start in on an affirmative rate policy of repeated increases of discount rates until the situation should be corrected.

          Glass: What situation?

          Hamlin: I have been asked that a great many times. I think it meant until the stock market was liquidated. . . . When people have gone mad, in a wild, hysterical craze, I feel that it is the duty of a banker to the depositors to repress even his best customers.

        

        Benjamin Anderson, economist at Chase National Bank, answered affirmatively to the question “Should the Reserve Board Control Speculation?” Anderson rebutted critics who argued that the Fed could not control the “outside money” financing stock market speculation. Anderson (1929, 735) pointed out that “since December 26, [1928], brokers’ loans for account of others have increased half a billion dollars, but since that same date collateral loans against securities for these 600 odd banks [for which the Fed had data] alone have also increased approximately $500,000,000.” That is, by making loans using securities as collateral, banks were financing the loans made to brokers by the general public. Anderson (1929, 733, 735) argued that “if the Federal Reserve banks can control the volume of bank credit, they can control the volume of credit available for security speculation.” Anderson continued that the Fed could indeed control total bank credit if it were willing to “curtail the total of Federal Reserve bank credit.”

      
      
        8.2. New York: Raise the Discount Rate and Banks Will Cut Back on Speculative Loans

        One reason why the Great Depression lasted so long in contrast to the severe but shorter recession of 1920–21 is that in the former the Fed shut down the markets that member banks used to meet routine reserves deficiencies. The resulting need to be liquid by building up excess reserves forced a contraction of loans and deposits. First, banks could no longer use the call loan market to adjust their reserves position. Second, discount window borrowing, initially because of the Fed oversight that it incurred and later because of the stigma from being perceived as a weak bank, limited its use for adjusting reserves positions. For the individual bank, avoiding recourse to the call loan market and to the discount window required contracting assets to accumulate excess reserves. The Great Depression and the contraction of the banking system ground on powered by the desire of banks to build up excess reserves as an alternative to avoiding the traditional avenues of reserves adjustment.

        Governor Harrison of the New York Fed viewed credit as fungible. The New York Fed could identify banks “in the window” that were also making broker loans and pressure them to reduce those loans. However, the result would be to cause the security lending to move to some other bank not in the window. Alternatively, a corporation borrowing from a bank for legitimate purposes could make broker loans. The only realistic way to limit the credit flowing into stock market speculation was to pressure all member banks to restrict total credit. Harrison (HPNY, Confidential Files, February 11, 1929, 4) recorded in his personal notes of a conversation with Governor Young of the Board not only the New York Fed objective of restricting total credit to end its speculative use but also the dangers high interest rates posed to other countries on the gold standard:1

        
          So long as the total volume of credit in the country, that is the total volume of bank credit plus the credit represented by corporation and individual loans to brokers, continued to expand at its present rate, it would be difficult, if not impossible, for us to go into “reverse” [buy government securities and reduce the discount rate]. . . . An expansion of 4½ billions of dollars, representing an expansion of about 8 percent in the total volume of credit in the country contrasted with an expansion of 3 per cent in business, was an exorbitant use of credit. . . . If the present situation [high interest rates causing imports of gold from abroad] should continue too long, it would not only have a directly detrimental effect on our domestic business and commerce, but would force penalty rates of discount abroad and a possible consequent depression. . . . The chief question of the System is to determine whether we want to let the present situation go along until it corrects itself or whether we should increase discount rates and through sharp incisive action quickly control the long continued expansion in the total volume of credit.

        

        Based on the observation that banks used the call loan market to adjust their reserve positions and to make short-term liquid investments, Harrison assumed that a “high” discount rate would cause banks first to restrict their loans to brokers while leaving intact their commercial loans. The hope was to break the back of stock market speculation before hurting commercial lending and the economy.

        Harrison (US Congress 1931, January 20, 59–60) testified:

        
          I do not think it is possible, through any action on the part of the reserve system or any other central banking authority to make money cheap for business and expensive for speculation. The credit pool is too big and fluid a pool for any group of men, whoever they may be, to dictate the rates for funds that are to be put to different purposes.

          If, on the other hand, you can advance the rate quickly enough without regard to any temporary effect on the business rate, you can probably accomplish what you want to accomplish without too severe pressure on business because the higher discount rate will, in the first instance, put pressure on the banks to liquidate their call loans and not their customers’ business loans. It has always been that way.

        

        Harrison was just continuing the philosophy put into place by his predecessor Benjamin Strong. Strong (US Congress 1926, April 8, 340) had earlier testified “that the most that the system can do is to exercise influence as to the quantity of the whole volume of credit, what the total sum of it shall be, and what it shall cost. That is the influence we exert.”

        Open market sales combined with higher discount rates would put banks under pressure to repay their discount window loans and thus limit the flow of funds to the New York call loan market. Burgess (US Congress 1926–27, May 4, 1926, 923) testified:

        
          Banks do not like to be in debt to us for long periods. They want to pay us off. . . . Increases in the discount rate increase that pressure and have a tendency to check the flow of funds toward New York. . . . You can not walk directly into a speculative situation and grapple it with your hands. You have to do it by some indirect method.

        

        Later, in the 1950s, when Winfield Riefler was an adviser to William McChesney Martin and the Fed attempted to revive the free reserves procedures of the 1920s, Riefler recalled how those procedures could pressure banks to restrict lending. Earlier, Riefler (1930, 28) had written, “Member banks are in general reluctant to borrow from the reserve banks, [and] when they do borrow they are in most cases motivated by necessity rather than profit.” Restrictive policy started with open market sales sufficient in size to force member banks into the window for more than a brief period of a few days. Reserve Banks then increased their discount rates. An increase in the discount rate not only caused an increase in market rates of interest but also signaled to member banks that they should liquidate assets to repay the borrowing. Riefler (1954) wrote:

        
          Changes in the discount rate were extremely important as a means of establishing a general level around which market rates of interest fluctuated. They also acted as a sort of discipline that maintained an attitude among member banks where borrowing would be used for short adjustments but continuous or heavy borrowing was avoided.

        

        Harrison expressed dismay that credit restriction had failed to limit speculation before it got to the point that a collapse would cause a recession. (The reference below to “inflation” refers to stock market speculation.) Harrison (US Congress 1931, January 20, 65–66) blamed himself for a failure to act quickly and aggressively enough to stop speculation in its early stages.

        
          Beginning in 1928 we raised our discount rate three times. We sold over four hundred millions of Government securities. We lost $500,000,000 in gold. Had anybody said two years before that it was possible to raise the discount rate three times and sell $400,000,000 of Government securities and export $500,000,000 of gold without checking inflation, it would have been thought impossible, but that is just what happened.

          When I look back on 1928, I feel that we made two particular mistakes—first, we raised our rate the first time too late, and, second, we did not raise it enough. I mean that had we had at that time the light of the experience we have since had, it would have been better perhaps to have raised the rate 1 per cent in December of 1927. . . . Instead of that we waited until January, after the turn or the year, when we raised it only one-half of 1 per cent. I think that more prompt, vigorous rate action at that time would have been more helpful.

        

        Harrison (US Congress 1931, January 20, 66) also blamed “bootleg” lending, that is, loans to brokers by corporations, for the failure to control speculation early on.

        
          At one time over half the total volume of money borrowed by brokers and dealers was money advanced . . . wholly outside of the control of the banking system. . . . When we raised our rate and put pressure upon the bank reserves, instead of putting a grind, as we call it, on the judgment and the freedom of the lending officers of a member bank, instead of putting a pressure upon them to contract, in a way which might be effective in reducing loans, the higher rates resulted importantly in attracting other lenders quite outside of the banking system to come in and lend their funds to speculators.

        

        Figure 8.1 shows brokers’ loans by lender. Starting in 1928, much of the growth in loans came from corporations (the excess of total lending over the lending made by banks for their own account). The excess is shown by the difference between the “Total” line and the lower line “for Domestic Banks.” Board member Adolph Miller (US Congress 1931, January 20, 136) blamed “the impulse that the great creation of cheap credit in 1927 gave to company financing and refinancing. By issues of stock as well as bonds companies obtained funds in excess of immediate requirements which became available for loans in the call-loan market.”

        
          [image: ]

          
            Figure 8.1. Brokers’ Loans

          
            US Congress 1931, January 23, 136.

          
        
        Policy makers also believed that intermediation in the 1920s through the capital markets rather than through bank lending based on the discounting of real bills with the Fed encouraged speculation. Harrison (US Congress 1931, January 20, 68–69) testified:

        
          Business expanded very rapidly during those periods, not by borrowing on commercial paper, not by borrowing on direct loans from banks, but by issuing their securities which subsequently became an object of speculation. They got their accommodations through the security markets rather than through commercial loans and used their new capital for expansion, which, perhaps, was unduly rapid, merely because they thought speculative paper profits were going to sustain their business at an increased rate.

        

        The Federal Reserve Board believed that the New York Fed wanted to raise the discount rate relentlessly until it broke the back of speculation. Board member Charles Hamlin (US Congress 1931, January 23, 174) testified:

        
          Governor Harrison, in an official letter dated April 9, 1929, to Governor Young, among other things, stated . . . [that] public realization that the discount rate would be employed incisively and repeatedly, if necessary, would greatly strengthen the effectiveness of the system’s policy, and in itself hasten the time when the system might lend its influence towards easier money conditions. . . . As a matter of fact, rates as high as 7, 8, and 9 per cent were discussed at conferences in the board as being possible under such a drastic increased rate policy.

        

        The failure of policy makers to understand how their operating procedures set money market rates above the discount rate contributed to this view. Chandler (1958, 466) wrote: “By February 1929, every interest rate in the open market was appreciably above the discount rate. This, the officers and directors of the New York Bank believed, was an open invitation to borrowing and further credit expansion.”

        In quoting a respected newspaper, Hamlin (US Congress 1931, January 23, 175) recognized support for the New York position.

        
          This paper [the Manchester Guardian] did not approve our wish to keep the discount rate down to 5 per cent. I quote from its edition of March 4, 1929: There appeared to be some slender hope that the Federal reserve authorities were meditating action drastic enough to precipitate the crisis in Wall Street, which, in the opinion of most monetary students, must come sooner or later.

        

        The Board’s alternative to increases in the discount rate was “direct pressure.”

      
      
        8.3. The Board: Use “Direct Pressure” to Make Banks Cut Back on Speculative Loans

        “Moral suasion,” in the parlance of the time, had been a facet of monetary policy since 1919. When the Reserve Banks raised their discount rates, they also exhorted banks to restrict credit. Hardy (1932, 19) included, as a “channel of influence,” “the issuance of warnings and propaganda directed to securing voluntary co-operation of member banks, and of the financial community.” In 1929, the Board policy of “direct pressure” ratcheted up the intensity of the policy of liquidation of credit and of the stock market.

        Hamlin traced the failure to eliminate stock market speculation to summer 1928 when the Fed decided to accommodate the normal increased seasonal demand for credit. By early 1929, presumably, the past increases in the discount rate no longer deterred speculation. Hamlin (US Congress 1931, January 23, 166–67) testified:

        
          In the middle of August, August 13, 1928, authority was given by the board to buy acceptances in the New York market, to take up any seasonal credit demand which might arise. And it is a surprising fact that while under this authority the seasonal credit was taken care of it was, in fact, much more than taken care of, by buying acceptances. About $286,000,000 of acceptances were in fact bought, so that the Federal reserve banks finally held two-thirds of all the acceptances outstanding. So many were bought that the banks were able to take down $193,000,000 of discounts with the proceeds. This was all during a time, as we supposed, of a steady, firming policy. These purchases, however, turned our policy from a policy of strict firmness into a policy of ease. . . . I believe that at that moment, January 1, 1929, the discount rate had ceased to be an effective instrument for curbing speculation which had developed into a perfect mania. While I would have been willing, looking back, to have voted for a 6 per cent rate in the middle of 1928, thinking that then it might have proved a curb, I felt that in January, 1929, it had absolutely gone by the board, and the discount rate would have been of no help to us whatsoever.

        

        Board member Miller (US Congress 1931, January 23, 143–44) reiterated Hamlin’s account of the initiation of direct pressure.

        
          It was our belief that an increase to 6 per cent in February, 1929, would have been nothing but a futile gesture; that it would have been a practical declaration to the speculative markets of the country that the doors of the Federal reserve system were open to all comers with paper of the kinds eligible for rediscount provided they paid 6 per cent. With call rates mounting to 8, 9, 10, 15, and 20 per cent, a 6 per cent discount rate would have been an admission of defeat and given great relief to the speculating public.

          I had no misgivings as to the ultimate consequences of the speculative expansion at that time. It was clear to me that it had already gone beyond all the ordinary forms of control; that it would end in some sort of violent revulsion.

        

        In early 1929, the Board issued a letter to banks warning them to restrict use of the discount window. Hamlin (US Congress 1931, January 31, 167) testified: “The board, on February 7, issued a public warning that Federal reserve money had been going into use as the basis of speculative transactions, and calling on the banks to conserve, to cut down their unnecessary borrowings, and bring back the Federal reserve credit and put it back in its proper channels.” The letter sent to the Reserve Banks, reproduced in Miller’s (US Congress 1931, January 23, 142–43) testimony, read:

        
          The extraordinary absorption of funds in speculative security loans which has characterized the credit movement during the past year or more, in the judgment of the Federal Reserve Board, deserves particular attention. . . . It has . . . a grave responsibility whenever there is evidence that member banks are maintaining speculative security loans with the aid of Federal reserve credit. . . . The board would like to have from them [the directors of the Reserve Banks] an expression as to (a) how they keep themselves fully informed of the use made of borrowings by their member banks, (b) what methods they employ to protect their institution against the improper use of its credit facilities by member banks.

        

        The letter mentioned a variant of the phrase “speculative security loans” seven times.

        It is important to understand how sweeping the injunction in the public letter was interpreted to be. The letter used the phrase “speculative security loans.” Banks made loans to brokers who were carrying inventories of stocks purchased by their clients on margin. They also made loans to individuals and businesses collateralized by securities. The published recommendation of the Federal Advisory Council, the group of banks that advise the Board as legislated in the Federal Reserve Act, clarified that banks were on notice that the Fed wanted to restrict both kinds of loans. Miller (US Congress 1931, January 23, 145) testified: “The council approved it [the letter] and even went further than the board in its own recommendation. The board, in its statement always referred to ‘speculative security loans.’ The council, in its approval, referred to ‘security loans,’ which was much broader.”

        Initially, the policy of direct pressure aimed at reducing all borrowing and the total credit extended by banks. Hamlin (US Congress 1931, January 23, 170) testified, “We simply in the first instance, at least, brought pressure to bear on the total amount of borrowings they [the banks] were making, no matter how they were produced, by speculation, or by other loans which could be cut down, or by investments which could be reduced.” As 1929 unfolded, the policy of direct pressure focused increasingly on threatening banks making security loans with elimination of access to the discount window. That meant any use of the discount window invited Fed scrutiny. In figure 6.1, the upward sloping section of the reserves supply schedule rotated upward. Without any increase in the discount rate, the marginal cost of reserves to banks increased. The elusive goal by banks of becoming more liquid by restricting loans and building up excess reserves would force a multiyear contraction of the banking system.

        Harris (1933, 440–41) explained the events that led to the policy of direct pressure.2 The assumption in 1928 was that sales of government securities by the Fed and the gold outflows that forced banks into the discount window would cause them to restrict their holding of securities and street loans to brokers and dealers on the NYSE. Although the street loans of New York banks declined, security loans (loans collateralized by securities) increased. Harris (1933, 447, 529) wrote:

        
          Loans on the stock market by New York member banks for others and outside banks increased. . . . [In early 1929] security loans declined, but all other loans, the proceeds of which were probably in part used for speculative purposes, tended to increase. . . . The spectacular increase in call money rates had not effectively checked the demand for funds on the security market.

        

        The policy of direct pressure then was a response to the failure of the New York Fed’s policy of forcing a general contraction of bank credit through forcing banks into the discount window combined with raising the cost of that borrowing with higher discount rates. It had not stopped the flow of funds to the stock exchange and the continued rise in stock prices. Although the Board vetoed the requests of the New York directors to raise the discount rate in the first half of 1929, the New York Fed still practiced direct pressure (Harrison called it “direct action.”) Harrison (HPNY, Confidential Files, February 11, 1929, 7) recorded in his notes a conversation with Governor Young about this:

        
          A bank might be borrowing the equivalent of capital funds from us as a result of a deliberate investment. . . . In such a case we consider we have the right to check the borrowings of such member bank whether the purpose is to invest in government bonds, corporation bonds, call loans or any other sort of investment not resulting from a demand from the community which they serve.

        

        The practical effect of direct pressure was to cause member banks to attempt to limit the use of the discount window as a means of reserves adjustment. What made monetary policy in the Great Contraction so restrictive then was the way in which direct pressure forced contraction of the banking system. Restricting the call loan market and the discount window for reserves adjustment caused banks to want to avoid recourse to them. For that to happen, they had to become more liquid by building up excess reserves. And, for that to happen, the banking system had to contract.

        In the 1920s, the national market for bank reserves centered on the call loan market in which loans to brokers and dealers in New York financed lending on margin to purchase stocks. It was liquid, allowed overnight lending, and was collateralized. Banks outside New York could access it through their correspondent banks. Policy makers, however, viewed the call loan market as a conduit for speculative lending and actively discouraged it with the policy of direct pressure. The discouragement of the call loan market as a market for reserves adjustment forced banks to use the discount window more extensively despite the increased cost of doing so. That cost also came from the policy of direct pressure, which subjected banks using the window to scrutiny by regulators for having security loans on their books.

        In early 1929, renewed open market sales again forced banks into the discount window. Once in the window, they faced intensified regulatory scrutiny over their lending practices. Hamlin (US Congress 1931, January 23, 169) testified later that Gates W. McGarrah, who was chairman of the New York Board of Directors, wrote the Board a letter in May 1929 stating that

        
          our direct pressure had affected the banks so that they did not dare to come to borrow at all, that there was going to arise a demand for more credit and that this might reach nearly a hundred million, and they said they did not want our board to keep that pressure on the member banks all the time to reduce their total borrowings when they have got to increase them to a certain extent.

        

        In response to the request of the New York Fed to allow accommodation of coming seasonal needs, as Hamlin (US Congress 1931, January 23, 170) testified, “We simply told the New York bank that on those banks, as they had to borrow for commercial purposes, we would not continue our pressure to reduce total borrowings.” That concession did nothing to remove the onus on borrowing from the window created by direct pressure as any borrowing could trigger increased scrutiny for security loans and possible exclusion from the window.

        The October 1929 stock market crash was significant because it closed the call loan market for reserves adjustment. It was a liquidity shock.3 Although the large New York City banks took over many of the loans to brokers while the underlying collateral was liquidated, banks could no longer use the call loan market as the market for reserves adjustment.4 The forced contraction of the banking system appeared first in New York. As Harris (1933, 540–43) noted:

        
          The first effects of the application of moral suasion apparently were liquidation by the New York banks of security loans. . . . New York banks were cooperating (or perhaps were ordered to cooperate), as is especially evident in a reduction of their [reserve] balances [at the Fed] by 56 millions from February to May [1929]. . . . A reduction of indebtedness for New York City was now a symptom of increasing stringency rather than ease. The popular doctrine is that an increase in indebtedness brings higher rates; but a failure to rediscount and a reduction of [reserve] balances that make liquidation necessary may well be more restraining than an increase in rediscounts.

        

      
      
        8.4. Marching toward the Great Depression

        On February 14, 1929, the New York Fed requested permission from the Board to raise its discount rate from 5 to 6 percent, but the Board refused to approve it. The New York Fed, nevertheless, tightened monetary policy in the first half of 1929 by restricting the supply of reserves to banks. As Hawtrey (1932 [1962], 76) explained, “As acceptances are bought in the open market, credit is created without any of the deterrent effects of rediscounting for member banks, which are reluctant to be indebted to the Reserve Bank.” That source of reserves, however, ceased in early 1929 when the New York Fed raised the rate at which it purchased acceptances from below to above the discount rate. The market then stopped offering acceptances to the Fed, and bank reserves declined accordingly, along with the declines produced by open market sales of securities.

        The New York Fed continued to push the Board to allow it to increase its discount rate. Harrison (HPNY, Confidential Files, April 11, 1929, 1) told Edmund Platt, member of the Board, “that the longer we delayed in making this rate adjustment the longer we delay the ultimate correction.” New York also argued that with a higher discount rate banks could limit credit collateralized by securities to customers without losing the deposits of their customers because rival banks would find it more costly to finance new loans transferred to them. Harrison (HPNY, Confidential Files, May 14, 1929, 2–3) noted in a summary of a conversation with Governor Young of the Federal Reserve Board:

        
          Banks are getting in less liquid condition all the time and having more difficulty getting out of debt. . . . Government bonds . . . were almost impossible to sell . . . without further pressure on the market. . . . The more these bonds are being sold the less liquid is the condition of the banks. . . . They had much better liquidate their collateral loan account which they cannot do now without risking the deposit of the customer whom they deny. . . . An increase in the [discount] rate, which would be equally applicable to all banks, would make it possible for individual banks to put the screws on to customers borrowing on collateral, without the fear of their going to some other less cooperative bank who would take over the account and make the loan.

        

        On August 9, 1929, the New York Fed raised its discount rate to 6 percent while lowering the buying rate for acceptances to 5⅛ percent. The intention was for banks to obtain their seasonal financing needs through the acceptance market while keeping credit in general expensive to reduce credit overall to attack speculation. Although Hamlin (US Congress 1931, January 23, 173) later characterized the combined moves as “part of an easing policy,” monetary policy was extremely restrictive as the marginal cost of obtaining reserves rose with the increase in the discount rate. Table 3.4 in chapter 3 shows the “monetary contraction marker” for the 1929–33 recession with cyclical peak in August 1929. From 4.04 percent in 1928Q1, the commercial paper rate rose to 6.13 percent in 1929Q3. The real economy (real GNP and industrial production) weakened in 1929Q2 while the commercial paper rate continued to rise.

        Although M1 grew at the annualized rate of 5.1 percent in 1929Q3 and 3.4 percent in 1929Q4, monetary policy nevertheless remained contractionary. That growth reflected increased money demand. Money demand increased in 1929Q3 and 1929Q4 initially because of the intense speculative activity on the NYSE and subsequently because of the liquidation of margin accounts after the October crash. With respect to the first factor, money demand increased because of the transactions due to the stock market boom. In 1927, debits to bank accounts in the New York Federal Reserve Bank District grew by 15 percent, in 1928 by 27 percent, and in 1929 by 20 percent.5 With respect to the second factor, after the crash, money demand increased when the New York city banks put onto their books the loans to New York brokers that had come from nonbank sources. Given the Fed’s free reserves procedures, which were determining short-term interest rates, the Fed accommodated the increased money demand. From September 1929 to November 1929, the net demand deposits of the weekly reporting banks in New York City grew by 21 percent (not annualized).6 In October 1929, the month of the stock market crash, M1 grew at an annualized rate of about 7 percent.

        Benjamin Anderson (US Congress 1935b, May 16, 443), an economist at Chase National Bank of the City of New York, testified:

        
          When the crisis came there was a sudden panicky withdrawal of these loans [brokers’ loans] “for account of others,” with the result that there had to be an immense expansion of bank credit, loans, and deposits, to take care of it. In the panic week of 1929, the total of loans for the reporting member banks in New York City increased by $1,281,000, while the demand deposits of these same banks showed an increase of $1,565,000,000. Of this increase in loans, 374 millions, or over 29 percent, was in the Chase National Bank alone.

        

        While real money demand was increasing, the Fed was forcing a contraction of the banking system. Over time, the reduction in money supply due to contractionary monetary policy overcame the transitory increases in money due to increased real money demand, and nominal money declined. With currency holdings of the public stable in this period, M2 offers a good measure of the liabilities of the banking system. From 1928Q2 through 1930Q1, M2 (and the banking system) basically stopped growing with a quarterly average for the period of 0.17 percent (figure 8.2). Even with the positive M1 growth in 1929Q3 and 1929Q4, M1 growth weakened starting in 1929Q1 (figures 7.3 and 7.4).
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            Figure 8.2. M2 Growth Rates

          
            Quarterly observations of annualized percentage changes in M2. Data from Friedman and Schwartz (1970). Shaded areas indicate recessions. Heavy tick marks indicate fourth quarter.

          
        
        In quantity theory terms, a reduction in the expenditures of the public began with the interaction of an increased demand for real money (M1) balances and Fed pressure on the banking system to contract.7 Because the Fed was setting short-term interest rates, nominal money was endogenously determined, with the behavior of M1 buffeted by these two conflicting forces. As shown in table 3.4 and figure 7.4, money growth blipped up in fall 1929. Over the months December 1928 through September 1929, however, monthly growth rates of M1 averaged zero.

        In A Monetary History, Friedman and Schwartz (1963a) explained the behavior of money through a reserves-money multiplier framework. They argued for causation running from money to nominal output based on bank runs that raised the currency-deposit ratio. Chapter 9 explains how bank runs exacerbated contractionary monetary policy. However, the Friedman-Schwartz argument is incomplete for the period before late 1930. Not until summer 1931 did bank reserves begin to decline. The deposits-currency ratio began to decline starting only in November 1930. The deposits-reserves ratio began to decline earlier but still only after March 1930. The argument here is that monetary policy became contractionary in 1928 through the way in which the Fed maintained the marginal cost of funds to banks above the natural rate of interest. It took time for contractionary policy to produce the contraction of the banking system that produced the sharp, sustained declines in M1 starting in 1930Q1.

      
      
        8.5. A Graphical Overview of the Transmission of Contractionary Monetary Policy

        The exposition of the contractionary policy that began in 1928 uses the free reserves framework exposited in chapter 6 (see also Hamilton 1987). Figure 8.3 illustrates the tightening. Tightening began with open market sales of government securities, which shifted the reserves supply schedule, R0S, leftward owing to the decline in the nonborrowed reserves of the banking system from NBR0 to NBR1. Because the reserves demand schedule, Rd, is fixed in the short run, borrowed reserves increased from BR0 to BR1. With banks forced into the discount window, the Reserve Banks then raised their discount rates from DR0 to DR1, shifting the reserves supply schedule upward. The combined effect of the open market sales and the increases in the discount rate shifted the reserves supply schedule to the left and upward from the solid line to the dashed line. At the same time, the Fed raised the nonpecuniary costs of being in the window through increased supervisory oversight. In figure 8.3, the upward sloping segment of the reserves supply schedule rotated upward from the kink. The marginal cost of bank reserves rose from IR0 to IR1.
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            Figure 8.3. Market for Bank Reserves after Fed Tightening

          
            See notes to figure 6.1. The 0’s denote the initial values and the 1’s the values after tightening (lowering NBRs, raising the discount rate, and increasing Fed oversight of the discount window).

          
        
        Open market sales of government securities reduced bank reserves and forced banks into the discount window. Pressure to get out of the window forced a contraction of bank assets and deposits. As stated in the “Fifteenth Annual Report” of the Federal Reserve Board (1929, 5–6, 8):

        
          This heavy indebtedness caused member banks to reduce their holdings of investments and of loans on securities, and . . . was thus an important factor during the larger part of 1928 in restraining the growth of member bank credit. . . . Continuous indebtedness at the reserve banks . . . is an abuse of reserve bank facilities. In cases where individual banks have been guilty of such abuse, the Federal reserve authorities have taken up the matter with officers of the offending banks and have made clear to them that their reserve position should be adjusted by liquidating a part of their loan or investment account rather than through borrowing.

        

        Evidenced by the decline in output, monetary policy in the Great Contraction (1929Q3 through 1933Q1) remained continuously contractionary with the Fed holding the real rate of interest above the natural rate of interest. Figure 8.4 shows that with the real rate held above the natural rate the reserves demand schedule shifts leftward, from R0d to R1d. Although the interest rate declined from IR0 to IR1, the Fed maintained the real rate above the natural rate by holding the discount rate above the natural rate (NR).
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            Figure 8.4. Market for Bank Reserves, Real Rate above the Natural Rate

          
            See notes to figure 6.1. Contraction of the banking system and declining reserves demand with the real rate (IR0 and IR1) in excess of the natural rate (NR). The 0’s denote initial values and the 1’s the values after the contraction in bank loans and deposits.

          
        
        There was a self-reinforcing character to this policy. As the economy weakened and banks sold securities, banks’ nonperforming loans increased, and their securities (chiefly railroad bonds) declined in value. As the cash flow and liquidity of banks suffered, they had to go into the window more often. An increased desire to avoid the scrutiny entailed by borrowing increased the desire for excess reserves to protect against reserves outflows. An individual bank increasing its excess reserves, however, would force other banks into the window. Collectively, banks could increase excess reserves only by contracting loans and deposits, thereby contracting required reserves and shifting the reserves demand schedule leftward—a contractionary process without an end in a regime in which the central bank could keep the real rate of interest above the natural rate.

        
          [image: ]

          
            Figure 8.5. Money Market Interest Rates and New York Fed Discount Rate

          
            Monthly observations of the prime commercial paper rate, four to six months; the New York Fed discount rate; and the rate on new stock exchange call loans. Heavy tick marks indicate fourth quarter.

          
            Source: Board of Governors (1943, tables 115 and 120)

          
        
        Figure 8.5 shows the New York Fed discount rate, the prime commercial paper rate, and the call loan rate. The stress on the banking system appears in the spike in the call loan rate in the call money market. The call loan rate shows the high cost to banks of obtaining the marginal dollar of reserves required to meet reserves demand. Just as in the pre-Fed era, seasonal stringency in the fall of 1929 helped to precipitate a financial panic, this time in the form of a stock market crash. Hawtrey (1932 [1962], 77) commented about the United States: “The dear money policy accomplished its purpose in the end. It stopped speculation by stopping prosperity.” Keynes (1930, 196) commented similarly:

        
          The high market-rate of interest which, prior to the collapse, the Federal Reserve System, in their effort to control the enthusiasm of the speculative crowd, caused to be enforced in the United States—and, as a result of sympathetic self-protective action, in the rest of the world—played an essential part in bringing about the rapid collapse. . . . Thus I attribute the slump of 1930 primarily to the deterrent effects on investment of the long period of dear money which preceded the stock market collapse, and only secondarily to the collapse itself.

        

      
      
        8.6. Identifying the Cause of the Depression as Contractionary Monetary Policy

        The narrative here uses the monetarist counterfactual of the optimal monetary standard to identify episodes of monetary disturbances. Namely, the price system works well to maintain output at potential as long as the central bank follows a rule that provides a stable nominal anchor and allows the price an unfettered ability to determine real variables like output and employment. In the two major recessions that began in the 1920s, the 1920–21 recession and the Great Depression, the Fed’s concentration on quashing speculation prevented the price system from working to stabilize economic activity.

        In the 1920s, the Fed considered domestic stability and the quashing of speculative excess to be identical objectives, but only if it acted aggressively to forestall incipient speculative activity. If speculation got out of control, the country would have to endure a period of liquidation. In a letter to Norman on November 20, 1925, Strong explained the reason why the Reserve Banks were raising their discount rates (cited in Chandler 1958, 329): “We have had a dangerous speculation develop in the stock market, with some evidence that it is extending into commodities. There has been a rampaging real estate speculation in some spots.”

        One reason it was impossible for policy makers to learn in the Depression was that events had unfolded as foreseen in the event that speculation was not curtailed in a timely manner. Moreover, policy makers and the markets assigned responsibility for high rates of interest to the speculative demand for credit not to the Fed. Oliver M. W. Sprague (1929, 724–25), head of the economics department at Harvard and adviser to the New York Fed, commented on the “disastrous effect of reduction of discount rates”:

        
          At times of speculative optimism [speculators] seem . . . impervious to any moderate or ordinary advance in discount rates. . . . If the Reserve banks are going to do anything at all about the security situation they must act, and should act, before security prices become too high. . . . We have . . . in the state of mind of the public, a readiness to make a demand upon the supply of credit for this particular use at rates which are seriously disturbing to the functioning of the credit mechanism and threaten in some measure the maintenance of the gold standard in many countries. . . . When the business recession comes, it would unquestionably be accompanied by a very catastrophic collapse of stock exchange prices, which in turn would have a repercussion accentuating the business recession. . . . Very few people . . . are in favor of an easy money policy.

        

        The two major recessions of the 1920s illustrate the stark contrast between the pre–Treasury-Fed Accord “money policy” and the post-Accord “monetary policy,” with the latter’s emphasis on moving the funds rate in a systematic way to keep output growing around potential. With regard to the 1920–21 recession, as shown in figure 7.2, the Fed’s contractionary policy began with real GNP still recovering from the March 1919 cycle trough. Out of concern for speculative activity, the New York Fed raised its discount rate from 4 percent to 4¾ percent in November 1919, to 6 percent in January 1920, and to 7 percent in June 1920 (figure 8.5).

        Similarly, with the Great Depression, Lauchlin Currie (1934a, 160–61) made the point that the Fed raised rates not in response to cyclical strength in the economy but rather to quash speculative excess supposedly exhibited by the NYSE.

        
          The general impression appears to be that not only was there a “speculation boom” in 1928–29 but that this was, in addition, accompanied by what is now referred to as a “business boom.” Whether or not a business boom prevailed in 1928–29 is an extremely important question in appraising central banking in its wider aspects. . . .

          I think it is correct to say that the term [“boom”], in its standard usage, connotes a condition in which monetary incomes, for a considerable period, are increasing more rapidly than goods are produced. This results in rising commodity prices, abnormal profits, overtime work, growing inefficiency, speculation in commodities leading to increased hoarding of goods. Such a condition is obviously undesirable and extremely difficult to translate into a period of healthy prosperity without a depression first intervening. On the other hand, a period in which the increase in production is being taken off by consumers at steady prices; in which, although most of the factors of production are fully utilized, there is still some slack; and in which firms are enabled to make profits due to efficiency in production rather than because costs are lagging behind selling prices—such a period would appear to be eminently desirable. It would seem that business conditions in 1928–29 approximated more closely the latter condition of desirable prosperity than that of an undesirable boom.

        

        Throughout the Great Contraction monetary policy was unrelentingly contractionary. Policy errors were errors of commission. There is no need for an eclectic explanation of the Depression that emphasizes real and monetary factors. In contrast, the eclectic analysis of Allan Meltzer emphasized errors of omission on the part of the Fed. Meltzer (2003, 389–90) wrote:

        
          The extreme positions—that monetary policy was the only cause or that monetary policy played no role—are difficult to sustain. A more plausible explanation is that the depth and severity of the Great Depression were the consequence of a series of shocks that the Federal Reserve neglected or failed to offset completely. The shocks include French gold policy, banking panics, increased demand for currency, departure of Britain from the gold standard, the stock market decline, failure of banks in Austria and Germany, collapse of United States exports markets in Latin America, the effects of tariffs and retaliation on prices and thus on gold movements, and other events. Some of these events are both the effect of prior changes and the proximate cause of subsequent changes. We are unlikely to develop a complete list of “true” causes that operated independently of other events.

        

        The analysis here stresses a more fundamental cause. The Fed lacked procedures for letting the price system work by causing the real rate of interest to track its natural rate counterpart. Throughout the Great Contraction, the Fed kept short-term interest rates above the natural rate of interest.

        Meltzer (2003, 407) also contended that Fed policy makers ignored established central banking practice:

        
          The severity of the crisis would have been lessened if the governors had allowed the monetary base to rise by the full amount of their estimate of the increased demand for currency. . . . Indeed, if the System had done no more than follow the principles established in the nineteenth century, it would have prevented the internal drain and the greater part of the monetary crisis. There can be no doubt that most of these principles were known at the time.

        

        When the internal drain of currency began in spring 1931, the Reserve Banks continued to discount the paper of the member banks. They did not see themselves as violating Bagehot’s principle of lending freely in a financial panic. The problem was that at the time everyone, not just the Fed, failed to understand that the deposits and credit of the banking system rested on a base of reserves created and destroyed by the Fed through the stroke of a pen. Of course, early policy makers understood the nature of a fractional-reserves system. What they did not understand was how their operating procedures caused the destruction of the reserves base that supported the fractional-reserves system.

        Meltzer attributed the Fed’s inaction at critical moments to what he termed “the Riefler-Burgess doctrine.” Its central assumption was that if discount window borrowing was low monetary policy was easy. Meltzer (2003, 245) wrote, “Under Riefler-Burgess, the volume of discounts replaced the gold reserve ratio as the principal signal for expansive or contractive action.” Again, Meltzer (2003, 398) wrote:

        
          The real bills or Riefler-Burgess doctrine is the main reason for the Federal Reserve response, or lack of response, to the depression. . . . They [Fed governors] believed that a low level of member bank borrowing and low nominal interest rates suggested there was no reason to make additional purchases. Additional purchases of government securities would expand credit based on speculative assets, which was inconsistent with the real bills doctrine and the gold standard.

        

        Those criticisms are valid and insightful. At the same time, Meltzer failed to recognize that with member banks borrowing from the discount window, the Fed was determining the marginal cost of reserves and through arbitrage short-term interest rates. It is true that borrowed reserves were an unsatisfactory indicator for monetary policy. However, the more fundamental failure was the absence of a reaction function that would allow the Fed to set short-term interest rates in a way that responded to the economy and tracked the natural rate of interest.

        Meltzer (2003, 281) criticized Fed officials for not having read Henry Thornton (1802 [1939]). However, Meltzer does not mention obviously applicable passages. Thornton was explaining inflation. According to Thornton, as long as the Bank of England’s discount rate lay below the rate of interest obtainable in capital markets, the Bank of England would extend credit and create banknotes.8 Thornton (1802 [1939], 255–56) also explained that the “mercantile gain” from borrowing was the rate of return on capital. Because capital is a real variable, nothing in the emission of banknotes by the Bank of England would affect its return and make it less profitable to borrow. The Bank of England’s real bills criterion would not limit money creation.

        In the Depression, Thornton’s analysis would entail a marginal cost of reserves above the return to lending and consequently money destruction. In the Depression, no one, policy makers or quantity theorists, thought in this way. The assumed lack of demand for borrowing from banks was the relevant factor limiting credit and money creation. Most important, Thornton understood that England was on a fiat money standard. In the Depression, no one understood that reality.

      
      
        8.7. Concluding Comment

        Banks developed markets in which they could adjust their reserves positions by moving reserves around between surplus and deficit banks. In the pre-Fed era and continuing into the 1920s, banks traded through the call loan market in New York. Banks outside New York would maintain deposits with their New York correspondent banks. Banks with surpluses would draw down their deposits to make loans in the call market, and banks with deficits would rebuild their deposits by letting such loans run off.9 Significant reserves adjustment also took place through the discount window. A bank with a surplus could repay discount window borrowing, and a bank with a deficit could borrow from the window.

        In 1929, the Fed severely limited bank access to the two sources that banks used for reserves adjustment: the call loan market and the discount window. As a result, banks desired to build up excess reserves to deal with reserves deficiencies. The Fed could have accommodated that demand through supplying reserves with open market purchases but did not. Banks then had to liquidate loans and investments. Indirectly, that would decrease their deposits and reduce required reserves, but doing so required a contraction of the banking system because of its fractional-reserves character. Together with sales of government securities by the Fed and increases in the discount rate, monetary policy remained highly contractionary throughout the Great Contraction.

      
    
  
    
      
        [ Chapter 9 ]

        The Great Contraction

        1929–33

      
      
        Summary: The consequences of the failure of early policy makers to understand the monetary regime they had created and how through the gold standard contractionary monetary policy in the United States spread to all the major industrial countries remain unimaginable even today. In 1933, the unemployment rate reached 25.2 percent, and even in 1938 it was 19.1 percent. In a later foreword to his book A Century of Bank Rate, the English economist Ralph Hawtrey (1938 [1962], xiii) wrote:

        The great depression of the nineteen-thirties has passed into history as a unique period of misery and distress. The helplessness of successive Governments in Germany, faced with six million unemployed, led directly to the accession of Hitler to power, and so to the second World War.

        Hawtrey (1938 [1962], xxi, xi) also wrote, “When we look back on the monetary experience we have had . . . surely the moral to be drawn from it is above all the vital importance of maintaining the stability of the value of the money unit.” In the Depression, however, Hawtrey continued, “it was little use urging a stabilization policy on the monetary authorities of the world so long as they were completely skeptical of their power to carry it out.” Today, there remains enormous uncertainty over when the Fed is a source of stability and when it is a source of instability. There remains much to learn from “the monetary experience.”

        During the Depression, policy makers paid little or no attention to the cost of credit. The discount rates of the Reserve Banks were at historically low levels. They assumed that “low” interest rates could do little to stimulate loan demand as long as a lack of confidence in the economy translated into a lack of demand for loans. Debate turned on how to manage the availability of credit. Open market purchases that increased bank reserves would lower member bank borrowing. Banks could then increase loans starting from a lower level of indebtedness at the discount window. But with minimal loan demand, it was supposed, open market purchases of government securities would force unwanted credit into securities markets and potentially reignite the “credit inflation” that had created the original “credit debauch.”

        The Great Depression was the outstanding economic disaster of the twentieth century. From 1918 through 2009, the nineteen recessions lasted on average thirteen months. The Great Depression lasted forty-three months. Why was it an outlier? Was it a pathological case? The answer offered here is that monetary policy was unrelievedly contractionary from 1929 through March 1933 because the Fed did not have the framework required to understand how the implementation of its operating procedures kept the real rate of interest above the natural rate of interest required to maintain output at potential.

      

      In the Great Contraction, from August 1929 to March 1933, debate turned on whether and how to make additional funds available to banks for lending. Within the real bills framework, the Reserve Banks should wait for the demand for loans to revive. Given the near-universal view that in 1929 an “inflationary” credit structure had collapsed and along with it an artificially created level of production, there was little policy could do until the economy reorganized itself in a way that would allow once again productive investment.

      George Harrison, governor of the New York Fed, thought of “money policy” in terms of “reserves availability,” that is, the amount of funds made available to member banks by the operation of the Reserve Banks. Just as important as the Fed’s supply of loanable funds was that there had to be a demand to use the funds. Creating that demand required implementing the conservative policies of the time to revive the confidence of the business community. They included balancing the budget and raising rates in response to gold outflows that threatened the Fed’s gold reserve. Confidence also required that the radical populist programs of paper money creation not come to pass.

      The following excerpt from Herbert Hoover’s State of the Union address delivered on December 8, 1931, captured much of the contemporaneous understanding of the Depression and the way out. Recovery required restoration of a sense of confidence, which would revive loan demand and end the hoarding of money.1 Hoover (cited in H. Stein 1969, 33–34; and Lindert 1981, 130) spoke:

      
        Whatever the causes may be, the vast liquidation and readjustments which have taken place have left us with a large degree of credit paralysis, which together with the situation in our railroads and the conditions abroad, are now the outstanding obstacles to recovery. . . . Many of our bankers, in order to prepare themselves to meet possible withdrawals, have felt compelled to call in loans, to refuse new credits, and to realize upon securities, which in turn has demoralized the markets. . . .

        Our first step toward recovery is to reestablish confidence and thus restore the flow of credit which is the very basis of our economic life. The first requirement of economic recovery is financial stability of the United States Government. Even with increased taxation, the government will reach the utmost safe limit of its borrowing capacity by the expenditures for which we are already obligated and the recommendations here proposed.

      

      With the correspondent banking system and call money market in New York, there was a banking system with a common market for reserves. However, there was no understanding that the deposits of the banking system rested on a reserves base with the Fed responsible for maintenance of that base to prevent a monetary collapse. As Currie (1938b, 7) explained, “The primary function of banks was believed to be that of making local loans and this has colored our national attitude toward banks. . . . Our banking system has remained localized. . . . This has been due in large part to the deep-seated American distrust of financial concentration.” Without a sense of a national banking system that maintains a level of deposits that rests on a common reserves base and without a sense of the Fed having responsibility to maintain that reserves base in a fiat money standard, there was no basis for understanding the responsibility of the Fed to control money creation. Currie (1938b, 8) wanted policy makers “to secure a removal of the defects of the American banking system” by viewing it “as a medium through which monetary control must be exercised” and by stressing “the money-supplying function of banks.” That simply could not happen given the aversion to the idea of a central bank creating fiat money.

      
        9.1. An Overview of the Great Contraction

        What turned a “regular” recession like 1920–21, which lasted a year and a half, into the prolonged recession termed the Great Contraction by Friedman and Schwartz? An answer to that question requires dividing monetary policy into the period before and after March 1933. The answer given here for the earlier period is that from early 1929 through March 1933 (the Great Contraction) monetary policy imposed a relentless pressure on the banking system to contract. Collectively, member banks remained in the discount window in the earlier period, and the imperative to avoid recourse to the window forced them into liquidating their loan and securities portfolio to acquire excess reserves.

        Because the Fed maintained the level of nonborrowed reserves below the level required by reserve requirements and desired excess reserves, banks had to obtain the marginal dollar of reserves through recourse to the discount window. The cost of obtaining the marginal dollar of reserves remained at a level that forced contraction of the banking system for two reasons. First, the regional Reserve Banks apart from the New York Fed maintained relatively high discount rates in their districts throughout the Great Contraction. Second, the combination of direct pressure and the stigma of being a weak bank associated with borrowing meant that banks wanted to become liquid enough to avoid the need to use the window. In a letter of July 1930 to the other Fed governors, Governor Harrison wrote, “An even small amount of borrowing under present conditions is as effective a restraint as substantially a greater amount was a year ago” (cited in Friedman and Schwartz 1963a, 370). In reference to the bank runs in June 1932, Currie (1934b, 147) wrote, “The extremely abnormal loss of confidence in 1932 led to a greater decline in new borrowings than had probably ever occurred in a previous depression.” That is, in response to runs, banks chose to liquidate assets rather than to borrow from their regional Fed banks. To use a modern analogy, the Fed kept the funds rate (the marginal cost of obtaining reserves) above the natural rate of interest.

        The year 1930 was one of anticipatory waiting. Liquidation of the economic excesses presumed to have resulted from the speculative excesses manifested most obviously in the bull market in equities should have led to a strong, healthy economic recovery as had occurred following the 1920–21 recession. That recovery failed to occur. Policy makers believed that the recession had nothing to do with monetary policy and that in turn monetary policy could do nothing to alleviate it. Those beliefs came from entrenched real bills views. Earlier, Wilbur Aldrich (1903, iv, 96–97, cited in J. Wood 2006, 6) had expressed the impossibility of rectifying the collapse of speculation with what would today be considered stimulative monetary policy: It was not possible

        
          to find a way by which . . . over-speculation and conversion of liquid capital into fixed capital can be made to go on forever, by legislation or intervention of government. . . . When over-production and inflation of credit have brought on a crisis, no currency juggle can prevent losses. . . . Any permanent plan of extending credit in face of crises would simply be discounted and used up before the pinch of the succeeding crisis. . . . The true time for banks to begin to prepare for a panic and provide for their reserves, is before a careless extension of credit in the mad industrial race which invariably precedes a panic.

        

        One striking fact is the almost complete absence of any discussion of lowering discount rates. The average of the discount rates for the Reserve Banks apart from New York declined only to 2¾ percent in the short period from May 1931 to September 1931 (figure 6.3). Harrison (HPNY, Confidential Files, June 3, 1930, “Conversations with Members of Open Market Policy Conference and Governor Young,” 4–6) summarized the comments of Governor Norris of the Philadelphia Fed:

        
          The feeling is . . . that the Depression is due principally to reduced prices in commodities[,] and an analysis of commodities in which the reductions in price have been most marked disclosed in almost every case a specific reason, which has nothing to do with credit. . . . The trouble is . . . not with an over-production of goods but over production of the capacity to produce. . . . Governor Norris then stated that the other members of the Executive Committee of the Open Market Policy Conference can not bring themselves to believe that a further purchase of Government securities would help, but feel that such purchases would be an interference with the natural effect at this time and would not be productive of any good.

        

        The year 1931 was devoted to maintaining the confidence of markets that policy makers believed was a prerequisite to economic recovery. In 1931, an impetus to renewed contraction came from currency outflows as depositors withdrew their deposits from banks. Because of the stigma associated with recourse to the discount window, to offset the reserve drain, banks chose to contract their asset portfolios rather than to borrow at the window. A bank experiencing a run, which would require extended borrowing, would not only contravene real bills principles but also advertise its weakness by the fact of borrowing.

        When Britain went off gold in September 1931, the Reserve Banks raised their discount rates. Given the conservatism of policy makers, maintaining confidence meant maintaining confidence in the maintenance of the gold standard. That confidence required monetary stringency in order to counteract the external drain of gold. The regional Reserve Bank governors also viewed the outflow of gold as threatening the gold reserves that constituted the basis of their ability to supply funds to the market when it came time to accommodate economic recovery.

        The year 1932 became one of an aborted attempt to supply funds to start an economic recovery. If successful, that attempt might have changed the perceived character of the monetary regime from one of passive accommodation of credit demands in response to “legitimate” demands for credit to one of purposeful “credit inflation.” For policy makers, it was terra incognita. Sustained open market purchases would have forced member banks out of the discount window. In the minds of the regional Reserve Bank governors, that meant fiat money creation. The reason is that it would have breached the gold cover requirements and would have required backing the issue of currency with government securities. In the first two months of 1933, a massive bank panic occurred while the Fed withdrew from supporting the banking system.

        Output declined throughout the Great Contraction (figure 7.2), and the price level declined relentlessly (figure 7.5) along with the money stock (figures 7.3 and 7.4). A decline in nominal money confronting an increased demand for real money balances forced deflation. That deflation was largely unanticipated and created the pathology of the Great Contraction. Monetary disorder was the consequence of Fed actions and inactions. A forced contraction of the banking system contracted bank deposits and money. At the same time, the increased uncertainty caused an increased demand by the public for real money balances. Figures 9.1 and 9.2 show the velocity of M1 and M2. Velocity declined (real money demand increased) in the Great Contraction. The fact that velocity increased with the end of the Great Contraction while interest rates remained low implies that the earlier decline in velocity was due to uncertainty.
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            Figure 9.1. M1 Velocity and Commercial Paper Rate

          
            Quarterly observations of M1 velocity: GNP divided by M1. Data for GNP are from Balke and Gordon (1986). M1 is from Friedman and Schwartz (1970). Shaded areas represent recessions. Heavy tick marks indicate fourth quarter.
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            Figure 9.2. M2 Velocity and Commercial Paper Rate

          
            Quarterly observations of M2 velocity: GNP divided by M2. Data for GNP are from Balke and Gordon (1986). M2 is from Friedman and Schwartz (1970). Shaded areas represent recessions. Heavy tick marks indicate fourth quarter.

          
        
      
      
        9.2. The Great Contraction and Unrelievedly Contractionary Monetary Policy

        Monetary policy moved in the direction of contraction when the New York Fed raised its discount rate from 3½ percent to 4 percent in February 1928, to 4½ percent in May 1928, and 5 percent in July 1928. The other Reserve Banks followed. Figure 8.2, which shows quarterly annualized growth rates of M2, can serve as a measure of changes in the size of the banking system. With the currency of the public stable until early 1931, M2 was a good measure of bank deposits. From 1927Q1 through 1928Q1, M2 growth averaged 5.7 percent. Monetary policy became contractionary over the period 1928Q2 through 1930Q1, when the banking system stopped growing with M2 growth averaging 0.17 percent. With M2 growth averaging −4.4 percent from 1930Q2 through 1931Q1, monetary policy became significantly contractionary for the first time since the 1920–21 recession.
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            Figure 9.3. Deposits-Currency and Deposits-Reserves Ratios

          
            Heavy tick marks indicate December.

          
            Source: Friedman and Schwartz (1970)

          
        
        As shown in figure 9.3, the deposits-currency ratio of banks was steady in 1929 through November 1930 at about 5.9. However, consistent with a desire by banks to build up excess reserves, the deposits-reserves ratio started a steady decline in January 1930. Starting in 1930Q1, annualized monthly M1 growth dropped sharply and steadily (figure 7.3).

        Two sources of reserves supply interacted to determine the nonborrowed reserves of banks. “External” reserves supply equaled the gold stock minus currency in circulation and Treasury deposits with the Fed. “Active” reserves supply equaled bills (acceptances) plus US government securities held by the Fed. Figure 9.4 shows cumulative changes in these series after December 1927. (If a series touches the x-axis, it equals the December 1927 value.) As shown, over the years 1928 and 1929, with little change in external reserves supply, the reduction in active reserves supply dominated banks’ nonborrowed reserves.
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            Figure 9.4. Active and External Reserves Supply, Cumulative Changes

          
            Observations are monthly averages of daily figures. “Active Reserves Supply” equals “bills bought” plus “US government securities” held by Fed. “External Reserves Supply” equals “gold stock” minus “money (currency) in circulation” minus “Treasury deposits with Federal Reserve Banks.” Series are normalized by subtracting their December 1927 value. All series therefore represent cumulative changes from December 1927. Heavy tick marks indicate December. Shaded area indicates recession.

          
            Source: Board of Governors (1943, table 101)

          
        
        Figure 9.5 shows cumulative changes in “net” reserves, which is the difference between active and external reserves supply. As shown, in the first half of 1928, open market sales reduced net reserves supply and shifted the reserves supply schedule leftward (figure 8.3). The reduction in nonborrowed reserves forced banks into the discount window (figures 9.5 and 9.6) while increases in discount rates increased the marginal cost of borrowing (figure 8.3). In fall 1928, the Fed relaxed somewhat the pressure on banks’ nonborrowed reserves in order to allow for the seasonal increase in the demand for credit. The New York Fed bought acceptances, and the active reserves supply increased in the second half of 1928 (figure 9.4). Borrowed reserves declined moderately.
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            Figure 9.5. Member Bank Borrowing and Net Reserves Supply, Cumulative Changes

          
            Observations are monthly observations of daily figures. “Net Reserves Supply” equals “Active Reserves Supply,” that is, bills bought plus government securities held by the Fed minus “External Reserves Supply,” that is, the gold stock minus money (currency) in circulation minus Treasury deposits with Federal Reserve Banks. “Member Bank Borrowing” is “bills discounted.” Series are normalized by subtracting their December 1927 value. All series therefore represent cumulative changes from December 1927. Shaded area indicates recession. Heavy tick marks indicate December.

          
            Source: Board of Governors (1943, table 101)

          
        
        However, in 1928, security loans continued to increase, the stock market rose appreciably, and by mid-1929 net reserves supply had fallen again to its mid-1928 low. With the seasonal demand for loans and currency and then with the stock market crash in October 1929, the Fed caused active reserves supply to increase (figure 9.4). That is, the Fed bought Treasury securities (figure 9.7). Net reserves supply increased, although it did not reach its December 1927 value until January 1930. Because of gold inflows, net reserves supply increased through September 1930 (figure 9.5).
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            Figure 9.6. Member Bank Borrowing: Total and by Class of Member Bank

          
            For 1929 onward, monthly averages of daily figures. For 1928, monthly averages of weekly figures. Shaded area indicates recession. Heavy tick marks indicate December.

          
            Source: Board of Governors (1943, table 105 and table 106 for 1928)
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            Figure 9.7. Securities Held by Fed and Currency Held by Public

          
            Observations are monthly. Securities held by Fed is Reserve Bank credit outstanding minus discount window borrowing, from Board of Governors (1943, table 102). Currency held by the public is from Friedman and Schwartz (1970). Heavy tick marks indicate December.

          
        
      
      
        9.3. 1930: Why Did the Fed Back Off before Recovery Began?

        Why did not the economy recover in 1930 after suffering a relatively short recession? There were three aborted recoveries in the Great Contraction, which lasted from August 1929 to March 1933. Each time, contractionary monetary policy snuffed them out. Mitchell and Burns (1936, 18, cited in Schwartz 1981, 43) wrote:

        
          The long decline was interrupted by three partial and abortive revivals. Of these, the first, in the early months of 1930, was brief and restricted mainly to automobiles, steel and heavy construction. The second, in the first half of 1931, had wider scope, lasted longer, and went further. It was especially pronounced in the textile, rubber tire, shoe, and leather industries. The revival in the summer and autumn of 1932 was fairly general.

        

        Gold inflows grew strongly until April 1930, then grew slowly, and practically ceased after July 1930. With no growth in active reserves supply, net reserves supply followed the same pattern (figures 9.4 and 9.5). The recession worsened (figure 7.2). In 1930, the Fed did nothing to stimulate the economy. Active reserves supply remained unchanged. Securities held by the Fed, which had averaged $709 million over the years 1926 and 1927, remained basically unchanged at an only slightly higher level of $802 million from January 1930 through June 1931 (figure 9.7). In 1930, government securities holdings remained below their peak value in December 1927.

        By Fed indicators, “money policy” moved toward ease after fall 1929. By money policy, policy makers meant that they had lowered the cost and increased the availability of the funds furnished to banks. From January 1930 through June 1931, the discount rate at the New York Fed declined from 4¾ percent to 1½ percent. George Harrison, governor of the New York Fed, focused on the New York banks and money market. Meltzer (2003, 312) cited a letter sent by Harrison on July 17, 1930, to the other governors: “We believe that the important thing to be achieved in present circumstances is that the money center banks should be substantially out of debt and that there should now be some surplus funds available.”

        A characteristic of monetary policy in the Great Contraction is maintenance of a significantly higher marginal cost of obtaining reserves through the discount window for banks outside the New York Federal Reserve District. Borrowed reserves declined after 1929 but remained significant at banks outside of Chicago and New York (figure 9.6). That fact is significant because the Reserve Banks outside of New York lagged in reducing their discount rates. The average of the discount rates for the Reserve Banks outside New York was 4¾ percent in January 1930 and 3.4 percent in December 1930. Its lowest average value was 2¾ percent over the interval May 1931 to September 1931 (figure 6.3). There is little recorded debate over the appropriate level of the discount rate. Because interest payments were a small part of the costs of businesses, policy makers assumed that the level of interest rates was low enough not to be an impediment to borrowing.

        In assessing monetary policy in the Great Contraction, it is essential to keep in mind that as long as banks either were in the window or feared reserves outflows that could force them into the window the discount rate was only the base for calculating the cost of obtaining funds through the window. The total cost was the discount rate plus both the costs imposed by Fed administrative oversight (direct pressure) and the stigma from being a financially weak bank. Because of their real bills views, the governors of the regional Reserve Banks outside New York City continued to impose costly administrative oversight. They had no intention of allowing a revival of the speculation whose collapse they presumed had caused the recession.

        Clark Warburton, who worked at the FDIC in the 1930s, recalled the administrative pressure exerted on banks in the Great Depression that raised the nonpecuniary cost of borrowing at the discount window and thus raised the marginal cost of reserves to banks. Warburton (1952 [1966], 339, cited in Humphrey and Timberlake [2019, 107]) wrote:

        
          [Fed banks] virtually stopped rediscounting or otherwise acquiring “eligible” paper. This [cessation] was not due to any lack of eligible paper. . . . Throughout 1930, 1931, and 1932 . . . the amount of member bank borrowings was [only] about [25 to 40 percent] the magnitude of 1928 and 1929 and remained at about [5 to 10 percent] of the eligible paper held by member banks. . . . [It] was due to strenuous discouragement of continuous discounting by any member bank, “direct pressure” so strong as to amount to a virtual prohibition of rediscounting for banks which were making loans for security speculation, and a “hard-boiled” attitude toward banks in special need of rediscounts because of deposit withdrawals.

        

        As long as the Fed kept nonborrowed reserves below the reserves demand of banks, collectively banks would have to be in the window, and monetary policy would be contractionary. Banker reluctance would keep the marginal cost of obtaining reserves elevated. Board member Adolph Miller (US Congress 1931, January 23, 156) testified, “The banks are extremely reluctant to show borrowings from Federal reserve banks. . . . Such are present conditions.”

        At a meeting of the New York Fed Board of Directors on November 25, 1931 (HPNY, 113–14):

        
          Governor Harrison . . . commented on the reluctance of banks to show borrowing in their statements under present conditions, and pointed out that banks in other districts are now rather heavily in debt at the Reserve Banks. . . . In view of the disinclination of banks to show indebtedness, he suggested that it might be desirable for the Reserve Banks to purchase Government securities in order to meet the requirements for Federal reserve credit which would develop before the year end, it being understood that securities so purchased would be resold after the turn of the year when the funds were no longer needed.

        

        At the September 25, 1930, meeting of the Open Market Policy Conference (OMPC), which was the conference of governors organized to decide on open market operations, Governor Norris of the Philadelphia Fed summarized the real bills views of the regional Reserve Bank governors (cited in Meltzer 2003, 318):

        
          We have always believed that the proper function of the System was well expressed in the phrase used in the Tenth Annual Report of the Federal Reserve Board—“The Federal Reserve supplies needed additions to credit and takes up the slack in times of business recession.” We have, therefore, necessarily found ourselves out of harmony with the policy recently followed of supplying unneeded additions to credit in a time of business recession, which is the exact antithesis of the rules stated above. The suggestion has been made that we should be prompt to “go into reverse” and dispose of these governments when business picks up. This is a complete and literal reversal of the policies stated in the Board’s Tenth Annual Report, already quoted. We have been putting out credit in a period of depression, when it is not wanted and cannot be used, and we will have to withdraw credit when it is wanted and can be used.

        

        Deflation had started in 1930 (figure 7.5), but policy makers thought of it as the consequence of a collapse in speculation. Earlier, Adolph Miller (US Congress 1926–27, April 30, 1926, 854) had testified:

        
          If there was some absolutely certain device for estopping the use of Federal reserve credit for speculative purposes, you would almost have your price stabilization so far as the Federal reserve is a factor in it. Now, there are other factors that come in that are utterly beyond the ken and control and the reach of the Federal reserve system.

        

        Edmund Platt (US Congress 1931, January 26, 215–16), who had been a Board member from June 1920 to September 1930, testified:

        
          Business was speculating as well as the stock market, and the whole price level was high as well as the price of stocks. The fact that commodity price levels had not risen and were not rising, does not mean that those price levels were not too high. I think the fact they have gone down so drastically since shows they were too high. They were kept up by the speculative situation, and they had to break when the stock market situation broke.

        

        Carl Snyder (1940, 202), a statistician at the New York Fed, characterized 1930 as a year of “hesitation and delay” because of a “fear of a renewal of speculation, and another great rise in security prices.” Figure 8.1 shows a revival of brokers’ loans in the first half of 1930 while the NYSE stabilized in 1929Q4 and the first half of 1930. Currie (1934b, 44) commented, “The fact that security loans increased in the first four months of 1930 probably explains why, after the initial purchases of securities during and immediately after the crash of 1929, the reserve banks abstained from any further easing measures, even though incomes and commodity prices were falling.”

        Hawtrey (1932 [1962], 215), wrote:

        
          After the Wall Street crisis, Bank rates were reduced all round. But the process was deplorably slow. The London and New York rates were not reduced to 4 per cent. till March, 1930. The vicious circle of deflation had by that time been effectively joined, and nothing but vigorous inflationary measures could have broken it. . . . Depression may become so intense that it is difficult to induce traders to borrow on any terms, and that in that event the only remedy is the purchase of securities by the central bank with a view to directly increasing the supply of money.

        

        Hawtrey was a lone voice. Friedrich A. Hayek, the famous Austrian economist, expressed the popular view at the time that the Depression was the inevitable working out of the need to liquidate the excessive level of debt built up in the prior bubble period. Hayek (1932 [1984], 130, cited in Wheelock 1991, 101) criticized the Fed’s reduction in interest rates after the October 1929 market crash as

        
          preventing the normal process of liquidation, and that as a result the depression has assumed more devastating forms and lasted longer than before. . . . It is quite possible that we would have been over the want long ago and that the fall in prices would never have assumed such disastrous proportions, if the process of liquidation had been allowed to take its course after the crisis of 1929.

        

      
      
        9.4. Guarding against a Revival of Speculation by Keeping Banks in the Discount Window

        In 1930, policy makers waited for the demand for bank loans to revive. Hardy (1932, 56–57) expressed the prevailing sentiment:

        
          The primary cause of this deflation of credit was the widespread business depression. . . . In the face of this combination of a demand restricted by business depression and speculative pessimism, and credit supply enhanced by the inflow of gold, there ceased to be an effective demand for Reserve credit. The Reserve Banks did the only thing they could do under the circumstances. They spread their wares on the bargain counter and waited for the reappearance of demand.

        

        Why did the Reserve Banks just wait for loan demand to revive rather than supplying reserves aggressively through open market purchases of government securities until the economy recovered? A partial answer is that they feared “losing control of the market.” Sufficient purchases of government securities would increase the nonborrowed reserves of banks to the point where the banks were no longer borrowing from the discount window (figure 6.1). With banks out of the window, the Fed would then not be in a position to raise market rates by raising discount rates in response to a revival in speculative activity. Senator Carter Glass asked Governor Harrison, “Why should you control the market?” Harrison replied, “For the very reason we have been discussing for two days, in the hope that we can maintain a control that will check or prevent an inordinate use of credit beyond the legitimate demands of commerce and industry” (US Congress 1931, January 22, 73).

        In the 1920s, Board member Adolph Miller (US Congress 1926–27, April 30, 1926, 854) had expressed this concern given the prospect that gold inflows could increase bank reserves to the point where banks were no longer borrowing from the window: “You might have the disaster of another great inundation of gold. . . . That puts the banking situation beyond the reach, of the Federal reserve.” Walter W. Stewart (US Congress 1926–27, April 22, 1926, 773–74), who had been director of research at the Board, expressed the same concern:

        
          It is not an inconceivable situation that unless the gold standard becomes more definitely established in the various countries, and they thereby share in the new gold produced, that the Federal reserve system would have its influence very much diminished. It could adopt a policy that the member banks could not borrow except at certain high rates, but new gold would furnish member banks a basis for credit extension without use of the reserve banks.

          Entirely aside from the effect of gold imports, developments in the business situation in this country might be of a character that would give rise to a credit situation almost beyond the influence of reserve-bank operations. Let us start with the present situation. If we had a decline in building activity and industry generally and a decline in prices and in pay rolls, we would have, naturally, an inflow of currency from circulation. That has the same effect as gold imports on the relation of member banks to the Federal reserve. It liquidates the system and puts the reserve banks out of touch with the market.

        

        Behind the desire to keep control of the market by keeping banks indebted to the Reserve Banks was the perennial concern to prevent a revival of speculation. From October 1929 through March 1930, the combination of Fed open market purchases ($500 million) and currency inflows ($400 million) reduced discount window borrowing and market rates significantly (figures 9.4, 9.5, and 6.3). Why did not the Reserve Banks continue easing until the economy recovered? Harris (1933, 634, 463–64) wrote:

        
          The stock market boom occurred in February–March, 1930, and its effects were evident in a greater disinclination of reserve banks to follow the policy of the New York bank. . . . The threat of speculation in the first half of 1930 restrained them. . . . Rates declined in a precipitate manner, stimulating an active speculative movement and a premature development in the bond market. . . . In the next fifteen months (to June, 1931) no aggressive operations were undertaken and reserve credit tended to decline. Speculation had apparently frightened the authorities.

        

        Criticism of the New York Fed did not mention contractionary monetary policy. In the real bills spirit, the presumption was that if the Fed snuffed out incipient speculation, rates would not have to rise to the level of seriously injuring business. In a letter to O. M. W. Sprague written in 1928, Strong wrote (cited in Chandler 1958, 435), “The really fundamental difficulty in a number of these matters is lack of courage to act effectively and with sufficient promptness so that the remedy is accomplished without damaging consequences.” Once the speculative fever was allowed to rage, policy had waited too long, and an economic collapse was inevitable. The criticism was that the New York Fed had waited too long to raise rates, not that high rates had caused the economic contraction.

        Hardy offered a window into the policy-making environment of the early Fed. The quotations are from Hardy (1932, 144–47).2 Policy in 1928–29 concentrated on an “attack on speculation.” The objective was “to keep the stock market from absorbing more than ‘its share’ of the credit in the common reservoir, to the detriment of business and agriculture.” When the “inevitable crash came,” the liquidation of credit and business would then be less. “There were two possible ways of guarding against it” [the excess absorption of credit in the stock market]:

        
          One was the traditional method: make credit so expensive for all comers as to bring about a stock market liquidation even at the risk of bringing on a commercial liquidation. . . . The other alternative, which was an innovation, was to try to shut credit out of the stock market by direct action while keeping it available and not prohibitively dear for other lines of business. In 1928 the first alternative was adopted; in 1929 the second. . . . In all this controversy the one thing on which all parties were able to agree was the desirability of checking the stock market boom.

        

        Hardy also noted that for the banking system prior to the establishment of the Fed recourse to additional reserves had to come from gold imports. Without that source of reserves, in a financial panic, banks would have to contract credit and deposits. Hardy (1932, 142) wrote:

        
          The creation of the Federal Reserve system had merely added another potential resource, the credit of the Reserve Banks. To the extent that this new resource was now cut off by “direct pressure,” the market was thrown back on its old resources, non-banking credit and bank credit supported by newly imported gold.

        

        What Hardy did not comprehend was that “direct pressure,” which raised the marginal cost of obtaining reserves through the discount window, reduced the liquidity of the banking system. The need to restore the lost liquidity required contraction of the banking system “leading to a cancellation of deposits” just as had occurred in the pre-Fed National Banking era.

        One reason that economists and policy makers came to see monetary policy as impotent in the Depression was that the economy did not revive in 1930 despite the open market operations and reductions in the discount rate following the October 1929 stock market crash. However, in 1930, member banks remained in the discount window. As long as they remained in the window, their effort to get out of the window by reducing assets made monetary policy contractionary.

      
      
        9.5. 1931: Contractionary Monetary Policy Becomes Even More Contractionary

        Contractionary monetary policy in 1930 continued into 1931 and weakened the economy until the stress on the banking system caused a nationwide crisis of confidence in banks to emerge in spring 1931. Quarterly annualized M1 growth, which had averaged 1.4 percent over the years 1928 and 1929, fell to −6.2 percent in 1930 (figure 7.4). Quarterly annualized deflation measured by the GNP deflator was −10.0 percent from 1930Q3 through 1933 Q1 (Balke and Gordon 1986). Although deflation in the Great Contraction was largely unanticipated, even a moderate degree of expected deflation produced high real rates. By Hamilton’s (1992, table 7) measure based on commodity futures prices, expected inflation was −2.1 percent in 1930 and −7.1 percent in 1931. As shown in table 9.1, real rates of interest were extremely high for a recession.

        Measured by annualized quarterly M2 growth (figure 8.2), the banking system contracted at a −2.2 percent rate from 1930Q2 through 1931Q1. It then contracted at a −16.1 percent rate from 1931Q2 to 1932Q2. Figure 9.8 shows this augmented pace of the decline in M2. What produced the hastened pace of decline?

        Table 9.1. Nominal and Real Rate

        
          
            
              	            
                Year

                        
              	            
                Commercial Paper Rate

                        
              	            
                Expected Inflation

                        
              	            
                Real Rate of Interest

                        
              	            
                Real GNP Growth

                        
              	            
                M1 Growth

                        
              	            
                M2 Growth

                        
            

          
          
            
              	
                1929

              
              	
                5.8

              
              	
                −0.9

              
              	
                6.7

              
              	
                6.6

              
              	
                0.9

              
              	
                0.2

              
            

            
              	
                1930

              
              	
                3.6

              
              	
                −2.1

              
              	
                5.7

              
              	
                −9.6

              
              	
                −3.5

              
              	
                −2.0

              
            

            
              	
                1931

              
              	
                2.6

              
              	
                −7.1

              
              	
                9.7

              
              	
                −7.7

              
              	
                −6.6

              
              	
                −7.1

              
            

            
              	
                1932

              
              	
                2.7

              
              	
                −4.1

              
              	
                6.8

              
              	
                −13.8

              
              	
                −12.4

              
              	
                −15.4

              
            

            
              	
                1933T1

              
              	
                2.1

              
              	
                −6.1

              
              	
                8.2

              
              	
                −21.3

              
              	
                −17.8

              
              	
                −31.6

              
            

            
              	
                1933T2&T3

              
              	
                1.6

              
              	
                5.1

              
              	
                −3.5

              
              	
                14.2

              
              	
                6.0

              
              	
                4.9

              
            

          
        

        Sources: Commercial paper rate is from Board of Governors (1943, table 120). Expected inflation is from Hamilton (1992, table 7). Hamilton’s figures are for trimesters.

        Notes: The figures are the average of expected inflation for the three trimesters of the individual years. The real rate of interest is the commercial paper rate minus expected inflation. Real GNP growth is annual growth rates from Balke and Gordon (1986). M1 and M2 growth are annual growth rates from Friedman and Schwartz (1970). The designation 1933T1 is the first trimester (four months) of 1933 and 1933T2&T3 is the last two trimesters (eight months) of 1933. For 1933T1, real GNP growth is for 1933Q1. For 1933T1&T2, it is the average of annualized quarterly growth rates for 1933Q2, 1933Q3, and 1933Q4. For 1933T1, M1 and M2 growth are the annualized growth rates from December 1932 through April 1933. For 1933T2&T3, they are the annualized growth rates from April 1933 through December 1933.
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            Figure 9.8. Change in M2 and Deposits of Suspended Banks

          
            Monthly observations. Data on M2 are from Friedman and Schwartz (1970). Data on suspended deposits are from Federal Reserve Bulletin, September 1936, 909, table 13. Heavy tick marks indicate December.

          
        
        As a measure of public distrust of banks, Wicker (1996) used currency in the hands of the public, which reflected currency outflows from banks. By this measure, at the national level, public confidence in banks persisted until March 1931 (figure 9.7). Currency outflows caused the reserves supply schedule to shift leftward. As shown in figure 9.9, the reduction in nonborrowed reserves should have led to an increase in borrowed reserves, albeit at a higher interest rate, IR1. However, because of the onus on borrowing, as shown in figures 9.5 and 9.6, borrowed reserves did not increase apart from a short-lived increase due to the failure of the Bank of United States in December 1930.
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            Figure 9.9. Market for Bank Reserves: Currency Outflow

          
            R is bank reserves. Rd is the reserves demand schedule of the banking system, and Rs the reserves supply schedule of the Fed. IR is the interest rate on bank reserves. DR is the discount rate. NBR and BR are nonborrowed and borrowed reserves, respectively. The 0’s and 1’s subscripts denote values before and after the currency outflow.

          
        
        The stigma associated with borrowing meant that the upward sloping segment of the reserves supply schedule possessed a steep slope. The Reserve Banks did not relax the nonpecuniary cost they imposed on use of the discount window even during bank runs. Hardy (1932, 60) wrote: “By encouraging the idea that a bank ought to regard the use of Reserve credit as an emergency device or a temporary expedient, the System has made it impossible to stimulate rediscounting by low rates.” Being in the window for more than a brief period remained a red flag of distress.

        Bank reserves continued unchanged at their 1920s level (figure 9.10). At the same time, banks, especially those in New York, built up excess reserves (figure 9.11). As the deposits-currency ratio fell in 1931 with the bank runs, so did the deposits-reserves ratio (figure 9.3). Those declines could happen only with a contraction in bank assets and a concomitant reduction in bank deposits and required reserves.
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            Figure 9.10. Reserves: Total and by Class of Member Bank

          
            Monthly averages of daily figures. Heavy tick marks indicate December. Shaded area indicates recession.

          
            Source: Board of Governors (1943, table 105, and table 101 for 1928)

          
        
        Bagehot’s dictum of lending freely at a high rate of interest in response to a bank panic was invented for the classical gold standard in which a world financial market comprising gold standard countries determined the market rate of interest provided the central bank followed the gold standard rules of the game. Central banks had to implement that interest rate by moving their discount rates to preserve international balance of payments in gold. Financial panics produced only transitory deviations from that market-determined interest rate. With the US fiat money standard, in the 1930s, the issue was not whether to lend freely at a high rate of interest but rather whether to lower the interest rate so that monetary policy was no longer contractionary. That is, the ideal policy was not to attract gold but to stop destroying bank reserves and deposits.
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            figure 9.11. Excess Reserves: Total and by Class of Member Bank

          
            Monthly averages of daily figures. Heavy tick marks indicate December. Shaded area indicates recession.

          
            Source: Board of Governors (1943, table 105)

          
        
        At the same time, the criticisms of Bordo and Wheelock (2013), Friedman and Schwartz (1963a, 395), and Meltzer (2003, 730) for ignoring Bagehot’s dictum possess merit. In response to the internal reserves outflow that started in 1931 and the external reserves outflow in the fall when Britain left the gold standard, open market purchases by the Fed would have kept the nonborrowed reserves of banks from declining.

        Among contemporary economists, Edie (1932 [1983], 121–22) alone analyzed the pathology of the US monetary regime created by the outflow of reserves from banks into currency.

        
          The currency flow in the deflation of 1929–32 has been dominated by hoarding. . . . The hoarding process has accentuated the pressure for deflation for two reasons. First, it has involved heavy rediscounts in a period of weakened confidence. Member banks tend in such a period to look upon debt to the Federal as a badge of weakness, and occasionally their depositors feel uneasy about having funds in banks which are known to be rediscounting. Consequently, member banks endeavor to get out of debt to the Federal by liquidating some of their assets, a process which further depresses values. Second hoarding accentuates deflation because of the “free gold” technicality in our banking mechanism and makes the Federal Reserve reluctant to expand open market purchases of Governments. Governments are not eligible for note issue.3 When “free gold” falls below $500,000,000, the further purchase of Governments is considered unsafe by the Federal Reserve. If the Federal buys Governments, and rediscounts are reduced by an equal amount, eligible collateral for note issue declines pari passu, and free gold declines likewise.4 For the two reasons cited, therefore, currency-hoarding generates a vicious circle. Hoarding forces more liquidation, more liquidation causes more fear, and more fear causes more hoarding.

        

        Edie, however, did not continue by recommending that the Fed offset the impact on borrowing of bank runs by open market purchases.

        With Britain’s departure from the gold standard in September 1931, gold flowed out of the New York banks into earmarked European accounts. Together with the earlier currency outflow, the external reserves supply plummeted (figure 9.4). From August 1931 through November 1931, the gold stock declined by almost $612 million, twice the amount of the decline from October 1919 through April 1920. Active reserves supply (open market purchases) only partially matched this decline (figure 9.4). With the decline in net reserves supply, member bank borrowing increased from its low of $154 million in April 1931 to a high of $836 million in February 1932 (figures 9.5 and 9.6). At the same time, the New York Fed raised its discount rate from 1½ percent to 3½ percent, the level of the other Reserve Banks. For the first time, the reserves of member banks declined (figure 9.10).

        Fed policy makers saw their role as maintaining the confidence in the gold standard required to halt the internal and external currency drains. Harris (1933, 464) explained:

        
          They [the banks] met the crisis of 1931 in a courageous manner. . . . They financed withdrawals of gold, currency, and additional balances [excess reserves] inflated as a result of fear. The task of the reserve authorities was to make reserve credit available, but under conditions that would discourage excessive credit demands.

        

        Those conditions meant a Fed willingness to supply reserves through the discount window but at an increased cost from an increase in discount rates. Market rates rose from 2 percent in September 1931 to 4 percent in November 1931 (figure 6.3).

      
      
        9.6. The Gold Standard Transmitted Contractionary US Monetary Policy

        In a boomerang effect, the contractionary monetary policy the United States forced on gold standard countries came back to ratchet up domestic contractionary monetary policy. When the Fed raised rates in 1928 and 1929, foreign central banks also had to raise rates to prevent gold from flowing to New York. Contractionary monetary policy in the United States spread to all the gold standard countries (Hamilton 1988; Eichengreen 1995). Harris (1933, 479) wrote:

        
          In the early part of 1929 the situation became so serious that the Bank of England raised its rate from 4½ to 5½ percent. . . . But the Bank of England, by raising its rate, conserved its gold only temporarily. . . . The German banks lost a large part of their foreign assets and gold, a loss aggravated by the impairment of confidence during a period of uncertainty concerning the future of reparations.

        

        Despite defensive measures by foreign central banks, gold still flowed to the United States. The gold reserves of member banks increased by $860 million from January 1929 to August 1931 (Board of Governors 1943, table 101, “Member Bank Reserves. . . . ,” 371).5

        Barry Eichengreen (1986; 1995), Eichengreen and Peter Temin (2000), Douglas Irwin (2012), H. Clark Johnson (1997), and Scott Sumner (2015) pointed to monetary phenomena as major causes of the Great Depression, and all highlighted the destabilizing role played by gold. These authors highlighted how the restrictive policies of the Fed and the Banque de France absorbed gold and set off capital flows from countries on the gold bloc that forced them into monetary contraction. The reconstructed gold standard propagated monetary restriction in France and the United States to Great Britain and Germany and created a world depression.

        In his book Golden Fetters, Eichengreen (1995, 12–13) summarized:

        
          In the mid-1920s, the external accounts of other countries remained tenuously balanced courtesy of long-term capital outflows from the United States. But if US lending was interrupted, the underlying weakness of other countries’ external positions suddenly would be revealed. . . . As they lost gold and foreign exchange reserves, the convertibility of their currencies into gold would be threatened. Their central banks would be forced to restrict domestic credit.

          This is what happened when US lending was curtailed in the summer of 1928 as a result of increasingly stringent Federal Reserve monetary policy. Inauspiciously, the monetary contraction in the United States coincided with a massive flow of gold to France, where monetary policy was tight for independent reasons. Thus, gold and financial capital were drained by the United States and France from other parts of the world. Superimposed on already weak foreign balances of payments, these events provoked a greatly magnified monetary contraction abroad.

        

        Hjalmar Schacht, governor of the Reichsbank, had just such fears. Strong summarized Schacht’s concerns in a letter to Harrison on July 13, 1928 (cited in Chandler 1958, 458):

        
          Dr. Schacht hopes that our rate will not have to be maintained at a very high level . . . for fear of the . . . probability that it will close our investment market to German loans and lead to the crisis in reparation transfers which he has been long anticipating. He says that much more than all that Germany has paid has been borrowed abroad. . . . He anticipates that the test of the Dawes Plan will come this winter or shortly thereafter.

        

        The British economist D. H. Robertson (1929, 88) wrote, “A truer impression of the state of the world’s monetary affairs would be given by saying that America is on an arbitrary standard [not a gold standard], while the rest of the world has climbed back painfully on to a dollar standard.” In the Great Contraction, the United States would force monetary contraction, depression, and deflation on the world. Much later in the Bretton Woods era of the late 1960s and early 1970s, the United States would force inflation on the world.

        In The Midas Paradox, Scott Sumner (2015) used an aggregate-supply/aggregate-demand framework for the determination of nominal GDP. Consistent with any standard model, declines in nominal GDP accompanied by declines in both the price level and real output signal a negative demand shock. Sumner traced the negative demand shocks of the Great Depression to the restrictive actions of central banks that increased their gold cover. He constructed an aggregate measure of the latter for the world’s major central banks as the ratio of their combined monetary gold stocks to their combined stocks of currency in circulation (the gold reserve ratio).

        As shown in Sumner (2015, table 2.1), central banks increased their gold reserve ratios over the entire period 1927 through 1932. From October 1929 through October 1930, approximately the first year of the Great Depression, the ratio increased by almost 10 percent. From August 1931 through December 1932, a time of intense stress due to external drains of gold particularly in Germany and Great Britain, it increased more than 4 percent. Sumner (2015, fig. 2.1) finds a strong correlation over the period October 1929 and October 1930 between the decline in industrial production and the increase in the gold reserve ratio. His measure of the gold ratio captured the worldwide character of restrictive monetary policy. Sumner (2015, 69) concluded: “The first year of the Depression, like the 1920–1921 depression, was a pure monetary policy shock.”

        Like Eichengreen, Sumner emphasized the stress placed on the revived international gold standard by France’s absorption of gold. French policy was to move from the gold exchange standard in which central banks held reserves in the form of foreign exchange as well as gold to a pure gold standard. France’s 1928 Monetary Law mandated that increases in currency had to be backed 100 percent by gold. Because of the required gold backing, increased demand for currency both in the United States and in France increased the demand for monetary gold. Sumner (2015, fig. 3.1), which shows a strong correlation between the deposits of failed banks and the gold reserve ratio, reflects on the one hand the association of the drain of bank reserves into currency with bank failures and, on the other hand, the increased demand for monetary gold.

        A narrative account that gives content to the above analysis of the monetary causes of the collapse of the world economy unfolds like a Greek tragedy.6 In The Economic Consequences of the Peace, Keynes (1920) predicted the havoc that would be wreaked by reparations—a havoc that played out through monetary disorder. Reeve (1943, xi) wrote:

        
          While the seeds of Hitlerism were many, the liquidation of the German middle class in the early post-war inflation and the wholesale unemployment during the deflation of the thirties were among the most important. Subsequently the apparent success of the unorthodox Nazi methods of monetary management helped to reconcile the German nation to the dictatorship of the Führer.7

        

        Germany had to finance reparations payments in a protectionist world that discriminated against imports. The system held together because of the return flow of capital to Europe through the floating of long-term securities by Europeans in New York and through American direct investment in Europe. Everything changed starting in 1928 when monetary stringency and high interest rates in the United States reversed the capital flows. European central banks had to raise their rates to offset capital outflows. At the same time, the reconstructed gold standard was fragile in that its maintenance lacked the credibility of the late nineteenth-century standard. The credibility of the earlier standard appeared in the frankness of the comments of Horsley Palmer, who was a director of the Bank of England from 1811 until 1857 and governor from 1830 to 1833.

        Palmer candidly admitted that external shocks could depress the domestic economy. In 1848, he testified to Parliament that “the raising of the rate of interest . . . stopped very largely the mercantile transactions of the country—exports as well as imports.” In Parliamentary testimony, he described the consequences of raising the discount rate to counter gold outflows (citations from Hawtrey 1938 [1962], 28; see also Hetzel 2016):

        
          Palmer: It destroys the labour of the country; at the present moment in the neighbourhood of London and in the manufacturing districts you can hardly move in any direction without hearing universal complaints of the want of employment of the labourers of the country.

          Spooner: That you ascribe to the measures which it was necessary to adopt in order to preserve the convertibility of the note?

          Palmer: I think that the present depressed state of labour is entirely owing to that circumstance.

        

        In the early 1930s, lack of credibility for the gold standard interacted with the widespread existence of short-term debt owed foreigners held in the financial centers of countries. The new gold standard, or perhaps better a system of exchange rates pegged to the dollar, was a “gold exchange” standard in which central banks held as reserves not only gold but also foreign exchange such as sterling notes. Threat of devaluation or abandonment of the gold standard then became self-fulfilling as short-term debt flowed out of the threatened country.

        Toxic international relations added to the inevitable collapse. Protectionist measures like the American Smoot-Hawley tariff, signed by President Hoover on June 17, 1930, meant that for countries like Germany even deflationary measures to lower the price level and depreciate the terms of trade drastically limited the ability of increasing export earnings to offset capital outflows. Only the United States could have altered the poisonous state of international relations by forgiving the war debts of its allies in return for their forgiving German reparations payments. That could not happen with an isolationist US Congress (Hetzel 2002a)

        Belatedly, on June 20, 1931, President Hoover proposed a one-year moratorium on reparations payments and Allied war debts. However, French animosity toward Germany hindered negotiations to provide financial support to Germany and Austria. Austria and Germany had announced a customs union on March 21, 1931, but France objected regarding it as a violation of the Versailles treaty.

        Contractionary US monetary policy propagated through a gold standard rendered destabilizing by capital flight created a world depression. World depression weakened the democratic German Weimar Republic and undercut the Brüning government, which was devoted to peaceful relations. The unemployment rate in Germany rose from 14.6 percent in 1930, to 22.3 percent in 1931, and to 28.1 percent in 1932 (Hetzel 2002a, table 2, “German Historical Data”). In Germany, in 1932, industrial production was 58 percent of its 1929 level (Yeager 1966, table 16.1, “Indicators of the Great Depression in Six Countries”).

        The initiating event in the financial panics that would force Germany into a de facto end to the gold standard through exchange controls and that would force Britain off the gold standard was a run on the Austrian bank, the Credit-Anstalt, in May 1931. “When the Austrian Parliament passed a law authorizing a government guarantee of new liabilities of the Credit-Anstalt, the shakiness of the government’s own credit robbed the gesture of real significance” (Yeager 1966, 295). The concern of investors then spread to German banks. Yeager (1966, 296) wrote:

        
          German short-term foreign liabilities were almost double German short-term claims of foreigners. . . . On . . . July 13, the Darmstäter und National Bank closed, victim of a run touched off by failure of the largest German textile company, with which it had a close financial association. Failure of this company had converted a run mainly of Germany’s foreign creditors into a flight from the mark into foreign exchange by Germans as well. . . . The Reichsbank raised its discount rate to 15 percent for August.

        

        In August, investors began a run on the British pound. With its gold reserve having declined to its legal minimum, on September 19, Britain abandoned convertibility and the gold standard. When the pound depreciated, foreign banks, which held sterling balances, suffered significant losses, and the run spread to New York. The greatest intensification of the US monetary contraction occurred in fall 1931 when the Reserve Banks raised their discount rates in response to gold outflows.

        There is an unsigned memorandum in the Harrison Papers in the archives at the New York Fed that can be taken only as critical of the lack of leadership by the New York Fed. The author recognized the fragility of the system because of the large amount of short-term balances held in different countries by foreigners. At the same time, preservation of the international gold standard was a prerequisite to world economic recovery because of the disruptive effects of a breakdown. The run on the Credit-Anstalt Bank in Austria spread to Hungary because both were Rothschild banks.

        Everything would depend on dramatic leadership—leadership the New York Fed, the leader of the world’s strongest central bank, abdicated. The anonymous author (HPNY, Confidential Files, June 18, 1931, 2, 15) wrote:

        
          Abandonment of the gold standard appeared to be inevitable unless the “run” on Austria could be checked. The best known method of stopping a run on a bank, or a banking system, or a country, is by making such a display of strength that confidence is quickly restored and funds again flow in as well as out. The question which had to be decided in May 1931 was whether or not to try this orthodox remedy in treating the Austrian situation, a situation which had to be considered not only of itself, but in the light of the almost inevitable effects of failure there upon the weak positions in other countries. . . . Central bank credits are effective more in their creation than in their utilization.

        

        The crisis required two kinds of leadership: one from politicians and one from central bankers. Montagu Norman, head of the Bank of England, understood the gravity of the crisis. In a separate letter, Norman told Harrison, “Unless somebody grasps the problem of reparations and debts we cannot emerge from this mess. . . . The emergency is so great that all reparations and debts should be remitted for five years. . . . There is a world crisis pending because of the situation in Germany arising out of the problem of debts and reparations” (HPNY, Confidential Files, June 18, 1931, 3).

        Capital outflows then spread to Germany. Those outflows “coincided with a disturbed political situation resulting internally in Germany from agitation by the strongly supported extremist parties” [which opposed reparations]. Upon announcement on June 21, 1931, by President Hoover of a proposed moratorium on reparations and governmental war debts, “the outflow of funds from Germany was immediately arrested and confidence somewhat restored. . . . The Reichsbank actually gained slightly in its reserves” (HPNY, Confidential Files, June 18, 1931, 6).

        However, French politics sabotaged the moratorium. The French right opposed all concessions, and France delayed implementation for three weeks (Eichengreen 1995, 277; Yeager 1966, 296). Given the uncertainty, the capital outflows revived. “The Reichsbank’s discount rate went for a week as high as 15 percent . . . and credit restriction was practiced” (HPNY, Confidential Files, June 18, 1931, 7). On July 9, Norman told Harrison that Luther, head of the Reichsbank, had told him that “the position in Berlin is now desperate” and that without “an additional credit in ‘an unlimited amount’ . . . Germany will collapse” (HPNY, Confidential Files, July 9, 1931, 1).

        “Towards the middle of July, at the height of the German crisis, London began acutely to experience the repercussive effects of the situation on the Continent.” Those “repercussive effects” included the freezing of credits on the Continent and lenders to London who had to “recall their funds in order to fortify their cash position at home. . . . From the Scandinavian peninsula to the Balkans the free movement of funds, and consequently of goods, is hampered by public prohibition and private apprehension” (HPNY, Confidential Files, June 18, 1931, 9–10, 12). When Britain went off gold in September, the United States lost “over $700,000,000 in . . . gold during the five or six weeks ended at the close of October. The absence of obstacles in the way of the acquisition of gold here, and the calm manifested in the face of these gold sales, were rewarded by a rapid restoration of confidence in the dollar” (HPNY, Confidential Files, June 18, 1931, 12).

        The author of the memo never mentioned the increase in the New York Fed discount rate from 1½ percent to 3½ percent, nor did he mention a need to maintain the Federal Reserve System gold cover. History might have unfolded differently if Harrison had led a bold rescue effort for Europe. The British crisis and the gold outflows from the United States then might not have occurred. If the United States did experience gold outflows, the Fed could have dealt with them by selling from its gold stock without raising the discount rate as “the US gold stock was at its highest level in history” (Friedman and Schwartz 1963a, 396).

        Harrison worried only that his participation in a loan to Europe might result in a loss to the New York Fed. Repeatedly, he put Norman off, quibbling over details of how the loan would be secured. The Bank of England lent the Austrian government $21,000,000. Then, on May 30, 1931, central banks of eleven countries extended a loan to Austria of $14,071,000, of which the US share was only $1,083,000. The author (HPNY, Confidential Files, June 18, 1931, 14–15) of the internal New York Fed memo wrote:

        
          Our commitments are small in comparison with our total resources, with the domestic demands made upon our resources, and with the stakes involved. It has not been sufficiently appreciated . . . that these stakes were those of the country as a whole; the perpetuation of that degree of confidence in our present credit system which was necessary if there was not to be a complete breakdown.

        

        When it seemed unlikely that France would participate in the Austrian loan, Harrison insisted that he could not participate without the French (HPNY, Confidential Files, June 24, 1931, 2). Leadership from Washington ended with the Hoover initiative on reparations. After the Austrian crisis, Harrison recorded that Treasury Secretary Mellon “thinks something should be done and fairly promptly, but that he is really on a vacation and other than communicating his views to Washington he did not know whether he could do anything more about it. . . . Mr. Mellon . . . knew very little about the fundamentals of the French position” (HPNY, Confidential Files, June 19, 1931, 1).

        Contemporary observers associated the bank failures with the inherent instability of a capitalist system. Competitive devaluations, which favored domestic exporters but disadvantaged other countries especially those part forming the gold bloc, damaged international trade and the world economy. Speculative outflows of short-term funds destabilized currencies. The general association of currency instability in the form of devaluations and the general assumption that speculation was destabilizing created the assumption that fluctuating exchange rates would destabilize international trade and harm domestic economies.

      
      
        9.7. 1932: Open Market Purchases and What Might Have Been

        With the restoration of confidence that the United States would not abandon convertibility of the dollar into gold, in early 1932, for the first time, the Fed experimented with actively supplying reserves to stimulate bank lending and the economy. From February 1932 through August 1932, the Fed’s holding of government securities increased by about $1.11 billion. Offsetting this increase in active reserves supply and reflecting the renewed banking crisis and a renewed concern over gold convertibility, between April and August 1932, gold and currency outflows caused the external reserves supply to decline by $618 million (figure 9.4). However, gold inflows resumed after August 1932, and net reserves supply increased fairly steadily throughout 1932, and member bank borrowing declined fairly steadily (figure 9.5). Despite that fact, in January 1933 at $254 million, borrowed reserves were still well above their low point in April 1931 at $154 million (figure 9.6).

        Because of the asymmetric implementation and operation of the Fed’s free reserves procedures, monetary policy affected the New York banks differently than banks outside New York. Initially, monetary contraction affected the latter more severely. Because the Reserve Bank districts other than New York kept their discount rates significantly higher than New York’s, member banks outside New York incurred a higher marginal cost of reserves. In June 1931, the New York bank discount rate was 1½ percent while in the other districts it averaged 2¾ percent. In January 1932, all the Reserve Bank discount rates were at 3.5 percent. By July 1932, New York had lowered its rate to 2½ percent with little change in the rates of the other Reserve Banks (figure 6.3).

        In 1932, the Fed’s open market purchases liberated the New York City banks from the Fed’s free reserves procedures. That liberation could have been the start to ending the monetary contraction that had perpetuated the Great Contraction. For New York City banks, that liberation meant accumulating excess reserves in sufficient quantity that they did not have to worry that reserves outflows would force them into the window. With New York City banks freed from a marginal cost of reserves elevated by the fear of recourse to the discount window, the arbitrage keeping the prime commercial paper rate above the discount rate ended. With the cost of reserves determined in the New York money market by a reserves supply determined exogenously (figure 6.4), for the first time, in August 1932, the commercial paper rate fell below the New York Fed discount rate (figure 6.3). The market for bank reserves in New York then entailed a lower cost of reserves than in the other Reserve Bank districts in which banks continued to obtain the marginal dollar of reserves through periodic recourse to the discount window. (Discount window supervision prevented arbitrage whereby the New York banks would borrow from the New York Fed and relend to their respondent banks in the interior of the country.)

        The New York banks were favorably placed to free themselves from recourse to the discount window. They had started to build their excess reserves in December 1930 in response to the failure of the Bank of United States. With the resolution of that failure, the process halted but resumed in June 1931 concurrently with widespread currency outflows, only to stop again after the monetary restriction in fall 1931. In April 1932, excess reserves at New York banks began to increase significantly while their use of the discount window basically dropped to zero (figures 9.11 and 9.6).

        Also, the New York City banks had essentially been out of the window since the early 1930s. When in the window, it was only for a day or two.8 Moreover, they had access to a Fed funds market (Goodfriend and Whelpley 1993). New York City banks had also succeeded better in making their portfolios more liquid. Between March 1930 and September 1931, they had decreased their loans by almost 16 percent while banks outside New York had decreased their loans by just more than 7 percent. Over this period, New York member banks had increased their holdings of government securities by about 60 percent while member banks outside New York had increased them by just less than 20 percent (figures 9.12 and 9.13). In August 1932, for central reserve city banks (New York and Chicago), only 1 percent of their total reserves came from discount window loans. In contrast, for reserve city banks and country banks, the numbers were, respectively, 22 percent and 69 percent (figures from Wheelock 1991, 109).
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            Figure 9.12. NYC Banks: Loans and Investments

          
            Loans and investments of central reserve city banks in New York City on call dates. Data were not collected for the March 1932 and March 1933 dates. For these dates, data are interpolated. Heavy tick marks indicate December. Shaded area indicates recession.

          
            Source: Board of Governors (1943, table 23)

          
        
        In 1932, as the Fed supplied reserves with open market purchases, excess reserves increased. The lessening of the pressure on the banking system to contract to build up excess reserves caused M2 to cease its decline and to stabilize. Figure 9.14 plots M2 along with series on total reserves and required reserves. The difference in the latter two series is excess reserves. In 1932, the move in the direction of removing monetary contraction appeared in the decline in money market rates when the commercial paper rate fell below the discount rate, even with total borrowed reserves for all member banks well above their 1931 lows. In mid-1932, with the increase in excess reserves, the loans of New York City banks basically stabilized as did investments at year-end. New York City banks no longer felt the need to contract in order to become more liquid. At banks outside New York City, on the other hand, loans declined until the end of the Great Contraction in March 1933.
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            Figure 9.13. Chicago, Reserve City and Country Banks: Loans and Investments

          
            Loans and investments of Chicago, reserve city and country banks on call dates. Data were not collected for the March 1932 and March 1933 dates. For these dates, data are interpolated. Heavy tick marks indicate December. Shaded area indicates recession.

          
            Source: Board of Governors (1943, table 23)
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            Figure 9.14. M2 and Total, Required, and Excess Reserves of Member Banks

          
            The level of M2 and total and required reserves of member banks. The difference between total and required reserves is excess reserves. Heavy tick marks indicate December. Data from Friedman and Schwartz (1970, table 1) and from Board of Governors (1943, table 101).

          
        
        Annualized quarterly M1 growth, which had averaged −17.5 percent in 1931Q4 and 1932Q1, rose to 3.8 percent in 1932Q4. Annualized quarterly nominal GNP growth, which averaged −25.1 percent from 1931Q4 to 1932Q3, rose to −10.3 percent in 1932Q4 (figure 7.4). As documented in the Mitchell and Burns (1936) quotation above, the economy began an incipient recovery in the summer and fall of 1932.

      
      
        9.8 1932: Why Did the Fed Back Off IN AUGUST 1932?

        Figure 9.11 offers one clue why the Fed ceased its open market purchases. Excess reserves piled up at the New York City banks but not at banks outside New York City. Much of that asymmetry came from the fact that interior banks used additional reserves to repay borrowings while the New York City banks already out of debt accumulated excess reserves (figure 9.6). Also, as a result, between December 31, 1931, and December 31, 1932, the reserves held by country and reserve city banks, which repaid borrowings, fell somewhat from $1,150 to $1,094 million. They rose at the New York and Chicago banks over this period from $825 to $1,416 million (figure 9.10).

        Governors of the regional Reserve Banks outside New York City did not perceive any benefits for their banks.9 The reserves created by the Fed’s open market purchases piled up in New York City. Harris (1933, 463, 619) wrote:

        
          The uneven distribution of the cash distributed by reserve banks is also an obstacle: banks or sections of the country requiring additional cash may not receive it while large balances accumulate in New York. . . . Large surplus funds accumulate in the financial centers long before country banks are out of debt. In other words, the surplus cash created as a result of open market operations may find its way neither to banks heavily in debt nor to communities especially in need of the added stimulus.

        

        Chapter 11 details the role played by Governor Harrison during the brief-lived open market purchases of spring 1932 and the reasons for their cessation. Getting the country and reserve city banks out of the discount window would have required a huge increase in the excess reserves of the New York City banks. With Harrison at the New York Fed and real bills governors at the other regional Feds, that was not going to happen, that is, not until the Roosevelt administration.

        The remainder of this section summarizes the drama in the markets during this period. Concerned by the association between the contraction of credit and deflation with its associated negative consequences for debtors, Harrison became willing to take risks in spring 1932. After orchestrating an attempt to persuade actors in the political system to make efforts to balance the budget and cease efforts to promote the printing of money, under his leadership, the Fed began open market purchases. There ensued a contest between these purchases and gold outflows over which source would most affect bank reserves. The contest seesawed back and forth with moderate increases in bank reserves after March 1932 and sustained increases only after July 1932.

        The French led in gold withdrawals over concern that open market purchases would force the United States off the gold standard. After publication in early 1932 in France of a letter calling the proposed open market purchases inflationary, the French representative of the Bank of France called on Harrison. Harrison (HPNY, Confidential Files, January 20, 1932, 2) recorded:

        
          Lacour-Gayet then said the real purpose of his call today was to discuss a long cable published this morning by Parker Willis in the Agence Economique et Financiere which he said had created a very considerable amount of uneasiness and nervousness in Paris financial circles. He read the article to me, which was headed by the sentence that “Inflation is now the order of the day in the United States.” Lacour-Gayet said he could not over-emphasize the effects of this article in Paris and even in the Bank of France. . . . He indicated the way their minds were running by asking about the increase in our government securities holdings which had occurred since their visit in October.

        

        Concern over whether the United States would balance its budget reinforced the gold outflows. Sumner (2015, 128–29) wrote:

        
          The US Congress provided another source of uncertainty for the markets . . . [as] Congress attempted to close a huge budget deficit. . . . [The] New York Times reflected the worsening situation: “Democratic Leaders Deplore Tax Revolt,” “Leaders Are Bewildered.” . . . By late March, it had become clear that with ongoing budget battles, “mischievous inferences are likely to be drawn in foreign financial centers.” . . . The April 8 New York Times (p. 31) noted that “the foreign attack on the dollar began just before Easter [March 27], when the defeat of the sales tax in Congress led to the widespread belief in Europe that the United States budget would not be balanced.”

        

        Populist efforts in Congress to finance expenditures through printing money disturbed markets. Sumner (2015, 129, 132) wrote:

        
          The financial press viewed the Bonus bill, which would have financed $2 billion in accelerated veteran’s bonuses by printing fiat currency, as a reckless example of “Greenbackism” that would trigger a loss of confidence in the dollar. . . . In addition to the Bonus bill, Wall Street also faced uncertainty over the Goldsborough bill, which would have instructed the Fed to raise prices back to the average level of the mid-1920s. The May 7 Commercial and Financial Chronicle argued that this bill would force a devaluation of the dollar and suggested that the bill was contributing to the US gold outflow.

        

        These concerns led to a decline in the stock market, which fell irregularly after March 8, 1932, and reached its Depression low on July 8, 1932. However, by early July, these concerns had largely dissipated. “A June 15 New York Times headline reported that ‘France Withdraws Her Last Gold Here: Dollar Value Rises,’ . . . Yet the crisis was not quite over. The markets faced one more banking panic, an additional month of congressional budget battles, and completion of the Lausanne Conference before a sustained recovery could begin in mid-July” (Sumner 2015, 135).

        Bank reserves began a moderate increase after March 1932 and then a steady increase after July 1932 until peaking in January 1933 (figure 9.10). Excess reserves began a steady rise starting in April 1932 (figure 9.11). In 1932Q4, the banking system stopped contracting with growth in M2 slightly positive (figure 8.2). Industrial production ceased its precipitous decline in 1932Q2 at its Depression low and then rose slightly.

        In spring 1932, markets feared that attempts to raise the price level as a way of fighting the Depression would lead to a gold crisis as had occurred in fall 1931. A year later, in contrast, when Roosevelt ended gold convertibility and the threat of a gold crisis disappeared, the markets responded in an unambiguously positive way to administration actions designed to raise the price level. Still, the open market purchases of spring 1932 contributed to the perception that expansionary monetary policy had been tried and had failed. Hardy (1932, 219–21) claimed that “the price level is not readily controlled by credit manipulation. . . . The experience of 1930–32 indicates that a price change can run very far in the face of determined efforts to reverse it by credit policy.”

      
      
        9.9. Early 1933: The Collapse of the Banking System

        Monetary policy became sharply contractionary in February 1933 when currency outflows from banks (figure 9.7) and then gold drains revived and statewide banking moratoria spread panic. Figure 9.4 shows the sharp, unprecedented drop in external reserves supply from currency drains. Net reserves supply dropped, and banks were forced into the window (figures 9.5 and 9.6). As occurred after mid-1931, total reserves of banks declined (figure 9.10). The excess reserves painfully accumulated by banks disappeared (figure 9.11). The Fed fiddled while the banking system burned.

        Governor Eccles (US Congress 1935a, March 18, 382) testified:

        
          If a bank reaches a position where the customers have called upon the bank for currency and it is unable to meet that call, that bank closes. Many of the banks in this country were unable to meet that call, not because they were not sound but because they did not have the eligible paper with which to go to the Reserve bank and get credit. . . . As the number of banks closing increased, the demand for currency increased, not because of the activity of business but because of hoarding; and the very fact that the banks were unable to go to the Reserve banks with sound assets to meet the demands of these depositors meant finally a banking collapse. Had the banks been able to pay their depositors in currency, the depositors would not have wanted the currency as was demonstrated after the bank holiday.

        

        Eccles testimony was disingenuous. He did not mention the failure of the Fed to provide through open market operations the reserves required to prevent a decline in the nonborrowed reserves of banks. Also, it was not true that member banks lacked eligible paper as documented in the earlier Warburton (1952 [1966], 339) quotation.

        The lack of comprehension within the Fed of its responsibility to ensure the stability of the banking system represented a general failure to understand the role of the Fed as a central bank. That failure appeared in the basic irrelevance of the advice urged on incoming president Roosevelt by outgoing president Hoover in early 1933. As Meltzer (2003, 383) wrote: “In mid-February, President Hoover wrote to Roosevelt to inform him about capital flight, currency drains, and the threat to the exchange rate and the gold standard. Hoover’s letter blamed the problem on agitation to tinker with the financial system, publication of RFC [Reconstruction Finance Corporation] loans, and the like. The letter asked Roosevelt to commit to a policy based on the gold standard and a balanced budget and to reassure the public that the country would recover if the government followed sound policies.”

      
      
        9.10. What Made the Great Contraction So Deep and So Long?

        Unlike the British gold standard, which was built on making bank reserves respond to the international balance of payments, the US monetary standard was built on real bills principles. Unlike England then, in the United States, member bank borrowing from the discount window provided significant amounts of the reserves of the banking system. That borrowing was the instrument used by the Fed to enforce the allocation of bank credit to productive rather than to speculative uses. What no one understood at the time was that by determining the marginal cost of obtaining reserves for banks, the Fed, not the market, determined the interest rate. The stance of monetary policy, contractionary or expansionary, therefore, emerged out of the way in which the interest rate interacted with the role played by the interest rate in the operation of the price system. That role is captured by the natural rate of interest—the interest rate that keeps output at potential. By analogy with price fixing, an interest rate maintained above the natural rate of interest required contraction of the banking system, measured here by the rate of growth of M2 (figure 8.2).

        According to real bills principles, banks would obtain reserves through the discount window by discounting short-term commercial paper—real bills. Those eligibility criteria for discounting would assure that bank lending would move goods and crops to market instead of financing speculative activity. The discounting of real bills, which are short-term commercial paper, meant that discount window borrowing had to be short-term. The exclusion of long-term borrowing meant that banks could not borrow to finance speculative lending. Hardy (1932, 231) wrote:

        
          This tradition [“a bank ought not to borrow in order to relend at a profit”] is . . . in part the survival of a pre-war tradition which made any sort of borrowing by a bank a confession of weakness; and in part an expression of a broader traditional principle that any sort of permanent capital investment—industrial, commercial, or agricultural—ought to be financed by long-term capital instruments rather than by short-term borrowing. (italics in original)

        

        Before 1929, provided banks had eligible paper to discount, borrowing at the discount window went unchallenged as long as banks were not in the window continuously. The New York Fed defended that principle, but in early 1929 it lost to the Board, which advocated the policy of direct pressure. The open market sales of government securities that began in 1928 required a significant increase in discount window borrowing by banks collectively and assured that all banks would be involved in the musical chairs of being in and out of the window. Direct pressure then pressured all banks by inviting scrutiny over whether their security loans were being used to finance speculation. All banks had an incentive to liquidate their assets to accumulate excess reserves. For the banking system, with the policy of direct pressure and the administrative costs that it imposed on banks, monetary policy would remain contractionary as long as banks collectively had to borrow from the discount window.

        In the Great Contraction, the Fed’s free reserves procedures kept the real rate of interest (the marginal cost of reserves) above the natural rate of interest.10 Because the latter is not observable, this contention relies on events similar in spirit to semicontrolled experiments. In 1932, when open market purchases and then gold inflows allowed the New York banks to build up excess reserves and thus freed them from the fear of being forced into the discount window, M2 growth stabilized, and the economy recovered. After the cyclical trough in March 1933, the steady increase in excess reserves and reduction in discount window borrowing had the same effect of removing the determination of the market interest rate from the control of the Fed (see figures 9.6 and 9.11). Chapter 10, however, argues that cost-push shocks engineered by policies of the Roosevelt administration limited the recovery even with the end of contractionary monetary policy.

        In the 1930s, no one understood the monetary regime created by the Federal Reserve Act. Policy makers were like sailors at sea whose boat had sunk and who were desperately holding on to the wooden fragments of a lost gold standard psychology.11 As emphasized by Friedman and Schwartz, at all times in the Great Contraction the Fed had the ability to end the contraction of money. In principle, the Fed could have instituted a zero-lower-bound policy by setting discount rates at zero. It could then have undertaken purchases of long-term government securities (quantitative easing) until all banks were out of the discount window. The market would then determine the interest rate.

        
          [image: ]

          
            Figure 9.15. US Long-Term Interest Rates: 1856–2004

          
            Yields on long-term government securities from 1920 until 1953 are from the Board of Governors (1943), and those for 1941–70 from Board of Governors (1976). Thereafter, Treasury ten-year constant maturity bonds from Board of Governors, “Selected Interest Rates,” Statistical Release G.13, are used. The railroad bond yields are from Macaulay (1938). The shaded regions represent recessions.

          
        
        Figure 9.15 shows the behavior of long-term interest rates. They remained well above zero during the Great Contraction. Purchasing bonds would have created money and in doing so set off the portfolio rebalancing that would have raised asset prices and stimulated expenditure. Of course, just to state this possibility makes evident how wildly implausible it would have been in a world imbued with real bills principles and gold standard psychology. The next section restates that fact.

      
      
        9.11. Why Did Learning Prove Impossible?

        One reason that a contemporaneous understanding of the monetary origin of the Great Contraction proved impossible was that there was a ready explanation. The Great Contraction occurred as a failure to heed real bills principles. It appeared as evidence that the Fed had failed to properly implement the intended system in which the market demand for productive credit would automatically control the extension of credit. William Allan White (1938, 289–90), an iconic American newspaper editor, expressed this universally accepted real bills view in a biography of President Coolidge:

        
          The ideal of the Federal Reserve System was that there would never be any excess reserves and that there would never be any reserve deficiencies, that elastic Federal Reserve credit would control the volume of reserves of the member banks, letting them expand when they were needed and causing them to contract when the need was over. . . .

          What the [NY] Reserve Bank did [in 1927] . . . was to buy several hundred million dollars worth of government securities. The effect of this, combined with the incoming gold, was to make money rates drop. Then, as merchants had no use for additional funds, the funds began to flow into (a) collateral loans against stocks, (b) bank investments in bonds, (c) installment finance paper, (d) real estate mortgage loans in banks.

          The incoming gold and the excess credit created by the Federal Reserve banks created excess reserves in the hands of the member banks of the Federal Reserve System. These excess reserves became then the basis for an expansion in the superstructure of commercial bank credit on a multiple ratio.

        

        The view expressed above dominated contemporary thinking. Garet Garrett (1931, 79, 81) wrote in the Saturday Evening Post:

        
          What the Federal Reserve System did was to force into the hands of the banking world a vast amount of surplus credit and money—much more than there was any legitimate need for. . . . The banks did not need this credit and had not asked for it. . . . Naturally, they loaned it to Wall Street brokers and speculators, and what these did with it was to foment a speculation nobody was able afterward to stop.

        

        Benjamin Anderson (1931, 4–10, 14), an economist at Chase National Bank of New York, expressed the accepted view of recession as the required purging of prior speculative excess:

        
          In credit matters, the equilibrium doctrine is far more interested in having a good quality of credit than it is in having a large quantity of credit. . . . The equilibrium doctrine looks upon periods of reaction and depression as periods of liquidation of credit and improvement of the quality of credit, as times for the paying of debts. . . . The great depression is due to an unbalanced economic situation. . . . In periods of crisis and depression the general rule has been that both prices and costs yield, and that, in the reduction of prices and costs, and in the restoration of a proper relation of prices to costs . . . the foundation of recovery is laid.

        

        Just as after the 1920–21 recession, the Fed realized the cost of recession and the threat to its independence. It doubled down with the Depression. The moral drawn was the same. The Fed had to prevent the emergence of the speculation whose collapse led to recession and deflation.

        Another answer to the question of why the Fed could not learn is that universally the assumption was that monetary policy was “easy” but ineffective. Hardy (1932, 55) wrote:

        
          As soon as it was clear that the stock market boom was over and that the immediate future held threat of business depression, the Federal Reserve system adopted a policy of monetary ease. This policy was expressed both through large purchases of United States government securities and through unprecedented reductions of Reserve Bank rediscount and acceptance rates.

        

        A misunderstanding of their primitive free reserves procedures led policy makers to believe that reductions in the discount rate were ineffective in spurring loan demand and borrowing at the window. Hardy (1932, 55) wrote, “In spite of these reductions, the volume of rediscounts fell to the lowest level in the history of the Reserve system.” Policy makers did not understand the endogenous determination of borrowed reserves. Even with reductions in the discount rate, a leftward shift in the reserves demand schedule (Rd in figure 8.4) due to the recession would reduce borrowed reserves. Hardy (1932, 220–21, 239) continued:

        
          The volume of credit outstanding is not susceptible of direct control. . . . The demand for short-term funds is inelastic and highly variable. In times when credit is being liquidated, the lowering of the rediscount rates has very little significance. The purchase of securities by the Reserve Banks has somewhat more effect on the volume of credit than have changes in the rediscount rate, but its primary incidence is on the rates charged in the open market. It does not produce corresponding changes in the amount of credit taken by business men. . . . The Reserve system . . . has . . . very little power to bring about an increase [in “the amount of credit extended to the public by the banks”] in time of depression. (italics in original)

        

        In 1932, policy focused on the supply of reserves with little Federal Reserve System regard for the discount rate. Only New York lowered its discount rate, reducing it from 3.5 percent in January 1932 to 2.5 percent in July 1932. The other Reserve Banks left their discount rates at 3.5 percent. The exception was the Chicago Fed, which lowered its discount rate from 3.5 percent to 2.5 percent in June 1932. The reason, however, was because of a local banking panic (Calomiris and Mason 1997). Hardy’s comment above that open market purchases affected rates in the New York money market rather than the local demand for credit undoubtedly was a factor in the lack of support by the regional Reserve Banks for the 1932 program of open market purchases.

        Hardy (1932, 236) wrote, “The price data . . . show no evidence of any responsiveness to Reserve system policy. Any relationship which may exist . . . does not show itself in experiments which run only over periods of a year or two.” Universally, in the United States, apart from Lauchlin Currie, everyone took the recession and the deflation as phenomena given to the Fed rather than caused by contractionary monetary policy. The only question was whether the Fed had the tools to offset them. The persistence of depression appeared to offer a negative answer.

        The general belief that the transmission of monetary policy ran through the conduit of the banking system caused policy makers to conclude that “low” interest rates had failed to stimulate bank lending and expenditures of the public. With the publication of Keynes’s (1936 [1964]) General Theory of Employment, Interest and Money in 1936, converts to Keynesianism expressed those ideas in terms of “elasticity pessimism”—the assumption that the behavior of economic agents was insensitive to relative prices in general and interest rates in particular. A Wicksellian explanation for the Great Contraction in terms of the Fed holding the real rate above the natural rate was out of the question.

        In the mind of contemporaries, the 1929 stock market crash followed by the Depression cemented the idea that the Depression had resulted from an artificially high level of output supported by the speculative extension of credit. The collapse of a house of cards built on the speculative extension of credit initiated the Depression. The Fed came in for fierce criticism, but it was for allowing the speculative excess to get out of hand in 1927.

        At the New York Fed, even with the benefit of hindsight, W. Randolph Burgess, who had become deputy governor of the New York Fed in 1930, blamed the Depression on the collapse of speculative excess. Burgess (1936, 282–83) wrote:

        
          It now seems clear that the very economic strength and rapidity of progress of the country was its undoing, for it was this strength which supported and seemed to justify a vast speculation in securities, in which a surprisingly large number of people participated, on borrowed money. . . . This speculative orgy disturbed profoundly the country’s economy.

        

        Hawtrey (1932 [1962], 204–5) wrote of the near-universal explanation of the Depression:

        
          To contemporary observers of the successive trade cycles these phases were familiar and obvious. The financial crisis which was closely associated with the cycle came at the culminating point of a period of speculation or “over-trading,” which was essentially an abuse of credit. Credit, having been over-expanded, had to contract, and traders who had been depending on credit were driven to liquidate. Forced sales caused a collapse of prices, and there ensued bankruptcies, general distrust and stagnation.

          The cycle was explained in terms not of money but of credit. The individual borrower was imprudent. He borrowed more than was in due proportion to his own capital; he bought at prices higher than he had any certain prospect of selling at; when his expectations were disappointed, he went bankrupt, and brought embarrassment to his creditors. If many people committed these imprudences at the same time, that was attributed to crowd psychology or herd instinct.

          The responsibility of the central bank was seen in the shape of the encouragement it gave to imprudent borrowers by its willingness to lend. The crisis was precipitated when a shortage of reserves compelled it to reverse this policy and to give a still more cogent example of unwillingness to lend.

        

        Inside the Fed, everyone accepted this explanation for the Great Contraction. That explanation blamed the Fed for the Depression but not for the contractionary policy started in 1928. Instead, the blame originated in the Fed’s not having begun a contractionary monetary policy sooner to stifle the speculative bubble before its collapse initiated the Depression. Participants in internal debates who at times advocated open market purchases had to argue that an “easy money” policy would revive the economy without sowing the seeds of another speculative bubble.

        One way to understand the impossible journey required to travel from actual policy in the Depression to a stabilizing policy is to note the criticism by John Henry Williams of Keynes’s Treatise of Money. Williams was the most distinguished economist at the New York Fed. A Harvard PhD, he joined the New York Fed in spring 1933 and, after 1934 divided his time between the New York Fed and Harvard. The criticism by Williams (1931, 578) of Keynes’s use of the natural rate of interest shows how far economists were from thinking of the interest rate as part of the price system that organized the functioning of the macro economy:

        
          I cannot help feeling that this distinction between market rate and natural rate does not advance us at all. It sounds like a solution of the difficulty, but amounts merely to another way of stating the difficulty. If the natural rate were visible, the case might be different, but only the market rate is known. The natural rate is an abstraction; like faith, it is seen by its works.

        

        What would have been required to give content to Williams’s last statement that the natural rate “is seen by its works”? That is, what analytical framework would be required to attribute the Great Contraction to a monetary policy that kept the real rate above the natural rate? Nothing in the observation of the succession of events posed a contradiction to the speculative-excess explanations of real bills. Hawtrey (1932 [1962], vii) identified the problem: “The more intricate the subject, the more inadequate and indeed misleading is the empiricism which evolves practical precepts haphazard from the superficial uniformities of the past.” What was required was an analytical framework with predictive ability and a series of experiments to test that framework. That combination came only in the post–World War II period.

        What was required of such an analytical framework? First, monetary policy makers would have had to understand the difference between financial intermediation and money creation. As Representative James G. Strong (D-KS) said (US Congress 1932b, May 12, 26), “The people for and against this bill [An Act for Restoring and Maintaining the Purchasing Power of the Dollar] are composed . . . of two classes: the banker-minded who uses money as a commodity for making profit, and those who believe that money should be used as a measure of value for the purpose of exchange between the people who buy and sell their labor and their goods.” Second, central bankers would have had to understand the difference between the price level and relative prices and would have had to accept their responsibility for the former. Third, they would have had to understand the interest rate as part of the price system. Furthermore, they would have had to accept that the price system worked well to provide for macroeconomic stability provided the central bank ensured an environment of nominal stability.

        No doubt the human characteristic of an unwillingness to admit mistakes entailing horrific consequences reinforced the inability of policy makers to learn. Friedman (1970, 12) wrote:

        
          It was believed [in the Depression] . . . that monetary policy had been tried and had been found wanting. In part that view reflected the natural tendency for the monetary authorities to blame other forces for the terrible economic events that were occurring. The people who run monetary policy are human beings, even as you and I, and a common human characteristic is that if anything bad happens it is somebody else’s fault.

        

        Nevertheless, no one even outside the Fed mounted a sustained, effective attack on monetary policy as uniformly contractionary in the Depression.

        The struggle to understand the Great Depression provided the stimulus for the creation of modern macroeconomics. However, only slowly following World War II did the key concepts of modern macroeconomics emerge. Only later and only slowly did economists systematize an understanding of the behavior of the economy controlled by the operation of the price system with the real (inflation-adjusted) interest rate as the intertemporal price of resources. Symptomatic of the intellectual void was the fact that the Fisher (1896) who understood the real rate of interest as the intertemporal price of resources in Appreciation and Interest (1896) never connected with the Fisher (1911 [1963]) of the quantity theory in The Purchasing Power of Money. That connection occurred only very slowly in the post–World War II period. With no understanding of the price system, early policy makers had no comprehension that markets determined well-defined values of real variables, especially a “natural” rate of interest (Friedman 1968 [1969]).

        Only well into the second half of the twentieth century did economists come to think of monetary policy as a rule (reaction function) that controlled the interaction between the setting of the central bank’s policy instrument (the interest rate on bank reserves or the funds rate) and the behavior of the economy. Early policy makers lacked the framework for understanding that they were setting the interest rate rather than acting as a reservoir of loanable funds. They had no way of comprehending the importance of a rule that would allow the price system to work by causing the real interest rate to track the natural rate of interest.

        In the Volcker-Greenspan era, the FOMC understood the need for consistency as a prerequisite for shaping how markets responded to incoming information on the economy. That consistency made the term structure of interest rates into a stabilizing influence on economic activity. The distance separating the money policy of the early Fed and modern monetary policy appeared in the exchange between Representative Goldsborough and Governor Harrison. Harrison, always ready to pull out reserves in the event of evidence of a revival of speculation, was unwilling to commit to any sustained monetary stimulus. The exchange occurred in 1932 in the House hearings on the Goldsborough bill.

        Representative Goldsborough argued that an articulated, explicit policy would render monetary policy potent through its constructive influence on expectations. In contrast, Harrison (US Congress 1932a, April 13, 462–71) took expectations as given and argued that banker pessimism about the future rendered impotent the stimulative actions (open market purchases) undertaken by the Fed:

        
          Harrison: That pressure [excess reserves] does not work and will not work in a period where you have bank failures, where you have panicky depositors, where you have a threat of huge foreign withdrawals, and where you have other disconcerting factors such as you have now in various sorts of legislative proposals which, however wise, the bankers feel may not be wise. You then have, in spite of the excess reserve, a resistance to its use which the reserve system can not overcome. . . .

          Goldsborough: In anything like normal times, specific directions to the Federal reserve system to use its power to maintain a given price level will tend to decrease very greatly these periods, or stop these periods of expansion and these periods of deflation which so destroy confidence and produce the very mental condition that you are talking about. . . . I do not think in the condition the country is in now we can rely upon the action of the Federal reserve system without the announcement of a policy. A banker may look at his bulletin on Saturday or on Monday morning and see that the Federal Reserve system has during the previous week purchased $25,000,000 worth of Government securities. But that does not restore his confidence under present conditions because he does not know what the board is going to do next week. . . . If this legislation . . . were passed, the Federal Reserve Board could call in the newspaper reporters and say that Congress has given us legislative directions to raise the price level to a certain point, and to use all our powers to that purpose, and we want you to announce to banks and public men at large that we propose to go into the market with the enormous reserves we now have available under the Glass-Steagall Act and buy $25,000,000 of Governments every day until the price approaches the level of that of 1926. . . . If the bankers and business men knew that was going to be the policy of the Federal reserve system, . . . it would restore confidence immediately . . . and the wheels of business would turn. . . . [italics added]

          Harrison: We have bought since the crash in the stock market approximately $800,000,000 to $850,000,000 of additional Government securities. . . . However, when after all the huge withdrawals of currency for hoarding purposes . . . we had in the system a relatively small proportion of free gold. . . . While I would have liked to proceed further and faster last year, I was adverse to doing so till we had the protection of the Glass-Steagall bill. . . . Perhaps we could have gone a little faster without clogging the banks by giving them too much excess reserve. If you give them too much excess reserve when they lack confidence it is just like flooding the carburetor of an automobile. . . .

          Discounts in the system have gone down. . . . In our experience in the Federal Reserve system such a reduction in discounts or borrowings from the reserve banks operates as a real relaxation in the attitude of lending banks. . . . Let us suppose we should go. . . .

          Goldsborough: [interrupting] No; not whether you had determined to go so many millions further, but that you had announced a policy after the passage of this bill that you were going to raise the price level to a certain point and you were going to buy till that was done. That is a very different proposition.

          Harrison: Yes; I think so. I think it is a very much more difficult proposition because I do not think there is any one power or authority in the world that can say they are going to raise the price level. There are so many factors to be taken into consideration; unless you have control of all of them (even human psychology), you cannot be assured you can raise it. . . . I think to make a statement of that character [raise the price level] to the public and to the world would be one of the most unfortunate things the system could do, because primarily they would not be able to deliver all by themselves.

        

        In later hearings, Representative Strong (US Congress 1932b, May 12, 28) testified similarly:

        
          If the people of this country knew that through the Federal reserve system they were going to pour money out until there was a reaction, they would have a restoration of confidence. . . . I do not think they [powers given to the Fed by Congress] ought to be used to regulate the price of stocks and bonds. I think they ought to be used to stabilize the purchasing power of the dollar.

        

      
      
        9.12. Concluding Comment

        What prevented the New York Fed from continuing to experiment with the procedures it had developed in the 1920s aimed at controlling the flow of credit as a countercyclical tool? Why did no one understand that the Fed itself was responsible for a sustained contractionary monetary policy? Even granted the hard-core real bills views of governors like McDougal at the Chicago Fed, why did the New York Fed fail to develop an effective challenge to those views?

        Nothing in the experience of early policy makers provided the analytical framework required to separate financial intermediation from money creation and the association of monetary stability with procedures that allowed the price system to provide for macroeconomic stability. In the 1920s and 1930s, policy makers could always rationalize bad outcomes in terms of their existing framework. There was no framework capable of challenging their views. Only with the development of modern macroeconomics did the analytical tools exist to test hypotheses. There was a quantity theory tradition—disreputable in the eyes of policy makers because of its use by the populist/agrarian movement. Nevertheless, no one at the time put it into a form capable of challenging the Fed.

      
    
  
    
      
        [ Chapter 10 ]

        The Roosevelt Era

      
      
        Summary: A decade-long level of unemployment that imposed great human misery defined the Great Depression. Its length led to the Keynesian intellectual consensus that the price system failed to assure a level of aggregate demand consistent with full employment. Gordon and Wilcox (1981, 50) wrote, “Arguing against acceptance of an extreme monetarist interpretation [of the Great Depression] . . . [is] the apparent absence of any tendency for the mechanism of price flexibility to provide strong self-correcting forces as required by an approach that stresses monetary rules and opposes policy activism.” To evaluate this viewpoint, one needs knowledge of the monetary standard during the 1930s.

        There were two monetary standards during the Great Depression, although both were fiat money standards. During the first, the Great Contraction, from August 1929 through March 1933, apart from several months in 1932, monetary policy was unrelentingly contractionary. Fed procedures kept the real rate of interest above the economy’s natural rate of interest. The second monetary standard lasted from April 1933 until spring 1942 when the Fed began to peg interest rates.

        In the period after January 1934, the extent to which the Federal Reserve monetized gold inflows and the public demanded currency determined bank reserves. Bank demand for excess reserves then determined the amount of reserves available to support deposits. Through the standard reserves-money multiplier, the determination of money followed. Money interacted with a well-defined demand for money to determine nominal expenditure (output). The disruptive element then was twofold. First, two supply-side (markup) shocks forced up prices while monetary policy put a lid on nominal expenditure. The first shock began in May 1933 with the National Industrial Recovery Act, and the second shock began in 1935 with the Wagner Act. Output suffered, and by the start of World War II output remained well below a pre-Depression trend. The second disruptive element came from increases in reserve requirements in 1936 and 1937 that caused the banking system and money to contract.

      

      The magnitude of the economic catastrophe represented by the Great Depression remains beyond comprehension. The decline in output per capita was unprecedented. It declined 34.1 percent from 1929 through 1933. In 1939, the figure was only slightly higher than in 1929 (figure 10.1). The unemployment rate, after peaking in May 1933 at 25.6 percent, declined only to rise again to 20 percent in June 1938 (figure 10.2). As late as April 1940, it was 16 percent. In 1939Q4, industrial production was only slightly higher than in 1929Q3 (figure 10.3).1
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          Figure 10.1. Real Output per Capita

        
          Annual observations of one hundred times the logarithm of per capita real output and a trend line. Real output is real GNP from Balke and Gordon (1986) until 1929. Thereafter it is real GDP from the Commerce Department. “Resident population” used to calculate the per capita series is from Haver Analytics. The slope of the trend line equals 2.0.
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          Figure 10.2. Unemployment Rate

        
          Monthly observations of the unemployment rate. Shaded areas represent recessions. Heavy tick marks indicate December.

        
          Sources: NBER Macrohistory Database; St. Louis FRED
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          Figure 10.3. Industrial Production

        
          Quarterly observations of industrial production. SA, 2012=100. Shaded areas represent recessions. Heavy tick marks indicate fourth quarter.

        
          Source: St. Louis FRED

        
      
      In the Depression, both the public and the banks wanted to become more liquid. Given the vast amount of economic insecurity, the public’s precautionary demand for currency increased. Banks wanted excess reserves for two reasons. First, the Fed had basically shut down their two principal sources of reserves adjustment: the call loan market and the discount window. Second, they had been burned by bank runs. From the perspective of the inelastic supply of reserves, the Fed returned the banking system to the pre-Fed national banking system. Over the period from 1900 through 1913, national banks had held reserves averaging about 27 percent of their deposits.2 Banks would spend the 1930s attempting to rebuild that reserve.

      In the Great Contraction, from August 1929 through March 1933, the quantity-theoretic tension that drove down prices and output arose from the forced contraction of the banking system and bank deposits colliding with the increased demand for liquidity (money). In the remainder of the Depression from April 1933 until 1941 and the start of World War II, the tension arose in two ways. The first was the forced contraction of the banking system that occurred with the increase in reserve requirements in 1936 and 1937. The second was the limitation placed on the growth of bank reserves given by the extent to which the Fed monetized gold inflows. That limitation put a ceiling on the growth of money and nominal expenditure and output. Supply-side shocks in the form of the programs of the Roosevelt administration to force up wages and prices then produced cost-push shocks that depressed output and employment.3

      
        10.1. Another Monetary Experiment

        The change in the monetary standard after March 1933 offered an extraordinary semicontrolled monetary experiment. Before then, reserves provision to banks and the marginal cost of reserves had been endogenously determined in the market for bank reserves through the interaction between a Fed reserves supply schedule and a banks’ reserves demand schedule. After March 1933, reserves provision became exogenously determined. The characterization of the reserves market changed from figure 6.1 to figure 6.4. Nevertheless, despite the change in the nature of reserves provision, money growth and nominal output growth remained correlated.

        According to traditional Keynesian views of money and its impotence, the positive correlation between money and nominal output should have disappeared. That is, from the Keynesian perspective, the correlation in the pre–March 1933 period with endogenous reserves supply arose because of the passive adjustment of nominal money to the public’s real money demand. Temin (1976) expressed this view. As summarized by Schwartz (1981, 8), Temin argued that an exogenous decline in consumption and a fall in exports due to a worldwide depression in agriculture initiated the Great Depression. The decline in output produced a decline in real money demand, which the Fed accommodated through a decline in nominal money. If the Keynesian story is valid, the correlation between money growth and nominal output growth should have disappeared after March 1933 when reserves supply changed from passive to exogenous. It did not.

        An understanding of the change in the monetary standard after March 1933 is also central to understanding a major puzzle of the Depression. If the Great Contraction was due to monetary disorder as evidenced by monetary contraction (figures 7.3 and 7.4) and deflation (figure 7.5), why did not the economy rebound to its potential level after March 1933? Did not the significant rates of growth of money and inflation that followed March 1933 indicate expansionary monetary policy? In terms of the Wicksellian framework, positive money growth should have indicated a real rate of interest below the natural rate.

        An answer to these questions starts with the realization that after March 1933 bank reserves were exogenously given. As a consequence, so was nominal money and nominal expenditure (output). A reserves-money multiplier framework is relevant rather than a Wicksellian framework. First, it took time for banks to build up their excess reserves to achieve the liquidity they desired. That limited the money (deposit) creation associated with the given amount of reserves. The public desired to remain significantly more liquid than before the Great Contraction by holding currency. The resulting limitation on money creation limited nominal expenditure. Second, supply-side shocks created an unfavorable real-nominal breakdown in the given nominal expenditure growth.

        A picture of this story can be shown graphically. Figure 10.4 shows the reserves of banks adjusted for the extent to which increases in reserve requirements removed reserves from serving as a base to expand deposits, and conversely for decreases in reserve requirements. As shown in figure 9.7, starting in 1934, the Fed held constant its portfolio of securities. Growth in the monetary base (currency plus bank reserves) came exclusively from the gold inflows monetized by the Fed.4
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            Figure 10.4. Reserves Adjusted

          
            Quarterly observations of reserves adjusted for changes in reserve requirements, SA (see R. Anderson et al. 2003). Shaded areas represent NBER recessions. Heavy tick marks indicate fourth quarter.

          
            Source: St. Louis FRED
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            Figure 10.5. Currency

          
            Quarterly observations of currency, NSA. Currency includes currency held in bank vaults. Shaded areas indicate recessions. Heavy tick marks indicate fourth quarter. Source: St. Louis FRED.

          
        
        The public’s demand for currency reduced the extent to which increases in the monetary base showed up as bank reserves (figure 10.5). The increase in the excess reserves of banks reduced the extent to which increases in reserves showed up as increased deposits. Figure 10.6, “Free (Excess Minus Borrowed) Reserves,” which are excess reserves minus borrowed reserves, tells the same story. After March 1933, the series is effectively excess reserves because borrowed reserves are minimal. Figure 7.4 shows M1 growth, which is exogenous. Real money demand also increased strongly (figure 10.7).
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            Figure 10.6. Free (Excess Minus Borrowed) Reserves

          
            Observations are monthly. Free reserves are excess reserves minus borrowed reserves. The series for excess reserves starts in 1929. They are small and stable until end 1930. Shaded areas indicate recessions. Heavy tick marks indicate December. Data from NBER Macrohistory Database and St. Louis FRED.
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            Figure 10.7. Real M1

          
            Quarterly observations of real M1. Real M1 is nominal M1 divided by the CPI (multiplied by 100 and subtracting 33). Shaded areas represent recessions. Heavy tick marks indicate fourth quarter. M1 is from Friedman and Schwartz (1970), and CPI is from NBER Macrohistory Database, St. Louis FRED.

          
        
        To return to the original question, why did not output return rapidly to potential output after the cyclical trough in March 1933? As measured by industrial production, output did jump rapidly for a few months but then stalled (figure 10.3). Several authors have advanced the idea that the recovery stalled because passage of the National Industrial Recovery Act, NIRA (Cole and Ohanian 2004; Sumner 2015; and Weinstein 1981). With money determined exogenously and with velocity steady (figures 9.1 and 9.2), a cost-push shock that raised the price level would depress output.

        Figure 10.8 shows real wages. They jumped sharply with the implementation of NIRA in summer 1933. Industrial production then ceased to expand (figure 10.3). Inflation jumped (figure 10.9). The real wage jumped again after passage of the Wagner Act (the National Labor Relations Act of 1935), which encouraged unionization, and the resulting wave of strikes and industrial strife. Again, inflation increased. In 1936 and 1937, the Board of Governors increased reserve requirements dramatically, and bank excess reserves declined (figure 10.4). Money growth ceased (figure 7.4). The economy went into recession in 1937Q2. The following expands on this summary.
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            Figure 10.8. Real Wage

          
            Monthly observations of real average hourly earnings, production workers, manufacturing for United States, 1957–59 dollars, SA. Shaded areas represent recessions. Heavy tick marks indicate December.

          
            Sources: NBER Macrohistory Database; St. Louis FRED
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            Figure 10.9. Inflation and Real GNP Growth

          
            Quarterly observations of four-quarter percentage changes in real GNP and in the GNP deflator. Heavy tick marks indicate fourth quarter. Shaded areas indicate NBER recessions.

          
            Source: Balke and Gordon (1986)

          
        
      
      
        10.2. Ending Gold Convertibility in 1933: Setting Off and Killing the Boom

        Until spring 1933, the conservative mood of the country rendered monetary reform and abandonment of gold convertibility politically impossible. In early 1933, bank suspensions increased from the low level reached in fall 1932. On January 25, 1933, by publishing the names of the banks that had received its loans, the Reconstruction Finance Corporation (RFC) created doubts about their soundness. Until early February, deposit withdrawals from banks “represented largely transfers from weak to strong banks” (Reeve 1943, 34). Sales of liquid assets from the weak banks, however, caused a deterioration in the assets of the strong banks as well. On February 14, 1933, the governor of Michigan declared a statewide bank holiday to prevent withdrawals after closing a Detroit bank. His action set off bank runs in adjoining states. The runs spread nationwide, and upon his inauguration newly elected president Roosevelt declared a nationwide bank holiday.

        The banking holiday in force for March 6–9, 1933, prohibited transactions in gold coins. Acting based on legislation passed March 9, 1933, on March 10, 1933, Roosevelt issued an executive order prohibiting the export of gold except that licensed by the Treasury. On April 5, 1933, he issued an order that forbade private possession of gold. On April 19, at a press conference, Roosevelt announced: “The government will not allow the exportation of gold. . . . The whole problem before us is to raise commodity prices.” The dollar then depreciated by 10 percent relative to sterling (Edwards 2018, 57). The nation had abandoned gold convertibility and in the popular mind the gold standard.

        “It was not until January 1933 that the popular mood began to settle into an attitude of desperation which threw overboard the dogma of monetary orthodoxy” (Reeve 1943, 36). Populist groups like the Farmers’ Union demanded inflation and a moratorium on farm debts. In Congress, a solid bloc of senators representing states in the South and the West and in rural areas supported their demands. At a special congressional session on March 16, 1933, the Roosevelt administration introduced a farm relief bill. Shover (1965, 20) wrote:

        
          Senator Frazier called for a refinancing of farm mortgages at 1½ percent through issuing fiat money; Senator Wheelock called for free and unlimited coinage of silver at 16–1. . . . An omnibus amendment sponsored by Senator Elmer Thomas, combining silver remonitization, alteration of the gold content of the dollar and the issuance of greenbacks, was soon coming to a vote. It seemed likely that inflationists could unite around it to create a Senate majority. If mandatory and uncontrolled inflation was to be avoided, the initiative lay with the White House.

        

        Reeve (1943, 38–39) wrote similarly:

        
          Undoubtedly the majority sentiment in both houses of the first Roosevelt Congress favored inflation of some sort. Three minority blocs arose, one favoring paper money expansion, another wishing to “do something for silver,” and the third sponsoring devaluation. This diversity in opinions enabled the President to delay action for six weeks, but no longer. On April 5, under the instigation of Senator Thomas, the Senate Committee on Agriculture and Forestry showed its dissatisfaction with the non-monetary nature of the pending administration farm bill, by voting, 15 to 0, to recommend immediate inflation of an unspecified nature. . . . Confronted with the imminent peril of either mandatory or unlimited discretionary inflation, President Roosevelt moved swiftly, taking the United States officially off the gold standard on April 19.

        

        In a radio address on May 7, 1933, Roosevelt said, “The administration has the definite objective of raising commodity prices to such an extent that those who have borrowed money will, on the average, be able to pay in the same kind of dollar which they borrowed” (quoted in Fisher 1934, 347). The Thomas Amendment to the Farm Relief Act, enacted May 12, 1933, gave Roosevelt extensive powers to inflate. Roosevelt gained authority to (1) issue up to $3 billion in government debt and sell it directly to the Fed; (2) issue up to $3 billion in currency to retire government debt; (3) reduce the gold content of the dollar by up to 50 percent; (4) accept silver in payment of war debts and use the silver to issue silver certificates; and (5) mint silver dollars at a fixed ratio with the gold dollar. A front-page article on May 13, 1933, in the New York Times ran with the headline: “President signs farm bill, making inflation the law.” The amendment was labeled the “inflation amendment” by the press, and Thomas replied, “My purpose is to add another plan to raise the commodity prices of the farmers and the producers of raw materials so they can live.” By a vote of fifty-five to thirty-five, the Senate passed the Thomas Amendment on April 28, 1933 (Edwards 2018, 59 and 62).

        In the radio address of May 7, 1933 (the Second Fireside Chat), Roosevelt noted that there were $120 billion in debt contracts outstanding with a gold clause. Devaluing the dollar by raising the dollar price of gold to raise commodity prices was not feasible as along as contracts with a gold clause were enforceable. Payment of such debts in gold would amount to an increase in the dollar amount due by the amount of the devaluation and would create widespread bankruptcies (Edwards 2018, 62–63). On May 29, 1933, Congress outlawed the gold clause in public and private contracts. As described by Shover (1965, 22), Roosevelt’s conservative financial advisers opposed the inflationists.5 The provisions of the Thomas Amendment were made optional. Nevertheless, as Fisher (1934, 360) phrased it, “the great and discretionary powers for reflation which Congress had granted” Roosevelt impacted public psychology about inflation.

        Roosevelt changed the expectation of deflation to one of inflation. Abandoning the gold peg to the dollar was the cornerstone. Hardy (1932, 109) had written, “No matter how sound a basis the budgetary and trade situation may afford for the establishment of the gold standard in any country, an essential step in stabilization is the creation in the public mind of a habit of thinking of the currency unit as the equivalent of a definite amount of gold.” Going off gold changed that “habit.” Hawtrey (1932 [1962], 273) wrote, “Deflation, however, is in one respect more difficult to understand [than inflation], for it arises from a change in the value of gold, whereas inflation, as soon as it goes beyond moderate limits, is clearly revealed in a change in the value of money relative to gold.” Deflation with a fixed dollar price of gold was mysterious. However, the association of inflation with an increasing dollar price of gold seemed much more obvious.

        The depreciation of the dollar by one-third of its previous gold value by mid-July, which raised commodity prices, and Roosevelt’s charismatic confidence changed inflationary psychology from one of deflation to one of inflation. Harris (1933, 619) wrote:

        
          If once, the downward movement of prices is definitely checked, confidence may revive. But so long as prices decline, confidence remains at a low ebb; business men, instead of borrowing, will repay debts to their maximum capacity, and—under these circumstances—the decline of prices continues. The decline of prices is damaging to business enterprise because necessary adjustments in costs are not made.

        

        Unfortunately, the change in psychology was not consistently supported and at times was threatened by the policies of the Fed and the administration.

        Scott Sumner supported his hypothesis about the role of gold in promoting contractionary monetary policy by demonstrating how responsive financial markets were to news about abandonment of the gold peg. Especially, the behavior of the stock market offered evidence that Roosevelt’s commitment to raising commodity prices changed public psychology from pessimism to optimism. For the month of January 1933, the Dow averaged 99. It declined to 91 in February but only just recovered to 101 in April, almost a month after Roosevelt’s inauguration (figures from Sumner 2015, table 5.1). Sumner (2015, 187) wrote:

        
          The Dow increased by more than 65 percent between April 18 and July 3, 1933, and almost 90 percent of that increase occurred on the 10 news days shown in Table 5.2. Those “10 news days” all contained news about Roosevelt’s intention to inflate. The largest four changes shown by date were as follows: 1) 4/19 “US dollar is floated” (9.0%); 2) 4/20 “Inflation bill introduced” (5.8%); 3) 4/29 “Inflation bill passed” (6.2%); [the reference is to the Thomas Amendment, which provided various ways in which President Roosevelt could force the Fed to print money] 4) 6/19 “FDR rejects currency stabilization at WMC,” World Monetary Conference (6.4%).

        

        The World Monetary Conference (the London Economic Conference) had been convened in June 1933 to restore the international gold standard. The comments of Neville Chamberlain, chancellor of the British Exchequer, summarized the distrust of the variable exchange rates that came with the breakdown of the international gold standard (cited in Fisher 1934, 352): “The immediate objective should be to secure approximate stabilization between the currencies of the principal countries of the world in order that trade may not be hampered by violent, unpredictable fluctuations of basic currencies.” On June 22, 1933, the American delegation shocked the conference with the following statement (cited in Fisher 1934, 353):

        
          The reason why it [“stabilization of currencies”] is considered untimely is because the American government feels that its efforts to raise prices are the most important contribution it can make and that everything that would interfere with those efforts and possibly cause a violent price recession would harm the Conference more than the lack of an immediate agreement for temporary stabilization.

        

        On July 3, 1933, Roosevelt sent the conference a message rejecting the “old fetishes of so-called international bankers” in favor of “the kind of dollar which a generation hence will have the same purchasing power and debt-paying power as the dollar value we hope to attain in the near future.” On July 5, 1933, the American delegation issued an official statement stating that “the first task is to restore prices to a level at which industry and above all agriculture can function profitably” (cited in Fisher 1934, 356 and 358). That is, the priority was reflation. However, the July 5 comment makes clear that Roosevelt focused on reflation by raising relative prices.

        Powered by a change in psychology from deflation to inflation, the economy took off (Eggertsson 2008; Temin and Wigmore 1990). From April 1933 through July 1933, boosted by the depreciation of the dollar, commodity prices jumped 14.4 percent.6 From a base in March 1933 through July 1933, industrial production jumped 57.4 percent, not annualized (figure 10.3).7 However, by fall, the economy stalled. From July through October 1933, commodity prices rose by only 3.4 percent. From July through November 1933, industrial production fell by 18.9 percent. In July 1935, it had not quite reached the earlier July 1933 peak. What happened?

        Monetary policy was only tepidly supportive of the recovery. Pressured by the Treasury, the Fed did undertake some open market purchases, and bank reserves and free reserves increased moderately (figures 10.4 and 10.6). Only in 1934Q1 did M1 just exceed its 1933Q1 value, $20.7 billion versus $20.3 billion. Only in 1935Q3 did M1 at $26.7 billion exceed its three-year average from 1926 through 1928 of $26.2 billion. With prices rising and little change in M1, real M1 fell (figure 10.7).

        Harrison (HPNY, Confidential Files, September 16, 1933, 1) expressed his position to Governor Black of the Federal Reserve Board that monetary policy was easy and that the only reason for open market purchases was to head off pressure for the issue of greenbacks:

        
          We have now, largely through open market operations and a return flow of currency, created approximately $700,000,000 of excess reserves and a very easy money market position. . . . Our operations to date . . . have resulted in placing the banks of the country as a whole in a position to make a very substantial expansion of bank credit as soon as there is a demand for it by borrowers entitled to have it on the basis of good credit risk. . . . Making weekly purchases . . . is an . . . especially weighty factor in minimizing the risk of drastic methods of currency inflation, such as greenbacks.

        

        Fed policy makers maintained their view that the price level was simply an average of relative prices and that increases in the price level reflected unsustainable increases in relative prices. Allan Sproul (SPNY, “Exchange Stability and Domestic Recovery,” June 22, 1933, 1) at the New York Fed, later president of the New York Fed, and E. M. Despres wrote W. R. Burgess:8

        
          Growth of a speculative structure built on hopes of currency depreciation which cannot properly be realized: There are obvious limits to a movement built on speculative hopes of currency depreciation unless a complete collapse of the currency is to be contemplated. The longer such hopes are cultivated the more dangerous they are. Either they must be fed by increasingly vigorous hints of inflation to come or they will give rise to a speculative reaction which again may check the recovery in business.

        

        Perhaps, even without supportive monetary expansion the economy could still have recovered quickly to full employment. However, the policies of the Roosevelt administration created cost-push shocks that limited the extent to which the nominal expenditure of the public appeared as real expenditure. figure 7.2 shows four-quarter percentage changes in nominal and real GNP. The excess of nominal over real growth appears especially in two periods. Over the four quarters 1933Q3 through 1934Q2, the excess of nominal over real growth was 13.7 percentage points (average of quarterly annualized growth rates). Over the four quarters 1936Q3 through 1937Q2, the comparable excess was 6.8 percentage points. These spikes in inflation appear in figure 10.9.

        Figure 10.8 shows how these periods corresponded to supply shocks in the form of significant increases in real wages. In the first interval, the unemployment rate averaged 19.7 percent and in the second 12.6 percent. With this level of unemployment, there should have been no price or wage inflation. The price level and real wages should have continued to decline. The first inflation shock corresponded to implementation of the National Industrial Recovery Act (NIRA) and the second to the Wagner Act.

        In a fateful decision, Roosevelt rejected the populist movements to deal with deflation and depression through fiat money creation. The Roosevelt administration’s commitment to raise prices appeared through programs that entailed direct intervention in markets to raise relative prices. In agriculture, that meant reducing acreage planted. In the business sector, it meant passage of NIRA, which raised prices through price-setting agreements and cartelization of industries. In labor markets, it meant encouraging unionization as represented by NIRA and later by the Wagner Act. Such measures would interact with a nonaccommodative monetary policy to extend the Depression through the start of World War II.

        The National Industrial Recovery Act, signed June 16, 1933, relaxed the Sherman Antitrust Act to allow “codes of fair competition.” The act allowed cooperating industries to set “minimum rates of pay” and fix prices through trade associations. The act also guaranteed the right of labor to organize and bargain collectively. The result was “a massive wave of union organizing punctuated by employer and union violence and recognition strikes” (Wikipedia 2019). “On July 19, 1933, an impatient Roosevelt administration decided to force immediate adoption of the NIRA through the Blue Eagle program” (Sumner 2015, 212). Over the next three days, the Dow fell 19 percent.

        Sumner (2015, 207) noted that nominal wages did not increase between March and July 1933 despite rising prices. They then increased by 22.3 percent over the next two months “after President Roosevelt issued an executive order creating the Blue Eagle program, which mandated that participating firms reduce hours by 20 percent with no change in total weekly wages.” Ohanian (2013, 169) wrote, “The NIRA was purposefully designed to limit competition and raise prices in most of the nonfarm private economy. The NIRA accomplished this by permitting industry to cartelize provided that industry immediately raised wages and agreed to collective bargaining with workers.” Cole and Ohanian (2004) calculated that about two-thirds of the shortfall from trend of output in 1939 came from NIRA’s cartel policies.

        Sumner (2015, 224, 285) also noted that after the Supreme Court declared NIRA unconstitutional on May 27, 1935, output rose strongly:

        
          During the twenty-two months from July 1933 to May 1935 the economy moved forward in a slow and erratic fashion, with industrial production actually declining slightly. Over the following twenty-two months, industrial production soared by nearly 44 percent. The December 30, 1935, New York Times (p. 25) noted that “trade revival started almost immediately after the ‘New Deal’s’ vital machinery had been shattered on May 27 in the courts.”

        

      
      
        10.3. Return to a Gold Peg

        In fall 1933, with the recovery stalling and continued unrest in the farm belt, Roosevelt sought to increase the prices of agricultural products. Harrison (HPNY, Confidential Files, “Telephone Conversation with Governor Norman,” November 15, 1933, 1) “told Norman of the meeting at the White House. . . . The President, he said, had been in a very difficult position because of the unrest in the agricultural sections and had committed himself to a rise in farm prices. Governor Harrison added that the situation in the West was bad and that great pressure had been exerted from that quarter on the President.”

        Henry Morgenthau Jr., initially head of the Federal Farm Board in the Roosevelt administration and in 1934 secretary of the Treasury, introduced Roosevelt to George F. Warren, a professor of agricultural economics at Cornell. “According to him [Warren], if the government raised the price of gold, higher prices for cotton, wheat, corn, rye, barley, eggs, hogs, and other products would increase almost immediately and in the same proportion as the increase in the price of gold” (Edwards 2018, 70). In October 1933, Roosevelt began a gold purchase program with the intention of raising the price of agricultural commodities by raising the dollar price of gold. Because the Reconstruction Finance Corporation financed the purchases by issuing debt, the program had no impact on money. M1 growth did not support the surge in real GNP growth in 1933Q2 and 1933Q3 of 32.1 percent and 35.8 percent annualized growth, respectively (Balke and Gordon 1986).

        Roosevelt’s gold-buying program initially entailed buying newly mined domestic gold and then gold on the world market. Sumner (2015, 235–66) evaluated the program. Because the magnitude of gold purchases was so small relative to the size of the world’s stock of gold, it could not realistically have been expected to raise the price of gold. However, markets could have interpreted the program as indicative of the Roosevelt administration’s desire to depreciate the value of the dollar and then devalue it. The program did succeed in raising the dollar price of gold to a level of around $32.00 an ounce.

        At the same time, the program caused consternation in the conservative financial community (Fisher 1934, 360). In November 1933, Treasury Secretary William Woodin, Undersecretary Dean Acheson, and Treasury adviser Oliver Sprague resigned. “Three days later, 40 orthodox economists, all ‘authorities on money and banking,’ organized the Economists’ National Committee on Monetary policy” (Reeve 1943, 58). Alfred E. Smith (former governor of New York) attacked “baloney dollars.” Uncertainty over depreciation of the dollar put pressure especially on the French franc, which was still pegged to gold. Sumner (2015, 253) suggested that the resulting private hoarding of gold depressed commodity prices abroad, potentially outweighing any positive effects from a depreciating dollar.

        The New York Fed reflected the views of the financial community. Sproul (SPNY, memo to Governor Harrison, “Federal Reserve Policy,” October 25, 1933, 1, 3) wrote:

        
          1. The Government maintains its twin goals of raising prices and relieving the burdens of debtors. 2. The Government evidently persists in believing that, given the political facts of the case, the only feasible way to attain these goals is by monkeying with the dollar. Its most recent effort in this direction apparently is based upon the Warren idea that prices are raised, more or less automatically, by reducing the gold value of the dollar. It has been pretty well demonstrated, both in theory and in practice, that a rise in prices which is solely or largely a reflection of depreciation of the currency, and anticipation of further depreciation, causes speculation to take the place of trade and production, and ultimately collapses. . . . I am becoming more and more of the opinion that we are traversing the usual road of inflation, while continuing to talk of sound money and unimpaired Government credit.

        

        Lauchlin Currie (1934d) wrote a memo to Marriner Eccles: “The business and banking groups are practically unanimous in their explanation of the present hesitancy in business activity. It is ‘lack of confidence.’ It is said that ‘If the President should declare that the budget will be balanced by July 1, 1935, and that the dollar will be stabilized immediately at its present value and definitely pegged at this figure, business confidence will immediately start the wheels of industry humming.’”

        Pegging the value of the dollar at a depreciated rate in terms of gold would appease both conservative critics who disliked a variable, increasing dollar price of gold and the inflationists who wanted to raise prices. Using the authority granted by the Thomas Amendment to the New Deal’s farm relief bill, on January 31, 1934, with the Gold Reserve Act of 1934, Roosevelt devalued the dollar by decreasing its gold content. The act set a fixed price at which the government would purchase gold. An undervalued dollar and political unrest in Europe caused gold to flow into the United States. The Fed monetized those inflows, and the money stock rose.

      
      
        10.4. Governor Marriner Eccles

        Roosevelt appointed Mariner S. Eccles chairman of the Federal Reserve Board on November 15, 1934. An understanding of his views, which on matters of monetary policy conformed to the views of other Fed policy makers, explains the key decision to raise required reserves in 1936 and 1937.

        
          10.4.1. Pushing on a String

          Governor Eccles (US Congress 1935a, March 13, 260) expressed the dominant view: “I think that the control of inflation is a far less difficult problem than the control of deflation.” He believed that the intransigence of deflation came from the unwillingness of borrowers to borrow and spend and of the public to spend out of their money balances. Eccles (US Congress 1935a, March 13, 257, and March 15, 312) testified:

          
            The amount of the excess reserves held by the banks, the low discount rate, and hence the low rates that are prevailing for commercial paper, for high-grade bonds, industrial and municipal, and for Government securities, are indicative of the excess supply of money and credit in relation to the demand for it. . . . In order to expand the use of money which is necessary for recovery, either those holding deposits in banks must be willing to spend their funds, which would increase the velocity of the total existing deposits, or borrowers who can command bank credit must be willing to go to the banks and borrow funds which they will spend, or a combination of both is necessary.

            Certainly, interest rates could not be very much lower than they are now. The volume of money that is not in use is very great, and to increase it, it seems to me, would accomplish nothing toward either price raising or increasing business activity.

          

          Or, succinctly, Eccles (US Congress 1935a, March 20, 411) testified, “When the community begins to pay its debt to the banks, it extinguishes money, deposits currency, and if that process of deflation gets under way it is more or less self-generating and it is very difficult to stop it.” The boom-bust cycle was inherent to a capitalistic society. Governor Eccles (US Congress 1935a, March 18, 396) testified, “In our past history we have had periods of prosperity by the process of building up debt and then periods of depression by the process of bankruptcy and the extinguishing of debt. That has been true of all capitalistic countries.”

          Eccles (US Congress 1935a, March 15, 321–22) responded negatively to the suggestion that the Fed should undertake open market purchases of government securities. Congressman Farley asked Eccles, “In your judgment, we do not need any more circulating medium right now?” Eccles responded, “In my judgment, you cannot possibly force out and keep in circulation more currency than you have now. . . . The currency would go out . . . whatever amount the Government paid out in currency to retire its bonds; but the currency would immediately go into the banks and from the banks into the Federal Reserve banks and be destroyed, and you would just have additional reserves, additional excess reserves.”

          Eccles (1935, 50) submitted a table showing the income velocity of money in response to a request from Representative Cross (US Congress 1935a, March 13, 252), who asked, “What is the relation between actual currency . . . and check money and its velocity?” (see table 10.1). Obviously, giving content to the quantity theory would require more than a table of numbers. It would require the association of money with the behavior of the Federal Reserve not the independent liquidation of debts by banks.

          Table 10.1. Statement on National Income, Money, and Income Velocity
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          Source: US Congress (1935a, March 20, 430)

          1 Less imputed nonmonetary incomes.

          2 Deposits subject to check plus cash outside banks as of June 30.

        
        
          10.4.2. Required Reserves, Excess Reserves, and Credit Inflation

          Title II of the Banking Act of 1935 gave the Board of Governors the power to change the required reserves of banks “to prevent injurious credit expansion or contraction.” Although the language mentioned “contraction,” the concern was with “expansion.” Eccles feared an expansion in credit that would put the United States back where it was in 1929 and produce another speculative collapse. Eccles (US Congress 1935a, March 13, 260) testified: “With the excess reserves now available, if the credit expansion should commence and continue with the use of the present existing reserves, you could get a business activity and a price level substantially higher, I think, than we had in 1926, 1927, 1928 or 1929.” Although the Thomas Amendment to the Banking Act of 1933 allowed for raising required reserves, it required declaration of an emergency and consent of the president. (The provision to allow raising reserve requirements was a safeguard to deal with the possible exercise of the Thomas Amendment to the Agricultural Adjustment Act allowing the Treasury to create reserves and money by selling bonds directly to the Fed.)

          As seen by the Fed, the problem was that with a high level of excess reserves it did not possess sufficient government securities to sell to extinguish all the excess reserves. Eccles (US Congress 1935a, March 13, 295–96) also highlighted the gold inflows:

          
            Assuming that the excess reserves of member banks greatly exceeded the amount of Government bonds which the Reserve banks held and the bills which they held . . . there would be no way of reducing or wiping out their excess reserves upon which credit inflation is built. . . . Additional gold may continue to come into the country, which would also tend to increase the reserves. So that the banking system could build up excess reserves. . . . You would have a potential agency for bank-credit inflation that would simply be terrific and no open-market operation could control it.

          

          Eccles believed that he had invented independently the Keynesian idea of government spending to offset the failure of private spending to assure full employment. However, he also held real bills views. Eccles (US Congress 1935a, March 19, 405) testified: “One of the principal troubles or difficulties that brought about the depression was . . . the inequitable distribution of income which contributed to a speculative situation in the security markets and to an expansion of productive capacity out of relationship to the ability of the people of the country to consume under the existing distribution of income.”

        
      
      
        10.5. The 1936–37 Recession

        After the supply-side shock that pushed up real wages and inflation with the enactment of NIRA in June 1933, the real wage stabilized, and inflation fell to zero (figures 10.8 and 10.9). The economy then began a rapid recovery. From 1935Q3 through 1937Q1, quarterly values of four-quarter real GNP averaged 13.2 percent, up from 6.9 percent for the average of the quarterly values over the interval 1934Q1 through 1935Q2 (figure 10.9). However, the Fed and the political system would again hammer the economy with contractionary monetary policy and another supply-side shock.

        With the devaluation of the dollar in January 1934 and the return to a fixed purchase price, gold flowed into the United States and bank reserves increased (figure 10.4). Given the desire of banks to rebuild liquidity, they built up their excess reserves (figure 10.6, labeled “Free [Excess Minus Borrowed] Reserves” but basically showing excess reserves when the series is positive). Friedman and Schwartz (1963a, 539) wrote, “Throughout [the period after March 1933], the high level of the discount rate relative to market rates reinforced the banks’ reluctance (bred of their 1929–33 experience) to rely on borrowing from the Federal Reserve Banks for liquidity and led them instead to rely on cash reserves in excess of legal requirements and on short-term securities.”

        Fed policy makers viewed the buildup of excess reserves with alarm and bided their time until the Roosevelt administration was willing to reduce them. That would mean neutralizing them by increasing required reserve ratios on bank deposits. The Banking Act of 1935 reorganized the Federal Reserve System to give majority control to the Federal Open Market Committee (FOMC), which gave voting rights to all seven members of the Board of Governors and five regional Reserve Bank presidents. It transferred power away from the regional Reserve Banks to the FOMC. In the popular imagination, it transferred power away from the New York banks and the regional Reserve Banks, especially New York, thought of as having caused the Depression through encouraging speculation. Power then resided in Washington and the government.

        Henry Steagall, chairman of the House Banking and Currency Committee, introduced the House version of the Banking Act.9 Duncan Fletcher held extensive hearings on the bill. Both House and Senate versions gave the Board the power to change reserve requirements. Fletcher’s comments in the Congressional Record (April 22, 1935, 6104, cited in R. Phillips 1992, 36) foretold the logic of their use shortly thereafter when the Board raised reserve requirements in 1936 and 1937:

        
          It is common knowledge . . . that there now lies within the hands of bankers the potential makings for one of the most stupendous inflations this or any other Nation has ever experienced. And experience teaches us that banker control of monetary policy will probably give us an equally devastating financial whirlwind when the bubble is pricked.

        

        To preempt the emergence of speculative excess, the Fed needed to raise required reserves to impound excess reserves. It would then have sufficient government securities to sell to force banks into the discount window. With banks in the discount window, an increase in the discount rate would be effective against “credit inflation.” From March 1935 through March 1937, the Dow Jones rose from 100 to 187.1 (NBER Macrohistory Data Base, St. Louis FRED). Just as had been the case with the 1920–21 recession and the Depression, the New York Fed believed that tardiness to prick a speculative bubble had allowed speculative excess to proceed to the point at which its collapse caused depression. Harrison would not allow a third repetition of that presumed mistake.

        As recorded by Harrison, New York Fed director Mr. Woolley (HPC, Executive Committee, February 18, 1935, 188) recounted:10

        
          He [Woolley] has a very keen memory of being terribly scalded during the vestibule period of the golden age. When we started to purchase Government securities in 1927 . . . Governor Strong expressed the view that if, when our purpose had been accomplished, we were not as insistent upon selling as we had been upon buying, we were going to drag the country into a terrible situation. We tried nobly to follow that course . . . but when it came time to act by putting up the discount rate [in early 1929], which we had been taught was the signal to reverse and to invoke remedies, we were denied the right of action.

        

        E. A. Goldenweiser (1937, 3), director of research at the Board, wrote:

        
          Experience shows that monetary measures for maintaining business stability are most effective when applied in the early stages of expansion. Timeliness of action is the essence of the matter. When speculative boom psychology prevails monetary restraints lose their effectiveness, and there is no evidence that monetary methods alone can arrest a deflation when it is under way, certainly not without support from Government activity. It is, therefore, possible that this is the one time when by proper action the Board may prevent the recurrence of a dangerous expansion with its consequent collapse.

        

        Banks in the financial centers disliked the accumulation of excess reserves for the same reason that they disliked open market purchases by the Fed. Their concern was that excess reserves and open market purchases lowered the interest rate on the securities they held (Epstein and Ferguson 1984). Harris (1933, 621) noted that in recession “opposition to the open market policy of the reserves system arises.”

        In the real bills spirit, the Board acted to prevent emergence of a speculative bubble by raising required reserves. On July 14, 1936, the Board voted a 50 percent increase in required reserves ratios effective August 15. On January 30, 1937, the Board announced another increase in required reserves ratios of 33⅓ percent with half the increase effective March 1 and the other half in May 1. (At central reserve city banks, the required reserve ratio went from 13 percent to 19.5 percent on August 15, 1936, to 22.75 percent on March 1, 1937, and to 26 percent on May 1, 1937.) On December 23, 1936, the Treasury started sterilizing increases in gold from foreign inflows and domestic production. The Treasury sterilized gold purchases through financing them by borrowing from the public rather than by issuing gold certificates to the Fed.11

        The August 1936 Federal Reserve Bulletin (613, 614, and 616) reported:

        
          This action [increased reserve requirements] eliminates as a basis of possible injurious credit expansion a part of the excess reserves. . . . The present is an opportune time for the adoption of such a measure. . . . Later action when some member banks may have expanded their loans and investments and utilized their excess reserves might involve the risk of bringing about a severe liquidation and of starting a deflationary cycle. . . . The increase in reserve requirements is not a reversal of the easy-money policy pursued by the System since the beginning of the depression.

        

        The February 1937 Federal Reserve Bulletin (95) reported:

        
          The Board of Governors of the Federal Reserve System today increased reserve requirements for member banks by 33⅓%. . . . By its present action the Board eliminates as a basis of possible credit expansion an estimated $1,500,000,000 of excess reserves which are superfluous for the present or prospective needs of commerce, industry, and agriculture and which, in the Board’s judgment, would result in an injurious credit expansion if permitted to become the basis of a multiple expansion of bank credit.

        

        The Board of Governors’ 1938 Annual Report (published in 1939, 22) pointed to the high level of bank excess reserves that “would make it possible for a speculative situation to get under way that would be beyond the power of the System to check or control.”

        The increase in reserve requirements received widespread support from economists. Irving Fisher “applauded the increases in reserve requirements” (Reeve 1943, 167). All of Viner’s Treasury “brain trust,” originally assembled in 1934, agreed. “As the recovery proceeded, Viner, Currie, Williams, and White agreed in considering the huge amount of excess reserves piling up in the banking system as the most relevant danger, since a sharp revival in business expectations could suddenly give rise to heavy inflationary pressures” (Alacevich et al. 2015, 402). (See also the material on Currie in chapter 12.)

        Friedman and Schwartz (1963a, 526 and 510) assigned responsibility for the monetary deceleration that preceded the May 1937 cyclical peak to the Fed’s action in raising reserve requirements and to the gold-sterilization program adopted by the Treasury in December 1936. Using measures of M1 and ex ante real rates of interest, Romer (1992) found that monetary policy not fiscal policy caused the 1937–38 recession. The monetary deceleration that accompanied the increases in reserve requirements and sterilization of gold inflows appeared in the quarterly annualized M1 growth rates shown in parentheses: 1936Q2 (24.1 percent), 1936Q3 (14.1 percent), 1936Q4 (7.6 percent), 1937Q1 (5 percent), 1937Q2 (−1.6 percent), 1937Q3 (−4.9 percent), and 1937Q4 (−11.9 percent).12

        Given exogenous reserves supply deriving from the monetization of gold inflows, the deceleration in money followed directly from the money-multiplier formula as the framework for money stock determination. Gold inflows subsided in the first five months of 1935 as revealed in the plateaus for bank reserves and excess reserves while currency continued to grow strongly (figures 10.4, 10.5, and 10.6). Adjusted reserves declined slightly after their 1935Q4 peak but then declined sharply with the initiation of the increases in required reserves.

        The fact that banks attempted to restore their excess reserves by selling securities demonstrated that they desired to hold them. Reeve (1943, 70) wrote:

        
          The scars which the 1933 crisis left upon the monetary and credit situation remained long after the resurrection of the great majority of the banks. Although failure of licensed banks after the summer of 1933 had virtually ceased, the pressure for liquidity continued, enhanced in some cases by the severity of bank examiners.

        

        Figure 10.10 shows the stress placed on the banking system by the increases in reserve requirements.13 From January 1934 through August 1936, banks had prepared for a liquidity shock by adding to their holding of securities. For the weekly reporting banks, the ratio of investments to total assets rose from 50 percent in January 1934 to 62.5 percent in August 1936.14 When the liquidity shock came in August 1936, they sold securities to gain reserves. However, selling securities could not increase reserves for the banking system. The result was to depress the price of securities and to increase their yields to the point at which banks were collectively willing to hold the given amount of reserves.15 Bank security holdings stabilized in late 1936 but again fell after February 1937 with the second increase in required reserves.

        
          [image: ]

          
            Figure 10.10. Ratio of Investments to Assets

          
            Data from Board of Governors (1943). Investments are the sum of “US Government Direct Obligations” and “Other Securities.” Assets are “Total Loans and Investments.” Data are monthly in table 48, “Weekly Reporting Members Banks in 101 Leading Cities.” Vertical lines indicate increases in reserve requirements and are drawn at August 1936, March 1937, and May 1937. Shaded area indicates recession. Heavy tick marks indicate December.

          
        
        Interacting with a contractionary monetary policy pushing down the growth rate of aggregate nominal demand was a cost-push shock created by the Wagner Act and the impetus it gave to union organizing and industrial strife such as sit-down strikes. As shown in figures 10.8 and 10.9, real wages and inflation rose autonomously (Bordo, Erceg, and Evans 2000). Meltzer (2003, 566, 567) wrote:

        
          The Wagner Act (1935) strengthened trade unions and led to the organization of labor in the steel, automobile, rubber, and other manufacturing industries. Strikes and occupation of plants achieved settlements that recognized unions and further raised wages. In 1938 the Fair Labor Standards Act introduced a minimum wage and maximum hours of work. . . . Union membership rose from 11 percent of the labor force in 1933 to 27 percent in 1941. The largest jump came in 1937 ([R.] Freeman 1998, 292).

        

        After the announcement on January 30, 1937, of a second increase in required reserves ratios, government bond rates began to rise when banks sold bonds to offset the loss of excess reserves. Bond yields rose from 2.46 percent in February 1937 to 2.8 percent in April 1937 (Board of Governors, 1943, table 138). Treasury Secretary Morgenthau was upset. Harrison (HPNY, Confidential Files, April 9, 1937) recorded that “Eccles was determined to do ‘something.’ . . . He mentioned three alternatives . . . (1) Repeal of the May 1 increase in reserve requirements, (2) Desterilization of imported gold by the Treasury, (3) Increase in the Reserve System’s portfolio of bonds.” Eccles and Morgenthau pushed for open market purchases and some desterilization of gold by the Treasury.

        Led by New York, the FOMC resisted. As recorded by Harrison (HPNY, memo from J. H. Williams, April 14, 1937), at the April 3–4, 1937, FOMC meeting:

        
          Mr. Eccles stated that a refusal by the Committee to carry out its part of the program would be interpreted by the Treasury as a refusal to “play ball,” and would result in an open break between the Reserve System and the Treasury. . . . The Committee must decide on its action by 12 o’clock, because he had agreed upon a time schedule with Mr. Morgenthau, according to which they were to see the President at 1 o’clock. . . . He [Eccles] was personally strongly in favor of open market purchases. . . . If the Committee refused to support him, he would have a choice between joining personally with the Secretary in a public statement and resigning from the Board.

        

        In a supplementary memorandum to Harrison (HPNY, memo from John [J. H.] Williams, April 14, 1937) with the same date, Williams added that

        
          fears of inflationary spirals were increasing . . . [with] the prospect of a vicious circle of wage and price increases. . . . To increase excess reserves under such circumstances would be interpreted as inflationary, as inconsistent with government utterances, and as confirmatory of people’s fears that our powers of monetary control, however great on paper, were rendered nil by Treasury opposition to any action which put pressure upon the government bond market.

        

        The FOMC authorized purchases of up to $250 million of government securities.

        The motivation behind eliminating excess reserves by increasing reserve requirements was to force banks to have recourse to the discount window when they expanded loans. Related to that objective was the Fed effort to persuade banks to borrow rather than to sell government bonds. The problem was the stigma surrounding borrowing that the Fed had created and that had caused banks to liquidate their asset portfolios rather than to borrow as in 1931 in response to runs. (The New York Fed also did not reduce the discount rate from the 2 percent set February 1934 until September 1937, when it set the rate at 1½ percent.) Harrison (HPNY, Confidential Files, August 27, 1937, 3) summarized a conversation with Eccles:

        
          I [Harrison] much preferred . . . to have the banks borrow and to show bills payable. I was confident that if the New York money market got to the point where excess reserves were pretty well wiped out and funds were short that the principal banks in New York would be willing to borrow from the Federal rather than to force liquidation of their Governments, particularly their long time Governments. . . . If we could get some of the principal New York banks to borrow . . . it would be the best thing that could happen for banks all over the country and . . . it would help to overcome the reluctance to show bills payable.

        

        Bank reserves began to grow strongly again in 1938Q1. On April 18, 1938, at the urging of the administration, the Fed reduced reserve requirements, and “the Treasury desterilized $1.4 billion, all the remaining gold sterilized since December 1936” (Meltzer 2003, 531; Orphanides 2004b, 110). The cyclical trough occurred in June 1938. As shown in table 3.5 of chapter 3, the commercial paper rate rose from 0.75 percent to 1.0 percent in 1937Q2 but began to decline with the reduction in reserve requirements in 1938Q2, falling to 0.56 percent; in 1939Q1. The recession interrupted the ongoing decline in long-term government security yields (figure 9.15).

        Carl Snyder (1940, 208–9) at the Federal Reserve Bank of New York mentioned three causes of the 1937 recession. The first sounded Keynesian. Given the absence of confidence on the part of business, there was an absence of “investment of reproductive capital.” Prosperity rested on “the unstable base of government spending. The moment this was removed, the structure collapsed.” The second reason “was the sharp and undesirable rise in wages. Fantastic to think that at a time of tremendous unemployment, when wage rates were already excessive, labor could ask and receive wages as high as, and in some industries higher than, in the boom year of 1929, when the volume of production and trade was much above the 1937 level.”

        Snyder does not consider the third reason to be the most important, but it reinforces Friedman and Schwartz (1963a). Snyder (1940, 209) wrote:

        
          After all the evils arising from the contraction of bank credit following the crisis of 1929, the Federal Reserve authorities again initiated a contraction of bank credit in the midst of the inadequate prosperity of 1937. By raising reserve requirements to the maximum allowed under the present law, that is, double the basic reserve requirements, the Federal Reserve authorities compelled banks throughout the country to withdraw funds from New York. These withdrawals, together with the higher reserves required, wiped out the excess reserves of the New York banks. To replenish their reserves they sold government bonds. The result: a decline in bond prices, and a rise in bond yields.

        

        When the economy went into recession after the May 1937 cycle peak, the Fed disavowed any responsibility. Orphanides (2004b, 111–12) found the following in the archives of the FOMC secretariat at the Board of Governors. It was labeled “FOMC Meeting, November 29, 1937. Transcript of notes taken on the statement by Mr. Williams.”

        
          “We all know how it developed. There was a feeling last spring that things were going pretty fast. . . . We had about six months of incipient boom conditions with rapid rise of prices, price and wage spirals and forward buying and you will recall that last spring there were dangers of a run-away situation which would bring the recovery prematurely to a close. We all felt, as a result of that, that some recession was desirable. . . . We have had continued ease of money all through the depression. We have never had a recovery like that. It follows from that that we can’t count upon a policy of monetary ease as a major corrective.” . . . In response to an inquiry by Mr. Davis as to how the increase in reserve requirements has been in the picture, Mr. Williams stated that it was not the cause but rather the occasion for the change. . . . It is a coincidence in time. . . . If action is taken now it will be rationalized that, in the event of recovery, the action was what was needed and the System was the cause of the downturn. It makes a bad record and confused thinking. I am convinced that the thing is primarily non-monetary and I would like to see it through on that ground. There is no good reason now for a major depression and that being the case there is a good chance of a non-monetary program working out and I would rather not muddy the record with action that might be misinterpreted.

        

      
      
        10.6. Keeping the Real Bills Faith

        Senate Resolution 125, passed on August 4, 1939, provided for questionnaires to be sent to the Federal Reserve Banks concerning “Monetary Powers and Policies.” The New York Fed response offered an excellent summary.16

        
          The core of credit policy has been expressed as the promotion of the “productive” use of credit as opposed to nonproductive or speculative use, which resulted in lack of balance in production and consumption, and ultimately required drastic readjustment. . . . The Federal Reserve Board in its Annual Report for 1928 stated . . . [that] too rapid expansion of bank credit in any field may result in serious financial disorganization and it inevitably leads to increased demand for reserve bank funds. . . . Because . . . a growth of bank credit for any purpose ultimately leads to a demand for reserve bank credit, it is the duty to use its influence against undue credit expansion in any direction. (SPNY, Questionnaire, 1939, 67–68)

        

        However, the ability to increase bank credit is limited in a recession. “While through its open market operation it [the Federal Reserve System] can increase member bank balances, it has no power to make member banks use these balances if their customers do not borrow or the banks themselves are unwilling to invest” (SPNY, Questionnaire, 1939, 74). Moreover, in response to the question “What criteria are . . . employed . . . in determining how to use its powers?” the answer was that judgment had to serve in place of explicit criteria:

        
          The instruments . . . for influencing the availability and cost of credit are of extremely delicate nature and their application requires correct timing. . . . The best that can be done . . . is for the System to issue in advance reliable statements of prevailing business and credit conditions . . . and then to act accordingly. (SPNY, Questionnaire, 1939, 45)

        

        The New York Fed devoted considerable effort to arguing that the price level was not an appropriate criterion for policy:

        
          In daily transactions commodities and services are bought and sold on an individual basis, not in accordance with any average of prices, which is at best only a mathematical abstraction reflecting a mixture of fluctuations. In attempting to maintain average price levels, stability would mean deflating some prices and inflating others. The result would be artificial monetary manipulation, in many instances injurious to the producers and consumers. . . . Any such price manipulation would aggravate instability. (SPNY, Questionnaire, 1939, 70)

        

        The New York Fed responses reproduced figures on money, prices, and interest rates for the years 1926, 1929, and 1940. It reported:

        
          These facts show clearly that the volume of money does not control the price level; and they show that commodity prices do not depend upon the cost of money, since interest rates of all kinds are not only sharply lower now than they were in 1926 but in the past few years have been the lowest on record. . . . Prices were fairly steady between 1921 and 1926, but during this period there developed on a large scale speculation in securities and real estate as well as inordinate lending abroad, until finally the collapse came in the fall of 1929. During this period of relatively small fluctuations in the general price level, the groundwork for one of the greatest depressions in our history was being laid. . . . The supply of currency and demand deposits, which perform the function of money, cannot be the controlling factor in the determination of prices, principally because they are more largely the effect than the cause of business activity. (SPNY, Questionnaire, 1939, 73–76)

        

      
      
        10.7. Concluding Comment

        The coexistence of the high unemployment that persisted throughout the Great Depression and an assumed “easy” money policy on the part of the Fed underlay the Keynesian revolution. The apparent lack of the price system to work to clear markets, especially the labor market, presumably required a new theory that could explain a permanent underemployment equilibrium. Fiscal policy would provide the missing aggregate demand required to restore full employment. The contrasting explanation offered in A Monetary History (Friedman and Schwartz 1963a) is that the economy grew strongly as long as it was not subject to a succession of monetary shocks. In the Great Contraction, the Fed allowed the banking system and money stock to collapse. In the Roosevelt era, those shocks took the form of both supply-side shocks not accommodated by the Fed and a monetary contraction produced by the Fed with large increases in required reserve ratios.

        Friedman (1997, 19) wrote:

        
          The contraction [August 1929 to March 1933] continued and deepened not because there were no equilibrating forces within the economy but because the economy was subjected to a series of shocks succeeding one another: a first banking crisis beginning in the fall of 1930, a second beginning in the spring of 1931, Britain’s departure from gold in September 1931, and the final banking crisis beginning in January 1933—all accompanied by a decline in the quantity of money of 7 percent from 1930 to 1931, 17 percent from 1931 to 1932, and 12 percent from 1932 to 1933. Even after the end of the contraction and the start of revival in 1933, the shocks continued and impeded recovery: major legislative measures during Franklin Delano Roosevelt’s New Deal that interfered with market adjustments and generated uncertainty within the business community. . . . Then ill-advised monetary measures in 1936 that halted the rapid rise that had been occurring in the quantity of money and produced an absolute decline from early 1937 to early 1938 that exacerbated if it did not produce the accompanying severe cyclical decline.

        

      
    
  
    
      
        [ Chapter 11 ]

        The Guiding Role of Governor Harrison and the NY Fed

      
      
        Summary: The confidential notes made by George Leslie Harrison, governor of the New York Fed after the death of Benjamin Strong in October 1928, offer insights into how policy makers understood their world in the Great Depression. Their internal debates provide evidence on the Friedman-Schwartz hypothesis that the knowledge required to end the Depression was available at the New York Fed but was rejected by the Federal Reserve System because of a shift of power away from New York to the governors of the other Federal Reserve Banks and to the Federal Reserve Board. Outside New York, real bills views dominated and encouraged a passivity in dealing with economic decline and deflation.

        The review here of the minutes kept by Harrison suggests a more complicated picture. On the one hand, some of the staff and directors at the New York Fed wanted a more aggressive policy of open market purchases. On the other hand, Harrison resisted and did not actively promote these internal New York views to the rest of the Federal Reserve System. A review of the 1930s as seen through Harrison’s eyes offers an insight into the dominant view of the world at that time. Harrison was a product of his time. He carried on the tradition of the 1920s that economic stabilization required quashing incipient speculation. According to this view, policy had failed twice in that task—once in 1919 and again in 1929.

      

      According to Adolph Miller, under Governor Strong, not only had New York seeded the boom on the New York Stock Exchange with its cheap money policy of 1927, but also it had allowed speculation to get out of control by failing to act decisively after August 1928 when it had raised the discount rate to 5 percent. In response to the “period of optimism gone wild and cupidity gone drunk,” the New York Fed had been “too slow to assume the leadership which was needed” (Miller 1935, 453). Harrison would not make the same mistakes.

      
        11.1. Was Policy “Inept” Because Leadership Shifted Away from New York?

        Friedman and Schwartz (1963a, 407) attributed the “ineptness” of monetary policy in the Great Contraction to a shift in power away from the New York Fed to the Federal Reserve Board and to the governors of the other Federal Reserve Banks. However, the Board lacked individuals capable of exercising that leadership. Only the New York Fed could fulfill that role. It is true that at the New York Fed Carl Snyder, W. Randolph Burgess, and some of the directors wanted a more aggressive policy to respond to the recession. George Harrison, governor of the New York Fed, did convey a New York program to the other regional Reserve Banks, but he never made a genuine effort to advance it at the meetings of the other governors. He seemed unconvinced by the views of his own staff and directors.

        One factor that Friedman and Schwartz (1963a, 368) cited was the replacement after March 1930 of the Open Market Investment Committee (OMIC) with the Open Market Policy Conference (OMPC). The Open Market Investment Committee had coordinated open market operations and comprised the governors of New York, Boston, Chicago, Cleveland, and Philadelphia. At the same time, apart from New York, all the governors who had made up OMIC had hard-boiled real bills views (Fancher of Cleveland, Young of Boston, Norris of Philadelphia, and McDougal of Chicago). The Open Market Policy Conference included all the governors, and participation in open market operations was voluntary. It offered Harrison a better opportunity to build a coalition for easing if he had so desired.

        Internally, at the New York Fed Carl Snyder and W. Randolph Burgess advocated open market purchases.1 In a review of A Monetary History, the British economist Roy Harrod (1964, 191), recounted the following anecdote:2

        
          I had luncheon with Carl Snyder and W. Randolph Burgess in the Federal Reserve Bank of New York in the late summer of 1930. . . . I pleaded with them that they should purchase $1 billion worth of government securities right away. . . . If they did not do this, the US economy would infallibly sink to lower levels, and that the great slump, which was then proceeding throughout the world, would assume unmanageable dimensions. . . . I found that they were in complete agreement with me. They spoke very frankly about the shift of power within the System. They earnestly wanted to pursue a policy of this kind, but could not do so without persuading the Banks of the “interior,” and they had so far been unable to persuade them.

        

        Friedman and Schwartz reviewed the opposition faced by New York from the Federal Reserve Board when it lowered its discount rate and from the other governors of OMIC when it engaged in open market purchases after the October 1929 stock market crash. In July 1930, Harrison wrote a letter to all the governors (quoted in Friedman and Schwartz 1963a, 370) stating that the New York Fed directors “felt so earnestly the need of continuing purchases of government securities that they have suggested that I write to you outlining some of the reasons why the Federal Reserve Bank of New York has for so many months favored having the Federal Reserve System do everything possible and within its power to facilitate a recovery of business.” Harrison made the argument that New York would make often in the future that providing short-term funds to banks would encourage banks to buy bonds and thus help to revive investment. Friedman and Schwartz (1963a, 369) wrote that “faced with a clear rejection of its leadership, the New York Bank” decided “to conduct a campaign of persuasion.” Harrison, however, usually seemed more in tune with the other governors than with his own New York contingent.

      
      
        11.2. The Origin of the “New York View”

        Allyn Young (1927), a professor at Harvard, described a cycling of funds between banks in New York City and banks in the interior:

        
          Before the war, in periods of cyclical depression, bankers’ deposits, and with them the country’s idle cash, accumulated in New York. . . . Low interest rates generally led to a revival of long-term financing as well as (commonly a little later) to activity on the Stock Exchange. Some of the funds put at the disposal of borrowers in New York were gradually paid out in different parts of the country (as, for example, in construction expenses) and probably this was often one of the factors that helped business to get on its feet. With the recovery of industry and trade, funds were withdrawn from the New York market, and the demand for the increased amounts of money that were needed in hand-to-hand circulation also impinged upon New York. The New York banks kept on increasing their loans as long as they could, but sooner or later losses of deposits and of cash forced them to contract, and this compelled contraction in the securities market.

          Before the war, it was literally true that a cyclical expansion of production and trade was at the expense of speculation and long-term financing, and it was equally true that business depression created conditions which made an expansion of speculation and of long-term financing possible. This process of cyclical give-and-take between the New York money market and the interior was reflected in the timing of the expansion and contraction of general business activity. It probably accounts in part for the way in which the movement of speculation appeared to forecast the movement of business.

        

        Snyder and some of the New York directors drew on the way in which cyclically low rates in New York led “a revival of long-term financing” and “construction expenses.” Harrison drew on the way in which speculation “forecast the movement of business” by focusing on the need for a return of “confidence.”

      
      
        11.3. Assessing the Friedman-Schwartz View That Power Shifted from New York to the Board

        Were Friedman and Schwartz correct that an explanation for the failure of the Fed to prevent a routine recession from turning into the Great Contraction was a transfer of power from a capable New York Fed to an incapable Federal Reserve Board? The contention here is that the New York Fed retained its dominant position within the Federal Reserve System. Harrison did continue to push for the New York program but not through aggressive open market purchases until spring 1932. In 1930, Harrison believed that the Fed was carrying out the New York program through maintenance of “easy” conditions in the money market. In 1931, he increasingly believed that the banks were frustrating the program through an unwillingness to utilize the reserves supplied to them. The remainder of the section selects quotes to show how under Harrison’s leadership the New York Fed was not at all aggressive in pushing the regional Reserve Bank governors for open market purchases.

        At the June 23, 1930, meeting of the Executive Committee of OMPC, the governors voted down the New York proposal that the Fed make open market purchases of government securities. At the next OMPC meeting in September 1930, the Conference took note of “the continued severe depression” and recommended only that it should be “the policy of the System . . . to maintain the present easy money rate position” (HPC, OMPC, September 25, 1930, 4). At the December 1930 OMPC meeting, Harrison recounted the run on the Bank of United States and noted that the New York Fed had purchased securities directly from the bank so that it would not have to show that it had borrowed from the discount window. The OMPC recommended only that “if any real need arose they would be willing to leave it to the judgment of the Federal Reserve Bank of New York whether some additional amount of government securities should be purchased” (HPC, OMPC, December 20, 1930, 2).

        At the January 8, 1931, OMPC meeting, Harrison began by recounting the dire position of other gold standard countries because

        
          the world owes the United States on balance about $600,000,000 each year, and that payment has to be made in gold, in imports from foreign countries to us, or by borrowing from us. These countries were unable to send us much more gold, their exports to us were now limited and now financing curtailed. Their only alternative was to diminish their purchases of goods from us, which was now being done to our detriment. (HPC, OMPC, January 8, 1931, 1)

        

        Harrison also told the governors that “the directors of the New York bank had voted at their last meeting to sell a part of the securities which had been added to the portfolio of the New York bank during the recent banking emergency. It was the general plan of the New York bank to liquidate the balance of the temporary purchases of $45,000,000 of securities” (HPC, OMPC, January 8, 1931, 2–4).

        The minutes also reported:

        
          It should be the policy of the System to continue an easy money policy in the best interest of trade and commerce. It is the belief of the Conference, however, that the seasonal return flow of currency and credit and other factors have tended during recent weeks to make for an undue excess of funds in the principal money centers. . . . It would be desirable to dispose of some of the System holdings of government securities. . . .

          Governor Harrison replied that they [the surplus reserves] appeared to indicate first, little demand for funds by borrowers, and second, reluctance to employ funds. . . . Mr. Miller suggested that the banking situation might be suffering just now from excessive caution and excessive desire for liquidity. Governor Harrison replied that that was one reason why our easy money policy had not proved more effective. (HPC, OMPC, January 8, 1931, 5–6)

        

        At the April 29, 1931, OMPC meeting, Harrison recommended granting authorization to purchase up to $100 million of government securities but with no actual purchases. At the June meeting, Harrison recounted the critical world situation:

        
          He [Harrison] further stated that the events of the past two weeks were in some ways the most critical which the world has passed through since the war, that there had been a threat of a general moratorium and a possible breakdown of capitalism in Europe. . . . Developments in South America had indicated the danger of a moratorium in certain countries there. In these circumstances it seemed desirable to take every possible measure available to the Federal Reserve System for improving the situation. (HPC, OMPC, Executive Committee, June 22, 1931, 2, 7)

        

        The OMPC voted to buy the minimal amount of “up to $50,000,000 of government securities.”

        At the August OMPC meeting, Harrison repeated his warning about the dire condition of the world. Although he recommended that the Executive Committee of OMPC be authorized to purchase up to $300 million of government securities, he did not recommend immediate purchases. He continued to express concern that the banks would not use the additional funds:

        
          Governor Harrison stated his belief that economic, social, and political conditions throughout the world were so very serious, the prospects for the winter indicated such severe unemployment and distress, and the threat of political and social upheavals in various parts of the world was so great that the Federal Reserve System should certainly be prepared to take any helpful steps within its power if and as soon as conditions indicated reasonable prospects of their success. Governor Harrison did not advocate immediate purchases of securities because it did not appear that the attitude of the banks and investors was such that funds thus made available would be put to work. (HPC, OMPC, August 11, 1931, 9, 3)

        

      
      
        11.4. 1930

        In 1930, the New York Fed struggled with how to respond to the recession. The fall 1929 stock market crash followed by recession unfolded as predicted by the speculative-excess explanation of recession. Within this real bills framework, the issue was whether to allow the required liquidation of business or to promote a positive psychology through “credit inflation.” Because the New York banks were borrowing relatively little from the discount window, open market purchases supplying funds to the banks would push them out of the window and create excess reserves (figure 6.1). That situation would mean the end of real bills principles of supplying funds to banks through the discount window conditioned on collateral (real bills) arising out of a legitimate demand for credit.

        The May 1930 meeting of the New York Executive Committee defined the issues. Although the minutes do not identify the speakers, the attribution below seems clear. Carl Snyder wanted open market purchases, and Harrison demurred. Although the directors admitted that gold inflows supported an expansion of credit not based on real bills principles, they were uncertain about a world of “managed money,” that is, the creation of credit not based on market demand.

        The minutes reported (HPC, Executive Committee, May 19, 1930, 11–12):

        
          The directors admitted a recurring hesitancy to depart from the more or less commercial basis of operations in discounted papers and bankers acceptances [real bills principles] to embark upon so called credit management by means of purchases and sales of Government securities. It was generally agreed, however, that the large accumulation of gold in the United States had forced a certain amount of credit management upon the banking system. And it was further agreed that we should determine whether or not the present business depression is so serious as to warrant our assuming the risks of credit management in order to try and avoid the greater risks of prolonged depression.

        

        At the meeting, someone who had to have been Carl Snyder challenged the real bills view that open market purchases would supply unwanted and unneeded credit:

        
          Nor was it unanimously agreed that purchases of Government securities at this time would represent real inflation. It was suggested that we had encouraged a deflation of credit during most of the years 1928 and 1929, that the rate of increase in total credit in use had been below normal, and that it was now proposed to help restore the amount of credit in use to more nearly normal levels.

        

        Harrison was unwilling to represent those views before the OMPC. He made the valid point that the OMPC would reject them. However, there was not then or in the future any expression of regret or expressed opinion that the OMPC was mistaken. Harrison also expressed what would be his signature position, namely, that any attempt to supply funds to banks through open market operations would have to be done in a way that could be quickly reversed. That position reflected his concern for a revival of speculative excess:

        
          Finally, it was recognized that it would be most desirable to have the support of a united Federal Reserve System in any action that was taken, and that consideration must be given to the difficulty which would probably be encountered in reversing our action, which if necessary, because of the organization of the Federal Reserve System.

        

        The directors concurred with Harrison:

        
          The committee discussed the desirability of taking further action—purchase of government securities—designed to foster an easier credit situation. With member bank discounts at Federal Reserve Banks practically at minimum levels, it was held that purchases of government securities would represent inflation, and that the dangers of an inflationary program were many and serious.

        

        The New York directors did not understand how the Fed’s free reserves procedures set money market interest rates. The minutes reported (HPC, BoD, June 5, 1930, 16–20):3

        
          The first step in the program, as he [a director] viewed it, might well be to get the call money rate down to a dramatically low level, and, in this connection, it was suggested that there is something artificial in the present call loan rate of 3%, when time money frequently brings less than 3%. The claim was then made by another director that the call money market is a natural money market and that the present rates are in no sense artificial. . . . There is now, it was said, a balance of funds in the money market.

        

        Adolph Miller, member of the Federal Reserve Board, in attendance, commented:

        
          During this business recession, he [Miller] said we have not had the collapse of money rates which has characterized similar periods, partly because the Federal Reserve System has retarded liquidation. The present state of business and credit should not be considered as an independent situation, however, but as part of a long time post-war readjustment. . . . We must establish our place under a new set of conditions and there is danger, therefore, in being too optimistic concerning an early and rapid recovery of business.

        

        At their June 1930 meeting, the New York directors supported open market purchases. The minutes (HPC, BoD, June 26, 1930, 26) reported, “[The directors] agreed unanimously that a revival of the bond and mortgage market, both logically and by precedent, is a necessary antecedent of business recovery, and they indicated their belief in the power of credit to bring about a revival in the bond market and, through it, to bring about improvement in business.” However, probably as reminded by Harrison, such actions were controversial. The New York Fed continued to receive criticism for its easing actions in fall 1929. Earlier, the minutes (HPC, Executive Committee, June 9, 1930, 21) had reported the criticism “that its actions last autumn, and since, had merely delayed and prolonged necessary liquidation of an unsound business and credit situation, and that if a sharper and more natural liquidation had been permitted a more rapid recovery would have been had.”

        The September 1930 meeting of the New York Fed officers highlighted the differences between Harrison and both Snyder and Burgess. The minutes (HPC, Officer’s Council, September 17, 1930, 46–47) reported:

        
          Mr. Snyder called attention to the fact that . . . the figures for all member banks as of June 30 [1930] showed that there had been practically no change [in the volume of bank credit] as compared with the 1928 figures and an actual decrease as compared with the 1929 figures. . . . In his opinion, this “deflation” should now be aggressively combatted by additional purchases of Government securities in the hope that business would be stimulated and the hardships of what now looks like a winter of depression diminished.

          The Governor said that when banks were already borrowing minimum amounts from the Federal Reserve System, the only effect of additional purchases of Government securities was forced investments, and the dangers of such a policy of inflation were great and the advantages doubtful. Furthermore, he said that from a System standpoint it is a practical impossibility to embark on such a program at the present time—to do so would mean an active division of System policy. Under the circumstances he held it wiser to maintain the present policy of keeping credit easy and the New York City banks over in reserves, rather than to adopt a policy of active credit creation.

          [The]question was raised as to whether additional purchases of Government securities at this time could properly be called a program of inflation—was it not more nearly correct to label it an attempt to correct a preceding deflation. Disregarding this question of nomenclature, Mr. Burgess said that if we were acting alone, he would be in favor of a program which involved more than merely maintaining easy money rates and keeping the New York City banks out of debt; that by increasing the pressure upon the banks to employ surplus funds we might give a little impetus to business recovery.

          The Governor was not convinced that present economic difficulties could be remedied by a heavy dose of easy credit any better than the small dose which had already been administered and he pointed out that when all the New York City banks are more or less continuously out of debt at the Reserve Bank over any considerable period of time it means a very easy reserve position. He also directed attention again to the reluctance of most of the other Federal Reserve Banks to acquiesce in the open market policy developed.

        

      
      
        11.5. 1931

        Burgess (HPC, BoD, January 15, 1931, 77) expressed the New York Fed’s policy in 1930, “namely, to keep credit so easy in the New York market that funds would remain in or flow to the interior of the country or would, by their redundancy in New York, stimulate investment and perhaps encourage a more liberal lending attitude on the part of the commercial banks.” Harrison (HPC, BoD, March 5, 1931, 98) remained unwilling to do more. “The present is no time to sponsor inflation. . . . Governor Meyer of the Federal Reserve Board expressed his agreement.”4 Harrison (HPC, BoD, April 9, 1931, 113) would have been receptive “if we had such control of the throttle that we could quickly and effectively go into reverse. In the absence of ability to reverse our position, inflation would probably do more harm than good.”

        Harrison (HPC, BoD, May 7, 1931, 134–35) did admit that the policy was not working: “At home we have easy money in the money centers but not in the country as a whole. Credit is bottled up in New York and other cities, because of the unwillingness of bankers and investors to use it in the ordinary channels of trade and agriculture.” Later in May, however, Harrison (HPC, BoD, May 28, 1931, 144–45) became willing to consider “a managed currency and credit position. . . . With conditions the world over as serious as they are now, the Governor thought that the adoption of a program of mild inflation must be considered.”

        However, not all the directors were willing.

        
          Mr. Mitchell5. . . thought that it would be assuming a terrific responsibility, however, to charter a policy of inflation and that, if it did not work, the Federal Reserve System would suffer for what would be labeled a great mistake. He said that if it were not for the present psychology of fear, he would be more hopeful of success but that, at the moment, fear was the dominant element in business thinking and that under the circumstances money could be so soft that you could put your finger through it, and yet people would not use it except when safety was guaranteed.

        

        At the next board meeting, Harrison (HPC, BoD, June 18, 1931, 155–56) also noted that “it [open market purchases] was the only thing left for us to do in an attempt to maintain our earning assets in the face of heavy gold imports.”

        New York recognized the demand for liquidity by banks given the outflow of currency from banks. The minutes (HPC, Executive Committee, August 4, 1931, 15–17) reported: “Mr. Mitchell said that the New York banks would probably not be inclined to employ the funds which they obtain as a result of System security purchases in buying second grade bonds. The emphasis is all on liquidity at the present time, and they would in all probability, prefer to hold idle reserves rather than to employ the money in that manner.” The minutes (HPC, Executive Committee, September 28, 1931, 67) recorded Governor Harrison as saying, “If each of the New York banks is going to stick to its own liquidity program and if the rest of the country looks to the New York for leadership in recovery . . . we shall not get anywhere, and banks will become no more than safe deposit boxes.”

        The minutes (HPC, BoD, June 18, 1931, 155–56) also reported that purchases of government securities had not expanded credit “because they were absorbed by a reduction in the earning assets of the Federal Reserve System and latterly because of a substantial increase in currency hoarding which has resulted in a similar increase in the amount of ‘currency in circulation.’” Nowhere either in the minutes or in public commentary is there any recognition that a failure to provide reserves to meet a demand for excess reserves and a failure to provide reserves to offset currency outflows required a contraction of the banking system. “Mr. Mitchell said he considered that the emergency [Germany abandoning the gold standard and bank runs], which the purchase of $50,000,000 of Government securities in August was designed to meet, had long since passed, and that the excess reserves subsequently held by the New York City banks were creating an unduly sloppy money market. . . . He suggested the desirability of selling these securities” (HPC, BoD, August 20, 1931, 34–35).

        One reason that banks demanded the liquidity from holding excess reserves as opposed to bonds was fear that a depreciation in the market value of bonds would prompt regulators to close them. The minutes (HPC, Executive Committee, August 4, 1931, 17) reported:

        
          Governor Young [Boston] said that to be effective, the purchase of Government’s by the Reserve Banks would require the cooperation of commercial banks. The policy could only be effective if the commercial banks would buy bonds. They have been discouraged from the purchase of bonds by the procedure followed by the examiners with respect to charging off bond depreciation. It is questionable whether the excess reserves would be put to work. He expressed doubts about the efficacy of open market operations in general.

        

        The minutes (HPC, BoD, August 6, 1931, 18) continued:

        
          Mr. Rounds, following his usual report on banks requiring special attention, said that the list of banks whose capital is impaired by reason of bond depreciation or losses in other assets is constantly being enlarged as examination reports come in. . . . Mr. [Owen D.] Young asked, “Must we stand by and see these banks fail?” Governor Harrison replied that under present conditions there is no alternative if the directors or stockholders cannot be persuaded to put in additional money to restore the capital of such institutions, or if arrangements cannot be made to have them taken over by other banks.

        

        Also, bankers feared that government deficits would leave government bonds worthless. Harrison (US Congress 1932a, April 13, 504) testified:

        
          Buying securities . . . alone accomplishes nothing because it gives excess reserves to the member banks. . . . It is impossible to be used for expanding credit where it is used for paying off debts of a bank. That does not change the volume of Federal reserve credit at all, but does relieve the Bank under pressure, which tends to make it more liberal. . . . You can not expect the bankers . . . to use that excess reserve unless they have reasonable confidence. . . . They are not going into the bond market at all if you have legislation pending in Congress that makes for the unbalancing of the Budget.

        

        Owen D. Young (HPC, BoD, April 21, 1932, 201–3), one of the New York bank directors, argued

        
          that many people felt our program must fail if launched before the country is assured of a balanced budget. He had two criticisms of our program both connected with this point: 1. It is hopeless to try to force credit into use in the face of widespread fear of an unbalanced Federal budget. 2. By manufacturing an artificial market for Government securities and facilitating their issue at low rates, obstacles are placed in the way of a program of Government economy.

        

        On September 19, 1931, Britain left the gold standard. Debate in the New York Fed showed how little policy makers understood of monetary economics. Harrison (HPC, BoD, October 8, 1931, 84–85)

        
          pointed out that during the past three months there had been a substantial increase in the demand for Federal Reserve credit [discount window borrowing] incident to the export of gold and the hoarding of currency, and that this increase in the demand for Federal Reserve credit had been accompanied by a moderate rise in open market money rates. These developments made an advance in the discount rate appropriate. . . .

          He . . . thought that higher rates, by improving bank earnings, might improve the psychology of bankers and increase their willingness to lend and invest funds. . . . He felt that reserve bank rates would be more nearly in touch with money market conditions.

          Mr. Mitchell expressed the opinion that . . . if open market money rates could be raised to levels which would justify higher deposit rates, that might stop the withdrawals of deposits. . . . He thought that the banks would regard keeping money rates down under present conditions, as the maintenance of an artificial situation.

        

        The only recognition that higher interest rates might negatively impact the economy was concern for a “psychological effect.” Aid to banks experiencing runs would have to come from a new organization that could lend to banks: the National Credit Corporation, forerunner to the Reconstruction Finance Corporation. The minutes (HPC, BoD, October 15, 1931, 89, 91–92) reported:

        
          Governor Harrison commented on the continued withdrawal of currency from banks and on the banking situation in various parts of the country. He pointed out that we have now come to the point where it is necessary to fight banking difficulties by every possible means, and suggested the desirability of mobilizing the liquid assets of banks in communities such as New York which are strongly situated, so that it will be possible to respond immediately to the needs of other localities. . . . Gov. Harrison . . . pointed out that the outflow of gold had continued as rapidly as in the week previous. . . . His recommendation would be for an advance of 1 per cent to a 3½ per cent [discount rate].

          Governor Meyer said that the matter had been informally discussed among members of the Federal Reserve Board and that only one member of the Board had expressed fears concerning the psychological effect of bank depositors. He said that an advance in the rate was called for by every known rule, and believed that foreigners would regard it as a lack of courage if the rate were not advanced. He said he did not see how it would affect depositors in this country.

        

        At the next directors’ meeting, Harrison (HPC, BoD, November 25, 1931, 115) stated that “if there is a renewal of numerous bank failures and of currency hoarding in addition to seasonal demands during the weeks just ahead, it may become necessary to take some action to bring about cooperation between commercial banks in meeting the situation.”

        Harrison and the directors of the New York Fed understood the world through the eyes of bankers. Like all their contemporaries, they believed that banks, not the Fed, were responsible for the decline in bank deposits and bank credit. The minutes recorded (HPC, BoD, December 24, 1931, 124–26):

        
          Governor Harrison brought to the attention of the directors a record devised and maintained by the reports and statistical department of the bank showing the relation between bank credit, business volume, and the general price level. He said that on the experience of past years, these records now indicated a further decline in the general price level unless there should be an increase in volume of bank credit, and he commented on the serious aspects of any further deflation of prices.

          Mr. Reyburn said that he did not like to see the blame for the present situation placed upon the banking community alone, because he believes that it is the doubts and fears of industrial leaders and their absence from the forum where public opinion is formed which are primarily responsible for the declining volume of bank credit in use. . . . Mr. Mitchell stated that he did not believe that there is anything which the Federal Reserve Bank can do so long as fear is in the saddle. He said he did not like the looks of the present banking situation, that there is danger of conflagration and that in view of this condition and the difficult situation abroad he thought the Federal Reserve System should conserve its ammunition.

          In view of our present free gold position and the potential demands which may be made upon us at home and abroad, he [Harrison] said, the most conservative course and perhaps the wisest course to follow would be to do nothing beyond what is already being done. On the other hand, it could well be argued that if, after the turn of the year, deflation of credit and of prices continues bringing nearer the danger of complete collapse, the courageous thing to do would be to fire off our last shot in the belief that failure could be no worse than continuance of present trends. For his part, he would not want to do this unless the commercial banks would cooperate in our attempt to expand the use of credit, in which case, of course, we should have to try and measure the risks to be run by those banks. He stated his belief, at the moment, was that no further Government securities should be purchased until after the turn of the year, except to avoid a jam in the money market, but that if, after the first week in January, present trends—credit deflation, price declines, bank failures—continued, the System might well have to purchase further amounts of Government securities instead of selling those previously purchased for temporary holding over year end, as had been contemplated. Even then, we should want to guarantee the fluidity of the funds placed in the market, he said, by securing the cooperation of the member banks in their use. This brought up the question, he thought, of whether or not we should call a meeting of principal bankers at which the situation could be placed before them and their cooperation demanded. . . . Mr. Mitchell . . . believed that the New York City bankers were almost unanimous in opposing the purchase of Government securities by the Federal Reserve System at this time.

        

      
      
        11.6. 1932

        The issues in 1932 when Harrison finally accepted the need to stimulate the extension of bank credit were twofold. First, while open market purchases in sufficient quantity could create excess reserves, there needed to be a demand for those reserves. If there was no demand, banks would not use them. Second, open market purchases reduced the gold cover. While the Federal Reserve System had ample free gold reserves, New York did not. It was not willing to undertake open market purchases on its own account without participation of the banks with ample gold cover, especially Chicago. The extent of the gold cover was a measure of the ability to supply funds. There was absolutely no question of breaching it. The gold cover gave value to the currency and was the wall separating the “gold standard” from a paper money standard of managed money.

        In 1932, led by Harrison, the Fed would undertake open market purchases. However, Harrison believed that the additional reserves would be used to expand credit only if confidence returned. That belief motivated an extensive behind-the-scenes effort to shape policy in Congress. Harrison would undertake to meet the challenge defined by Governor Meyer (HPC, Executive Committee, August 4, 1931, 15–17): “Whereas in 1928 and 1929 the trouble was overconfidence and overspeculation, the trouble now is underconfidence and, in fact, too little inclination to take risks. The question now is whether we can by any action here bring about a reversal in public psychology.”

        The threat posed to the free gold position by open market purchases weighed on Harrison. Open market purchases of government securities would increase the deposits of banks at the New York Fed and would increase the required gold backing for those deposits. A decline in the gold cover of the New York Fed toward the legally required minimum would undermine confidence in the financial community. To be willing to take that risk, Harrison had first to be assured that banks would have the confidence to use additional reserves.

        To ensure that banks would have that confidence, he organized an ambitious coordination of policy with the administration and with Congress. The Treasury wanted a reduction in the discount rate below the interest rate on government securities so that banks would have an incentive to buy debt as in WWI. In return, the Fed wanted the promise of a balanced budget. From Congress, the Fed wanted legal authority to use government securities to back currency as a way of relaxing the gold cover constraint. The Fed wanted creation of the Reconstruction Finance Corporation to lend to banks with impaired capital. It also wanted wage reductions in the railroad industry to boost the value of the railway bonds held by banks.

        Harrison (HPC, BoD, February 25, 1932, 165–67) told the directors his view:

        
          Our chief concerns at the moment are 1. The continued hoarding of currency. . . . 2. The continued contraction of credit, which has persisted during the first two months of 1932 at much the same violent rate as in the last quarter of 1931. After two years of depression, he said, with continued declines in the value of commodities and securities, the banks of the country are pretty well tied up and yet, if present trends continued, we might have a wave of failures which would not stop with the banks but would spread to the industries and railroads of the country.

          Right now, he thought, we have the best opportunity we have had or may have to do what is in our power to aid in recovery. In January, he said, we mapped a program in our minds which involved organization of the Reconstruction Finance Corporation, railroad wage adjustments, support of the bond market, liberalizing the Federal Reserve Act by some such measure as the Glass-Steagall bill, a definite and sound undertaking of the Treasury to bring the Federal budget into balance.

        

        The danger that the populist forces in Congress would force the United States onto a fiat money standard also pushed Harrison into action. The minutes (HPC, BoD, March 24, 1932, 178–79, 181) reported:

        
          Mr. Young said he would be very hesitant to ask the banks to embark on a program of greatly increased purchase of Government securities. The House of Representatives is on an emotional rampage, he said, and not only is there now no assurance of a balanced budget but, what is even worse, there is the possibility that it might be thrown even further out of balance than it already is. Any group, which would defeat the balancing of the budget, would also vote the soldiers bonus without providing the means of payment. That means starting the printing press. . . . So long as people are apprehensive about the budget and about a soldiers bonus to be paid in greenbacks, there is nothing worth while which we can do. . . . Governor Harrison said that . . . it must be admitted that the best talking point for “Greenbackism” in Congress is the deflation of bank credit which we are trying to stop. Governor Harrison said that . . . we have done our part—the commercial bankers have not yet done theirs.

        

        Later, Harrison (HPC, Executive Committee, March 29, 1932, 182) expanded on his concerns:

        
          There are two groups in Congress . . . 1. The soldiers bonus group, which, heretofore, has been held back because it could not see how the funds could be raised for immediate payment of the bonus. 2. The greenback group, which desires to put fiat money into circulation, and which now says to the soldiers bonus group that the money for the bonus can be supplied in this way, and that the business depression can be halted at the same time. The danger is that the two groups, together, may be able to accomplish something which either one, alone, could not have accomplished.

        

        By April 1932, Harrison had become convinced of the need to undertake a significant program of open market purchases not only because of the deflation of prices and credit but also because of populist pressure in Congress. The problem, however, was the reticence of the other Reserve Banks. They believed that note issue unbacked by gold or real bills would be inflationary. Harrison (HPC, Executive Committee, April 4, 1932, 185–86) reported

        
          that the loans and investments of the banks of the country are continuing to decline, and that there is as yet no decided evidence of a change in the downward trend of business activity and commodity prices. The persistence of this movement, he said, is bringing us to the point where, not only is there heart-breaking pressure upon all debtors, but there is also a progressive deterioration in the assets of the very banks which are making the strenuous efforts to keep themselves liquid.

          The situation is rapidly coming to the fore in Washington, the Governor informed the directors. There are large groups in Congress which are for a soldiers’ bonus payment and for inflation and, if these two groups get together, Congress is likely to take favorable action on some bill such as the Thomas bill (S.3874), which provides for the issuance of $2,400,000 of Federal reserve bank notes, collateralized by 2% Government bonds to be sold to the Federal Reserve banks. He said that he had discussed this bill with Senator Thomas, and that the Senator, while admitting that his methods are unorthodox, had asserted a strong preference for unorthodox methods as contrasted with doing nothing. Senator Thomas had fastened on his admission that credit deflation should be checked and that prices should go up, the Governor said, and claimed that his bill provided a means of accomplishing these ends. The Senator claimed, furthermore, that if his bill is not favorably received, even more radical proposals will be forthcoming from Congress.

          Governor Harrison then went on to say that it now appears as if the only way to forestall some sort of radical financial legislation by Congress, is to go further and faster with our own program. . . . That there are certain practical difficulties in the way of speeding up our purchases of Government securities, he admitted. First, it will be hard to get System approval. Second, even though the program is approved, many of the Federal reserve banks probably will not participate in it, leaving most of the burden upon the Federal Reserve Bank of New York. Third, if we carry the load, we shall have to take advantage of the provision of the Glass-Steagall bill which permits the use of Government securities, purchased by the Federal Reserve banks, as collateral for Federal reserve note issues. And fourth, if we are the only Federal reserve bank to do this, our critics will point to it as evidence of the determination of the New York bank to pursue a lone policy of inflation.

        

        At the April 7, 1932, meeting, the directors were uniformly enthusiastic about increasing the rate of purchases of government securities beyond the current $25,000,000 a week. For example, Mr. Young quoted former director Mitchell as recommending that “the Federal Reserve banks make some spectacular purchases which would rivet the attention on their determination to break the back of the present credit deflation.” Young continued: “He [Young] would not be at all afraid to have the New York Bank go ahead alone. . . . The risks of doing nothing are so great, that we must do something” (HPC, BoD, April 7, 1932, 194). Harrison (HPC, BoD, April 7, 1932, 196) noted that “Senator Thomas had indicated to him that he might be satisfied not to press for Congressional action if the System would proceed more vigorously.”

        As early as May 1932, Harrison (HPC, Executive Committee, May 9, 1932, 215–16) could report:

        
          The deflation of bank credit, which was proceeding at a precipitous rate, has been checked in the country as a whole and turned in New York. . . . It would be fatal for the Federal Reserve System to abandon the program now. . . .

          Since the latter part of February purchases of Government securities for System account had totaled $546,000,000 and that, including a return of currency from circulation, the banks had gained funds totaling $726,000,000 during the period. These funds had been used to reduce member bank indebtedness at Reserve banks by $329,000,000, to offset the retirement of $123,000,000 of other forms of Federal reserve bank credit, to offset a net reduction of $5,000,000 in the country’s gold stock and to increase member bank reserve balances by $2,690,000.

        

        At the same time, Harrison soon began to worry about placing a limit on the purchases of government securities so that they could be undone. The balancing act was to initiate a recovery in bank lending and the economy but to stop before credit inflation could initiate another round of speculation. The goal was to provide a level of excess reserves that would encourage banks to lend but not to go beyond that level. Harrison’s comments (HPC, BoD, May 18, 1932, 218) also suggest that he was nervous that if the Fed ended open market purchases Congress would pass the Goldsborough bill:6

        
          It is not possible to go forward purchasing large amounts of Government securities each week, without having some definite objective and terminal point of view. . . . When the figures of member bank reserves are sufficiently high to produce adequate pressure upon the banks and to provide adequate credit for business as recovery sets in, we shall probably have done our part. If commercial banks can’t or don’t use the credit which we provide, that is another problem. He pointed out, however, that we must be most careful in announcing a definite objective because of the manifold possibilities of misinterpretation of such an announcement and of its use to support such legislation as the Goldsborough bill.

        

        Given Harrison’s concern for a need to undo the open market purchases, the New York Fed purchased only short-term government securities. Harrison (HPC, BoD, May 18, 1932, 220) told the directors, “With a program of the magnitude of that now being pursued, we must always have in mind the time when a reversal of our policy will be necessary, and that a reduction of our holdings of Government securities can best be accomplished, with the least disturbance to the market, by allowing short term holdings to mature without replacement.”

        By the end of June 1932, New York was getting close to Harrison’s objective of creating a desired level of excess reserves. Burgess (HPC, BoD, June 30, 1932, 246) reported that

        
          roughly, as a result of purchases of approximately $1,000,000,000 of Government securities we had offset a loss of gold of nearly $500,000,000, replaced over $400,000,000 of member bank discounts and bill holdings and increased the amount of Federal reserve credit outstanding by about $100,000,000. Mr. Young pointed out that most of our efforts had served to check a contraction of credit rather than to stimulate an expansion of credit. We have been clearing the way for action, rather than taking action, he said. Governor Harrison agreed that this had been so, and said that our program is only now getting a real test as an agency for recovery.

        

        At the June 30, 1932, FOMC meeting, Harrison recommended continuing open market purchases but only on the condition that Boston and Chicago buy securities from the New York Fed. The directors had similar views (HPC, BoD, June 30, 1932, 257). As Harrison (HPC, BoD, April 28, 1932, 208) noted, “Most of the funds resulting from open market purchases of Government securities had gone, of course, into the New York market.” The deposits of member banks at the New York Fed raised its required gold cover by 35 percent. At some point, unless Boston and Chicago with their ample gold cover bought securities from the New York Fed and transferred gold to it through the gold settlement fund, open market purchases would cause the New York Fed to breach its legal obligation to back its liabilities with gold.7

        The Chicago and Boston Reserve Banks opposed continued open market purchases, and Philadelphia was “lukewarm,” as was “a majority of the Executive Committee of the OMPC” (HPC, BoD, June 30, 1932, 254). Ironically, the bank runs in Chicago in June 1932 (Calomiris and Mason 1997) hardened the opposition of the Chicago bank to redistributing gold to New York. As shown in figure 9.9, a bank run that increased currency in circulation lowered banks’ nonborrowed reserves and forced them into the discount window. Increased borrowing increased the required gold cover. Increased currency also increased the Fed’s liabilities. It was true that with the passage of the Glass-Steagall Act of 1932, for one year, the Reserve Banks could collateralize currency with government securities. However, the regional Reserve Bank governors considered that a step toward a managed paper money standard.

        Indicative of this attitude, Carter Glass had agreed to section 3 of the 1932 Glass-Steagall Act, but only as part of Harrison’s program to restore confidence as a precondition of open market purchases. Butkiewicz (2008, 284) wrote: “In the testimony for the Banking Act of 1935, you can see Carter Glass is mad. He said he wanted on the record that he never would have reported that bill [out of the Senate Banking Committee], that is, co-sponsored the Glass-Steagall bill, had he known it was going to be used. He was told it was only for psychological purposes.”

        Irving Fisher (1934, 204) quoted Representative Goldsborough’s comments reported in the New York Times of June 2, 1932:

        
          I [Carter Glass] dissent from the view that there is any need of artificial inflation of the credit or currency of the country. . . . I distinctly disavow the belief that any of these legislative devices is necessary at this time. I simply offered the bill in question [Glass-Steagall] as a substitute for the Goldsborough Bill which I regard with the utmost aversion.

        

        Representative Goldsborough also quoted Glass’s comments on the floor of the Senate (Fisher 1934, 205): “He [Glass] would not be willing to give the power provided in this bill to any seven men that God ever made.” Goldsborough then added, “Does not the Senator from Virginia know that the Federal Reserve System is now exercising these vast powers in an absolutely uncontrolled manner . . . ?” Carter Glass’s attitude also appeared in a comment he made to Randolph Burgess (1964, 226) after passage of the Glass-Steagall Act. “You tell George Harrison that I am now just a corn-tassel Greenbacker.”

        In any event, Harrison was never willing to entertain an open-ended program of open market purchases until the economy recovered. Director Reyburn (HPC, BoD June 30, 1932, 251–52) asked Harrison “how far we could safely go on further purchases of Government securities, even if we got all of the Federal reserve banks to come in for their proportionate share of the program?” Harrison replied “that he would like to increase the excess reserves of the member banks to $250,000,000 to $300,000,000 and that thereafter, unless currency hoarding began again, no further purchases should be necessary until the banks begin to use their reserves.” Given his inability to rally all the Reserve Banks to a united front for a program of open market purchases, Harrison settled on a goal of maintaining excess reserves at the level of $250,000,000—an amount he believed would provide banks with an incentive to lend if loan demand revived.

        Harrison realized the gravity of the banking situation. However, policy makers lacked the concept of banks forming collectively a banking system whose assets and liabilities rested on a reserves base that the Fed was responsible for maintaining. To wit (HPC, BoD, July 7, 1932, 264):

        
          Burgess: The excess reserves of member banks, which had built up over a period of weeks, now have been almost eliminated, largely as a result of a renewal of currency withdrawals. He said that this currency movement is offsetting whatever affirmative effects the System’s open market program might had had. . . . Harrison: There is no sense . . . in our purchasing securities merely as an offset to currency hoarding. That is an impossible task and an inversion of our program, which was based on a revival of confidence in the banking and credit structure. Unless we can get the Reconstruction Finance Corporation to liberalize its operations so as to check further bank closings, he said, it is doubtful whether we should pursue our open market program further, regardless of the participation of the other Federal reserve banks.

        

        Harrison concluded by agreeing to continue the open market purchases but only because it would look bad to stop them “in a critical situation” in which “the Federal Reserve System probably would have to bear the onus of whatever breakdown of the banking and credit machinery occurred.”

        The Chicago directors shared the same view of the world as Harrison. New York director Young (HPC, BoD, July 14, 1932, 273–74) related his conversation with the Chicago directors:

        
          They [the Chicago directors] say what is the use of going ahead if bank failures are to continue and hoarding of currency to be renewed. In these circumstances they hold it to be futile to talk of the pressure of excess upon member banks because, either there won’t be any excess reserves or the banks will prefer the cost of carrying them to their use. Mr. Young said that if we must assume that hoarding is going on and bank failures are to continue, he would agree with this stand. He said he had suggested, however, that there is now a better feeling among business men than there has been for some time and that, if the Reconstruction Finance Corporation can be prevailed upon to do its job, this might be just the time to bring excess member bank reserves and improved business sentiment together, in the hope that we may strike a spark which will bring recovery.

        

        The directors believed that the “breakdown of the banking and credit machinery” that Harrison had referred to at their July 7, 1932, meeting came from a collapse in loan demand unrelated to Fed behavior. The success of the Fed’s program of open market purchases required ruling out “the possibility of further numerous bank failures and of a renewal of currency hoarding.” Ruling out that possibility would happen only if the Reconstruction Finance Corporation pursued a more liberal loan policy. “Governor Harrison said that he had pointed out to Governor Meyer . . . that there is not much use in the System going ahead with its program unless bank failures are stopped and the basis laid for a restoration of confidence” (HPC, Executive Committee, July 11, 1932, 267). However, in 1932, the Reconstruction Finance Corporation acted under legislation to prevent it from incurring losses. By overcollateralizing loans, it removed good assets from troubled banks and left them unable to borrow either in the market or from the Fed. “Mr. Rounds said that . . . the difficulty involved in working alone . . . is that in many cases the Reconstruction Finance Corporation has cornered all of the collateral of the banks and we have nothing to work on” (HPC, BoD, July 14, 1932, 272).

        At the August 4, 1932, Board of Directors meeting, Harrison (HPC, BoD, August 4, 1932, 77) stated that the “open market program of security purchases is now completed.” If gold inflows increased excess reserves, “we may soon have to begin to reduce our holdings of Government securities.” Although the New York Fed did not begin reducing its securities portfolio, Harrison (HPC, BoD, September 8, 1932, 25) remained concerned that “in the past, we had often acted too slowly and that, if the upward momentum becomes too great, we might not be able to check the movement when we desire to do so.” Harrison (HPC, BoD, December 22, 1932, 46) remained concerned that “excess reserves . . . are a cushion between the Federal reserve banks and credit control; we do not have real control . . . until member banks are forced to borrow at the reserve banks.” For a variety of reasons, however, the New York Fed was reluctant to reduce its holdings of government securities. Governor Meyer (HPC, BoD, December 22, 1932, 49) noted “the tremendous sentiment for inflation now present in Congress, and which will probably be one of the most troublesome influences in the next Congress. The inflationists are hunting for a way to inflate, he [Meyer] said, and the sale of any governments at the present time would be regarded as deflation, and would be flying in the face of a predominant Congressional sentiment.”

      
      
        11.7. The Political Economy of Open Market Purchases in 1932

        No one in the 1930s understood that the credit and deposit structure of the banking system rested on a reserves base, which the Fed controlled through its power to create and destroy reserves. (That understanding would have to await Clark Warburton.) Policy makers did not understand how their free reserves operating procedures set the marginal cost of funds to banks and how that interest rate interacted with the price system to determine deposit (money) creation. Even at the height of the Fed’s open market purchases in spring 1932, Harrison was unwilling to lower the New York bank’s discount rate. The minutes (HPC, BoD, April 28, 1932, 211) reported that Harrison told the directors, “It has been pretty generally agreed from the beginning that our present program is a volume program, not a rate program. . . . On the whole . . . it would be more conservative not to reduce the rate at this time.” Governor Meyer (HPC, BoD, April 21, 1932, 205) said, “There is a good deal to be said by not confusing our open market policy with a cheap money program based on low discount rates. Our open market program is designed . . . to eliminate our discount and bill portfolio.”

        Without a restoration of confidence, the reserves provided through open market operations would presumably simply accumulate as excess reserves. The restrictive actions in fall 1931 required to maintain confidence in the gold standard, Harrison assumed, were a precondition for the addition of reserves to banks to stimulate lending and the economy. Harrison (HPC, BoD, April 21, 1932, 201) stated:

        
          The Federal Reserve Banks . . . cannot by themselves bring about inflation, or raise prices, or increase business activity. We may put out millions of dollars, but if they merely pile up as excess reserves they have, at that point, no influence upon business or prices. That is the reason . . . why in the past we have discussed just such a program as we are now embarked upon, without taking vigorous action. It would have been of no use to start a large open market operation if there were not a reasonable chance that the member banks would utilize the funds. And heretofore that cooperation probably would have been denied because the psychology of the bankers, largely by reason of the breakdown in central Europe and the suspension of the gold standard in England, was opposed to an expansion of credit.

        

        Most striking, Harrison argued that the periods in which there was “not a reasonable chance that the member banks would utilize the funds” were those periods in which reserve outflows were causing a contraction of the banking system and money. Harrison (HPC, Executive Committee, April 4, 1932, 188) noted, “Last year [1931] . . . because of a widespread lack of confidence with resultant bank failures and currency hoarding, the banks would not use the excess reserves which were placed at their disposal.” That view was common. Seymour Harris (1933, 463, 624) noted about the open market purchases of 1932, “Fear is so widespread that surplus reserves are hoarded. . . . The excess represents hoards by banks anticipating trouble rather than funds seeking investment as soon as a favorable opportunity appears. . . . Why supply reserves when they will not be used to expand loans?”

        There was no understanding that the increased holdings of excess reserves reflected banks’ desire for liquidity. Because of the way that bonds and securities had lost value, they were not considered liquid assets. The minutes (HPC, Executive Committee, April 11, 1932, 199–200) reported:

        
          Mr. Burgess asked Mr. Wiggin concerning the attitude of the banks toward the purchase of bonds other than Government bonds. Mr. Wiggin said that they were dead against. . . . Mr. Reyburn said that the real trouble with the present situation is the general lack of confidence, and that he did not think the banks had any business buying anything but the best bonds and not too many of them. Mr. Burgess suggested that if the banks are going to perform the function of collecting and employing individual savings, they must buy some bonds. One of the things which has hurt the bond market most, he said, was the growing feeling that banks should not buy bonds. . . . Mr. Wiggin said that . . . to begin buying bonds now would mean a complete reversal of policy on the part of most banks.

        

        Harrison wanted only policy actions, not a committed policy of raising the price level because he always looked ahead to when the reserves supplied purposefully by the Fed would have to be withdrawn. Fed policy makers stressed the restoration of confidence as the sine qua non of economic recovery but were never willing to commit to a policy that made the Fed responsible for restoration of that confidence. There was never a chance that the observation of Governor Meyer (HPC, BoD, December 22, 1932, 50) could be considered:

        
          Concerning the most effective pressure of excess reserves, Governor Meyer said that if the banks knew that there was going to be a constant amount of excess reserves over a long period, that amount could be relatively small and still be more effective than a much larger but uncertain amount. To be effective, he said, the pressure of excess reserves has to enter into the calculations of people who are going to use the money over a period of time. We have not obtained the full effect of recent large excess reserves because of uncertainty as to our future policy.

        

      
      
        11.8. 1933

        At no time during the Great Contraction was the failure of policy makers to understand the nature of the monetary standard so egregious as during the runs and bank closures in February 1933. Only the New York Fed could have organized a Federal Reserve System response to the panicky bank runs and closures, yet it stood by as a passive onlooker. Why did New York not rally the other regional Reserve Banks to lend freely? Summarizing the classical tradition of the Bank of England, Friedman and Schwartz (1963a, 395) referenced Bagehot (1873, 51):

        
          To meet an internal drain, he [Bagehot] prescribed lending freely. “A panic,” he wrote, “in a word, is a species of neuralgia, and according to the rules of science you must not starve it. The holders of the cash reserve must be ready not to keep it for their own liabilities, but to advance it most freely for the liabilities of others.”

        

        Harrison did not conceive of the system of Federal Reserve Banks as a central bank with the New York bank as its head. He did not accept responsibility for the banking system, just the banks in his district. He retained the original conception of the Fed as a set of independent reservoirs of funds strictly limited by the legal obligation to protect their gold basis. Consistent with the vision of the founders of the Fed, there was effectively no central bank. Harrison (HPC, Executive Committee, February 20, 1933, 79) acknowledged the “check administered to deflation in the spring of 1932” but attributed its temporary nature to various factors that weakened confidence, “including the unsettling influence of the presidential campaign, the failure of Congress to balance the budget or to take other decisive action, the publication of Reconstruction Finance Corporation loans to banks, and the recurring talk of the inflation and devaluation.”

        In February 1933, Harrison continued to review “the banking situation in Detroit and the declaration of a series of bank holidays in the State of Michigan. Currency hoarding is again in evidence and proceeding at an accelerated pace, and hoarding of gold coin has reappeared in aggravated form.” He noted that withdrawals of funds by banks in the interior had caused the excess reserves of New York City banks, which had been above $300,000,000, to disappear. Rather than use the situation to rally the Reserve Banks into action, Harrison (HPC, Executive Committee, February 20, 1933, 81) only “expressed the opinion that a statement from someone high in authority in the incoming administration, to the effect that the sound money promises of the party platform and the campaign speeches are going to be strictly kept, would have an electrifying effect in restoring confidence in our currency and credit.”

        New York had two ways of supplying reserves to banks apart from the discount window. One was open market operations. Harrison said that the OMPC did not grant the required authority but indicated no willingness to lobby for it. The other was through the bill market. Harrison (HPC, BoD, February 23, 1933, 84) offered as the reason for not pegging a low bill rate and supplying whatever reserves banks demanded that the New York Fed would have to be “willing [to allow] our rates [to get] wholly out of line with the market.”

        At the February 27, 1933, meeting, Harrison (HPC, Executive Committee, February 27, 1933, 85) noted that “the New York City banks have shown a loss of over $500 million in deposits of which approximately $400 million was the result of withdrawals of balances by interior banks.” Banks were selling government securities to obtain funds. Harrison (HPC, Executive Committee, February 27, 1933, 86) noted that

        
          the Government security market has gotten very thin. This has suggested the possibility of the Federal reserve banks going into the Government security market, purely as a market action, to prevent the development of air pockets and violent price fluctuations. A difficulty is that any such action will be interpreted by some as a part of a monetary or credit program and as being inconsistent with rising interest rates. This would be unfortunate but would have to be disregarded. Governor Harrison went on to say he had stated in Washington that, under no circumstances, would he recommend the participation of this bank in such purchases of Government securities unless the Federal Reserve Banks of Boston and Chicago agree to take more than their usual share of the total amount. They are going along with relatively large reserves while our reserve is relatively low.

        

        By early March, Harrison noted that the internal drain had also become an external drain. Harrison (HPC, BoD, March 2, 1933, 91) “thought it best to take the orthodox step and recommended an increase in the discount rate to 3½%.” By the March 3, 1933, Board meeting, the loss of gold had become unsustainable. Harrison (HPC, BoD, March 3, 1933, 95) was unwilling to suspend the gold cover and “pay out further millions of dollars of gold and currency to hoarders.” Neither was he willing to suspend payment in gold, which might result in “hysteria and panic” and a general run on banks. Consultation with Treasury Secretary Mills and Governor Meyer resulted in a recommendation that “Governor Lehman be requested to declare a holiday in the State of New York.”

        Upon his inauguration March 5, 1933, President Roosevelt declared a national bank holiday. On March 9, Congress provided a legal basis in the Emergency Banking Act. Ironically, the Fed, which had disavowed any responsibility for keeping banks open, would have to guarantee the viability of all the banks that did open after the bank holiday. The minutes (HPC, BoD, March 10, 1933, 118) reported: “There is no escaping the fact that the Federal reserve banks will have a responsibility for keeping open banks which now are licensed to reopen. Mr. Young said . . . the Federal reserve banks become the guarantors . . . of the deposits in the banks which are reopened.”

        With the incoming of the Roosevelt administration, until January 31, 1934, the United States ceased pegging the price of gold and the dollar floated in the foreign exchange markets. With banks largely out of the discount window, the Fed no longer determined the marginal cost of reserves to banks and money market rates. The open market policy of the Fed determined bank reserves directly, given the demand for currency. Nothing changed, however, in how policy makers understood their world. The Fed became willing to engage in open market operations, but only grudgingly. As late as the June 8, 1933, Board meeting, Burgess (HPC, BoD, June 8, 1933, 209) reported that “looked at from a strictly monetary point of view, our recent purchases of Government securities merely have offset a runoff of other assets of the Federal reserve banks, and have not yet put any new credit into the market.”

        The reserves of banks declined in 1933Q2 by 1.9 percent, only slightly less than the 1933Q1 decline of 2.6 percent (figure 10.4). They increased in 1933Q3 but only by 6 percent. In January 1931, free reserves equaled $330 million and were only somewhat higher at $440 million in August 1933. Not until March 1934 did they start to grow strongly (figure 10.6). M2 grew slowly in 1933Q2 and 1933Q3 at 2.3 percent and 1.7 percent annualized, respectively. It began to pick up only in 1933Q4, growing 6.5 percent annualized (figure 8.2).

        The New York minutes suggest that the new administration had not thought about monetary policy apart from requiring the Fed to support the government securities market with open market purchases. Harrison (HPC, Executive Committee, April 24, 1933, 162) told the directors that “a central bank . . . cannot go contra to the Government continuously, in perilous times, without courting destruction. The [Open Market Policy] Conference, he said, thereupon unanimously (Chicago not voting) had passed a resolution authorizing its Executive Committee to purchase up to $1,000,000,000 of Government securities if necessary to meet Treasury requirements.” However, Harrison remained ignorant of what the administration would require in the way of purchases of government debt.

        The May minutes (HPC, Executive Committee, May 1, 1933, 172–73) reported:

        
          Mr. Young asked what is the monetary policy of the United States? Governor Harrison said he did not know and had no way of finding out. . . . Governor Harrison said, further, he had told Secretary Woodin that in the absence of knowledge of the Government’s monetary policy he does not know how to run the Federal Reserve Bank of New York. At present . . . the Federal Reserve Board is disorganized, and in no sense provides a means of contact with the administration.

        

        Harrison’s (HPC, Executive Committee, May 15, 1933, 188) comments indicated that the administration was not pushing for an expansionary monetary policy:

        
          He [Harrison] is afraid of inaction, he said, with its threat of a set-back, forced use of the various provisions of the Thomas bill, and, perhaps, uncontrolled inflation. The country expects something to be done, and he thinks it expects first a resumption of open market purchases of Government securities by the Federal Reserve System. . . . Governor Harrison said some of the other Governors are not in favor of such purchases, and that the Secretary of the Treasury has been dubious about them.

        

        However, as commodity prices stalled, Roosevelt became desirous of open market purchases. The provisions of the Thomas Amendment allowing the president to present government securities directly to the Fed in return for Federal Reserve notes (“Greenbackism”) hung over the Fed (HPC, Executive Committee, August 21, 1933, 238, 240, 244):

        
          Governor Harrison said that he had pointed out that the purchase of $50,000,000 of Government securities is not needed by the current monetary position—that money is very easy and member banks now have more than $500,000,000 of excess reserves. . . . Governor Black said that farm prices had gone up rapidly when only speculators could profit, but now when the farmer has products ready for the market, prices have dropped so that the farmer gets the benefit of only a part of the rise in prices.8 He pointed out that it is highly desirable to bring about a higher level of prices during the period when the farmer is selling his products. He repeated that he believed that the President is very desirous of enlarged open market operations by the System in the hope that prices will be strengthened. He expressed the opinion that there is great danger of radical inflationary measures otherwise.

          Governor Black . . . pointed out that the Thomas bill authorized the President to direct the Secretary of the Treasury to request the Federal reserve banks to buy $3,000,000,000 of Government securities; the System has hardly made a beginning on such purchases and unless operations are conducted on a larger scale at times such as the present it is to be expected that Congressional leaders will be insistent upon the use of other measures provided by the Thomas bill.

        

        In fall 1933, the Fed continued with open market purchases but only to head off congressional pressure to monetize debt placed directly with it by the Treasury. The minutes (HPC, Executive Committee, August 28, 1933, 252) reported, “Governor Black then said that, talking right out on the table, there was no economic justification for what we did last week [the purchase of $35,000,000 of government securities]; we did it to avoid an issue of greenbacks.” The minutes (HPC, BoD, September 7, 1933, 254) of the next Board meeting reported:

        
          Mr. Burgess said . . . there really isn’t much, if any, economic or central banking justification for the purchases. . . . Mr. Young then said that, as a normal central banking operation, our present program has no point at all; we have surrendered to a political situation and have embarked on a program of manufacturing credit as an alternative to something worse.

        

        Harrison was part of a group appointed to formulate monetary policy (the President’s Monetary Committee). It included Treasury Secretary William Woodin, Treasury undersecretary Dean Acheson, Federal Reserve Board governor Eugene Black, and academics Oliver Sprague of Harvard and James Rogers of Yale. New York director Young (HPC, BoD, September 21, 1933, 262) summarized Harrison’s memo on the group’s discussions:

        
          Mr. Young said that, reduced to plain English, Governor Harrison’s memorandum states that there is no occasion, from a banking and credit standpoint, to buy any more Government securities and that we are going ahead because the administration in Washington thinks it is in order for use to do so, and because it thinks greenbacks are the alternative to our purchases. . . . I am concerned because the creation of excess reserves, except as a superficial gesture isn’t going to accomplish the result it has to accomplish. There is no reason on earth . . . to suppose that a billion dollars of excess reserves will be any more effective than $700,000,000. . . . We can’t hope to get relief by manufacturing excess reserves in banks.

        

        A consensus developed that further open market purchases would not be helpful. That consensus left depreciation of the dollar as the alternative for combating the “inflationists.” At the same time, the psychology of the gold standard still dominated conservative thought. A fixed exchange rate for the dollar gave the dollar its value and acted as a bulwark against irresponsible government deficits that would destroy its value. The compromise would be a significant devaluation of the dollar accompanied by maintenance of a fixed value.

        In August 1933, Harrison (HPC, Executive Committee, August 21, 1933, 248) had expressed this proposal.

        
          There is some question as to whether it is not still too early to stabilize the dollar, but if the President does not make a definite devaluation and take steps to hold that level it is questionable whether he can resist the pressure from Congress in January for the use of greenbacks. . . . The System, during the past week, had done what seemed necessary, to give the President an argument against the use of greenbacks, and he believed the amount of purchases could be reduced during the coming week. . . . A rapid rise in prices might be brought about through a renewed depreciation in the dollar which would stimulate a renewed speculative rise in commodities.

        

        In late September 1933, Harrison (HPC, Executive Committee, September 28, 1933, 4–5) noted:

        
          There has been a decline in business and in confidence and most of the committee thought it to be largely due to doubts as to the future of the currency. Once this doubt becomes widespread . . . you will have a flight of capital [and] you won’t be able to stop until the dollar goes through the floor.

          [The President’s Monetary Committee] . . . unanimously had reached the opinion that: The depreciation of the dollar has reached a point at which the President should let it be known that further depreciation would be disturbing and dangerous. The uncertainty of the present situation requires that immediate steps be taken with a view to stabilization of the dollar-sterling rate, with a subsequent return to gold in the background. . . . The Federal reserve banks should stop buying Government securities as such purchases are no longer necessary under existing conditions.

        

        However, the President’s Monetary Committee and the president clashed over priorities. Roosevelt wanted an immediate increase in the price of farm products and intended to continue with dollar purchases of gold to achieve that end. Harrison (HPC, BoD, October 26, 1933, 37–40) reported that

        
          a week ago yesterday the President’s monetary committee had met in Washington and had been advised through the Secretary of the Treasury that the President wished it to leave off consideration of other things and to concentrate on ways and means of raising prices. It transpired further, the Governor said, that the President was concerned mostly with raising the prices of certain agricultural products.

          There was an extended discussion . . . of a paragraph which had been inserted in the report since the previous meeting of the committee, referring to the decline in prices of agricultural commodities, describing it as intolerable during the harvest season, and terming the resultant situation as a national emergency which must be met. The proposal for meeting this emergency, he said, was to authorize the Federal reserve banks to sell dollars in the market until they had been depressed to $4.86 in terms of pounds sterling. Governor Harrison said he had hit the ceiling on this new paragraph. . . . Inquiry of us had been made this morning . . . as to how the gold buying program might be extended to world markets, and we later had been informed by Mr. Morgenthau, Governor of the Farm Credit Administration, that Professor George F. Warren is coming to the bank today, at the request of the request of the President, to find out how to buy gold in the world markets.

        

        Harrison and the New York directors worried that Roosevelt’s program of buying gold to depreciate the value of the dollar would destroy confidence in the dollar and cause investors to stop buying government debt. The government would then have to print money to finance the deficit. At the November 6, 1933, meeting of the Executive Committee, Harrison (HPC, Executive Committee, November 6, 1933, 58) announced that “he had been reluctantly convinced, as had most of the President’s Monetary Committee, that the easiest and best way out was to devalue the dollar and to do away with uncertainty.” Similarly, Harrison (HPC, Executive Committee, December 18, 1933, 121) averred that “either we shall have to move toward some sort of monetary stability or we shall have to contemplate an issue of greenbacks.” Ultimately, Roosevelt settled on a devaluation of the dollar. Harrison (HPC, BoD, December 7, 1933, 116) speculated that Roosevelt was attracted by the gold “profits” of devaluation.

      
      
        11.9. The 1936–37 Increases in Required Reserves

        As the level of excess reserves mounted, Harrison became increasingly concerned about an inability to control credit in the event of a revival of speculative activity. Harrison turned to an increase in required reserves to soak up excess reserves because open market sales of securities would deplete the Federal Reserve System’s portfolio and leave it without earning assets. Harrison (HPC, BoD, September 19, 1935, 72–73) told his directors:

        
          There is the very definite possibility that private credit expansion, once it gets underway, may be difficult to hold within wholesome bounds. Total reserves are now about double required reserves and interest rates are unprecedentedly low. . . . There is a buffer of some $2,800,000,000 of reserves between the credit structure and the required reserves that are normally supposed to govern its behavior, and the member banks are virtually entirely out of debt to the Reserve Banks. Under these conditions would not contraction of reserves through open market operations almost certainly prove to be, by itself, an inadequate means of controlling credit expansion, once such expansion got seriously under way? . . . Under these circumstances should not our first reliance be upon alteration of reserve requirements?

        

        Harrison always said that the Fed could not act without the consent of the administration. The reasons he gave were that the administration could counter the Fed’s actions through various ways of printing paper money or spending the funds in the Exchange Stabilization Fund created from the revaluation of gold. An irony was that by monetizing gold inflows the Fed was creating paper money. In effect, the Fed was running a commodity stabilization scheme financed by printing money. Policy makers, however, simply thought that because of the pegged exchange rate the Fed was on a gold standard.

        When the FOMC as currently structured began in 1936, Harrison’s reports to the directors became largely uninformative. He was no longer speaking for the directors, and issues of confidentiality kept him from sharing FOMC debate. However, the FOMC transcript shows that Harrison’s views represented the Federal Reserve System consensus. Goldenweiser reiterated the accepted view that failure to keep on top of incipient speculation was the primary cause of recession and deflation. The minutes (Board of Governors, FOMC Historical Minutes, January 26, 1937, 1–7) read:9

        
          [Goldenweiser] also referred to the feeling that some action by the Federal Reserve System to absorb a substantial portion of existing excess reserves was necessary. . . . In connection with the latter point, he discussed various occasions in the past when action reversing existing policy, or in line with an agreed policy, had not been taken at the proper time or not vigorously enough, as illustrative of the utmost importance of proper timing of System action. He then expressed the opinion that the most effective time for action to prevent the development of unsound and speculative situations is in the early stages of such a movement when the situation is still susceptible of control. . . .

          He then expressed the opinion that an increase in reserve requirements by 33⅓% at this time would not involve a great risk on the part of the Federal Reserve System, and that this action would place the System in closer touch with the money market where it could influence the market by other means and would restore the System to the position in relation to the market which it normally should occupy.

          Mr. Williams . . . expressed the opinion that prior to the depression a total of $500,000,000 of excess reserves would have been regarded as an unprecedented factor in the credit situation, that this should be borne in mind in dealing with the present problem, and that some action should be taken as promptly as possible to absorb the existing substantial amount of excess reserves, which should not be held under normal conditions. Mr. Williams concluded with the statement that it appeared that there was every argument for early action by the System.

        

      
      
        11.10. Concluding Comment

        In summer 1931, Harrison corresponded with Norman of the Bank of England about the unfolding crisis in central Europe. Norman understood how the fallout from the run on Credit-Anstalt was spreading to Hungary and then Germany, and he understood the grimness of the situation. In contrast, Harrison could think only of protecting the Fed from the risk of default if there were to be a joint loan to Austria and Germany. Harrison exemplified the American isolationist mindset. He was oblivious to the forces in the world that were creating the strongmen who played on people’s sense of being left behind and humiliated by powerful external forces. He was oblivious to the part played by the Fed in creating world recession. The world was moving toward war, and there was no leadership from the Fed.

      
    
  
    
      
        [ Chapter 12 ]

        Contemporary Critics in the Depression

      
      
        Summary: In the nineteenth century in Britain, the principles of the quantity theory existed and at times found application, especially in the bullionist-antibullionist debate in the early 1800s and in debate over the Bank Charter Act of 1844 (Peel’s Act). However, apart from these few instances of debate in England over the nature of the monetary standard, the quantity theory did not find empirical application. Because of the orthodoxy surrounding the gold standard, the incentive did not exist to create series on money, prices, and output and use these series to understand monetary phenomena (Hetzel 2016). With the classical gold standard, market forces determined gold production, the commodity value of gold, the price level, and the terms of trade between countries.

        A few economists could use the quantity theory to understand the operation of the gold standard. However, none of them could put the quantity theory into the form required to understand the monetary regime created by the Fed. With the new monetary standard, the Fed did not follow the classical rules of the game that made money depend on the international balance of payments. Through member bank borrowing at the discount window, it set the marginal cost of reserves to banks and as a result the money market interest rate. However, the resulting interest rate did not follow a world market rate set in a world money market of countries on the gold standard. The result was a regime of fiat money creation in which money creation and destruction depended on how the market rate of interest interacted with the economy’s natural rate of interest, that is, with the interest rate that functioned as part of the price system to keep output at potential.

        Why was adaptation of the quantity theory so hard? With the only experience with fiat money standards those of money creation directly related to the printing press, there was no obvious model for the Fed. Because the United States maintained convertibility of gold, there was no understanding that the Fed had responsibilities formerly carried out by market forces under the classical gold standard. The Fed’s operating procedures made it appear that it was supplying funds to banks and influencing financial intermediation rather than controlling money creation.

        Quantity theorists not only failed to understand the monetary regime as one of fiat money creation rather than the gold standard, but also with few exceptions they did not have a monetary theory of recession. Hawtrey and Cassel, the exceptions, thought of recessions as produced by the deflation required by a rising commodity price of gold or a return to gold at an overvalued exchange rate. None of these conditions obviously applied to the United States with its ample gold cover.

        Going into the Great Depression, the prevailing consensus about what caused recessions was “the collapse of speculative excess.” Accordingly, the emphasis was on forestalling the emergence of “credit inflation.” As the Depression ground on, intellectual attitudes changed to emphasize the lack of confidence of the business community and the impotence of monetary policy.

      

      The review starts with opponents of the quantity theory. They viewed the price level as a simple reflection of relative prices. Recessions manifested the collapse of prior speculative excess and required a period of purging to eliminate that excess. This group includes H. Parker Willis, John H. Williams, Charles Hardy, Joseph Schumpeter, and Gottfried Haberler. The review continues with quantity theorists. They explained the price level as a monetary phenomenon but lacked a theory attributing money to the behavior of the Fed rather than to the commercial banking system. Similarly, they lacked a monetary explanation of the Depression highlighting the role of the Fed as opposed to the maladjustment of relative prices. This group includes Carl Snyder, Harold Reed, Lionel Edie, John Commons, Gustav Cassel, Ralph Hawtrey, Alan Goldsborough, and Irving Fisher. Lauchlin Currie was a solitary exception.

      The great majority of economists never accepted the radical, populist idea that the Fed should control paper money creation. Reeve (1943, 191), who summarized the monetary reform movements of the 1930s, wrote:

      
        Advocates of most types of paper money expansion were conspicuously rare in the ranks of professional economists. A large minority, led by Fisher, however, favored issuance of additional currency to inaugurate a system of 100 per cent reserve banking. Otherwise, the only outspoken sponsors of paper money among more prominent economists were John R. Commons of the University of Wisconsin, Willford I. King of New York University and Paul H. Douglas of the University of Chicago.

      

      What was presumed broken was the ability of the banking system to intermediate between savers and borrowers. Money creation would require bypassing financial intermediation either through 100 percent reserve banking (Fisher) or through monetization of government deficit spending (Douglas).

      
        12.1. H. Parker Willis

        H. Parker Willis was an unreconstructed proponent of real bills intimately associated with the creation of the Fed. He helped Carter Glass write the Federal Reserve Act and was secretary of the Federal Reserve Board from 1918 to 1922. In the 1930s, he was a professor of banking at Columbia University. In his essay “Federal Reserve Policy in Depression,” Willis (1932 [1983], 79–80) blamed the Depression on the cheap money policy the Fed followed in the two 1920s recessions. “Depression, when it comes, looks back to an anterior period of inflation. . . . There are some who would add to the functions [of a central bank] . . . that of so-called ‘credit control,’ meaning thereby the exerting of some influence upon prices of commodities. To this I fundamentally object.”

        Willis (1932 [1983], 83) favored keeping interest rates “high” in time of recession:

        
          The truth of the matter is that inflation is never a remedy for anything. . . . A central bank is a dangerous agency through which to undertake inflation, the more so when we remember that its operations may easily get out of hand and prove disastrous. If the efforts of reserve banks in recent years, upon occasions of expansion and overtrading, have, as most admit, proved hazardous and unsuccessful by aggravating rather than reducing such dangers, their efforts, both in recent times as well as currently, must be regarded as having very similar potentialities.

        

      
      
        12.2. John Henry Williams

        John Henry Williams was a professor at Harvard from 1921 through 1957 and an adviser to the Federal Reserve Bank of New York from 1933 through 1956. He is especially interesting because his views offer insights into the New York Fed views.

        Williams (1932 [1983], 134) started by reciting real bills criticisms of the Fed:

        
          We are reproached again for having permitted, in depression, low rates, which retard liquidation and interfere with its necessary completion. . . . We are told by others that the founders of the Federal Reserve System never intended its use as an agency for credit control, whether for price stabilization or any other ambitious purpose, but as an agency of elastic supply, to meet the needs of industry and trade, a view which carries the implication . . . that business under these conditions creates and extinguishes its own “legitimate” supply of credit.

        

        At the same time, Williams (1932 [1983], 151) accepted the view that the reduction of rates in 1927 to encourage an outflow of gold started a “spiral of expansion,” which required “high money rates ascribable in part to the Reserve banks’ efforts to check domestic credit expansion.”

        Williams defended the New York view against the Board view. Although Williams did not mention Adolph Miller by name, his comments clearly side with Strong in the debate over how to limit the speculative extension of credit presumed to create an ultimately unsustainable level of economic activity. There was a need for quantitative restrictions on total credit extension to limit speculative extension of credit. Williams (1932 [1983], 138) wrote:

        
          There is deeply embedded in the [Federal Reserve] Act the philosophy that member bank credit can be controlled by prescribing the uses to which central bank credit can be put. . . . It has now taken some eighteen years of experience, including two major booms and depressions, to reveal the fallacies inherent in this philosophy. . . . The boom of 1919–20 took primarily the form of commercial loans for commercial speculation. It should serve to explode once for all the notion that credit cannot be excessive if it is “self-liquidating” in form. . . . The boom of 1928–29 took primarily the form of secured loans for financial speculation. The Reserve System met it with an attempt to discriminate between loans for commercial and speculative purposes. Its complete failure should explode once and for all the notion that it is possible to dictate the uses to which credit is put, rather than the quantity for all purposes.

        

        The automatic operation of the gold standard required that the price system work—a condition that did not hold. Williams (1932 [1983], 139) wrote:

        
          In the strict theory of gold standard there is no room or need for central bank control of credit. Control is achieved automatically by the flow of gold between the banking systems. . . . It purports to give external stability conditioned upon internal flexibility. . . . The gold standard works best . . . when the demand for international products is elastic, so that a fall in prices will produce an increase in value of exports relative to imports. . . . The collapse of the gold standard in the agricultural countries was a case of inelastic demand-supply. . . . With prices falling, the debt payments and the imports entail a progressive increase in the quantity of exports relative to the value of exports, but increasing quantity depresses prices farther. It becomes a case of indeterminate equilibrium, and gold flows out persistently until collapse ensues.

        

        Williams (1932 [1983], 153) hesitated to abandon the gold standard for the untested perils of a paper money standard. The gold standard provided a nominal anchor that could “exercise the only objective restraint upon that process of evolving a costless and limitless means of payment.” Williams sounded like the Keynes, who would later argue for a managed system of fixed exchange rates in debate over the Bretton Woods system. World trade required the “stable exchanges” provided by the gold standard. However, “such a system can never be automatic,” especially in light of a “great increase in the international flow of short-term capital” (J. H. Williams 1932 [1983], 146, 147, and 157).

      
      
        12.3. Charles O. Hardy

        Hardy epitomized the failure of the economics profession to understand the monetary regime and the contractionary character of monetary policy. He rejected Fed efforts at stabilization. Hardy (1932, 215) wrote, “Little as we know about the causes of the semi-rhythmical movement of business activity, we can say without hesitation that the injection of new purchasing power into the markets of the world by inflation and deflation of currency and credit is an unstabilizing factor.” Moreover, “if we cannot stabilize business activity by adjusting credit to business conditions as observed directly, we can scarcely hope to stabilize it indirectly by action taken on the basis of a price index which may or may not reflect the course of business” (Hardy 1932, 219).

        The attempt by the Fed to control the price level had been destabilizing. Changes in the price level have many causes. Price declines due to technological progress are desirable. Hardy (1932, 216, 219, 223) wrote that offsetting “price declines which are due to the progress of technique, invention, and the improvement of management . . . would require the continuous injection of new purchasing power into the market. . . . The experience of the years from 1922 to 1929 seems to indicate that this point is . . . a fatal objection to the use of a commodity price index as an index of the presence of inflation or deflation. . . . Those years were years of mild credit inflation which was offset by the downward pressure on prices exerted by technological change.” He concluded, “For these reasons I believe that the program of the stabilizers should be rejected.” (Compare the comments of Haberler in section 12.5.)

      
      
        12.4. Joseph A. Schumpeter

        In 1934, seven of Harvard’s most distinguished economists, including Joseph Schumpeter, published their views on various aspects of the Roosevelt administration’s recovery program in The Economics of the Recovery Program. Although each essay considered a different aspect of the programs, a preface stated that “these essays had their origin in private conversations among the authors.” One can infer that their views reflected a commonality of thought.

        In his book on Lauchlin Currie, Roger Sandilands (1990, 40, 50) commented on Schumpeter:

        
          Throughout this period Schumpeter was worrying about “inflationary” monetary policies, even when the price level was falling. In fact, Currie has claimed that in the early 1930s he [Currie] was the only person on the Harvard faculty who regarded monetary policy as deflationary—though some, like Seymour Harris, later became prominent “Keynesians” when it became fashionable so to be, having earlier disdained Currie’s views and sought to block his promotion. . . . Any revival which is merely due to artificial stimulus leaves part of the work of depressions undone, and adds . . . new adjustments of its own which have to be liquidated in turn, thus threatening business with another crisis ahead.

        

        Schumpeter attributed recessions to the collapse of speculative excess that had encouraged economic excess. Recessions were required to put economic activity on a sounder footing. Schumpeter reviewed a history of financial crises, recessions, and recoveries. Schumpeter (1934, 7) started with the crisis in 1825 in England:

        
          The annals of the period abound with reports of all imaginable symptoms of “prosperity.” . . . Then came the crash, and reaction and readjustment, both of the most typical kind. The first thing to break down was speculation. . . . Roughly three years of depression followed. Here is a case which exemplifies how much basis there is for the belief in the recuperative powers of capitalism. For Government did next to nothing. . . . Things were allowed to take their course. The inaction of government . . . contributed to recovery at least by not hampering it.

        

        Schumpeter (1934, 8–11) then considered the US depression of 1873:

        
          1873 and the four years of depression which followed display similarities to 1929. . . . The expenditure on railroad building was the backbone of the booms of that time. The new facilities of transportation changed the surface of the economic world. . . . They also were the center of the reckless finance and malpractice of all sorts. It was the business of railroad construction which produced that mentality, half visionary, half criminal. . . . American speculation collapsed in September. . . . There is nothing in what has happened in the capitalist world during the last three years which was not also present in the picture in 1873. (italics in original)

        

        Schumpeter (1934, 13–16) concluded:

        
          When everybody talks of new eras—blissfully unaware of the fact that soon he will be talking of the hopeless failure of capitalism—an increasing volume of business is being done on the assumption that things will continue to boom. A superstructure of such transactions rises above what is substantially sound and comes down with a crash. . . . Inflation . . . would . . . undoubtedly turn depression into . . . sham prosperity, but which . . . would, in the end, lead to a collapse worse than the one it was called in to remedy.

        

      
      
        12.5. Gottfried Haberler

        Gottfried Haberler summarized the Austrian view of the Depression. He cited Hayek, Prices and Production, as an elaboration of his views. Haberler (1932 [1983], 43–45) believed that booms followed by recessions were an inevitable part of a capitalist economy. “The fundamental appearance of the business cycle is a wavelike movement. . . . Periods of rapid progress are followed by periods of stagnation. . . . We have not yet got rid of this scourge of the capitalistic system.” That view was common. Hayek (1925 [1999], 77) noted “the basic principle of business cycle theories, namely, that economic life can never be in a ‘normal state,’ but that one cycle follows the other and any given state can be understood only as a phase in this cyclical movement.”

        Haberler (1932 [1983], 53–56) started his explanation of the Depression by distinguishing between declines in prices “due to an actual contraction of the circulating medium and a fall of prices which is caused by lowering of cost as a consequence of inventions and technological improvements” (italics in original). Prior to the onset of the Depression, these improvements ceteris paribus would have lowered the price level. However, the low interest rates engineered by the Fed in the years 1924–27 created an amount of credit that offset the decline and resulted in price stability. “There is now an obvious presumption that it was precisely the relative inflation which brought about all the trouble. . . . The price level is a misleading guide for monetary policy.”

        Haberler (1932 [1983], 60–61, 73) wrote that the Fed produced an “artificial decrease of the rate of interest.” That decrease produced “a credit expansion by the banks,” which added to “those sums, which are deliberately saved by the public from their current income [and] come on the capital-market. . . . A reaction must inevitably set in, if this productive expansion is not financed by real, voluntary saving of individuals or corporations but by ad hoc created credit.” The credit expansion induced

        
          business leaders to indulge in an excessive lengthening of the process of production. . . . A reaction is inevitably produced . . . which raises the rate of interest again to its natural level or even higher. Then these new investments are no longer profitable, and it becomes impossible to finish the new roundabout ways of production. They have to be abandoned, and productive resources are returned to the older, shorter methods of production. This process of adjustment of the vertical structure of production, which necessarily implies the loss of large amounts of fixed capital which is invested in those longer processes and cannot be shifted, takes place during, and constitutes the essence of, the period of depression.

        

        Like real bills advocates, Haberler (1932 [1983], 70) argued that recessions represented periods of adjustment that could not be shortened through expansionary monetary policy:

        
          If we have, however, once realized that at the bottom of these surface phenomena lies a far-reaching dislocation of productive resources, we must lose confidence in all the economic and monetary quacks who are going around these days preaching inflationary measures which would bring almost instant relief. If we accept the proposition that the productive apparatus is out of gear, that great shifts of labor and capital are necessary to restore equilibrium, then it is emphatically not true that the business cycle is a purely monetary phenomenon . . . although monetary forces have brought about the whole trouble. Such a dislocation of real physical capital, as distinguished from purely monetary changes, can in no case be cured in a very short time.

        

      
      
        12.6. Carl Snyder

        Carl Snyder is especially interesting. He was a quantity theorist and did extensive empirical work on the quantity theory. Snyder constructed a price index number like that of Irving Fisher but more comprehensive. He used the series to test the Fisher version of the quantity theory. He contended that deviations of velocity (V) from a basically constant value matched deviations of transactions (T) from trend. That is, the ratio of V over T was constant. Consequently, the price level (P) varied directly with money (M): P = (V/T) M or P = a constant times M in the equation of exchange.1

        Later, Snyder (1935) reviewed price series going back to 1300. Treating the price revolution of the sixteenth and seventeenth centuries as an “experiment,” he concluded that the price level is a monetary phenomenon and argued for the validity of the Fisherian equation of exchange. Relative prices had no predictive power for the price level. He also associated periods of monetary instability like the deflation from 1929 through 1933 with great social distress. Snyder answered affirmatively the question of whether a central bank could break the association between nominal and real instability through maintaining price stability.

        In many ways, Snyder sounded like a precursor of monetarism. He blamed the Fed for the Depression. Snyder (1940, 188 and 190) wrote:

        
          If in 1930 or 1931 it had been proposed deliberately to destroy one-third of the nation’s currency, with which the retail business of the country is mainly carried on, there would have been an overwhelming protest. Yet we deliberately permitted the destruction of one-third of our essential bank credit, essential to the actual production of goods, without a great deal of protest, and without any adequate understanding of its inevitable effect. The proof: in the Autumn of 1931, when the depression was steadily deepening and extending all over the world, the discount rate of the Federal Reserve banks was raised—raised instead of lowered—in order to “protect” our gold. We had billions of gold, a huge excess, far more than we had any need for, and yet in panic we increased the pressure, forcing the banks to further contract credit. . . .

          Normally the fall in the price level determines the duration of depressions, and as this is purely a function of the monetary or credit supply, it follows that if this credit supply is properly maintained, no such fall in prices or in wages is necessary. (italics in original)

        

        As Currie (1933a, 65) pointed out, however, Snyder did not distinguish between credit, taken as loans and investments, and money, taken as demand deposits. Snyder advocated a rule in which the Fed would maintain steady growth in bank credit. Snyder (1940, 220) advocated “maintaining its [bank credit] increase at a fixed and pre-determined rate determined by the normal rate of growth of industry and trade, which in our generation we now know has been about 4 per cent per annum.” However, like the stabilization policy of the 1920s, the underlying rationale was to control speculative excess. Snyder (1940, 221) continued, “If we had used this simple rule from 1920 to 1929, we would have had no undue expansion of bank credit, no wild speculation, no crash.” It was a weak foundation for a rule when confronted with the “obvious” evidence of “speculation.”

        Because Snyder was also head of the statistics department at the New York Fed, he had an opportunity to influence internal debate. The question then arises of why he was ineffective in influencing the New York Fed to abandon the consensus of the financial community and to adopt a program of monetary stimulus starting in 1930. What was the New York consensus that Snyder decried? Money policy operated through its influence over the cost and availability of funds supplied to banks. In 1930, the cost of funds, the discount rate, was “low.” Also, in 1930, banks possessed an ample supply of funds to lend as evidence by the “low” level of borrowing at the discount window. And yet, in contrast to the three recessions of the 1920s, the economy did not recover. The problem seemed evident. The transmission of “easy” money to the business community had broken down because of the lack of confidence of businessmen who became unwilling to borrow.

        The main characteristic of Snyder’s view to note is that he grafted onto his monetary theory of prices a boom-bust credit cycle arising endogenously among commercial banks. Instead of making the transition to a strictly monetary-disorder understanding of recession represented later by Friedman and Schwartz, he kept with the prevalent real bills tradition. Recessions arose from the collapse of speculative excess caused by prior excessive creation of credit. Snyder then lacked a convincing retort to real bills proponents who argued that recessions were the necessary purging of prior excess. He had no framework for explaining how open market purchases would raise the money stock without at the same time creating another round of “credit inflation.”

        Snyder had only the conventional wisdom of the New York financial community to offer for the persistence of depression after the United States left the gold standard on April 20, 1933. Like others at the New York Fed, Snyder (1940, 189) highlighted the lack of confidence of businessmen:

        
          When this essential step [abandoning the gold standard] was taken, the recovery was prompt. If the government had done no more, we might readily have soon returned to the 1929 level of production and trade and continued our previous growth. But the “zeal” for mistaken “reform.” The good that was accomplished by an effective monetary policy was largely offset by drastic agricultural restriction; by regulation of industrial production, of prices, wages, hours, and labor relations; by unnecessary restriction of the securities markets; by punitive taxation, that discouraged investment; by large wasteful expenditure in “priming the pump.” And along with these a torrent of irresponsible denunciation of business and business men. At a time when the confidence of the country was still very low.

        

        To convert Harrison of the New York Fed and its Board of Directors to the view that through sustained credit creation the Fed could end the Depression, Snyder would have had to persuade them to cross a vast chasm. That chasm separated the conservative eastern financial establishment from the agrarian populists in Congress. In the perspective of the time, that meant abandoning gold convertibility, which presumably gave the dollar value, for a regime of “managed money”—fiat money creation. Not even Snyder understood that the United States had been on a fiat money regime since the creation of the Fed. That regime had led to the destruction of money instead of the uncontrolled money creation and inflation feared by the eastern establishment.

        Snyder’s history of the Depression in his book Capitalism the Creator reveals how entrenched were real bills views, even in the mind of a radical quantity theorist like himself. It is also of historical interest that Snyder championed Governor Strong while not once mentioning Governor Harrison in his book. In his Capitalism the Creator, Snyder (1940, 198) laid out the six “noteworthy features common to all” major depressions. “Every crisis [is] preceded by a period of high prosperity. . . . Every such period [is] characterized by easy money and easy credit. . . . The rise in prices in the real estate or stock markets, or in commodity markets, is always accompanied by an outbreak of wild speculation. . . . When speculation has continued for some time . . . there is evidence of a shortage of credit. . . . There soon follows a selling movement, with a sharp fall in prices. . . . The collapse of speculation and the fall in prices leads to a sharp check to business.”

        Snyder (1940, 199) concluded that “the major factor, the dominant factor, leading to depression is therefore invariably the expansion of bank credit, which alone makes possible the speculative boom; and the ensuing contraction of bank credit that brings about the collapse of speculative activity.” Stated more strongly, like his contemporaries, Snyder (1940, 203) attributed the Depression to the collapse of the earlier “wild speculation and perversion of our monetary system to the uses of speculators. . . . An undue expansion of bank credit brings about not only a general rise in prices, but most harmful of all, promotes speculation in securities. . . . We can no longer permit such debauchery of the share markets in this reckless fashion.” That was a succinct statement of the guiding spirit of policy in the decade of the 1920s as bequeathed by Governor Strong (chap. 7).

        Snyder (1940, 203–5) characterized Governor Strong as possessing a “rare combination of insight and courage” and lamented his death. Had Strong lived, Snyder believed, “we might have ended the depression in 1930.” Because Snyder knew Strong, it is important to understand his argument. Irving Fisher and Friedman and Schwartz also contended that if Strong had not died in 1928 but had continued in charge of the New York Fed, the Great Depression would have been avoided. If Snyder was correct in his assumption of how Strong would have controlled policy if he had not died, then the contention of Fisher and Friedman and Schwartz, however, is less obvious.

        Snyder’s “if-Strong-had-lived” counterfactual began in 1927 when the New York Fed lowered its discount rate and undertook open market purchases to help the Bank of England deal with the strains of its return to the gold standard. Strong was aware of stock market speculation and credit expansion and had intended the policy of easing only to help England get through the peak seasonal demand for reserves in autumn 1927. Snyder (1940, 227–29) wrote:

        
          Governor Strong’s plan anticipated proper repressive measures as soon as the autumnal demands upon the Bank of England had been met. However, in February 1928, Governor Strong was stricken with a fatal illness. It was not until August that, in response to his constant urgings, the New York rate had been raised to 5 per cent. Wholly inadequate. The market boom went on, gathering momentum for another year. If Governor Strong’s plan of restricting reserve credit had been followed, from early 1928, the later phase of wild speculation could easily have been avoided. . . . Check the speculation in time, and we shall have no serious depressions.

        

        The claim by Fisher and Friedman and Schwartz that if Strong had lived he would have prevented the Depression through a policy of monetary stimulus may have merit. However, one cannot support that claim by arguing that Strong understood the world the way in which they understood it. Snyder was on weak ground in arguing for open market purchases during the Great Contraction. Snyder (1940, 13) wrote: “Another orgy of so-called ‘prosperity,’ another wild outburst of speculation, aided and only possible through a huge expansion of bank credit, must inevitably bring us to the brink of another cataclysm.” Having accepted the consensus explanation for the Depression that placed the blame on the Fed for having forced an unwanted expansion of credit on banks, Snyder could not then effectively argue that the Fed should again force an unwanted expansion of credit on markets through open market purchases.

        Finally, Snyder opposed legislation requiring the Fed to stabilize the price level. Representative Goldsborough (US Congress 1926, April 14, 600) challenged Snyder to support a legislated mandate for the Fed to stabilize the price level:

        
          As I have understood the testimony on the part of Governor Strong and yourself, the policy of the Federal reserve system is to carry out just what would be this legislative direction. If that is the policy of the system and the system thinks it is a wise policy, but that it is doing it on its own initiative and exercising its own judgment in the matter of the welfare of the country, what is the objection to crystallizing, in legislation, that very policy in order to fortify the Federal reserve system in the future, in carrying out in the future what it thinks is a wise economic policy and tradition?

        

        Snyder’s response represented a classic Fed rejection of legislated rules. Namely, monetary policy is best left to the experts. Any sort of explicit guidance would only serve to organize political pressure on the Fed. Snyder (US Congress 1926, April 14, 99) testified: “You do not think, Mr. Congressman, that it would inevitably build up in the public mind the idea which is so evident in hundreds of different ways, that the Federal reserve system is some kind of an almighty power; that it can do anything?”

      
      
        12.7. Harold Reed

        In 1930, Harold Reed (1930, 198, cited in Laidler 1999, 187), an economist at Cornell, summarized the results of his book Federal Reserve Policy 1921–1930 as approving a policy of credit stabilization, which he associated with Carl Snyder of the New York Fed:

        
          In our examination of special periods we have concluded that mistakes have usually been later admitted whenever the aggregate credit supply of the country has been permitted to undergo pronounced fluctuations for any extended period of time. The stabilization of business seems to be very largely a matter of avoiding serious departures from a rate of credit enlargement corresponding roughly to the physical growth of the country’s trade.

        

        However, the persistence of the Depression gave rise to the belief that the mechanism transmitting monetary policy to bank lending had collapsed. Five years after 1930, Reed had changed his beliefs. Reed then criticized Snyder’s “credit-forcing doctrine” by emphasizing both the cyclical variability in the velocity of money and the impotence of monetary policy. Reed (1935, 614) wrote:

        
          In such a situation [a bull market] market conditions tend to pull inactive bank accounts into use. . . . Men begin to think and talk in terms of a “new era.” . . . Any shock to investment confidence sets in motion contraction forces which operate with violence. . . . It is then doubtful if central banking efforts to hold up bank reserves can produce revival. Banks may have the reserves. But before they will make new loans bankers must regain confidence in borrowers’ ability to repay.

        

      
      
        12.8. Lionel D. Edie

        Lionel D. Edie had been a professor in the business school of the University of Chicago and later was an economist at the Investment Research Corporation. As Laidler (1999, 188) noted, Edie used “credit” synonymously with “money.” Edie was “concerned with the behavior of the banking system’s liabilities rather than assets” but “used the time path of assets to gauge that of liabilities.” Edie (1931, 102, cited in Laidler 1999, 188) wrote:

        
          Central banks should aim at so regulating the reserves of the banking system that the outstanding credit built upon these reserves will expand at the same rate as the long-term growth of production. There is enough credit when the reserves of credit growth and production parallel each other. More than this is too much; less than this is too little.

        

        Edie (1931, 91–92, cited in Laidler 1999, 188) expressed dismay at the dominance among central bankers of real bills views:

        
          A symposium of central bank opinion in various countries revolves about such maxims as: “Artificial interference with the natural commercial demand for credit is dangerous and unwarranted”: “It is impossible to strike a blow at speculative excesses without at the same time cutting off the credit supply to meet legitimate needs of trade”; “We can make money easy but we cannot force people to borrow it. One can lead a horse to water but one cannot make him drink.”

        

        In 1932, Edie wrote the essay “The Future of the Gold Standard” for the Harris Foundation Lectures. Like Viner and Williams, Edie understood the disastrous way in which contractionary monetary policy in the United States spread deflation and recession to the gold bloc countries. His analysis of that policy is the most perceptive of contemporaneous observers. Although the gold standard had been mismanaged, its abandonment for the alternative of “managed money” represented a radical departure from the conservative ethos of the time. Edie’s essay ends with an empty plea for a solution with no proposal for reform.

        Without mentioning the option of lowering the discount rate, Edie (1932 [1983], 123) noted that the reserve base “tends to be driven to excessive contraction by the automatic working of the mechanics of the banking system.” Edie (1932 [1983], 126) also commented uncritically, “Furthermore, the Federal Reserve reason[s] that it would do no good to force funds on the market when the member banks are in no mood to co-operate in putting the money to constructive uses.” Edie could very well have signed on to Governor Harrison’s view that restoration of confidence through fiscal conservatism was a prerequisite for open market purchases to stimulate bank lending. In a footnote that updated the essay for the spring 1932 open market policy of the Fed, Edie (1932 [1983], 130) hoped that “such policy embodies a new attitude of responsibility for moderating fluctuations in the reserve base” but then concluded:

        
          The national budget is far out of balance. Continuation of a heavy deficit might easily impair confidence in government credit and undermine the gold standard along lines of European precedent in the post-War period. Effectiveness of Federal Reserve policy is conditioned upon a balancing of the national budget.

        

        Like his contemporaries, Edie could not envisage a world trading system without the fixed exchange rates of the gold standard. With reference to England, Edie (1932 [1983], 111) wrote, “The injury to world-trade resulting from fluctuating exchange rates, particularly of sterling, will constitute a powerful inducement to England to lead the world back to gold parities of exchange at the earliest favorable opportunity.” Breaking the golden chains of the perceived gold standard, the centerpiece of financial orthodoxy, and replacing them with a regime of paper money creation required a leap of faith that few apart from the populists were willing to take.

      
      
        12.9. John R. Commons

        John R. Commons worked with Congressman Strong to draft the two Strong bills requiring the Fed to stabilize the price level. Commons, who was a professor at the University of Wisconsin, had helped to prepare an index number of the price level. He did not think of the control of prices in terms of monetary control, that is, through the control by the Fed of the deposits of banks. Commons was a quantity theorist but not in the monetarist sense. He believed that the Fed controlled prices through the way in which it controlled the velocity of money, which in turn it controlled by acting on the expectations of businessmen. Commons (US Congress 1928, March 21, 67) testified:

        
          I want to bring in this matter of futurity now. The reserve system, so far as its powers over credit are concerned, and over the velocity of circulation, operates through the expectations of business. . . . As soon as the public begins to get the idea that prices are going to rise, then you are going greatly to increase the velocity of business transactions . . . so that those two items which I consolidated in the two terms—velocity and futurity—are really the important instruments in the power of the reserve system.

        

        Commons assumed that countries would remain on the gold standard but that to avoid deflation it would have to be a managed gold exchange standard. The second Strong bill explicitly authorized the Fed to work with other central banks to distribute gold among themselves to avoid deflation (US Congress 1928, March 21, 104; Fisher 1934, 171).

      
      
        12.10. Gustav Cassel

        Gustav Cassel became a primary exponent of Wicksell’s ideas. Wicksell (1898 [1962]) had exposited his idea of the cumulative inflation process in Interest and Prices. In a pure credit system with no currency but only bank deposits, inflation (deflation) would proceed indefinitely as long as banks held their loan rates below (above) the natural rate. Wicksell wrote without reference to a central bank. Cassel (1928, 515–17) extended the idea to a world with a central bank:

        
          If the supply of means of payment valid in our monetary standard were quite unlimited, any price could be paid and prices would continue to rise indefinitely. An indisputable condition of stability is, therefore, that the supply of means of payment should be limited. . . . Every monetary system is primarily characterized by the way in which it realizes the scarcity of the supply of means of payment. . . . Now, the central bank has, of course, several means whereby it is able to restrict its issue of notes. The ultimate and essential means is, however, always the price that the bank charges for its advances, that is, the bank rate.

          By what principles shall the central bank be guided in fixing its rate? The answer is easy enough as soon as we have perceived that there exists a definite equilibrium rate of interest. If the bank rate is lower than this equilibrium rate, people will go to the bank for covering their needs for capital, and the bank will have to issue notes in order to meet such needs. This leads to an unnecessarily large issue of notes, and fresh purchasing power is created without any more goods having been produced, and this increase of nominal purchasing power is bound to force up prices. . . . The conclusion from this is clear. Stability of prices is possible only when the bank rate is kept equal to the equilibrium rate of interest.

        

        Cassel commented on the US experience.

        Cassel (US Congress 1928, May 18, 367) testified, “We ought to begin by pointing out that the United States, first of all, has a gold standard. You have a Federal reserve system, and the most prominent function of the whole system is to keep up the gold standard.” Cassel continued in arguing that the Fed had the power to control the price level because under a gold standard the central bank had to be able to vary the price level to keep the real value of a paper dollar equal to the real value of a specified amount of gold.

        
          There is a lot of experience confirming the fact that a central bank system has that capacity, because long before the War—in some countries almost a century—a gold standard has been kept up, and it has been kept up in no other way than that the central bank in a given country has kept the monetary unit at a purchasing power as against commodities corresponding to the purchasing power of a certain amount of gold.

        

        Cassel thought of price stability within the framework of the gold standard. Following the above comments, he recommended that the Fed vary its gold reserve within the legal limit and vary the composition of currency between gold certificates (backed 100 percent by gold) to influence the real price of gold. Cassel (US Congress 1928, May 18, 1928, 368–69) testified:

        
          I know that in this country there is a certain tendency, in monetary matters, to be independent. . . . You could possibly take that view if you had decided to have a paper standard established in this country. But you are not on a paper basis. You have decided, and I venture to think once for all, that you are going to have a gold standard. . . . I have the view that we will have to face in the future an increasing scarcity in the supply of gold. . . . For that reason the cooperation between the different countries must be directed to economizing in the use of gold, and of course that can not be done in any other domain than in the monetary demand for gold.

        

        Later, Cassel believed that the United States and France had made the gold standard into an instrument of instability. Cassel (1936 [1966], 59, 61) argued that the “world-wide deflation” that led to the “destruction” of the “new international gold-standard system” began in June 1928 when France returned to the gold standard and “the American export of capital began to run dry and the huge surplus in the American balance of payments had to be paid in gold. . . . But France and the United States did not use their newly acquired gold for a corresponding credit expansion which could have brought about the desirable rise in prices. On the contrary, the price-levels were forced down even in these countries.” Cassel (1936 [1966], 63) continued:

        
          After the [American] crisis the directors of the Federal Reserve System gradually relaxed their restrictive policy; but they did so reluctantly and too slowly and never made it clear that they intended to stop the process of deflation. Still less did the system accept any responsibility in this respect. Under such circumstances the general fear of a further fall in prices could not be removed and conditions both in the United States and in the world at large continued to deteriorate. In 1931 the process of destruction had gone so far as to produce a tornado over the European continent

        

        On September 19, 1931, England abandoned the gold standard. Cassel (1936 [1966], 64) cited the autobiography of Viscount Snowden, who explained that the foreign balance in London subject to withdrawal exceeded the Bank of England’s gold reserve.

        Like Keynes (1920) earlier, Cassel (1936 [1966], 53, 57) criticized the reparations forced on a defeated Germany in the Versailles Treaty. Transfers of gold by Germany led to a “‘maldistribution of gold’ due to the huge payments on account of reparations and War debts which, in spite of all warnings from sensible economists, continued to be enforced by politicians in power. . . . Politicians in power had so concentrated their attention upon the question of how to enforce reparations from Germany that they had no interest left for an investigation of the dangers threatening the stability of the world’s monetary system.”

        Cassel (1936 [1966], 69–70) summarized the change in the intellectual support for capitalism but defended it as not responsible for the Depression:

        
          The Socialists, of course, were eager to represent the crisis as the final break-down of the capitalistic system. In the appalling economic disorder that ensued a large amount of State Leadership and Control seemed to be indispensable, and the occasion was thought favorable for an agitation aiming at replacing the old social order of individual freedom by some form of authoritative “Planning.” . . . Socialists of all shades were united in their condemnation of the capitalistic system that had brought such disaster upon the world.

          On closer analysis this must be found to be a singularly unfair verdict. . . . The entire War and the Peace Treaty, involving as it did calamitous demands for reparations and the disintegration of the international trading community, were the work of the States . . . while some leading States and central banks were jointly responsible for the last and fatal process of deflation.

        

      
      
        12.11. Ralph Hawtrey

        Ralph Hawtrey stands out for his early views that the Depression was a monetary phenomenon. Like Cassel, he had hoped that the Genoa Conference of 1922, which assembled the world’s central bankers, would put into practice the principle that central banks would manage the reconstruction of the gold standard so that the increased demand for gold would not force deflation. He wanted to avoid a repetition of the deflation that had occurred after 1873 when many countries abandoned a silver standard for the gold standard. He was disappointed, especially with the large absorption of the world’s gold supply by France when it returned to the gold standard in 1928 and by the United States when it attracted foreign capital when it raised rates starting in 1928. Hawtrey attributed the worldwide character of the Depression to a return to the gold standard and to a real value of gold that had increased in the 1920s. Hawtrey (1931, 81) wrote, “The depression arises from the appreciation of gold.”

        Hawtrey (1932 [1962], 44) attributed the stability of the 1920s to the stabilization policies of Benjamin Strong. He attributed the start of the Great Depression to the misguided attempt by the Fed to reverse the rise in the stock market. Hawtrey attributed the rise in the NYSE to the increase in corporate profits and to the decline in long-term interest rates. Although profits did not account for the entire increase, they accounted for much of it. Like Irving Fisher (1929 [1997]), he attributed the rest to the presumed continuation of the enormous technological progress and organizational advances that had characterized the 1920s (Hawtrey 1932 [1962], 45–58).

        Hawtrey (1937, 132–33, 130) wrote:

        
          Deflationary measures were initiated in the United States in the summer of 1928, and early in 1929 there began an intensified absorption of gold by France, and the bank rate was raised still higher in London. . . . Deflation was successfully started in the summer of 1929, and thereafter the restrictive measures were intensifying the existing tendency in that direction. . . .

          One is often tempted to take for granted that the volume of short-term borrowing is bound to respond to a rise or fall in the short-term rate of interest. . . . Before the War [I asked] “What if the rate of depreciation of prices is actually greater than the natural rate of interest?” . . . By the “natural” rate of interest I meant the equilibrium rate corresponding to the marginal yield of capital. The assumption was that an expected fall of prices must be set off against the natural rate to arrive at the real rate.

        

        Initially, Hawtrey remained optimistic. Almost alone among his contemporaries, Hawtrey (1932 [1962], 172–74) advanced the idea that central banks can create money:

        
          It may happen that demand is so contracted and markets are so unfavourable that traders, seeing no prospect of profit, abstain from enterprise and do not borrow. . . . There appears to the money market to be a plethora of money. . . . But the low rates are merely the outward expression of the unprofitableness of business and the unwillingness of traders to borrow. . . . There is a deadlock which can best be broken by injecting money into the system.

          Now the central bank has the power of creating money. If it chooses to buy assets of any kind, it assumes corresponding liabilities, and its liabilities, whether notes or deposits, are money. . . . When they [central banks] buy, they create money, and place it in the hands of the sellers. There must ultimately be a limit to the amount of money that the sellers will hold idle, and it follows that by this process the vicious cycle of deflation can always be broken, however great the stagnation of business and the reluctance of borrowers may be.

        

        However, as the high unemployment in the 1930s dragged on, Hawtrey became pessimistic about the power of a central bank to counteract a deep depression. He accepted the prevailing view that central banks had tried to stimulate the economy, and he no longer mentioned the idea of central banks creating money. Hawtrey (1937, 133, 142) wrote:

        
          Efforts have been made over and over again to induce that expansion of demand which is the essential condition of a revival of activity. In the United States, particularly, cheap money, open-market purchases, mounting cash reserves, public works, budget deficits on a scale reminiscent of wartime, in fact the whole apparatus of inflation has been applied, and inflation has not supervened. . . . All the inflationary measures that the wit of man has devised have together proved insufficient to overcome it [the credit deadlock].

        

        “Mounting cash reserves” referred to the rising excess reserves of banks.

        Hawtrey (1937, 142) also attached importance to the failure of the brief revival at the start of the Roosevelt presidency to last:

        
          In the United States there was . . . a transitory interval, following the depreciation of the dollar in 1933, when revival seemed to be carrying all before it. But in July, 1933, the National Recovery Act brought an all-round increase of costs, and the expectations of profit on which the movement had been built were suddenly dissipated. Pessimism reigned once again, [and] the impetus of revival was lost.

        

        The problem was not contractionary monetary policy. The problem was a pessimism that crushed all efforts to set off the “vicious circle of inflation,” which Hawtrey (1937, 143) humorously contrasted with the common use of “vicious circle of deflation,” required for economic recovery.

        Despite the isolated reference above to “creating money,” Hawtrey understood the central bank as operating through its influence on financial intermediation with the corollary that in depression a lack of demand for funds would limit the ability of the central bank to stimulate the economy. The central bank would have to act early to counteract downturns while it could still affect psychology. Hawtrey (1938 [1962], 250–52) wrote:

        
          Bank rate can always be used to contract credit if only it be raised high enough. But there is a limit to the power of stimulating an expansion of credit by lowering Bank rate. . . . Once the rate is so low as to have practically no deterrent effect on the borrowing of money for the purchase of goods, traders will have adjusted their stocks of goods purely to suit their convenience, and cannot be induced to add to them by reducing the rate further. . . . Theoretically depression may get business into a state of deadlock, traders being so unwilling to borrow that even very cheap money would fail to start revival.

          It is only in recent years that the theoretical possibility of a depression too deep and persistent to be cured by cheap money has become a painful reality. The return to cheap money starting in February 1932 failed to overcome the deadlock.

        

        Given the importance of psychology in driving cyclical instability, by acting promptly, the central bank could moderate cyclical fluctuations. However, once that psychology gained momentum, the central bank lost its leverage. Policy makers must exercise judicious discretion. Hawtrey (1938 [1962], 272, 274, 278) wrote:

        
          Prompt action to offset an undue expansion at the outset followed by equally prompt action to relieve the pressure when it has become effective, would do what is required. . . . Bank rate may be compared to the damper of a kitchen stove. To open the damper and increase the draft of air will stimulate combustion, provided the fuel is still alight. But if the last spark has been extinguished, no amount of air will make any difference. . . . The system has an indefinite degrees of freedom, and its inherent instability is incessantly threatening to get out of control.

        

        With no conception of the price system as the organizing principle behind the behavior of the economy, economists invented disequilibrium theories in which the psychology of businessmen and investors (herd behavior) powered cyclical fluctuations. The concept of the central bank causing recessions by interfering with the price system lay only in the distant future. Initially, Hawtrey found encouraging the Fed’s experiment in the 1920s with open market operations and economic stabilization. In reference to Hawtrey (1924, 284), Meltzer (2003, 160) noted, “The British economist Ralph Hawtrey found the new view of open market operations ‘highly encouraging to those who hope for enlightened management of credit with a view to the stabilization of prices.’” By the time Hawtrey wrote in 1938, it appeared evident that the experiment had failed.

        Like other contemporaries, despite the crumbling of the gold standard in the 1930s, Hawtrey wanted to hold onto fixed exchange rates. The speculation presumed inherent in a free market for foreign exchange would destabilize international commerce. Hawtrey (1938 [1962], 276–77) wrote:

        
          Even a country which has suspended or abandoned the gold standard cannot avoid being guided to some extent by the state of the foreign exchanges. . . . Now speculation in foreign exchange, if left to a free market, may materially raise or lower rates of exchange, and any variations in the foreign exchange value of a currency has immediate reactions on the prices of commodities. The whole range of foreign trade products . . . is likely to be thrown out of relation to the prices of home-trade products and wages. Therefore the monetary authorities of a country which has been cut loose from any metallic or international standard find themselves compelled in some degree to regulate the foreign exchanges, either by buying and selling foreign currencies or gold, or (deplorable alternative) by applying exchange control.

        

        Even if Hawtrey had retained his belief in the efficacy of monetary policy, he lacked a convincing theory capable of persuading others. He built up his explanation of the operation of monetary policy on the ability of the central bank to influence the inventories of traders in commodities. Hawtrey (1932 [1962], 147) wrote:

        
          When the banks increase or decrease their lending, they are really inducing traders, in the one case, to reinforce their balances by borrowing and to release cash, in the other, to absorb cash and reduce their indebtedness. . . . It is through this process of the release of cash by traders that credit regulation enlarges the consumers’ income and outlay. If a trader starts releasing cash, that means he is paying away more money than he is receiving. . . . The release of cash by traders is an indispensable condition of an increase in the consumers’ income.

        

        Hawtrey is especially interesting because of his deep and sophisticated knowledge of central banking. The reasons for his failure to understand the Great Depression as caused by an unremittingly contractionary monetary policy are then especially interesting. In short, although he discussed both money and credit, he understood the transmission of monetary policy in terms of credit markets. Hawtrey (1931, 9) wrote:

        
          An acceleration or retardation of lending by the banks results directly in an increase or decrease in incomes; it does not have to work upon incomes through changes in the quantity of money. The changes in the quantity of money are themselves an effect of the change in the volume of lending. (italics in original)

        

        Hawtrey (1931, 24) referred to the policies of central banks as “credit regulation.” The transmission of that policy could be interrupted by the unwillingness of borrowers to borrow.

        Hawtrey followed the US experiment in managed credit intensely. Just as obvious from the attention paid to it in A Treatise, so did Keynes. However, for both, the Great Depression demonstrated the failure of an initially promising experiment. Hawtrey (1931, 32, 65–66) wrote:

        
          From May 1930 till the crisis of July 1931 all the principal financial centres had cheap money. But this by itself was quite insufficient to overcome the reluctance of borrowers. . . . The present trade depression has disclosed a weak point in the power of central banks. The functioning of the superstructure of bank credit requires the cooperation of lenders and borrowers. . . . Now, however, the borrowers have become unwilling. The rediscount rate in New York is 1½ per cent. . . . [Rates] of discount and short-term interest could hardly be lower. . . . But business does not respond.

        

        Hawtrey (1931, 24) believed that in the Depression “cheap money” failed to revive the economy. “In every trade depression without exception from 1844 to 1914 Bank rate” had rarely fallen below 2½ percent and never below 2 percent. The New York Fed discount rate fell to 2½ percent in June 1930, to 2 percent in December 1930, and to 1½ percent in May 1931.

        Correction of the misperception that in the Depression a policy of easy money by the Fed had failed lay in a distant monetarist future.

      
      
        12.12. T. Alan Goldsborough

        Representative Goldsborough (D-MD) was an indefatigable promoter of the program of Irving Fisher to legislate a mandate for the Fed to stabilize the price level. Like Fisher, Goldsborough believed that instability in the price level caused social dissension. At the same time, he subscribed to real bills views of the causes of cyclical instability. As a result, like his quantity theory peers, he lacked a critique of real bills views that stabilization of the price level would interfere with the necessity of quashing speculative excess as the prerequisite to preventing the speculative collapse that leads to recession. Goldsborough (US Congress 1928, May 17, 324–29) expressed his views:

        
          The gradual fall in prices from 1873 to 1896 culminated in the Bryan free silver campaign, which, if successful, would have resulted and was intended to result in the paying of debts with cheap money; that is, in the partial repudiation of obligations. In the period from 1896 to 1914 we heard no more about free silver, but a wave of unrest began to spread among those with a fixed income; the clerk, the school-teacher, the salaried man of every class began to feel with ever-increasing pressure the gradual rise in the cost of living. . . .

          If your index number of general price levels remains constant, you are assured that your volume of money and credits are expanding only in proportion as production and turnover expands—that is, only in proportion to the legitimate needs of business—and you can be assured that when you restrain the rise of the index number you are restraining credits beyond the legitimate necessities of business, you are restraining unhealthy and abnormal production, and you are restraining business expansion within wholesome limits and stopping in its inception overproduction, waste, speculation, and collapse.

          The lessons of history teach of the cycle, inevitable, under our present monetary system—expansion, inflation, speculation, collapse, slow recovery. Stabilization, restraining expansion at the point of overproduction and consequent inflation, is not only an economic problem the solution of which people are ready to undertake, but is clearly a direct problem of civilization.

        

      
      
        12.13. Irving Fisher

        Irving Fisher was a quantity theorist and one of the greatest economists the profession has known. Yet, he was ineffective as a critic of the Fed in the Depression. Why? His ineffectiveness was symptomatic of the failure of contemporary economists to understand the nature of the monetary regime that the Fed had created. Like other economists, Fisher did not understand that the Fed had replaced the gold standard with its market determination of money and prices with a fiat money standard in which the Fed determined money and prices.

        Fisher comprehended many of the components required for an understanding of a modern fiat money regime. Fisher (1911 [1963]) understood the behavior of the price level as a monetary phenomenon deriving from the behavior of money. Fisher (1896 and 1907) understood the real rate of interest as the intertemporal price of resources (consumption). However, he did not have a theory of the macroeconomy that explained the role of the interest rate as equilibrating aggregate demand with the aggregate supply determined by the productive capacity of the economy. He lacked a Wicksellian version of money stock determination required to explain independent movements in money within the Fed’s free reserves framework, which set the interest rate in the New York money market.

        Fisher (1923) understood that monetary instability causes real instability. However, Fisher (1911 [1963], 66–77) explained the business cycle in the context of a gold standard. An inflow of gold initiates a boom because banks do not raise the interest rate they charge on their loans as much as the increase in inflation. A fall in the real rate of interest stimulates economic activity. However, with inflation, currency flows out of banks, and banks must restrict lending. They then raise their loan rates to a level that raises the real rate of interest, and recession sets in. Fisher, however, could not extend his framework to a regime of fiat money creation in which the Fed was the creator of money rather than gold flows. Fisher (1911 [1963], 70 and 71) never attributed the “belated adjustment in the interest rate” that first initiated the increased confidence in booms and then initiated the loss of confidence in recessions to the Fed.2

        In the 1920s, the only examples of fiat money regimes were with governments printing money. Those examples ended disastrously as with the post–World War I inflations in Germany, Austria, and Hungary. No “respectable” economist could argue that the Fed was controlling “the printing press.” That was tantamount to saying that the Fed encouraged speculation and ultimately runaway inflation.

        Like his contemporaries, Fisher believed that the United States remained on the gold standard. On December 16, 1932, Fisher wrote Raymond Moley, an adviser to President Roosevelt, that he (Fisher) would like for the United States to leave the gold standard but that it would be difficult to change the price of gold because of the need to deal with the gold clauses in contracts (Edwards 2018, 63). Quantity theorists did not understand how the Fed created and destroyed money as part of a fiat money standard.

        The compensated-dollar plan of Fisher (1920) would have stabilized the price level by varying the gold content of a dollar proportionately to movements in a price index. The reform would have required elimination of the Fed in that Fed operating procedures would have determined an interest rate incompatible with the interest rate determined by the operation of the price system under the Fisher proposal. The Fisher proposal would also have required a floating exchange rate, something unacceptable to adherents of the gold standard.

        Later, Fisher (1935, 9) advanced a proposal requiring banks to hold 100 percent reserves against their demand deposits. It would have required the elimination of commercial banking and its replacement with financial institutions holding 100 percent reserves and restricted to operating the payments system. A different set of financial institutions issuing liabilities in the capital markets would intermediate between savers and borrowers. The motivation for the proposal derived from Fisher’s belief that monetary instability originated in the banking system not the Fed. Fisher lacked a theory of money-stock determination that assigned responsibility to the Fed for the control of money.

        Fisher proselytized for a stable price level. At the same time, he did so without understanding the responsibility of the Fed for determining the price level. For Fisher, monetary contraction was a product of the banking system and was something to be countered by the central bank. Monetary contraction was not itself a sign of contractionary Fed monetary policy. Fisher did not blame the Fed for the deflation of the Great Contraction, and he had no program for how the Fed would control bank deposits. After noting the criticism by Mr. Shibley of the Fed in his 1934 book Stable Money, Fisher (1934, 158) wrote: “The present writer . . . did not share Mr. Shibley’s distrust of the Federal Reserve System.” Like his contemporaries, he failed to understand the monetary regime created by the Fed as one of fiat money under its control.

        Fisher attributed the Depression to the stock market crash (US Congress 1932b, May 13, 127).3 Fisher (1934, 259) characterized the contractionary actions taken by the Fed in 1928 as “corrective measures to be taken” for “the destabilizing influence of security speculation.” The reason that Fisher failed to comprehend the contractionary nature of monetary policy is that his theory of economic instability started with instability in prices. Fisher (1925 and 1926) explained real instability by regressing a proxy for real output on a distributed lag of changes in the price level. Fisher (1926, 792, cited in Humphrey 2001b, 73) wrote, “The ups and downs of [output and] employment are the effects . . . of the rises and falls of prices, due in turn to the inflation and deflation of money and credit.” For Fisher, because price stability preceded the start of the Depression, it could not be attributed to contractionary monetary policy.

        Instead, Fisher understood the Depression as resulting from the collapse of an unsustainable amount of debt. The prolonged character of the Depression resulted from the way in which the liquidation of debt produced deflation, which in turn increased the real value of debt even with a diminishing nominal value (Fisher in US Congress 1932b, May 13, 126). Fisher (1933) borrowed from the real bills views of the times in explaining the Depression as a feature of a capitalistic economy prone to speculative excess leading to an excessive level of debt. There is a “vicious spiral.” According to Fisher (1933, 344), when “the very effort of individuals to lessen their burden of debts increases it, because of the mass effect of the stampede to liquidate in swelling each dollar owed. Then we have the great paradox which, I submit, is the chief secret of most, if not all, great depressions: The more the debtors pay, the more they owe.” The Fed’s error was not one of commission but rather of omission. It did not intervene to stop the deflation. By 1932 Fisher had become agnostic about the ability of the Fed to stop deflation and raise prices. He thought that other government agencies beyond the Fed might need to add purchasing power to households (Fisher in US Congress 1932b, May 13, 127–28).

        The importance Fisher attached to restraining speculation echoed the consensus view that the collapse of speculative activity had caused the Depression. Fisher (US Congress 1932b, May 13, 132) recommended the imposition of required reserves on banks that would vary based on a bank’s debits to its checking accounts—a Federal Reserve proposal to restrain speculation:

        
          It was to base reserves on velocity, on rate of turnover, on activity of accounts. . . . That would mean that when you got a period of speculation, as in 1928 or 1929, and were exceeding the speed limit, automatically the reserve would curb the bank. The bank would find it could not extend loans or increase its deposits beyond a certain point because it was going so fast that the legal requirement would automatically check it. That would have stopped speculation in 1928 and 1929 to a large extent.

        

        Fisher was a quantity theorist, but he did not know how to give the quantity theory substance in the new monetary standard put in place by the creation of the Fed. He struggled to understand how to control money. He had no theory making the Fed rather than the banking system responsible for the collective behavior of bank deposits. By default, Fisher advocated one of the radical plans that would separate financial intermediation from the control of money. There would be two distinct financial institutions: one with 100 percent reserves backing deposits and one issuing long-term debt to make loans. Fisher never integrated the Fed into his framework.

      
      
        12.14. Lauchlin Currie

        Alone among American economists, Lauchlin Currie assigned blame to the Fed for the Great Contraction. After working in Jacob Viner’s brain trust at the Treasury, he became an adviser to Federal Reserve Board chairman Marriner Eccles. As an adviser, he mistakenly advocated an increase in required reserves in 1936 and 1937. Rather than admit his mistake, he converted to Keynesianism. In his earlier quantity theory incarnation, Currie’s views continued to suffer from the real bills view of recession as originating in speculative excess followed by subsequent collapse.

        In The Supply and Control of Money in the United States, Currie (1934b, 3) began by lamenting “the almost universal abandonment of the quantity theory of money” because of the presumed instability of velocity. To counter this view, Currie (1933b) constructed an annual series on the income velocity of money for the United States for the years 1921 through 1929. Currie improved on Fisher’s “total transactions” version of the equation of exchange.4 Currie (1934b, 16) pointed out that with Fisher’s series, “the total number of things bought includes goods (some once, some very many times), services rendered by labor and capital, and an enormous volume of financial instruments of all kinds (bonds, stocks, and so on). . . . It is difficult to see how the concept of the average price of everything bought in a period can be in any degree significant” (italics in original).

        Currie pointed out that measured by money, monetary policy leading up to 1929 was contractionary. Currie (1934b, 51, 56) wrote: “It has become almost a fashion to refer to the post-war period up to 1929 as one of inflation due not to increased velocity but to excessive expansion of the volume of credit. . . . From the viewpoint of the supply of money the period from 1925 on was one of increasing monetary stringency, reaching an acute stage in 1929.” Currie (1933a, 69) blamed the Fed’s misjudgment on the failure to distinguish between credit and money: “Growth of the means of payment under the Federal Reserve system has been largely a matter of accident.”

        Currie (1934b, 147–48) wrote:

        
          Much of the current belief in the powerlessness of the reserve banks appears to arise from a complete misreading of the monetary history of 1929–32. It is generally held that the reserve administration strove energetically to bring about expansion throughout the depression but that contraction continued despite its efforts. Actually the reserve administration’s policy was one of almost complete passivity and quiescence.

        

        In the 1930s, Currie was the only American economist to criticize the Fed for contractionary monetary policy. Currie mentioned Keynes, Hawtrey, and Cassel as European economists who criticized the Fed for restrictive policy in 1928–29. Currie (1934a, 145) wrote that “the course of events in 1930–32 is clear evidence that grave mistakes were made by the reserve administration, either by acts of commission or omission” and took “sharp issue” with the contemporaneous view that “recent experience demonstrates the inability of the central bank to influence business conditions significantly even though it pursues appropriate policies.”

        Currie blamed the Depression on the Fed’s effort to quash perceived speculation on the NYSE. However, according to Currie, the economy did not exhibit signs of speculative excess in 1928 and 1929. Currie (1934b, 158) argued that the stock market boom reflected a healthy economy and strong corporate earnings:

        
          It is true that many more writers refer now to the “boom” of 1928–29. I suspect that in many cases this view may be traceable to (a) a hasty generalization from security speculation; (b) the belief that “credit” was expanding at a rate far in excess of production; and (c) the deeply rooted belief that depressions always follow booms, and since we have experienced such a catastrophic depression we must have had a boom. The rising stock prices may be explained partly by the widespread belief that a period of stability had at last been achieved and mainly by the steadily increasing earnings of corporations.

        

        However, Currie’s criticism did not entail rejection of the speculative-excess explanation of recession. The problem according to Currie was that monetary policy was restrictive in the absence of a “business boom.” Currie (1934a, 161) acknowledged that a “boom” characterized by “rising commodity prices, abnormal profits, overtime work . . . is obviously undesirable and extremely difficult to translate into a period of healthy prosperity without a depression first intervening.” However, “business conditions in 1928–29 approximated . . . desirable prosperity . . . [not] an undesirable boom.”

        Currie lacked a theory of monetary control relevant to Fed procedures. No one understood how those procedures determined reserves and interest rates endogenously through the reserves supply and demand schedules as illustrated in figure 6.1. Instead, many quantity theorists confused the operation of the actual system with one in which a given increase in reserves would produce a multiple expansion of deposits in a fractional-reserves system. Currie (1934b, 65) referred to C. A. Phillips (1931) and “the very able and exhaustive study” of Angell and Ficek (1933). Using a reserves-money multiplier framework, they showed that an exogenous increase in bank reserves would lead to a multiple expansion of bank deposits. Using that analysis, Angell and Ficek believed that the discount rate could not exercise control over bank deposit creation. The reason was that banks could obtain reserves through the discount window. With a fractional-reserves system, the discount rate would be ineffective because the value of creating the resulting multiple of deposits would be large compared to the cost of obtaining the relatively small reserves base.

        Currie (1934b, 84) restated the issue: “If every individual member bank always borrowed to meet adverse clearing house balances, every check drawn would result in a manifold expansion of deposits with no offsetting contraction and the system would quickly break down.” Currie accepted the answer of Riefler (1930) to the seeming puzzle. Banks borrow from the discount window not from a profit motive but rather from a need to offset a reserves deficiency. Currie (1934b, 87–88, 89) accepted that explanation because there was no

        
          multiple expansion of deposits when the rediscount rate is lower than the rate at which banks can safely lend. . . . It was precisely at those times when the call rates were most in excess of the rediscount rate that member bank reserves either declined or ceased to grow. . . . That any decline at all in deposits took place in 1928–29, however, is a powerful testimony to the strength of the non-pecuniary motives to keep down indebtedness.” (italics in original)

        

        Currie believed that the nonpecuniary costs imposed on borrowing meant that it was unprofitable for banks to borrow from the discount window even with the interest rate in the money market greater than the discount rate. Currie (1933a, 78) drew the following conclusion: “If the total [Federal Reserve credit] is composed largely of bills discounted, we may expect contraction of member bank deposits because of the repugnance of member banks to continuous indebtedness at the reserve banks; if the figure for bills discounted is small, the probabilities are that expansion of deposits will take place.”

        Understood within a partial equilibrium framework, that conclusion would bedevil the Fed into the 1960s. The fallacy in Currie’s argument is that while a bank losing reserves with the debit of a check can borrow from the window to replace those reserves, the bank gaining the reserves can repay borrowing at the discount window with the reserves gained. What is important for the banking system is that the marginal cost to banks of using the discount window, which through arbitrage sets the interest rate in the money market, be set at a level consistent with macroeconomic equilibrium.

        As shown in figure 6.1, a leftward shift in the reserves supply schedule increases borrowed reserves and produces a more restrictive monetary policy. A rightward shift in the reserves demand schedule similarly increases borrowed reserves, but without the implication that an increase in borrowed reserves means that monetary policy has tightened. In the 1950s, the Fed would use free reserves (excess reserves minus borrowed reserves) as an indicator of the stance of monetary policy—what Brunner and Meltzer (1964) termed “the Riefler-Burgess doctrine.” Mistakenly, policy makers would assume that if borrowed reserves increased (free reserves turned into net borrowed reserves) monetary policy had necessarily become more restrictive.

        Currie accepted the contemporaneous view that the power of monetary policy was asymmetric. It could arrest a boom but could do little to stop a recession. Currie (1934b, 144–45) wrote that the Fed’s “control of money is at present such that it can normally stop an upswing of business from developing into a boom if it acts early and energetically. . . . It is undoubtedly more difficult to stop a depression than it is to stop a boom. . . . If the depression has become so severe as to entail a widespread loss of confidence in the solvency of both corporations and banks it may be impossible to bring about immediate utilization of any excess reserves given to member banks.” It followed that to prevent recession it was necessary to prevent the prior boom. That belief led to the 1936–37 increase in reserve requirements.

        In 1934, Currie went to the Treasury to advise Jacob Viner. Currie then left the Treasury to advise Marriner Eccles when in November 1934 Eccles became governor of the Federal Reserve Board. Currie was a key player in the drafting of the Banking Act of 1935. Currie (1934c) wrote Eccles that he (Currie) would need personal access to Eccles: “The practically unanimous view in the [Research] Division is that Federal reserve has never been too restrictive (G. [Goldenweiser] even defends or has defended the 1931 policy) but has, on the contrary, erred on the inflationary side. They are, so far as I can gather, not interested in money and have never compiled a series of money. They have done little work on velocity and nothing on income. Their main interest appears to have been in banking practice and in the character and movements of various types of bank assets.”

        In May 1936, Currie (1936a, 1, 7) made a case for increasing required reserves: “Excess reserves constitute a problem because they may lead to an excessive expansion of deposits. . . . It appears prudent, until we can see the way more clearly, to discourage further expansion by raising reserve requirements in the near future.” Currie (1936a, 2, 3, 4, 5, 7) used “the trend of national income from 1923 to 1929 as corresponding with relatively full employment.” He adjusted for “the number of workers, additions to capital equipment, efficiency, and prices” to obtain a full-employment estimate of nominal income for 1936 (between $85 to $95 billion). Currie then estimated whether the contemporaneous amount of money was sufficient to sustain full employment using “the probable turnover [velocity] of money.” Currie started with the assumption that “income velocity remained steady from 1923 to 1929 at slightly under 3.” However, “from 1929 to 1933 the supply of money and its income velocity both declined by about 25 percent,” which reflected “an increased emphasis on liquidity.” He concluded that in recovery “some increase in the income velocity can be expected.” Currie drew the conclusion that “the existing supply of money . . . may very well prove adequate for conditions of relatively full employment.”

        By November 1936, the continued gold inflows from abroad and corresponding increase in excess reserves raised the concern that money would become excessive if banks reduced their excess reserves. Currie (1936b) believed the gold inflows would continue and recommended increasing required reserves. He hoped to return to the free reserves operating procedures of the 1920s in which the regional Fed banks exercised control over member bank lending through the pressure exercised on banks to restrict lending when their borrowing from the discount window increased. Currie (1936b, 1) wrote:

        
          Excess reserves are now around $2.5 billion. Experience in the past has been that in prosperous periods it is necessary to put member banks about $1 billion in debt to the reserve banks to arrest expansion of demand deposits. With the power to raise reserve requirements by $1.5 billion and the ability to sell $2 billion of securities, the System is in a position to put member banks over $1 billion in debt if this should prove necessary. If, however, another $1 or $2 billion of gold enters the country, this will not be possible. In addition to increasing bank reserves, an inflow of gold results in a corresponding expansion of checking accounts in banks.

        

        A month later, Currie (1936c, 3, 4) wrote:

        
          The more orderly the upswing and the less it is characterized by price advances and speculative inventory buying, the better the chances of avoiding a boom followed by a major slump. . . . The problem will become almost insuperable if the upswing is aggravated by excessive price rises and inventory buying. . . . Expansion of private bank credit can be prevented by wiping out the bulk of the excess reserves, and if need be, by forcing banks to borrow a portion of their required reserves from the federal Reserve banks.

        

        In early 1937, Currie remained concerned about speculative excess. Currie (1937, 1) wrote: “Commodity prices had broken out of their 1934–36 range and were moving rapidly upward. There appeared to be some danger of entering into a spiral of wage and price advances. The price advances were resulting in inventory profits and to this extent encouraged speculative inventory buying. A general inflationary psychology, fostered by the rearmament programs, was emerging.”

        By spring 1938, Currie had to explain the recession that had succeeded the increase in reserve requirements. Currie (1938a, 7) began by recounting how “there developed a condition in which both production and productive facilities were increasing in anticipation of price and cost advances. In other words, a speculative element of considerable dimensions entered the picture. Forward buying and inventory stocking far in excess of current needs were widely engaged upon. The speculative movement came to a close around April 1937.”

        Currie evaluated the increase in reserve requirements and excused them from blame for the recession. Currie (1938a, 20–21) wrote: “A body charged with the responsibility of preventing an injurious expansion of credit was in duty bound to weigh the dangerous potentialities of the situation. . . . There was . . . inflationary sentiment in the air. . . . The action may have contributed to the removal of the fear or expectation of monetary inflation and an indefinite rise in prices and hence checked a further expansion of forward buying and inventory stocking. . . . The criticism should be not that the action was taken, but rather that it was unduly delayed.”

        Currie dropped his earlier argument that the Fed had erred in pursuing contractionary monetary policy in 1928–29 in the absence of an inflationary boom in the economy. He completely ignored the drastic decline in money associated with the increased reserve requirements. Nothing in this exculpatory rationalization should be surprising. Policy makers are human. Given the vast human cost of mistakes, policy makers never admit to mistakes. Rather than admit his mistake, Currie abandoned the quantity theory for Keynesianism.

        Warburton (1946 [1966], 83) wrote of Currie: “In his testimony before the Temporary National Economic Committee, on May 12, 1939, . . . Currie emphasized the relation of ‘income-producing expenditures that offset savings to the national income,’ with no mention of the relation of the quantity of money to the amount of expenditures.” By 1939, Currie had converted to the secular stagnation view of Alvin Hansen. Currie (1939, 1–2, 7) wrote a memo to Eccles:

        
          It is now becoming clear that for the first time in our history our inability to find outlets for our potential savings on the basis of a high national income condemns us to a low national income where we can find outlets for the reduced volume of savings. The outlets for savings in the twenties arising from the rapid growth in population, the growth of the giant automobile industry, foreign loans, municipal capital expenditures, and brokers’ loans are gone, and nothing comparable, apart from federal government borrowing, is in sight to take their place. . . . Consequently, any attempt by the federal government . . . to cease supplying an offset to savings will be promptly followed by stagnation or recession. . . . A program of budget balancing, given the present capacity to save in relation to the economic need for capital equipment, can have no other effect than the continuance of a low level of national income and of saving and a high level of unemployment. . . . In the absence of government action, war, or sporadic inventory bulges, the national income must remain sufficiently low so that the consequent low volume of current saving can be matched by investment.

        

        Finally, Currie had useful advice for the qualifications required of members of the Federal Reserve Board (now the Board of Governors). Currie (1934b, 160) criticized the appointment to the Federal Reserve Board of an individual who “admitted that his previous experience had been largely in cattle paper. . . . The qualifications for the governing body would be a knowledge of advanced business cycle theory.” Moreover, Currie (1934b, 161) argued that the Fed should communicate using the language of economics so that academic economists could critique its policies:

        
          A quarterly diagnosis of the business situation together with an account of the policy followed, the reasons the policy was followed, and the specific objects hoped to be attained would tend, I think, to make for better policy. . . . A hopeless incompetent would be exposed much more quickly than he would be under the present veil of anonymity and secrecy which cloaks the actions of the reserve administration. . . . A full discussion of policy would, moreover, enable the professional economists to make their criticisms much more informed than at present.

        

        To that list of qualifications should be added a capacity for systematic learning from past mistakes.

      
    
  
    
      
        [ Chapter 13 ]

        From World War II to the 1953 Recession

      
      
        Summary: How deep-seated and impervious to change were the views of policy makers in the pre-1951 Accord period can be seen from their response to monetary policy after January 1934. With the monetization of gold inflows, it should have been obvious that the monetary standard was one of fiat money creation. Significant money growth allowed the economy to recover. However, no one changed their views. At the first opportunity to reassert its real bills views, the Board of Governors raised reserve requirements in 1936 and 1937. Monetary deceleration and recession followed. Through World War II, views on policy remained stagnant. The failure of the Depression to return in the postwar period had little impact. What finally put the Fed on a different course was the combination of a spike in inflation in fall 1950 and a rate peg that forced it to monetize sales by banks of their government securities.

        The grand (semicontrolled) experiment in monetary economics in the twentieth century was the creation of the Federal Reserve System and the contrast between its behavior in the pre- and post-1951 Treasury-Fed Accord period. In the period after the Accord, the William McChesney Martin FOMC developed procedures labeled “lean-against-the-wind” (LAW). In the terminology of economics, the Fed invented a “reaction function.” The Fed responded to new information on the economy in a routine way under the assumption of a two-way causation between its behavior and the behavior of the economy. In time, and with a long hiatus during the era of stop-go monetary policy, the FOMC accepted responsibility for how markets formed expectations of the term structure of interest rates and of inflation.

      

      The post-Accord grand experiment was development of a reaction function by the FOMC. With a reaction function, the FOMC moves its policy variable in response to the behavior of the economy with the understanding that there is a two-way interaction. With an appropriate reaction function, the FOMC can move short-term interest rates in a way that tracks the natural rate of interest and thus allows the price system to work.

      As signaled by the “Tenth Annual Report” of the Federal Reserve Board (1924a), with the inoperability of the rules of the international gold standard, the Fed turned to stability of the domestic economy as its objective. The guiding principle became the prevention of speculative excess. As an economist for the Federal Open Market Committee (FOMC), at the January 26, 1937, meeting, in arguing for an additional increase in required reserves, Emanuel Goldenweiser expressed the guiding principle of pre-Accord economic stabilization. As cited in Friedman and Schwartz (1963a, 525), Goldenweiser stated, “The most effective time for action to prevent the development of unsound and speculative conditions is in the early stages of such a movement when the situation is still susceptible of control. . . . Action to absorb excess reserves should be taken at this time.”

      As events unfolded after the end of World War II, the guiding principle of quashing speculative excess in its infancy became irrelevant. With the Korean War, the issue became how to restrain aggregate demand to prevent price inflation. The experience with controls in World War II and the subsequent period made clear that controls suppressed inflation only until they came off. Inflation surged in fall 1950 with the intensification of the Korean War. Fear of World War III and the return of controls and wartime inflation caused a surge in commodity prices. Shackled by a Treasury-imposed peg on the government bond rate, the Fed watched helplessly as it created the reserves that fueled the expansion of bank credit and inflation.

      With the 1951 Accord, the Fed moved to recreate its 1920s free reserves operating procedures of regulating the pressure on banks to control credit creation. In time, those procedures would develop into control of the federal funds rate. At the same time, the FOMC used its two instruments for translating the impact of free reserves into conditions in the money market (open market operations to control nonborrowed reserves and the discount rate) in a coordinated way to control conditions in the money market. That contrasted with the earlier episodic use of open market sales to force more extensive use of the discount window followed by an increase in the discount rate at times of perceived speculative excess.

      After the Accord, the FOMC used its free reserves procedures to implement a policy of economic stabilization based not on quashing incipient speculative excess but rather on countering sustained deviations of growth from trend as measured in sustained changes in the economy’s rate of resource utilization (leaning against the wind, or LAW). The guiding principle became the assumption that sustained growth above trend would ultimately lead to price inflation, and conversely for weakness and disinflation. The FOMC implemented LAW symmetrically in booms and recessions. The Depression belief that a pervasive hoarding psychology and bank accumulation of excess reserves in response to the absence of demand for credit faded away into irrelevance. In the changed environment of the post–World War II era, real bills beliefs gave way to a belief within the Fed that its LAW procedures should respond symmetrically to sustained strength and weakness in the economy. In sum, LAW became a reaction function.

      
        13.1. The Post-Accord Grand Experiment

        The salient fact for the grand experiment is that with a reaction function the FOMC had the rudiments of operating procedures that allowed the price system to work by allowing the real rate of interest to track the natural rate of interest. Nothing of the sort existed before the 1951 Treasury-Fed Accord. In the pre–World War II period, when the Fed had freedom of action (from November 1919 to March 1933, and from 1936 to 1937), the Fed responded episodically to the behavior of the economy. Its guiding principle was to prevent the emergence of the speculative excess whose inevitable collapse would presumably lead to recession and deflation. In essence, the Fed waged war on prosperity. As a rough visual impression portrayed through the frequency of recession, figure 9.15 reveals the reduced frequency of recession in the post-Accord period.

        The early policy makers at the Fed did not understand their responsibilities under the kind of monetary regime they had created. The working of the gold standard in the pre-Fed and pre–World War I period had been largely automatic. There was no need to understand the difference between relative prices and the price level and the behavior of the price level as a monetary phenomenon. Market forces determined the behavior of interest rates in a world financial market of countries on the gold standard. Going from a gold standard operated by market forces in the absence of a central bank to a monetary regime of fiat money meant that policy makers did have responsibility for the behavior of the price level and that they did set market interest rates. The first fact implied that they should provide for a stable nominal anchor, that is, give money a well-defined and predictable value. The second fact implied that they had to have procedures for setting short-term market interest rates that respected the working of the price system.

        Early policy makers comprehended nothing of the concept of a price system operating to assure macroeconomic stability. Even if early policy makers had understood their role in determination of the real rate of interest, and they did not, there existed no concept of the need to make compatible that determination with the central importance of the real rate of interest in the operation of the price system. The required analytical framework would evolve slowly only in the post–World War II period. Early policy makers simply lacked any of the conceptual framework acquired later by the economics profession regarding “monetary policy” and “macroeconomics.” The idea that the price system operated to maintain output growing at potential and the idea of the real interest rate as the intertemporal price of resources varying to maintain aggregate demand at potential were yet unborn. Policy makers had no conception whatsoever of the Depression as the outcome of their interference with the stabilizing role played by the price system.

        Nothing in the pre-Accord period caused the Fed to accept responsibility for the behavior of the price level. In 1939, an article in the Federal Reserve Bulletin (April, 258) rejected congressional efforts to require it to stabilize the price level: “Experience has shown that prices do not depend primarily on the volume or the cost of money; that the Board’s control over the volume of money is not and cannot be made complete.” The Board of Governors (FOMC Historical Minutes, May 28, 1947, 811) wrote a letter to the board of the Philadelphia Fed criticizing its plea for the Fed to take actions to restrain inflation:

        
          It would be most unfortunate if responsible people in the Federal Reserve System were to create the impression publicly that the System itself could at this late hour materially diminish inflationary forces. The problem is not so simple that it could be dealt with effectively by monetary policy. Outside of the monetary cranks, no one at all informed on the subject would suggest that in the great complex of economic forces there is some simple monetary device that could preserve or restore economic equilibrium.

        

        In its 1943 Thirtieth Annual Report, the Board of Governors stated (10): “In the past quarter century it has been demonstrated that policies regulating the . . . cost of money cannot by themselves produce economic stability or even exert a powerful influence in that direction. The country has gone through boom conditions when . . . interest rates were extremely high, and it has continued in depression at times when . . . money was . . . cheap.”

        Allan Sproul (1951, 315), president of the New York Fed, argued that contractionary monetary policy would cause an unacceptable “contraction of employment and income.” Sproul (1951, 298) wrote that because the increase in reserve requirements in 1936 and 1937 had preceded a renewal of recession, it was “doubtful that credit policy would thereafter be used vigorously and drastically to restrain inflationary pressures.” Sproul also contended that because of the magnitude of government debt, the Fed had to support the government securities market to avoid a “bottomless market” (US Treasury 1951, 261).1

      
      
        13.2. From the End of the War to the Accord

        In April 1942, after the entry of the United States into World War II in December 1941, the Fed committed to preventing a rise in the term structure of interest rates.2 At the short end, it committed not to allow the ninety-day Treasury bill rate to exceed ⅜ percent. It also kept the one-year rate at or below ⅞ percent. The rate of long-term bonds would be kept at or below its then prevailing value of 2½ percent.3

        Unemployment rates were low by historical standards. The unemployment rate, which was 15.5 percent in January 1940, fell to a wartime low of 1.0 percent in April 1945. Following the October 1945 cyclical trough, the unemployment rate peaked at 4.3 percent in May 1946 and then declined to 2.9 percent in October 1948 just before the cyclical peak in November 1948.4 Inflation emerged after World War II, but the double-digit inflation of the second half of 1946 reflected the suppressed inflation released with the end of price controls.

        Goodwin and Herren (1975, 9) summarized the fears that limited the ability of the Fed to raise interest rates despite low rates of unemployment: “America emerged from World War II with deep foreboding about post-war recession. An Elmo Roper poll for Fortune magazine in 1945 showed that only 41.0 percent of respondents believed that the United States would ‘be able to avoid . . . a widespread depression.’” Over the interval from 1948Q4 through 1950Q1, PCE (personal consumption expenditures) inflation fell to −1.7 percent.

        By the end of the war, the war effort required almost 40 percent of GNP. The fear that reconversion to a peacetime economy would bring a return to depression dominated concerns about the economy. M1 velocity fell from 2.5 in 1944 to 2.1 and to 2.0 in 1945 and 1946. Presumably, the increased demand for money reflected the expectation of postwar depression. Its failure to materialize reversed this increase in real money demand. M1 velocity rose to 2.1 in 1947 and to 2.3 in 1948 and 1949.

        Fed policy makers disliked their subservience to the Treasury. However, they were powerless to challenge Treasury dominance. The Philadelphia Fed urged that the Fed act to control the “spiral of expanding credit.” However, the Board (Board of Governors, FOMC Historical Minutes, May 28, 1947, 811) expressed its disapproval and reproached the Philadelphia Fed, arguing that to do so

        
          would increase enormously the charge on the budget for servicing the debt. If the Secretary of the Treasury were confronted with any such consequences . . . he would no doubt take the issue directly to the President who, in turn, would take it to the Congress. . . . There can hardly be any doubt as to what the result would be. The “System’s freedom of action” would in all probability be promptly terminated.

        

        In any event, as expressed by Goldenweiser (1945, 14), the Fed accepted the interest-rate peg on long-term debt:

        
          It is clear that the immediate responsibility of the monetary authorities [after the war] will be to maintain stability in the market for long-term United States Government bonds. In view of the size of the public debt and the widespread character of its ownership, we cannot permit wide fluctuations in the value of Government securities. Not only would they seriously disturb the economy but they would be a breach of faith with the individuals and institutions that have helped the war effort by lending a large part of cash resources to the Government.

        

        Eccles held the common belief that the postwar inflation arose from the government deficits incurred in World War II. To control inflation, he urged Congress to run large surpluses to extinguish government debt (US Congress 1947). He also wanted the power to prevent banks from making loans that would add to the stock of debt. He concentrated on a futile effort to persuade Congress to impose a supplementary reserve requirement on banks.

      
      
        13.3. Explaining Recession with Prewar Inflationary Expectations

        Friedman and Schwartz (1963a, 577) posed the conundrum “Given the Fed’s interest rate peg, what explains the post-war decline in money growth and inflation?” Average annualized quarterly M1 growth declined from 23.7 percent over the interval 1942Q1 to 1945Q1; to 10.3 percent from 1945Q2 to 1945Q4; to 4.7 percent from 1946Q1 to 1947Q4; and to −0.9 percent from 1948Q1 to 1949Q4.5 Inflation surged with the end of postwar price controls but became negative in 1949 (figure 4.1). Understanding not only this period but also the two recessions (November 1948 to October 1949 and July 1953 to May 1954) requires understanding how the prewar experience shaped inflationary expectations. The expectation that deflation would follow inflation raised the real interest rate. The rise in the real rate precipitated the recessions that began in November 1948 and July 1953.

        With monetary policy sidelined by the interest rate peg, where was the inflation in the postwar period? The answer is that the expectation of deflation kept the real interest rate relatively high even with low nominal interest rates. More generally, an understanding of the period between the end of World War II through the first recession following the 1951 Treasury-Fed Accord with cycle peak May 1953 requires an understanding of how the previous monetary standards had shaped inflationary expectations. Although inflation emerged with the end of the war, the prevailing assumption remained that “what goes up must come down.” In the United States, prices rose and then declined with the War of 1812, the Civil War, and World War I. Similarly, in England, the same pattern emerged with the Napoleonic Wars and World War I. Until World War II, the secular level of prices exhibited no trend.

        The stationary behavior of prices reinforced the real bills view that inflation rose with speculative activity and then fell with its collapse. Senator Robert A. Taft (R-OH) stated in hearings on the Employment Act of 1946 (quoted in Goodwin and Herren 1975, 17): “My definition of inflation has always been an activity which is artificially built up to an extent that we cannot permanently maintain.” Inevitably, deflation followed inflation as asset bubbles burst. E. A. Goldenweiser (1945, 4), director of research at the Board of Governors, wrote in the first of a Board series, Postwar Economic Studies, that “the large volume of saving held by the people . . . could be used to feed the flames of inflation—which leads to ultimate collapse and disaster.”

        In the post–World War II period through the early 1950s, inflation created the expectation of deflation. Friedman and Schwartz (1963a, 560 and 584) wrote:

        
          The most widely-held expectation at the time was that prices would go down after the war—if this expectation seems unreasonable to us, it is only by hindsight. . . . The public acted from 1946 to 1948 as if it expected deflation. . . . The major source of concern about inflation at that time was . . . that what goes up must come down and that the higher the price rise now the larger the subsequent price fall.

        

        In a speech on April 21, 1947, President Truman (Goodwin and Herren 1975, 41) said:

        
          There is one sure formula for bringing on a recession or a depression: that is to maintain excessively high prices. Buying stops, production drops, unemployment sets in, prices collapse, profits vanish, businessmen fail.

        

        Truman began to lift price controls in February 1946 and ended them entirely in October 1946. With the end of controls, inflation surged (figure 4.1). CPI inflation rose at annualized rates of 39 percent and 23 percent in 1946Q3 and 1946Q4, respectively. In early 1946, 8 percent of households expected prices to decline, while 53 percent expected prices to rise (Board of Governors 1950).6 In early 1947 when inflation surged with the end of controls, 46 percent of households expected prices to decline, while only 13 percent expected them to rise (Federal Reserve Bulletin, November 1948, 1357). Inflation produced a “deflation scare.”

        Using the Livingston Survey, figure 13.1 plots biannual observations of expected one-year-ahead CPI inflation and subsequently realized inflation. Economists expected deflation in the five years following the end of the war as a reaction to the postwar inflation. Using the Livingston data on expected inflation, figure 13.2 plots a real interest rate and the corresponding market interest rate. For year-end 1946 and midyear 1947, the real interest rates are, respectively, 6.5 percent and 8.0 percent. The hypothesis is that these high real rates produced a monetary deceleration and a decline in real output.
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            Figure 13.1. Livingston Survey: Predicted and Subsequently Realized One Year Inflation

          
            Predicted inflation is the mean of one-year-ahead CPI inflation predictions from the Livingston Survey. The Philadelphia Fed maintains the survey currently (data from www.phil.frb.org/econ1). The survey comes out in June and December. The questionnaire is mailed early in May and November. Therefore, the one-year inflation forecast is for the thirteen-month period from May to June of the following year for the June release and for the thirteen-month period from November to December of the following year for the December release. The June release inflation forecast is matched with an average of the realized annualized monthly CPI inflation rates starting in June of the same year and ending in June of the subsequent year. The December release inflation forecast is matched with an average of realized annualized monthly CPI inflation rates starting in December of the same year and ending in December of the subsequent year; see “Real Rate of Interest (Livingston Forecasts)” in chapter 18 appendix. The light tick mark is the June release forecast, and the heavy tick mark is the December release forecast.

          
        
        The reemergence of expected deflation in 1948 (figure 13.1) and the corresponding rise in the real interest rate (figure 13.2) preceded the recession that began after the cyclical peak in November 1948. Measured using Livingston Survey data, the real interest rate rose from 1.6 percent at year-end 1947, to 2.6 percent at midyear 1948, and to 3.9 percent at year-end 1948. Monetary deceleration accompanied the rise in the real rate (figure 13.3). The generally high real interest rates in the postwar period can explain the disinflation that occurred starting in 1948Q3 despite the Fed’s low, nominal interest-rate peg. Over the year and a half from August 1948 through January 1950, the level of the CPI declined by 4.1 percent.
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            Figure 13.2. One-Year Market Interest Rate on Government Securities and Corresponding Real Rate of Interest: 1946–69

          
            The market rate of interest is monthly observations of the yield on US government securities from “Short-Term Open Market Rates in New York City,” in Board of Governors (1976). Through July 1959 the series uses “9- to 12-month issues.” Thereafter, it uses “one-year Treasury bills.” The series for the real rate of interest is the market rate minus predicted CPI inflation from the Livingston Survey (figure 13.1). Observations of predicted inflation are biannual and are for the months of May and November; see “Real Rate of Interest (Livingston Forecasts)” in chapter 18 appendix. Shaded areas indicate recessions. Heavy tick marks indicate the November observation.

          
        
        When the Chinese entered the Korean War in November 1950, inflation surged (figure 13.3). The possibility of a Third World War generated a worldwide rise in commodity prices. The likely return of price controls and the disappearance of consumer durables caused a surge in consumption. Inflation peaked at 14 percent in 1951Q1. Although the Fed gained the ability to raise interest rates with the March 1951 Treasury-Fed Accord, the Korean War period possessed a characteristic of the preceding period. Fluctuations in the real interest rate far exceeded fluctuations in the market interest rate (figure 13.2). Variation in expected inflation (deflation) rather than purposeful monetary policy actions dominated policy.
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            Figure 13.3. Inflation and M1 Growth

          
            Quarterly observations of annualized percentage changes. From 1945 to 1946, the price level is the CPI. Thereafter, it is the personal consumption expenditures deflator. Observations for annualized inflation for 1946Q3 and 1946Q4, respectively, are 39.3 and 22.9 percent. Shaded areas indicate recessions. Heavy tick marks indicate fourth quarter. M1 data from Friedman and Schwartz (1970).

          
        
        Over 1951, inflation fell and ceased by year-end. The fall appeared to confirm the view that price declines follow rises. Accordingly, in 1952, the public began to expect deflation. The Survey of Consumer Finances reported that at the beginning of 1953 only 17 percent of consumers expected price increases while 31 percent expected decreases (Federal Reserve Bulletin, March 1954, 249). Expected deflation raised the real interest rate (figure 13.2). Higher real rates produced monetary deceleration (figure 13.3). Average annualized quarterly M1 growth rates went from 4.25 percent in 1952 to 2.2 percent in the first two quarters of 1953 and 0.5 percent in the last two quarters. A business cycle peak occurred in July 1953.

        The Fed’s attempt to pursue countercyclical monetary policy began with the 1953 recession. At the time of the Accord, March 1951, the market yield on three-month Treasury bills was 1.5 percent. A year later, the Fed began to raise rates, and the bill rate peaked at 2.3 percent in early June 1953. With the onset of recession, it lowered rates to 0.6 percent by the June 1954 cyclical trough. Purposeful monetary policy actions rather than variations in expected inflation then came to dominate real interest rates and monetary policy. The era of lean-against-the-wind had begun.

      
      
        13.4. From Real Bills to Lean-against-the-Wind: The Crisis Leading to the Accord

        With the Accord, policy makers stopped viewing recessions as the inevitable reaction to prior speculative excess. Also, they began to see inflation as a consequence of excess aggregate demand rather than speculative excess. The rise in the price level with the end of wartime price controls and its subsequent failure to fall forced that change. Such inflation could not arise from asset speculation. As FOMC chairman Eccles (Board of Governors, Minutes of the Board of Governors November 18, 1947, 1575) reasoned, “Even loans for productive purposes are inflationary if they increase the demand for labor and material that are already in short supply.”

        The intensification of the Korean War in November 1950 when the Chinese crossed the Yalu River and advanced into North Korea produced a surge in expenditure and in inflation (figure 13.3). If maintained, the Fed’s interest-rate peg would have sustained inflation through the monetization of government debt. That experience made clear to the Fed the importance of allowing the central bank, rather than private markets, to control reserves creation. Like World War II, that experience also moved the Fed toward thinking about inflation as resulting from excess aggregate demand rather than speculative excess. The Accord was a watershed for the Fed. The ideal of a central bank that allows an elastic currency passively to “accommodate commerce” (chap. 4) disappeared. The Fed had to control bank credit to control excessive aggregate demand and inflation.

        Intensification of the Korean War in fall 1950 created the widespread fear of a World War III with the United States fighting both China and a Soviet Union moving to capture Berlin (Hetzel and Leach 2001a). Fed policy makers felt the need to raise rates to prepare for the interest-rate peg that would with certainty be imposed as in World War II. At the time of the imposition of the peg in spring 1942, considerable excess capacity still existed in the United States. In late 1950, the economy was booming, and the Fed was monetizing bank debt at the existing peg. Key Fed policy makers felt strongly that going into a World War III, the level of interest rates needed to be higher to avoid the combination of inflation and ineffective wartime controls.

        In summarizing a meeting with McCabe and Snyder on January 3, 1951, Sproul (Board of Governors, FOMC Memorandum of Discussion, January 31, 1951, 5) stated:

        
          The next six months, while the Treasury will be largely out of the market, offer the best chance to get our house in order, through general credit measures. After that the requirements of credit policy and Government financing needs—refunding and new money—may be in conflict and financing needs will take precedence. . . . It is in the light of these present dangers, and in preparation for meeting the more difficult longer term of financing full scale mobilization or war, that near term policy should be determined.

        

        Considerable ill will existed between the Treasury and the Fed in the second half of 1950 because of the Treasury practice of announcing in advance the offering rate on Treasury securities and locking the Fed into supporting the issue at the preannounced rate. The pot boiled over after a meeting with President Truman, Treasury Secretary Snyder, and Fed chair McCabe on January 18, 1951, in which McCabe voiced reservations about the bond support program. On the next day, Snyder gave a speech seemingly committing the Fed to support the bond market at the 2½ percent ceiling. Snyder (SPNY, FOMC—Meeting Comments 1951, “Snyder Talk,” January 18, 1951, 2) said: “It is my view that a 2½% rate of interest on long term Treasury bonds is a fair and equitable rate. . . . We cannot afford the questionable luxury of tinkering with a market as delicately balanced as the Government security market. Now is no time for experimentation.” The lack of forthrightness on the part of Truman and Snyder offended McCabe. In this instance, neither Truman nor Snyder informed McCabe of the speech despite meeting with him the day before.

        Allan Sproul, president of the New York Fed, responded and criticized the Truman administration’s plan to control inflation through controls (Sproul, SPNY, “Remarks, New York State Bankers Association, January 22, 1951,” 1–3, 6):

        
          We have been told that we must have direct legal control of broad segments of our economy to promote production for defense, to insure a fair distribution of goods and services, and to prevent inflation. We have been told that these measures must include allocation of materials, and control of prices, rents and wages. . . . Direct controls couldn’t do that job in the war and postwar period. . . . Direct controls may suppress inflation for a time, but they do not prevent it. . . . I am afraid that the announced debt management policy could lead us directly or indirectly into too much financing by the banks. . . . Too much of our financing would sooner or later be done with bank credit based on the ready availability of Federal reserve credit. . . . War departments are always busy fighting the last war. . . . We don’t want to make that mistake on the financial front.

        

        Governor Eccles (US Congress 1951, January 25, 158) testified:

        
          As long as the Federal Reserve is required to buy government securities at the will of the market for the purpose of defending a fixed pattern of interest rates established by the Treasury, it must stand ready to create new bank reserves in unlimited amount. This policy makes the entire banking system, through the action of the Federal Reserve System, an engine of inflation.

        

        President Truman asked the FOMC to go over to the White House after its January 31, 1951, meeting. McCabe (Board of Governors, FOMC Historical Minutes January 31, 1951, 20) said at the FOMC meeting:

        
          The Secretary would like to be assured that any deficits that might grow out of the defense program during the next few years would be financed on the basis of a 2½ per cent long-term interest rate, regardless of whether the market would support such a rate, and that the Secretary felt that the Federal Reserve should commit itself to purchasing securities to whatever extent was necessary to maintain such a rate. The Chairman went on to say that the drop of 1/32 of a point in the price of the long-term restricted bonds on Monday of this week to which Mr. Rouse referred earlier in this meeting was, in his opinion, the thing that again had made the Secretary of the Treasury uneasy as to the procedure that would be followed by the Federal Open Market Committee and that undoubtedly this was the reason for the President’s request for the meeting this afternoon.

        

        The next day, the White House issued a statement that “the Federal Reserve Board has pledged its support to President Truman to maintain the stability of Government securities as long as the emergency lasts.” Later, “a Treasury spokesman said the White House announcement means the market for Government securities will be stabilized at present levels and that these levels will be maintained during the present emergency.” The FOMC had given no such assurance. Eccles released to the New York Times and the Washington Post his notes on the meeting contradicting the White House announcement (cited in Hetzel and Leach 2001a, 45).

        At the February 6 to 8, 1951, meetings, Eccles was defiant. Eccles’s (Board of Governors, FOMC Historical Minutes, February 6–August 1951, 16, 18) statement of the stakes made clear that ultimately the FOMC would, if forced to, defy the Treasury and lower the price at which it bought government bonds:

        
          This Committee has a public responsibility that is as important for it to discharge in trying to prevent inflation as it is that we carry out a defense program. There is going to be nothing for us to protect in this country unless we are willing to do what is necessary to protect the dollar. Our responsibility is not a minor one; it is a very great one under the conditions that exist, and if we fail, history will record that we were responsible . . . in bringing about the destruction or defeat of the very system that our defense effort is being made to protect and defend.

          We are almost solely responsible for this inflation. It is not deficit financing that is responsible because there has been surplus in the Treasury right along. . . . We should not think that we are going to work this out with the Treasury; we have been trying to do so for more than a year and have not worked anything out. . . . We have provided the means for the growth in the money supply, which has been directly related to the increase in cost of living and the price level.

        

        The FOMC (Board of Governors, FOMC Historical Minutes, February 6–8, 1951, 26) sent a letter to the president drafted February 7, 1951:

        
          This flood of newly created dollars in the form of credit cannot be controlled. It will overwhelm whatever price, wage, and similar controls, including selective credit measures, that may be contrived.

        

        Sproul (SPNY, FOMC Meeting Comments, February 15, 1951, 1–2, 4, 7–8) also made clear the high stakes:

        
          These inflationary pressures would not have gone so far nor so fast if there had been a better brake on the expansion of bank credit. . . . The tremendous and unprecedented increase in such credit—$7 billion or about 6 percent in loans and investments in 8 months (May to December inclusive)—is clear evidence to us of a speculative and inflationary demand well beyond the needs of normal current business. Our net purchases of Government securities during this period totaled approximately $3 billion. . . . Credit policy can make its contribution, now, in arresting further inflation—a further debasement of the dollar. Today’s inflation . . . is not due to deficit financing by the Government. It is due to mounting civilian expenditures largely financed directly or indirectly by the purchase of Government securities by the Federal Reserve Banks. We must close or narrow that gap in our defenses.

          If this flood of newly created dollars is not controlled it will overwhelm a “pay-as-we-go” policy, and whatever price, wage, and other controls—including selective credit controls—we may devise. If we have to go to war, and if we have to resort to deficit financing, failure to close this gap . . . will mean that the battle against wartime inflation will be largely lost before it starts. . . . With fixed buying prices for Government securities . . . the control of the Federal Reserve System over bank reserves is automatically transferred to the 14,000 odd banks of the country. . . . If there were such a thing as a bankers’ romp, this would be it. . . . Unlimited Federal Reserve buying of Government securities . . . amounts to turning the public debt . . . into “printing press” money. . . . There is . . . some belief that . . . the American people, having had their pockets picked once by inflation, are ready and willing to have them picked again. . . . This is an unwarranted assumption of public stupidity.

        

        Sproul’s (SPNY, FOMC Meeting Comments, February 26, 1951, 1) notes for the FOMC dated February 26, 1951, read, “Quit providing easy reserves to the banking system to feed an inflationary expansion of credit. Quit monetizing the Federal debt.”

        The president and Snyder rejected any loosening of the interest-rate peg, and Snyder consistently treated McCabe and Sproul with condescension. On February 12, 1951, Snyder entered the hospital for cataract surgery and asked the FOMC to do nothing until his release, probably in two weeks. McCabe and Sproul met with the president on February 26, 1951. Truman (Board of Governors, FOMC Historical Minutes, Executive Committee, February 26, 1951, 13) stalled for time:

        
          I [Truman] am requesting the Secretary of the Treasury, the Chairman of the Federal Reserve Board, the Director of Defense Mobilization, and the Chairman of the Council of Economic Advisers to study ways and means to provide the necessary restraint on private credit expansion and at the same time to make it possible to maintain stability in the market for Government securities. While this study is underway, I hope that no attempt will be made to change the interest rate pattern, so that stability in the government security market will be maintained.

        

        Truman also used senators to intimidate the Fed through the threat of hearings led by Wright Patman. McCabe (Board of Governors, FOMC Historical Minutes, Executive Committee, February 26, 1951, 4) read from a letter sent to him by Senator O’Mahoney dated February 10: “The soviet dictators are convinced that the capitalistic world will wreck itself by economic collapse arising from the inability or unwillingness of different segments of the population to unite upon economic policy.” A note from the FOMC secretary (Board of Governors, FOMC Historical Minutes, Executive Committee, February 26, 1951, 10) contained the Fed’s defiant reply:

        
          As you know, inflation is perhaps the greatest force for arraying the various sectors of a capitalistic economy against each other. John Maynard Keynes stated in his “Economic Consequences of the Peace” (1919): “Lenin is said to have declared that the best way to destroy the Capitalist System was to debauch the currency. . . . Lenin was certainly right. There is no subtler, no surer means of overturning the existing basis of Society than to debauch the currency. The process engages all the hidden forces of economic law on the side of destruction, and does it in a manner which not one man in a million is able to diagnose.”

        

        McCabe (Board of Governors, FOMC Historical Minutes, Executive Committee, February 14, 1951, 4) also reported that “it was evident from my conversations with the Senators that they were fearful of publicity of our letter to the President and of public hearings.” Truman could no longer use referral of the dispute to Congress as a threat.

        The position of the Treasury was untenable. The fight between the Fed and the Treasury was in the headlines. If markets decided that the end of the bond peg was imminent, there would be a flood of selling. Without Fed support, the price of bonds could plummet along with the future market for long-term debt. McCabe (Board of Governors, FOMC Historical Minutes, January 31, 1951, 9–10) had told the FOMC:

        
          I had received a communication from the President. This was early in December—the President telephoned me at my home about an article that had appeared in The New York Herald Tribune on December 1, 1950, which said that there was “open speculation as to whether the Federal Reserve is again undercutting the (Treasury) financing,” and that it was “obviously risking another huge shake-out of long holdings such as that which followed the Christmas package of downward peg adjustments some years ago.” That article seemed to have upset the President very much. He mentioned the fact that he hoped we would stick rigidly to the pegged rates on the longest bonds. I told him the dangers of that. . . . [The President said] if the Federal Reserve Board is going to pull the rug from under the Treasury on that, we certainly are faced with a most serious situation, because we are going to have an immense amount of Federal financing in the next six months. “I hope the Board will realize its responsibilities and not allow the bottom to drop from under our securities. If that happens that is exactly what Mr. Stalin wants.”

        

        At the February 14, 1951, meeting of the Executive Committee, members agreed that despite Snyder’s absence due to his hospital stay, the FOMC would allow the support price of bonds to decline in the event of heavy sales to the Fed. At the same meeting, the members agreed to engage in staff-level discussions with Assistant Treasury Secretary William McChesney Martin. The result was the famous Accord, released March 4, 1951.

        
          The Treasury and the Federal Reserve System have reached full accord with respect to debt-management and monetary policies to be pursued in furthering their common purpose to assure the successful financing of the Government’s requirements and, at the same time, to minimize monetization of the public debt.7

        

        The statement simply reiterated the positions of the Fed and the Treasury.

        The March 1951 Treasury-Fed Accord marked the reacquisition by the Fed of its independence. However, that reality emerged only over time. As part of the Accord, the Truman administration had forced out Board chair Thomas McCabe and instituted its own man, William McChesney Martin. Truman and Treasury Secretary Snyder assumed that Martin would continue to support the Treasury market (Hetzel and Leach 2001a). Martin, however, asserted the Fed’s independence. Later, in a chance encounter between Martin and Truman on Fifth Avenue in New York, Truman said only one word, “Traitor,” and walked on (Board of Governors 1999). In one of the great turning points in the history of central banking, Martin turned out to be a servant of the public not of the Treasury.

      
      
        13.5. What Did the Fed Borrow from and What Did It Abandon of Its 1920s Monetary Policy?

        When Thomas McCabe came from the Philadelphia Fed, where he had been chairman of the Board, to replace Marriner Eccles as chairman of the Board of Governors, he did so on the condition that Winfield Riefler accompany his as an adviser.8 Riefler had been an economist at the Federal Reserve Board in the 1920s until he left to work in the Roosevelt administration in the early 1930s. He was author of the book Money Rates and Money Markets in the United States, published in 1930. Riefler remained at the Board from 1948 until his retirement in 1959. With the Treasury-Fed Accord of 1951, William McChesney Martin replaced McCabe as Board and FOMC chair. Martin and Riefler developed the procedures known as “lean-against-the-wind” (LAW).

        Since March 1933, the Fed had not acted without the acquiescence of the Treasury, whose overriding concern was always the financing of government debt as cheaply as possible. Martin and Riefler had to reinvent monetary policy. To do so, they looked back to the 1920s, but in a changed intellectual environment. Real bills had vanished, and the government had a responsibility for maintaining employment. Although Martin and Riefler reinvented monetary policy along the lines of a reaction function, they also created enormous confusion about the new procedures by retaining the old language of the Fed as one influence on financial intermediation—what Brunner and Meltzer (1964) termed “the Riefler-Burgess doctrine.”

        The story told here of the development of the post-Accord LAW procedures begins with a review of the building blocks from the 1920s. One can then ask, “What remained, and what changed?” The recounting starts with an overview of policy from the New York Fed from 1934, almost certainly written by either Carl Snyder or W. Randolph Burgess.9 The heart of what the Fed “learned” is what it “learned” from the 1920–21 recession. The guide to avoiding recession and deflation was to prevent the speculative excess whose collapse produced them. The Fed had the power to restrain the excessive extension of credit, but that power if not exercised in time was not symmetric. In depression when the demand for credit vanished, the Fed had little power to stimulate business through the extension of credit. Page 2 of the paper recounted:

        
          In this period [1930–34] it has again been demonstrated that the supply of credit is not always the dominating factor; that demand for credit may be equally important and that there are many things, other than the availability and cost of funds, which determine what the demand for credit will be. There appears to be no instrument of control in the service of central banks which is so effective in promoting recovery from real depression, as are the weapons of credit restriction and rate increase in checking expansion. If this is so, it is obvious that the most fruitful time for the exercise of credit control in the interest of business stability is before excesses in the use of credit have developed to such an extent that a radical readjustment is necessary.

        

        Real bills died after World War II when unlike after World War I a severe recession did not occur. A credit structure built not on real bills but rather on government debt did not yield a credit structure doomed to collapse. In the absence of the real bills philosophy with its sensitive antennae always attuned to asset-price bubbles and the need to deflate them, the FOMC could implement a LAW policy focused on unsustainable strength and weakness in the economy. The disappearance of the central real bills belief that stability required the snuffing out of incipient speculative excess gave the LAW procedures at least a chance to stabilize rather than destabilize the economy. The Fed could then pick up on the countercyclical aspects of its policy in the 1920s without the destructive elements introduced by real bills fallacies.

        An earlier memo from the New York Fed offers a useful starting point for understanding Martin’s views (SPNY, FRB, “Credit Policies of the Federal Reserve System 1914–1934”) and material it excerpted from the questionnaires submitted to Congress (US Congress 1931, “Federal Reserve Questionnaires,” 762):

        
          The studies made by the research staff of the bank over a period of years have demonstrated that when the volume of credit grows at a rate proportionate with the long time growth of business in the country, the dangers of either inflation or deflation are least. On the other hand any expansion in credit beyond such normal growth of business and trade appears likely to result sooner or later in inflation of one form or another, not necessarily in commodity prices, but in excessive speculation. . . . This principle, we believe to be generally applicable whether a too rapid expansion of the country’s credit is due to speculation in securities, to over-production or speculation in commodities, to speculation in real estate, or to an expansion in business activity or inventory beyond a normal and healthy growth. In other words whatever cause of a growth or expansion in the country’s credit structure if the growth is at a rate greater than that at which experience has shown the country’s business can grow on a sound and secure basis, then the Federal Reserve authorities have the responsibility, however unpopular . . . through open market operation or discount rates or both, towards restraint.

        

        This excerpt certainly originated with Carl Snyder. It reflects the real bills views of the time. The guideline of steady growth in credit at a rate commensurate with the economy’s long-run potential growth rate captures Martin’s views of optimal policy.10

        At the same time, Martin faced a political economy problem of how to maintain the Fed’s independence. He needed to break from the Treasury’s desire for the Fed to backstop debt issuance by buying whatever amount of debt did not sell at the Treasury’s asking price. (There were no debt auctions at the time.) To propitiate the Treasury’s concern for debt management, Martin had to maintain an “orderly market,” including an “even keel,” when the Fed would prevent interest rates from changing during the period in which the Treasury sold and in which brokers distributed Treasury debt. He could not give up control over the interest rate in the government securities market.

        Martin also had to deal with the populist pressures emanating from Congress personified by Wright Patman. Populists believed that Wall Street banks set interest rates at an arbitrarily high level to exploit debtors, especially farmers. They believed that the Fed had the power to set interest rates at a “low” level, as it had done in World War II. In order to control credit creation by banks, the Fed would have had to raise interest rates in a visible way (or allow them to rise by controlling total reserves). In practice, that is what the Fed did, but Martin would never admit that fact.

        Given that Martin was never willing to admit that the Fed controlled short-term interest rates, he needed an alternative. Under the guidance of Winfield Riefler, the Martin FOMC developed the free reserves procedures that had emerged rough-hewn in the 1920s. They served as an operating guide for instructing the New York Desk and as way of communicating the stance of monetary policy. Over the course of the 1960s, it became clear that free reserves were an indirect way of controlling market rates of interest.

        With the events surrounding the Accord, it became clear that there was a single banking system that rested on a unified reserves base. The fraught days of the rate peg during the intensification of the Korean War in which the Treasury compelled the Fed to buy the Treasury securities sold by banks made clear that the Fed controlled bank reserves creation through a bookkeeping operation. Over time, it became clear that the marginal cost of reserves was determined in the federal funds market. Through arbitrage, the federal funds rate determined the interest rate on short-term Treasury securities in a national money market centered in New York (figure 13.4).
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            Figure 13.4. Funds Rate and Three-Month Treasury Bill Rate

          
            Quarterly observations of three-month Treasury bill yields from 1951 to 1953 are from Board of Governors (1943, table 101). Data from 1953 Q1 on are from Board of Governors, “Selected Interest Rates,” Statistical Release G.13. Federal funds rate from St. Louis FRED. Shaded areas indicate recessions. Heavy tick marks indicate fourth quarter.

          
        
        With the changed intellectual environment produced by the Keynesian revolution, the FOMC began to implement policy through a reaction function, the LAW procedures of Martin. These conceptual changes that formed the Martin Fed laid the foundation for the idea of a modern central bank. Through its control over bank reserves and their cost, a modern central bank shapes the yield curve in the market for government securities (the risk-free interest rate and its expectation embedded in forward rates). Through arbitrage, that yield curve influences the broad spectrum of interest rates. Finally, through a reaction function that relates the funds rate to the behavior of the economy, the Fed can influence the behavior of the economy.

        In the 1950s, these procedures operated in a vastly different intellectual environment than in the 1920s. Most succinctly, in the 1950s, the meaning attached to the word “inflation” changed. In the 1920s, policy makers used the word loosely to connote the expansion of credit beyond what was required for productive uses. That expansion produced a speculative excess raising asset prices and economic activity to unsustainable levels. The inevitable collapse then produced recession and deflation. In the 1950, the word “inflation” came to mean sustained increases in the price level.

        Also, after the 1951 Treasury-Fed Accord, the Fed accepted the New York market for government securities as the market transmitting the impact of monetary policy. The role of the Open Market Desk of the New York Fed was then to offset factors like float, Treasury deposits with the Fed, and currency outflows that affected reserves supply. While these “defensive” operations would maintain conditions in the money market, “offensive” open market operations would “tighten” or “loosen” those conditions. Arbitrage then influenced other interest rates in the economy.

        However, the Fed’s free reserves procedures created enormous confusion about the nature of the monetary regime. The Fed carried over some of its earlier language describing monetary policy in terms of regulating the character of financial intermediation. Ahearn (1963, 127) quoted from a January 1955 issue of the Federal Reserve Bulletin summarizing Regulation A, which governs discount window borrowing:

        
          In considering a request for credit accommodation, each Federal Reserve Bank gives due regard to the purpose of the credit and to its probable effects upon the maintenance of sound credit conditions. . . . It considers whether . . . the bank is extending an undue amount of credit for the speculative carrying of or trading in securities, real estate, or commodities, or otherwise.

        

        The major source of confusion was the unwillingness of FOMC chairman William McChesney Martin to admit that the free reserves targets set by the FOMC were only an intermediate target for the variable of interest: short-term interest rates. Ahearn (1963, 37) wrote of the 1950s:

        
          While the Federal Reserve frequently stressed the importance of affecting bank reserves and the volume of money, it made no statement suggesting the desirability of affecting interest rates. On the contrary, the few explicit Federal Reserve statements on the subject specifically rejected direct influence on interest rates. This reflected a number of reasons. Among the most important, however, seem to be . . . the fear that any such action would degenerate into rigidly fixing yields and prices on US Government securities.

        

        The way that the Fed characterized its operating procedures in the 1920s as one factor influencing the cost and availability of funds created similar confusion in the 1950s.

      
    
  
    
      
        [ Chapter 14 ]

        LAW (Lean-against-the-Wind) and Long and Variable Lags

      
      
        Summary: William McChesney Martin developed the lean-against-the-wind policy of moving money market rates in a commonsense way in light of the behavior of the economy. In his March 7, 1961, testimony to the Joint Economic Committee, Martin (quoted in Maisel 1973, 63) said: “The flexible monetary policy that has been in effect now for a full decade . . . as I have capsuled it before in the shortest and simplest description I have been able to devise, is one of leaning against the winds of inflation and deflation—and with equal vigor.”

        Martin created the foundation of FOMC operating procedures by instituting the principle of a reaction function. Known as “lean-against-the-wind” (LAW), it entailed moving short-term interest rates (later the funds rate) in a way that countered unsustainable growth in the economy. As evidenced by sustained increases in the economy’s rate of resource utilization (sustained declines in the unemployment rate), unsustainable strength requires that interest rates rise. A converse statement holds for sustained weakness. LAW works as a search procedure for causing short-term interest rates to track the natural rate of interest.

        In practice, the FOMC has followed two variants, termed here LAW with credibility and LAW with trade-offs. With the first, LAW with credibility, during economic recoveries, the FOMC raises the funds rate preemptively and then aggressively in the event of evidence of overheating in labor markets to preserve price stability. Price stability creates a stable nominal anchor while allowing the real economy to determine real variables like output and unemployment. That result follows from the LAW procedures that cause short-term interest rates to track the natural rate of interest.

        With the second, LAW with trade-offs, during economic recoveries, the FOMC raises the funds rate only hesitantly to avoid “aborting the recovery.” It waits until the appearance of inflation to raise the funds rate aggressively. In the pre-1981 period before real money demand became unstable, LAW with trade-offs imparted procyclicality to the behavior of money. Effectively, they involved the FOMC in Phillips trade-offs between inflation and unemployment. In recoveries, monetary policy focused on reducing a negative output gap (cyclically high unemployment) by allowing inflation to emerge. When inflation emerged, monetary policy focused on maintaining a negative output gap to lower inflation.

      

      With the Treasury-Fed Accord of March 1951, the Fed could pursue a policy of economic stabilization. Guided by Winfield Riefler, William McChesney Martin attempted to restore the New York Fed’s policy of stabilization that had emerged in the 1920s but in a way that countered unsustainable growth in the economy not presumed unsustainable growth in asset prices and inventories. The Keynesian consensus dismissed monetary policy as irrelevant, a poor stepchild to fiscal policy as the instrument of aggregate-demand management. Martin and Riefler rejected that view. They reinvented monetary policy in a way influenced by the Keynesian revolution while at the same time accepting responsibility for aggregate-demand management and inflation.

      
        14.1. Lean-against-the-Wind (LAW)

        Martin termed the reinvention of a monetary policy aimed at economic stability “lean against the wind” (LAW). The experience leading to the Accord in which the FOMC’s rate peg had forced the Fed to monetize the sales of Treasury securities by banks combined with the burst of inflation that started in late 1950 caused Martin and Riefler to accept Fed responsibility for price stability. Martin still thought of monetary policy and maintenance of price stability in terms of leaning against the wind to preempt the development of “speculative imbalances.” However, the cause of those “imbalances” was unchecked growth of output above potential that increased unsustainably the economy’s rate of resource utilization, and conversely for growth below potential.

        In the 1920s, the Fed considered the accumulation of inventories as economic recovery progressed to be a sign of speculation. In the 1950s, the accumulation of inventories was just one factor relevant to the determination of output. There was all the difference in the 1950s view of needing a cyclically high interest rate at times of optimism and in the 1920s view of needing to suppress that optimism as a sign of speculative excess through high interest rates even at the cost of recession. The latter objective was no longer possible given the post–World War II period of heightened government responsibility for low unemployment.

        LAW implemented as a reaction function gave the Fed a chance to track the economy’s natural rate of interest and to allow the price system to stabilize the economy. It did then avoid another Great Depression. However, the United States also continued to experience recessions. What determined whether the Fed’s LAW procedures were stabilizing or destabilizing? The answer is to distinguish two variants of LAW: LAW with trade-offs and LAW with credibility. They differ in their application to recessions. With LAW with trade-offs, the FOMC raises the funds rate hesitantly until inflation emerges. With LAW with credibility, the FOMC raises the funds rate preemptively to prevent the emergence of inflation.

        Economic recoveries pose a challenge to LAW procedures. Law procedures require increases in the funds rate in response to sustained growth above potential (a sustained increase in the economy’s rate of resource utilization). During a recovery, however, sustained growth above potential is desirable to eliminate a negative output gap (excess unemployment). How should the FOMC decide on the appropriate path for the funds rate? What path would cause output to follow a glide path that leads to movement along the path of potential output? LAW with trade-offs and LAW with credibility offer a stark choice. With LAW with trade-offs, in an economic recovery, the FOMC raises the funds rate aggressively only when inflation emerges. With LAW with credibility, the FOMC raises the funds rate preemptively when evidence emerges that labor markets are becoming overheated. That is, it raises the funds rate to prevent the emergence of inflation.

        In the second half of the 1960s and in the 1970s, LAW with trade-offs was the rule. LAW with trade-offs required that the FOMC manage trade-offs between inflation and output gaps, that is, between the difference in actual and desired inflation and the difference in actual and potential output. Monetary policy thus possessed the characteristic of an activist policy of aggregate-demand management entailing an effort to balance the twin, competing goals of price stability and full employment. Only with the Volcker-Greenspan FOMCs did the policy of LAW with credibility fully emerge.

      
      
        14.2. LAW with Trade-Offs and Long and Variable Lags

        Before 1981 when real M1 demand was stable, M1 serves as a measure of the stance of monetary policy. That knowledge of monetary policy when combined with the FOMC’s experimentation with monetary policy provides a remarkable monetary laboratory lasting from 1953 to 1981. This section summarizes the behavior of money and the economy in this period through a series of graphs.

        LAW with trade-offs, which preceded the Volcker-Greenspan era, is identifiable through lags in raising the funds rate after cyclical troughs and lags in lowering it after cyclical peaks (see the tables of the monetary contraction marker in chap. 3). The monetarist narrative identified stop-go policy with this cyclical inertia in the adjustment of the Fed’s funds-rate target (see Friedman 1984, 27; and Poole 1978, 105).1 The result was destabilizing, procyclical money growth. The “long and variable” lags associated with the impact of money growth on the economy created the stop-go pattern of monetary policy. See Friedman (1960, 88–90) for an early statement of this critique. As estimated by Friedman (1989, 31), sustained changes in money growth affect real GDP growth with a lag of two to three quarters and affect inflation with a lag of about two years.

        The graphs showing money end in 1981. At that time, M1 and M2 become interest sensitive, and M1 especially ceased being a useful indicator of the stance of monetary policy.2 The Depository Institutions Deregulation and Monetary Control Act of 1980 phased out Regulation Q ceilings on interest rates paid on bank time deposits and authorized negotiable order of withdrawal (NOW) accounts nationwide. (NOW accounts were checking accounts that pay interest.) NOW accounts possessed characteristics of both media of exchange and savings instruments. As market interest rates changed, banks changed the rates paid on NOW accounts but with a lag. As a result, in response to an increase in market rates of interest, disintermediation occurred from the deposits in M1 and M2 as investors moved out of NOW accounts and into money market instruments like Treasury bills. Analogously, reintermediation into M1 and M2 occurred when market rates declined. With these changes, money demand became sensitive to market rates of interest.

        The monetary aggregates then began giving inappropriate signals about the stance of monetary policy. When the economy weakened and market interest rates declined, money growth increased, and conversely in the event of strength in the economy. By behaving countercyclically, money started giving inappropriate signals about the desirable direction of interest rates. The interest sensitivity of the monetary aggregates made the Friedman steady-money-growth rule infeasible. However, the cessation of the monetary aggregates as useful leading indicators of economic activity does not affect the validity of the classical-dichotomy monetarism defended here. Namely, the optimal rule for the central bank is to provide a stable nominal anchor and to allow the price system free rein to determine real variables. Optimal monetary policy still requires the monetary control provided by this rule.

        It is useful to understand “measured” money using the existing monetary aggregates as after 1980 being a distorted measure of the liquidity of the assets represented by the public’s entire portfolio of assets. However, there still exits a stable demand for a real quantity of liquidity (the natural real quantity of money demanded). To provide for price stability, the central bank must still have procedures that cause the measured monetary aggregates to grow in line with growth of this underlying natural value of real liquidity demanded.

        Figures 14.1, 14.2, and 14.3 illustrate the lagged relationships identified by Friedman. Figure 14.1 shows growth rates of nominal output and money (M1) with the money series increased by 3.5 percentage points to offset the secular rise in M1 velocity. The M1 series is lagged by two quarters starting in 1956. Figure 14.2 plots real output. It shows that monetary decelerations and accelerations impact output initially and only later inflation. Figure 14.3 shows inflation and M1 growth plotted with a lag of seven quarters starting in 1956. Figures 14.4 and 14.5 show how monetary contraction preceded cycle peaks through the recession with the July 1981 cycle peak.3
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            Figure 14.1. Growth of Nominal Output and Lagged Money

          
            Quarterly observations of four-quarter moving averages of nominal GDP and M1. Beginning in 1956, M1 is lagged two quarters. The vertical line separates lagged and unlagged M1 growth. In 1981, M1 is shift-adjusted M1 (Bennett 1982). The M1 series is augmented by 3.5 percentage points. Shaded areas indicate NBER recessions. Heavy tick marks indicate fourth quarter of year.

          
            Sources: Haver Analytics; Board of Governors, Statistical Release H.6; Friedman and Schwartz (1970)

          
        
        The graphs are evidence that the Fed interfered with the working of the price system in a way that created monetary absorptions and emissions analogous to the deficiencies and excesses associated with price fixing. Maintaining the real rate of interest above the natural rate of interest requires that the Fed sell bonds to counter an excess demand for bonds and thus destroy bank reserves and money. Conversely, it creates money when it keeps the real rate below the natural rate and monetizes an excess supply of bonds.
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            Figure 14.2. Growth of Real GDP and Lagged Money

          
            Quarterly observations of four-quarter moving averages of quarterly annualized percentage changes in real GDP (chain-weighted) and M1. Beginning in 1956, M1 is lagged two quarters. The vertical line separates lagged and unlagged M1 growth. In 1981, M1 is shift-adjusted M1 (Bennett 1982). Shaded areas indicate recession. Heavy tick marks indicate fourth quarter of year.

          
            Source: St. Louis FRED
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            Figure 14.3. Inflation and Lagged Money Growth

          
            Inflation is annualized percentage changes in the fixed-weight GDP deflator over an eight-quarter period. The GNP deflator from Balke and Gordon (1986) is used before 1947. Money growth is the annualized percentage change in M1 over an eight-quarter period. Beginning in 1956 M1 is lagged seven quarters. The vertical line separates lagged and unlagged M1 growth. M1 is shift-adjusted M1 for 1981 (Bennett 1982). Shaded areas indicate recession. Heavy tick marks indicate fourth quarter of year.

          
            Sources: Friedman and Schwartz (1970); St. Louis FRED
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            Figure 14.4. Money Growth and Recessions

          
            Quarterly observations of four-quarter percentage changes in M1. M1 series is shift adjusted M1 for 1981 (Bennett 1982). Shaded areas indicate recessions.

          
            Source: Friedman and Schwartz (1970)
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            Figure 14.5. M1 Step Function and Recessions: 1946–81

          
            Series are a three-month moving average of the annualized monthly money growth rates and a step function fitted to monthly annualized growth rates of money. Data on money (M1) from January 1946 to December 1958 from Friedman and Schwartz (1970). From January 1959 to December 1980 data from Board of Governors (Statistical Release H.6). January 1981 to December 1981 M1 is shift-adjusted M1 (Bennett 1982). Shaded areas indicate recessions. Heavy tick marks indicate December.

          
        
      
      
        14.3. LAW with Credibility or LAW with Trade-Offs?

        Under Martin, LAW procedures developed gradually over the 1950s. They developed pragmatically based on the 1920s procedures but reinvented in the new context of economic stabilization founded not on the need to quash incipient speculation but rather on the desire to maintain growth of output at potential. For Martin, the desideratum of policy became to have output at potential with price stability. However, while potential output is an essential theoretical construct, it is measured with so much imprecision as to make it useless as a target. The same comment applies to measures of full employment or measures of the unemployment rate like NAIRU (nonaccelerating inflation rate of unemployment). Such measures are rendered ambiguous because a strong economy can draw workers temporarily from out of the labor force into employment. There is no close, contemporaneous relationship between the output gap and changes in inflation. As a result, LAW procedures emphasized changes in the economy’s rate of resource utilization rather than the magnitude of an output gap.

        With LAW, the FOMC moves the funds rate in persistent, unidirectional cycles, that is, persistently up and persistently down. Coming out of the trough of a recession when the FOMC believes that the economy has gained enough momentum that above-trend growth is established, the FOMC begins to increase the funds rate in measured steps. The reason for initiating persistent increases is the FOMC’s concern not to revive inflation. At the same time, the steps are measured in that the FOMC wants to see above-trend growth to eliminate the negative output gap incurred in the recession. The difficulty that the FOMC has felt in encouraging recovery without ultimately reviving inflation appeared in the comment of Governor Abbot Mills (Board of Governors, FOMC Historical Minutes, August 1, 1961, 40, cited in Meltzer 2009, 370) of the FOMC as “‘groping to find a . . . policy’ consistent with expansion but without ‘the danger of generating subsequent inflationary pressures.’”

        In an economic recovery, the issue is how to move output back to potential and then to have it grow along the path of potential output. With LAW with trade-offs, in economic recoveries, the FOMC waits to increase the funds rate aggressively until it sees inflation rise. This policy would succeed in offering the FOMC the information it needs to put output on a glide path toward and then along potential if there were a contemporaneous relationship between the output gap and inflation. However, the lags are long. LAW with trade-offs allows a negative output gap to become significantly positive before inflation rises. In figure 14.6, the path to returning to growth along potential is the overshoot path represented by ABDEF. Greenspan (US Congress 1995a, 4–5) explained the interest-rate increases in 1994 in the absence of inflation: “It is possible for the economy to exceed so called ‘potential’ for a time without adverse consequences by extending work hours, by deferring maintenance, and by forgoing longer-term projects. . . . History shows clearly that given levels of resource utilization can be associated with a wide range of inflation rates.”
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            Figure 14.6. Two Alternative Paths for a Return to Growth at Potential

          
            Two alternative strategies for returning output to potential and causing it to grow thereafter at potential in an economic recovery: overshooting and a smooth glide path.

          
        
        With LAW with trade-offs, the emergence of inflation presented a dilemma for the FOMC because of the associated rise in inflationary expectations. The FOMC then understood that to lower inflation it would have to lower expected inflation. The weakening in the economy prior to and after cyclical peaks called for a reduction in the funds rate. The FOMC, however, feared that markets would interpret the reduction as a lack of resolve to control inflation. In practice, during the stop-go era, the FOMC achieved the worst of possible outcomes. Initially, when the funds rate had risen to the point where the economy began to weaken, out of concern for inflationary expectations, it would limit reductions in the funds rate sufficiently to cause a recession. However, it would then back off, resume an expansionary monetary policy, and allow inflation to ratchet upward over the business cycle.

        In 1974, Governor Mitchell expressed the dilemma to the FOMC. “The Committee had one problem with respect to its public image and credibility and another problem with respect to the effects of monetary policy on real economic activity” (cited in Mayer 1999, 49). Stephen Axilrod (1971, 27), associate economist to the FOMC, wrote earlier: “When combating inflationary psychology is taken as a primary goal of policy . . . , it becomes difficult to permit an easing in money market conditions because this might be taken as signaling an unwillingness of the System to persist in its efforts to reduce inflationary expectations.”

        With LAW with credibility, in contrast, during economic recoveries, when the FOMC begins to see signs of stress in measures of resource utilization, especially in the form of overheating in labor markets, it moves the funds rate up more aggressively. The intention is to move the economy along the path (figure 14.6) to avoid any increase in inflation. Policy is preemptive with respect to inflation. The FOMC is “forecasting” inflation but not based on an output gap combined with a Phillips curve but rather based on the assumption that the economy cannot grow indefinitely above trend without inflation. That assumption is evident in the comments of Governor Gramlich (Board of Governors, FOMC Transcript, March 22, 2005, 79) in discussing the statement language at an FOMC meeting: “The Committee perceives that if the current target for the federal funds rate were maintained for the next few quarters, it is more likely than not that output would grow at a pace faster than sustainable and that inflation pressures would pick up. That says exactly what we think.”

        Athanasios Orphanides (2003c) reproduced citations from Chairmen Martin and Greenspan in the spirit of LAW with credibility. Martin (1965) stated:

        
          To me, the effective time to act against inflationary pressures is when they are in the development stage—before they have become full-blown and the damage has been done. Precautionary measures are more likely to be effective than remedial action: the old proverb that an ounce of prevention is worth a pound of cure applies to monetary policy as well as to anything else.

        

        Greenspan (US Congress 1999b, 7) testified in the semiannual report: “For monetary policy to foster maximum sustainable economic growth, it is useful to preempt forces of imbalance before they threaten economic instability. . . . Modest preemptive actions can obviate more drastic actions at a later date that would destabilize the economy.”

        The implicit assumption is that allowing inflation to emerge would likely require putting the economy through a recession to lower it. Although allowing the economy to “run hot” by allowing output to overshoot potential as with the path ABDEF (figure 14.6) can temporarily lower the unemployment rate below its full employment level, the FOMC risks setting off a go-stop cycle. The tables in chapter 3 showing the “monetary contraction marker” for recessions support this view. Allowing inflation to emerge in the recovery phase of a business cycle requires limiting reductions in the funds rate at the cyclical peak. Contractionary monetary policy at cyclical peaks is signaled by a weakening of economic activity while short-term interest rates remain at cyclical highs.

        Specifically, during economic recoveries, the FOMC raises short-term interest rates in a steady, measured way until the economy weakens. If at that point, its primary concern has become inflation (or the foreign exchange value of the dollar in 1960), it restrains reductions in the funds rate while the economy weakens. It maintains the (nominal and real) funds rate at a cyclical high past the cyclical peak. This behavior has characterized recessions in the lean-against-the-wind period inaugurated by William McChesney Martin (tables in chap. 3). It appears in figure 14.7 with the occurrence of cyclical peaks in real output growth (marked by +’s) that precede NBER cycle peaks. A lagged response by the FOMC in adjusting the funds rate represents interference with the operation of the price system. This behavior leads to an inversion of the yield curve (figure 14.8). The yield curve inverts because on the one hand weakness in the economy causes bond rates to decline and on the other hand the FOMC is maintaining the funds rate at its cyclical high.
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            Figure 14.7. Federal Funds Rate and Growth of Nominal GDP

          
            Quarterly observations of four-quarter growth rate of nominal GDP. Crosses mark the weakening of growth occurring before cyclical peaks. Shaded areas indicate recessions.

          
            Source: St. Louis FRED

          
        
        In the early 1960s under Martin, FOMC procedures had evolved toward LAW with credibility. Starting with the populist pressure of President Johnson and the appointment of Keynesian governors to the Board of Governors, however, the FOMC abandoned LAW with credibility (Hetzel 2008, chap. 6). Under Martin’s successors, Arthur Burns and G. William Miller, the FOMC pursued an aggregate-demand policy based on the assumption that inflation originated as nonmonetary cost-push inflation. After the Volcker disinflation, given the imperative of conditioning inflationary expectations to restore a stable nominal anchor, monetary policy became LAW with credibility.
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            Figure 14.8. Yield Curve and Unemployment Rate

          
            The yield curve is the ten-year Treasury yield minus the three-month Treasury Bill Yield. Shaded areas indicate recession. Tick marks indicate December.

          
            Source: St. Louis FRED

          
        
        With LAW with credibility, the indicator for funds-rate changes is persistent changes in the rate of resource utilization (growth gaps). Greenspan (US Congress 1999b, 19) testified, “We cannot tell . . . what the actual potential [growth rate] is . . . but it shouldn’t be our concern. Our concern should be the imbalances that emerge.” Greenspan (US Congress 2000, 14) made the same point in dismissing the criticism that raising interest rates limited growth in the economy.

        
          The question of how fast this economy grows is not something the central bank should be involved in. . . . What we are looking at is basically the indications that demand chronically exceeds supply. . . . The best way to measure that is to look at what is happening to the total number of people who . . . are unemployed. . . . What . . . we are concerned about is not the rate of increase in demand or the rate of increase in supply, but only the difference between the two. . . . We don’t know whether the potential growth rate is 4, 5, 6, or 8 percent. What we need to focus on . . . is solely the difference between the two.

        

        With these procedures, the FOMC does not require a structural model of the economy capable of yielding extended forecasts. The FOMC lacks the required knowledge of the structure of the economy required to make the inflation-output trade-offs inherent in the LAW with trade-offs policy. Greenspan (Board of Governors, FOMC Transcript, November 10, 2004, 75, 78) emphasized the limited ability of the FOMC to forecast:

        
          We’re going to move back, I suspect, far closer to our more general position, which at one point was that we never projected the future, we merely tried to give a sense of the balance of risks. That assessment often didn’t convey very much because we didn’t behave as though we really viewed it as a projection; we responded largely to the data as they evolved. . . . When it comes to policy, with the increased uncertainties that we have about how the economic situation is evolving, we have to acknowledge to ourselves that our forecast is going to be wrong. It always is. We expect it to be wrong.
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            Figure 14.9. Actual and Predicted Real Output Growth

          
            Observations correspond to FOMC meetings. Predictions are from the Greenbook and are for the annualized two-quarter rate of growth of real output (GNP before December 1991 and GDP thereafter). If an FOMC meeting is in the first two months of a quarter, the predicted growth rate is for the contemporaneous and succeeding quarter. If it is in the last month of a quarter, the predicted growth rate is for the succeeding two quarters. Actual growth is the subsequently realized growth rate, measured using the data available at the time of the publication of the “final” GDP estimate for the final quarter of the two-month growth rate. The final estimate is released in the last month of the quarter following a particular quarter. Shaded areas indicate recession. Heavy tick marks indicate a December FOMC meeting.

          
        
        “Forecasting” entails putting together incoming information on various facets of the economy to understand the contemporaneous behavior of the aggregate economy. The main forecast given by the Board staff to the FOMC is the Tealbook forecast, which is judgmental rather than model based. As shown in figure 14.9 of two-quarter forecast errors in the Board staff forecasts of real output, for long periods of time, even at short time horizons, the Board staff makes significant forecast errors.4 What is central is that the forecast generally changes in a measured, predictable way from meeting to meeting in response to new information. The spirit is “guess and correct” as new information arrives.

      
      
        14.4. LAW with Credibility and LAW with Trade-Offs as Semicontrolled Experiments

        The monetarist-Keynesian debate reflected two competing visions of the optimal monetary standard. The Keynesian consensus advocated aggregate-demand management using the Phillips curve to trade off between competing objectives for inflation and unemployment. The difficult political economy of raising unemployment to control presumed cost-push inflation required the ongoing exercise of discretion. As formulated by Friedman (1960), the monetarist challenge advocated a rule in the form of steady money growth. At the time, the stability of real money demand and potential output growth would have ensured steady growth in nominal output. Friedman’s rule would have provided for a stable nominal anchor and would have allowed market forces to determine real variables. It then was the intellectual ancestor of the rule advocated here in which the FOMC provides a stable nominal anchor in the form of the expectation of price stability and moves the funds rate to track the natural rate of interest to allow market forces an unfettered ability to determine real variables such as output and employment.

        The two variants of the basic LAW procedures provide semicontrolled experiments to test these two competing visions of the optimal monetary standard. LAW with trade-offs is in the spirit of Keynesian activist aggregate-demand management. It is organized around balancing off inflation and output misses. LAW with credibility is in the monetarist spirit of Friedman. It is organized around price stability (a stable nominal anchor), which necessarily turns over the determination of real variables to the operation of the price system.

        LAW with trade-offs is optimal if significant shocks to aggregate real demand and to inflation originate in the private sector. The central bank must know the structure of the economy and be able to use a feedback strategy to vary its instrument to predictably eliminate gaps between actual and targeted values of macroeconomic variables. Moreover, given the assumed nonmonetary character of an inflation driven by cost-push shocks, the central bank must be able to predictably balance off the competing objectives of price stability and full employment. There must exist a structural (hard-wired) trade-off between unemployment and inflation as captured in a structural Phillips curve.

        In contrast, LAW with credibility is optimal if the structure of the economy exhibits a “classical dichotomy.” That is, the central bank can follow a rule that separates the determination of the price level from the determination of relative prices and of real variables. Inflation is a monetary phenomenon not a cost-push phenomenon. Moreover, in the absence of monetary shocks that force an unpredictable evolution of the price level, the price system works well to maintain real output at potential. The central bank can guarantee aggregate nominal demand “maintenance” where aggregate nominal demand is determined as the sum of output growth at potential and of underlying trend inflation (see chap. 29). In the post-Accord period, the grand experiment was the aggregate-demand “management” of stop-go versus the aggregate-demand “maintenance” of the Great Moderation.

      
      
        14.5. Concluding Comments

        In the post-Accord period, monetary policy was of two basic kinds. With LAW with trade-offs, the FOMC actively attempted to manipulate a perceived output gap subject to presumed predicable trade-offs given by a Phillips curve. With LAW with credibility, the FOMC moved the funds rate in a persistent way in response to sustained growth gaps so as to cause the real funds rate to track the natural interest rate. A credible commitment that funds-rate changes would cumulate to whatever extent necessary to maintain trend inflation invariant to shocks provided a stable nominal anchor.

      
    
  
    
      
        [ Chapter 15 ]

        The Early Martin Fed

      
      
        Summary: William McChesney Martin was chairman of the FOMC from April 1951 until January 1970. Under his leadership, the FOMC developed its “lean-against-the-wind procedures” with which it moved short-term interest rates persistently up or down in a way designed to counter unsustainable strength or weakness in the growth of real output. Under the policy of “bills only,” the Fed bought and sold only Treasury bills. With its pre–World War II real bills policies, the Fed had remained alert to incipient speculative excess evidenced by a rise in asset prices and unsustainable increases in inventories and capital expenditures. Martin changed the focus on expectations from increases in asset prices to increases in prices. The bond market, which under “bills only” fluctuated freely, then became a watchman warning of excessively expansionary monetary policy. Martin often characterized inflation as “a thief in the night” and always considered price stability to be the overriding objective.1

      

      During Martin’s tenure, the Keynesian intellectual consensus dominated the economics profession. That consensus held that monetary policy was an insignificant determinant of (real and nominal) aggregate demand. Belief in the impotence of monetary policy emerged out of the combination in the 1930s of sustained high unemployment and low nominal interest rates. The assumption that the government could control aggregate demand through deficit spending emerged out of the combination in World War II of low unemployment and wartime deficits.

      In contrast, Martin saw the experience of the war from the perspective of price controls and suppressed inflation. As assistant secretary for international affairs at the Treasury, with the intensification of the Korean War in November 1950, Martin saw how the interest-rate peg of 2.5 percent for long-term government bonds forced the Fed to monetize the debt held by banks. Under the prewar Fed’s real bills assumptions, the Fed was only one influence on financial intermediation through the way in which it influenced the cost and availability of the reserves it supplied to banks. In the Korean War crisis, it was clear that the Fed had to control total bank credit to control inflation.

      Martin chose operating procedures designed to maintain Fed independence. In part, that entailed developing the “depth, breadth, and resilience” of the government bond market so that the Fed would not have to intervene to prevent self-fulfilling declines in the prices of government bonds. Martin never admitted that the Fed controlled interest rates, not even on short-term government securities. To that end, with the help of Winfield Riefler, he reinstituted the free reserves operating procedures the Fed had pioneered in the 1920s. The idea was to prevent Treasury pressure to reinstate a rate peg. With these procedures, however, the Fed again communicated in terms of how it influenced financial intermediation through its influence on the cost and availability of the funds (reserves) it supplied to the banking system. It lacked a framework to communicate monetary policy in terms of monetary control.

      As long as the conservative Eisenhower administration supported Martin’s goal of price stability, the Fed maintained at least longer-run price stability. The conservative Dillon Treasury under President Kennedy, not wanting a dollar crisis, also supported Martin. However, the environment became hostile to Fed independence with the populist LBJ presidency and his Keynesian Council of Economic Advisers (CEA). Without an intellectual framework to juxtapose against these influences, the Fed drifted and did indeed become the engine of inflation it had hoped to avoid becoming with the 1951 Treasury-Fed Accord.

      Under the leadership of Martin, the Fed developed into the first modern central bank. Two developments laid the groundwork. First, standing real bills precepts on their head, the Fed not only accepted but also developed a national market for reserves in New York. With the Fed’s wartime and postwar peg of the interest rate on short-term government securities, the country clearly did have a national market for bank reserves. Banks adjusted their reserves positions by buying and selling Treasury bills. The New York Desk developed procedures to routinely offset factors that drained and supplied reserves to stabilize interest rates in the money market (Roosa 1956; Madden 1959, 86). Although obscured by its free reserves procedures, the FOMC eventually came to admit publicly (in 1994) that it implemented monetary policy through its control of the federal funds rate.

      The second development entailed behaving predictably. That is, monetary policy came to be characterized as a reaction function relating the behavior of its policy instrument in a systematic way to the behavior of the economy. With “bills only,” under which the Fed bought and sold only Treasury bills, the term structure of interest rates (the entire yield curve) would move in a way that stabilized economic activity only if the FOMC set short-term interest rates in a predictable way in response to incoming information on the economy.

      
        15.1. The End of Real Bills

        In the pre–World War II era, Fed policy makers understood monetary policy through the lens of real bills. They wanted to proportion the extension of credit to the need for productive uses. The extension of an excessive amount of credit would spill over into speculative excess whose inevitable collapse would produce recession and deflation. Credit control required keeping banks in the discount window. If evidence of speculative psychology appeared, the Fed would sell securities to create an amount of borrowing that required banks to be in the window at times for prolonged periods. The Reserve Banks would then raise their discount rates to increase the cost of credit. In addition, the policies of moral suasion and direct pressure entailed oversight of banks in the discount window to guarantee that they did not extend an excessive amount of credit and did not extend credit based on the hope of speculative gain.

        The failure of depression and deflation to reemerge with the end of World War II meant the end of real bills views. Starting in 1934, bank credit expanded on a base of reserves from gold inflows. In World War II, it expanded further on a base of reserves from Fed purchases of government securities. According to real bills views, the resulting artificial expansion of bank credit should have led to an unsustainable level of economic activity followed by a collapse. After the war, there should have been an enormous depression and deflation. However, after the war, the problem was inflation, which soared with the end of price controls.

        With wartime and the huge increase in military expenditures, the obvious problem became limiting total aggregate demand to the physical capacity of the economy to produce goods and services. For the Fed, that would mean limiting the expansion of total bank reserves and bank credit rather than adjusting them to the ebb and flow of legitimate (productive) uses. However, nothing could happen as long as the Fed remained subservient to the Treasury. Everything changed suddenly when in the Korean War the Chinese entered on the side of the North Koreans. In November 1950, when the Korean Army crossed the Yalu River, the world feared a World War III. Commodity prices soared, and markets feared shortages due to the reimposition of price controls. The Fed watched from the sidelines while inflation jumped.

        With its rate peg, the Fed had to create the reserves that stoked the fires of inflation. Restricting reserves creation to the discounting of real bills was impossible given the Fed’s obligation to monetize Treasury debt. The Fed defied the Treasury and the White House when in early 1951 it refused to support the price of long-term government debt to keep rates from rising above 2½ percent. At the time, Congress was at odds with President Truman over the firing of General MacArthur. Congress refused to support the administration. The Fed and the Treasury negotiated the March 1951 Treasury-Fed Accord, which gave the Fed its independence conditioned on a phased end to support for the Treasury market (Hetzel and Leach 2001a).

        After the March 1951 Treasury-Fed Accord, the Fed’s new leader, William McChesney Martin, created the modern central bank. The concern for economic stability remained unchanged from prewar real bills days. However, the Fed’s intermediate target changed from the prevention of speculative excess to leaning against unsustainable growth in aggregate demand that persistently either reduced the rate of resource utilization in the economy or increased it. Martin retained the real bills concern for speculative psychology, but with two momentous changes. First, he focused on the stability of goods prices not asset prices. Second, he looked to the bond market not the stock market for evidence on expectations.

        With the end of the ceiling on bond rates in March 1951, the Martin FOMC worked to make the government bond market into the world’s largest market for liquidity. The bills only policy of not conducting open market operations in the bond market made the bond market into a useful measure of investor sentiment. The real bills preoccupation with a central money market that could divert funds into stock market speculation disappeared. The Fed could then understand the transmission of monetary policy as occurring through the money market. Martin worked to develop the “depth, breadth, and resilience” of the New York market for Treasury securities to obviate any need for the Fed to intervene to support the issue of Treasury debt. In support of that program, the New York Desk developed procedures by which it routinely offset factors that drained and supplied reserves to the banking system (Meulendyke 1998).

        What survived from real bills was the (mis)understanding of monetary policy as the regulation of financial intermediation. The concept of monetary control was still a bridge too far into the populist domain of banks as creators of paper money. Travel from the idea of credit control through the control of borrowing from the discount window to monetary control through the control of reserves creation was too radical a leap. The instrument of control that emerged after the Accord remained the free reserves concept of the 1920s. Policy makers understood the amount of free reserves as a measure of the pressure on the reserve position of banks that regulated the incentive of banks to extend credit—what (Brunner and Meltzer 1964) termed “the Riefler-Burgess doctrine.”

      
      
        15.2. Free Reserves as the Intermediate Target and Bills Only

        After the Accord, the Fed had to establish and then to maintain its independence against a Treasury wanting support for the market for government debt. The Treasury was unwilling to sell long-term debt at auction, which would have allowed the market to set the interest rate on the debt. At the time, the fear was that a drop in the price of Treasury bonds could set off an “explosive overnight run from debts to real assets” (E. Wood 1954, 3).

        The Fed was not going to peg the price of a government security. The use of free reserves (excess reserves minus borrowed reserves) as an instrument and as an indicator of the stance of policy solved this problem. The Fed could continue to use its prewar real bills language of monetary policy operating through the presumed influence on the cost and availability of funds to banks. Sproul (SPNY, memo from Allan Sproul to Dr. Williams and Mr. Roosa, May 17, 1954, 1) explained:

        
          I have blamed it [“the inflation which occurred after the war”] on the swollen money supply created during the war. . . . Our support operations during the postwar 40’s . . . not only gave the commercial banks automatic or semi-automatic access to reserve funds, but also gave others such as insurance companies and saving banks the same sort of access. . . .

          There are guides to policy other than interest rates. . . . At times of credit ease, this would mean . . . infrequent and minor borrowing in response to temporary needs of individual banks. At times of credit restraint, it would mean . . . member banks having to borrow fairly frequently and in relatively large amounts so that, in the aggregate, they would be in debt more or less continuously.

        

        Free reserves procedures would do the work of controlling reserves through the tradition of banker reluctance to be in the discount window. In the debate leading up to the Accord, Sproul (SPNY, February 15, 1951, 5) advocated abandoning the rate peg in favor of free reserves procedures:

        
          Under this policy, banks would be expected to obtain needed reserves more largely, and eventually primarily, by borrowing from the Federal Reserve Banks. If demands for expansion of bank credit and bank reserves continue, . . . short term rates of interest would adjust to a level around the discount rate. . . . This would bring to the support of our policy the powerful tradition of the member banks against large and continuous borrowing.

        

        Although in the 1950s the FOMC developed a reaction function in the form of lean-against-the-wind (LAW), its use of free reserves operating procedures created problems with the way in which policy makers and the Fed understood monetary policy. The FOMC continued to understand policy in terms of its influence on financial intermediation rather than in terms of monetary control. Also, free reserves were defective as an indicator variable.2 The underlying problem was that policy makers did not understand the endogeneity of free reserves. A leftward shift in the reserves demand schedule (R d in figure 6.1) due to weakening loan demand arising in turn out of a weakening economy would lower borrowed reserves. The FOMC interpreted the reduction in borrowed reserves and the associated reduction in interest rates as an easing of monetary policy. That reduction did not necessarily imply that interest rates were declining sufficiently to track a decline in the natural rate of interest. These procedures introduced a destabilizing procyclicality into movements in the money stock.

        Although agreed on the use of free reserves, until Sproul’s retirement in 1956, the Board and the New York Fed engaged in a heated argument over the Martin policy of “bills only” (Hetzel and Leach 2001b). Martin wanted open market operations confined to Treasury bills with the influence on long-term rates occurring through arbitrage. The Fed would deal with Treasury concerns through developing a market in government securities exhibiting “depth, breadth, and resilience.” Sproul wanted the freedom to undertake open market operations at all maturities. The difference was over the effectiveness of arbitrage between short-term rates and future-forward rates. Sproul assumed a “preferred habitat” world in which the Fed could influence the cost and availability of credit and thus could move long rates independently of short rates.

        At the June 11, 1953, FOMC meeting, Sproul (Board of Governors, FOMC Historical Minutes, June 11, 1953, 14–15) challenged Martin:

        
          I don’t think we can do it [develop a market with depth, breadth, and resilience] if we continue . . . to confine ourselves at all times to operations in Treasury bills. We have been told that operations in bills would have prompt and pervasive effects throughout the market. That was the theory of perfect fluidity—perfect arbitrage. I think historical records and current observation indicate that a prompt and invariable response between short and long markets can not always be expected. . . . It seems to me that we must either still be reacting violently against market pegging or embracing a somewhat doctrinaire attitude on free markets.

        

        The debate over bills only also concerned where control of monetary policy would lie. If the New York Desk were to possess the authority to intervene judgmentally at all maturities, New York and the Desk would possess significant control over monetary policy. An instruction to the Desk framed exclusively in terms of free reserves with open market operations confined to Treasury bills would keep control with the FOMC, which Martin dominated. The heated character of the dispute appeared in a memo Tilford Gaines wrote for Allan Sproul in response to a memo from Martin criticizing the New York Fed’s position on bills only. Gaines (1956, 1, 16) wrote:

        
          The position he [Martin] has taken . . . would in a court of law or logic, give you [Sproul] the case. He has twisted your central theme, the “nudge,” to make it mean arbitrarily imposed and artificially sustained “rigging” of rates. . . . But in the course of his argument against the twisted version of your views, he concedes the whole point you really want to make. That is, he concedes that System operations in the long market could at least have a temporary influence in moving interest rates (and altering credit availabilities) more rapidly in one direction or another than could be achieved through operations at the short end alone. . . .

          You stated categorically that one reason for the need for flexibility in System operations is the fact that we do not have the kind of arbitrage in the Government securities market that formed the basis of a good deal of the hopeful speculation in the Ad Hoc Subcommittee report. You added that so long as the System recognizes the existence of a need, at times, for being interested in what happens in the long-term markets, and to long-term rates, there will be times when action confined to the short end of the market must take an extreme form it if is to exert even a remote influence at the longer end. Chairman Martin’s only reference to this line of discussion was . . . a statement that the Federal Reserve System really effectuates its policy . . . primarily by the effects it has on the banking system’s ability to lend.

        

        Elmer Wood (1954) at the University of Missouri expressed Sproul’s position:

        
          The only sensible position for the monetary authorities is to admit that they can and do control the level of market interest rates. . . . It is important that such buying and selling prices be established for Governments in all maturity ranges. In this respect, the final outcome of the recent Sproul-Martin controversy—that the System should execute open market operations only in bills—is to be deplored. Long-term bond yields are too important a factor in the economy to be left to the unpredictable influences of market arbitrage and attitudes. In part, long-term yields reflect anticipations of the future level of all rates. . . . During depressions the only expansionary opportunity available to the central bank in the rate structure may be in the long-term area. Short-term rates may be depressed to nearly zero because of investor demand for near-money assets. Long-term rates, however, would be higher, and hence susceptible to further reductions through System purchases of longer maturities.

        

        Later, policy makers came to understand that having a reaction function that moved the funds rate predictably in response to incoming information on the economy would move the entire yield curve in a stabilizing manner.

        Although the Fed denied having an interest-rate target, it is clear that policy makers (and the Treasury) cared about interest rates. For example, at the June 23, 1953 meeting of the FOMC Executive Committee, Sproul (SPNY, Board Executive Committee June 23, 1953, 6) said:

        
          The critical point in all this analysis is whether the market is going to expect further significant increases in interest rates and further declines in security prices during the remainder of the year. If System actions do not quickly dispel such expectations, our present credit policy is going to fail and the Treasury’s debt management problems are going to be almost insuperable. To confine open market operations to Treasury bills in such circumstances may defeat the legitimate aims of credit policy and debt management.

        

        Sproul also used the occasion to make his criticism of bills only as opposed to intervention in long-term bonds to ensure that long-term rates moved in the desired direction. If the Fed’s only concern was with free reserves, there would never have been any need for a pitched battle between the Board and New York over at what maturities to allow the Desk to buy and sell.

        In choosing the format for discussion in FOMC meetings, Martin restricted the policy recommendations to the value of free reserves. That format enhanced Martin’s control over monetary policy in that the unsatisfactoriness of free reserves as an instrument for controlling the interest rate on short-term Treasury debt made mandatory the New York Desk routine of looking through free reserves to market rates. The actual provision of reserves then depended on a “morning call” between the manager of the New York Desk and Martin or his assistant. (Sproul and Martin fought over whether the manager should be responsible to the FOMC or to the president of the New York Fed for this reason.)

        Malcolm Bryan (Board of Governors, FOMC Historical Minutes, August 21, 1956, 26) described the deficiencies of free reserves as a target:

        
          The past has demonstrated that a given level of free reserves means one thing at one time and another thing at another time, so that policy decisions aimed at a given level of free reserves often produce unpredictable money rate effects; and that fundamental difficulty is compounded because the factors affecting free reserves often exhibit erratic and unpredictable behavior from day to day, so that, regardless of our difficulty in appraising the monetary effect of an aimed-at level of free reserves, we are even unable in the short-run to effect the intended level of free reserves with any substantial degree of precision. Mr. Bryan hoped that the management of the account in trying to estimate its actions would not have in mind any level of free reserves but would have in mind the behavior of the market which should be related to the interest rate.

        

        Also, free reserves possessed significance only given the level of the discount rate, and market rates fluctuated around the discount rate (figure 6.1). At the same meeting, Governor Abbot Mills (Board of Governors, FOMC Historical Minutes, August 21, 1956, 21) said that

        
          it was his belief that a retreat should be made, to the end of bringing the level of negative free reserves down toward a $200 million level, but on a gradual basis that would test the response of the market to such actions by the System and in that way guide the System to the point at which the market for US Government securities would stabilize. It was Mr. Mills’ opinion that such a point of stability would fall realistically in line with a 3 per cent discount rate.

        

        Throughout the decade of the 1960s, members of the FOMC would argue without success for an ability to formulate a well-defined directive to the Desk that would not require intermeeting judgmental interpretation by the Desk and, behind the Desk, Martin. An advantage of lack of a meaningful directive for Martin was that he could then speak for an FOMC consensus even if such a consensus did not exist. Meltzer (2009, 332) reproduced comments made in response to a proposal by Eliot Swan, president of the San Francisco Fed, that the FOMC should tell the public “what the System is trying to do, how it tried to do it, and what seems to have been accomplished.” George Clay, president of the Kansas City Fed, responded arguing that “efforts to be completely specific may make it more difficult to arrive at a consensus. But lack of specific directions shifts the responsibility of interpretation to the Trading Desk.” Meltzer (2009, 333) also quoted a letter from Frederick Deming, president of the Federal Reserve Bank of Minneapolis, to Board economist Ralph Young: “An attempt to write directives in specifics would push uncomfortably close to mechanistic policy-making.”

        At the January 26, 1960, FOMC meeting, A. James Meigs (1976, 449–50, 453) recounted one attempt by Malcolm Bryan, president of the Federal Reserve Bank of Atlanta, to give substance to the directive the FOMC issued to the New York Desk. (Bryan’s specific proposal reflected the desire of the FOMC at that time to pursue a restrictive policy.)

        
          Based on his concept of total effective reserves . . . he suggested a 2 percent rate of growth for the time being, as compared with the 3.6 percent average rate of growth in the postwar period. . . . President Hayes, of New York, said . . . “the problem got into terms of the feel, color, and tone of the market.” . . . President Hayes returned to his criticism of the proposed reserves and money supply targets at the March 1 meeting. . . . “Our usual instructions couched in terms of ‘the same degree of restraint’ of ‘more’ or ‘less’ are sufficiently precise and make it possible for the Manager to react to changing developments flexibly.” . . . At the October 4 meeting, Robert Rouse, Manager of the Open Market Account, reported, “As the Committee has instructed, we have been operating primarily on the feel of the market rather than on the basis of reserve statistics.”

        

        In the absence of a meaningful directive, after the Accord, practical control rested with the Executive Committee, which was dominated by Martin and Sproul. The FOMC only characterized the state of the economy and by implication the direction of change in conditions in the money market. For example, at the March 4–5, 1953, FOMC meeting, the FOMC directed the Executive Committee “to arrange for such [open market] transactions . . . with a view to exercising restraint upon inflationary developments” (see the Board of Governors’ Fortieth Annual Report, Record of Policy Actions, March 4–5, 1953, published 1954, 86).3 At the June 11, 1953, meeting, the language changed “to avoiding deflationary tendencies without encouraging a renewal of inflationary developments” (Board of Governors’ Fortieth Annual Report, published 1954, 92). At the September 24, 1953, FOMC meeting, the latter sentence omitted the last part about “encouraging a renewal of inflationary developments.” The Executive Committee, which met every several weeks, then issued guidelines to the New York Desk putting limits on the amount of securities it could buy or sell. With the abolition of the Executive Committee after the June 6, 1955, meeting, Martin’s control was complete.

      
      
        15.3. Concluding Comment

        In the second half of the 1960s, the Martin FOMC got pushed off track by the pressures of a populist president, Lyndon Johnson, and his Keynesian Council of Economic Advisers. Martin was not an intellectual. One reason that the Fed could be pushed off into the dead end of a policy of stop-go monetary policy with secularly rising inflation was that Martin could not articulate a rationale for the procedures he had developed. He could not express them as a rule directed toward price stability. The resulting intellectual vacuum would then be filled by a Keynesian view of the world that promised low unemployment with only a small amount of inflation.

        Meltzer (2009, 254) wrote, “The FOMC minutes and other Federal Reserve documents show no evidence that the Federal Reserve developed or systematically applied any theory or framework in the 1950s.” Martin developed the practice whereby FOMC chairs retain control over monetary policy by limiting the format of FOMC meetings to a decision about whether to move the policy variable away from its existing value based on a judgment of whether the economy’s more serious problem is inflation or recession. The need to impose consistency over time on individual policy actions then is the sole responsibility of the chair. The chair’s communication with the public consists of forecasts of the economy over a long enough time horizon so that the Fed achieves all desirable objectives. Martin’s views did not change in the 1960s from favoring price stability to favoring inflation. As the single individual responsible for maintaining a continuity of policy and lacking an ability to articulate and defend such continuity, he was overwhelmed by political pressures.

      
    
  
    
      
        [ Chapter 16 ]

        From Price Stability to Inflation

      
      
        Summary: The 1957 recession provided the pattern for post-Accord recessions. Coming out of a cyclical trough, the FOMC raised interest rates in steps, moderately but persistently, until the economy weakened. At that point, if concerned about inflation or the foreign exchange value of the dollar, it then imparted inertia to downward movements in rates past the cyclical peak. Effectively, the FOMC attempted to create a negative output gap to lower inflation (see chap. 3, tables of the monetary contraction marker).

        Little changed for the Fed with the election in 1960 of John F. Kennedy because the Douglas Dillon Treasury was concerned with gold outflows and Kennedy did not want a dollar crisis added to the Cuban missile crisis. Everything changed after the assassination of Kennedy in the fall of 1963 and the accession of Lyndon Johnson to the presidency. Now, influence within the administration shifted from the Treasury to the Heller CEA, which campaigned for a national goal of 4 percent unemployment. The 1964 election of Johnson as president also produced a Democratic majority in both houses of Congress. The passage in early 1964 of the Kennedy tax cuts created pressure on the Fed not to “thwart” the united will of the political system by offsetting with higher interest rates the fiscal stimulus needed to restore full employment. In the second half of the 1960s, society fractured over a combination of anti–Vietnam War protests, urban riots, and growing militancy in the civil rights movement. “Low” unemployment would ease social tensions. Keynesian economics, which had waited in the wings since World War II, promised to provide that low unemployment at a socially acceptable cost in terms of inflation.

        Inflation revived toward the end of 1965. Initially, the Fed responded as it had in the mid-1950s by raising interest rates. However, in 1967, confronted this time by a hostile political system, it retreated. Martin, who believed that he could ultimately prevail through tactical compromise, made two fateful pacts: one with Keynesian economics and one with the administration. First, Martin listened to an increasingly Keynesian Board of Governors and staff who found convincing the “optimal instrument” implications of Keynesian models. A mix of easy monetary policy and tight fiscal policy would deliver an amount of aggregate demand sufficient for full employment but with the moderate interest rates desirable to promote investment and appease the housing lobby.

        Second, Martin, who thought of inflation as arising from the speculative excess allowed by the excessive creation of credit, bargained with the administration and the Congress for a tax hike by holding out the promise of lower interest rates. President Johnson finally agreed, but the required congressional cooperation snagged over the difficulty of finding agreement between President Johnson and Wilbur Mills, chairman of the House Appropriations Committee. Mills wanted cuts in Johnson’s Great Society programs in return for a tax increase. Only in June 1968 did Congress enact a tax surcharge, and the Fed did lower the discount rate.

        By then, money growth had risen over most of a decade, and inflation rose to 6 percent in 1970. In 1969, Martin turned to contractionary monetary policy to restore price stability. However, his time ran out. In February 1970, Arthur Burns replaced Martin as FOMC chairman.

      

      Martin had views on monetary policy that foreshadowed those of Volcker and Greenspan. He stressed raising short-term rates in a way that preempts inflation, that is, early on during periods of economic expansion.1 The desirability of a preemptive monetary policy came from a belief that “easy money” permits an inflationary psychology to develop in credit markets and inflationary psychology produces inflation. Greenspan’s (US Congress 1999c, 10) statement sounded like Martin: “For monetary policy to foster maximum sustainable growth, it is useful to preempt forces of imbalance before they threaten economic stability.” Martin (US Congress 1958, 384) assumed responsibility for the inflation of 1956 and 1957 by having allowed “inflationary excesses.”

      Given Martin’s unquestionable commitment to price stability, how could he have ushered in the era of rising inflation that lasted through the decade of the 1970s? Any answer to this question should also address the issue of whether there is a rule that can prevent such a major mistake.

      
        16.1. Back-to-Back Recessions: 1957Q3 to 1958Q2 and 1960Q2 to 1961Q1

        With the 1953 recession, Martin began implementation of the LAW procedures with which the FOMC lowered money market rates in measured steps in response to sustained declines in rates of resource utilization, and conversely raised rates when economic recovery began. As the economy slowed with the July 1953 cycle peak, the Fed lowered market rates (figure 16.1). Figure 16.2 shows the corresponding behavior of free reserves, which increased. Chapter 13 presented the argument that the 1953 recession originated in the expectation of deflation conditioned by pre–World War II expectations that deflation would follow inflation. The expectation of deflation corresponded to an increase in the real rate of interest (figure 13.2). Figure 14.1 shows the sharp swing in nominal GDP. In the recovery, inflation rose from slightly negative values to 3 percent (figure 16.3).
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            Figure 16.1. Government Bond and Three-Month Treasury Bill Yield

          
            Quarterly observations of US (long-term) government bonds from 1951 to 1953 from Board of Governors (1976). Data from 1953Q1 on are US Treasury ten-year constant maturity bond yields from Board of Governors, “Selected Interest Rates,” Statistical Release G.13. Shaded areas indicate recessions. Heavy tick marks indicate fourth quarter.
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            Figure 16.2. Free Reserves

          
            Excess reserves minus borrowed reserves of commercial banks. Data for 1951–59 obtained from Board of Governors (1976). Data for 1959–70 from Board of Governors, Statistical Release H.3. Shaded areas indicate recession. Heavy tick marks indicate fourth quarter.
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            Figure 16.3. Inflation

          
            Quarterly observations of four-quarter percentage changes in the personal consumption expenditures chain-type price index. Shaded areas indicate recession. Tick marks indicate fourth quarter.

          
            Source: St. Louis FRED

          
        
        What caused the inflation? When the recession turned out to be short-lived and mild rather than becoming another depression with significant deflation, predicted inflation ceased being negative and turned positive (figure 13.1). High real interest rates then declined to below 1 percent (figure 13.2). Although M1 growth declined before and during the recession, it rose again at the start of the recovery (figures 14.4 and 14.5). Probably, the best way to explain the rise in inflation in the recovery (figure 16.3) is as a manifestation of the relatively high M1 growth in the three-year period 1950–52 and then again immediately following the cycle trough in May 1954 (figure 14.4). The relatively high M1 steps surrounding the 1953–54 recession were 4.6 percent and 4.2 percent (figure 14.5).

        The FOMC moved aggressively to restore price stability. Market rates rose steadily following the May 1954 cycle trough, and free reserves declined (figures 16.1 and 16.2). As market rates rose, money (M1) growth declined (figures 14.4 and 14.5). The Reserve Banks raised their discount rates in August 1957, the date of the cyclical peak. M1 decelerated sharply and declined in the subsequent recession with cycle peak in August 1957. For Al Hayes (Board of Governors, FOMC Historical Minutes, July 30, 1957, 11–12), president of the New York Fed, that fact represented maintenance of an appropriate degree of restraint given persistent inflation:

        
          The money supply will not show any appreciable net growth for the year as a whole. . . . It is exceedingly frustrating to see prices edging up month after month in spite of our best efforts, and I can see the natural appeal of the argument that what we should do is to tighten credit further and see if that will prove any more effective. . . . We must give serious thought to the consequences to the System if we are later blamed for recession and substantial unemployment. . . . It seems to me clear that the prudent course is to continue . . . preventing any national expansion in bank credit and the money supply and allowing reduced liquidity to take effect on the economy.

        

        Despite the monetary deceleration, the FOMC raised short-term interest rates steadily continuing past the cyclical peak in August 1957 (figure 16.1 and table 3.9).

        With respect to cyclical inertia in interest rates (but not with respect to a ratcheting upward in inflation), the 1957 recession presaged the stop-go era. Board economist Ralph Young (Board of Governors, FOMC Historical Minutes, March 26, 1957, 15–16, cited in Meltzer 2009, 153) stated the view that going into recession, the FOMC had to choose between price stability and economic stability: “The Committee needs to consider carefully at this time whether it should not regard the objective of a stable value of the dollar as overriding the objective of adjusting flexibly and promptly to short-run cyclical changes in activity. It needs to weigh the risk that monetary policy may lose strategic opportunity to make its discipline effective.”

        Among policy makers, the belief was that the inflation that arose in 1956 came from tardiness in raising rates after the May 1954 cycle trough.2 Moreover, sustained outflows of gold led to the belief within the Fed and the administration that markets were losing confidence in both the internal and the external value of the dollar. With the cyclical trough in April 1958, the Fed began raising market interest rates (figure 16.1).

        Burns and Samuelson (1967, 7–9) described the overriding concern with inflation in 1959:

        
          A cash deficit of $13 billion, which still stands as the largest annual deficit since 1946, piled up in the fiscal year ending in June, 1959—a year of continuous business expansion. This emergence of a huge deficit at a time of rather rapid economic advance was merely the most dramatic of a series of developments that cast doubt on the financial policy of the government. . . . In the recession of 1957–58 wholesale prices . . . actually rose, and thus gave fresh support to the widely held theory that we are living in an age of inflation. This somber view about the future was reinforced by the deterioration in the balance of payments. During 1958 . . . our stocks of gold were cut by two billion dollars. More ominous still, foreign financiers, who hitherto appeared to have unbounded faith in American finances, began to whisper serious doubts whether the integrity of the dollar could be counted on in the future.

          Financial developments during 1958 and the fears which they engendered thus strengthened the determination of governmental authorities to try to prevent, now that the economy was again advancing, the sort of excesses that had led to the inflationary boom during 1956–57. . . . Having moved too slowly to restrain the preceding expansion, they were ready to move with all necessary speed this time.

          Pressure on [bank] reserves was sharply intensified during 1959. . . . The budget moved from an enormous deficit in early 1959 to a sizable surplus 12 months later. Taken together, these fiscal and monetary measures accomplished one of the most violent shifts on record from a policy of stimulation to a policy of restraint. . . . Largely as a result of their actions, the economic expansion that started in April, 1958, came to a premature end. . . . The very abruptness and magnitude of the policy shift routed an inflationary psychology, demonstrated that ours need not be an age of inflation . . . and thus reestablished stability in costs and prices.

        

        Martin believed that the speculative psychology of markets provided a key early warning signal for inflation. Raising interest rates in the beginning of the recovery phase of the business cycle would prevent that speculative psychology and inflation. Martin (US Congress 1959, 462 and 467) testified to Congress:

        
          About this time [summer 1959] inflationary expectations began to spread. The abrupt upward shift of interest levels in central money markets . . . reflected investor demand for an interest premium to cover the risk of a depreciating purchasing power of invested funds. . . . With inflationary and speculative psychology spreading, the Federal Reserve, during the summer, began to moderate the policy of credit ease with a view to tempering the rate of bank credit and monetary expansion. . . . The experience in the government bond market . . . is a vivid example of the influence of inflationary expectations in financial markets. To the extent that such attitudes come to be reflected in decisions on wages, prices, consumption, and investment, they help to bring about their own realization.

        

        Concern for confidence in the value of the dollar (internal and external) appeared in a speech Martin (1958, 1, 4, and 9–10) gave in December 1958.

        
          During the past year, we have had both recession and recovery and now, once again, fear of inflation. . . . A recent trip to several countries of the Far East gave me a welcomed opportunity to see ourselves as others see us. One distressing experience was to find among intelligent and perceptive men in those countries a growing distrust over the future of the American dollar. . . . It is important to recognize that this feeling exists. To the foreigner, much more than to Americans, the dollar is a symbol of this country’s strength. A decline in the value of the dollar would suggest to him a decline in the faith and credit of the United States, signaling in his mind a decline not only in American economic strength but also in moral force.

          Now I want to go one step further and talk about the most difficult aspect of all of our problems. This is the subject of confidence. . . . Confidence is perhaps the fundamental factor in money and currency. Those of us who are charged with responsibility for our monetary affairs recognize this clearly. . . . The fear of inflation is earnest, and it is having a damaging impact already. . . . We do have it within our power to maintain the integrity of the American dollar if we have the will to do it. . . . I can pledge to all of you that the Federal Reserve System will do everything in its power to safeguard our currency.

        

        In the 1960 recession with cycle peak April 1960, the FOMC lowered interest rates hesitantly out of concern for gold outflows. Under the Bretton Woods system, the United States committed to maintaining convertibility between the dollar and gold at the price of $35 per ounce. Other countries set the value of their currencies in terms of gold thereby pegging their exchange rates. The system of pegged exchange rates then rested on the US commitment to maintain convertibility of the dollar into gold at $35 per ounce. If there were to be a run on the dollar and foreign holders of dollar assets collectively asked for an amount of gold in excess of the US gold stock, the dollar price of gold would depreciate. The belief was that the system of pegged exchange rates would collapse as the run spread.

        The Bretton Woods system became operational only in 1959 as at the end of 1958 the major European countries allowed their currencies to be freely convertible into foreign currencies for current account transactions. With convertibility, countries needed reserves to maintain their IMF currency parities. However, with world gold production falling far short of growth in the need for international reserves to finance international trade, countries accumulated dollar balances. In what became known as the Triffin dilemma, foreign holdings of dollar balances grew relative to US gold holdings (Bordo 1993). Edwin (Ted) Truman (2017, 9), who headed the Division of International Finance at the Federal Reserve Board from 1997 to 1998, wrote:

        
          Ominously, the foreign official and private holdings of short-term dollar assets (bank deposits and US treasury obligations) had reached $17.4 billion by the end of 1960, an increase of $5.5 billion over two years, and those holdings were approximately equal to US gold holdings of $17.8 billion. . . . By the end of 1961, US gold reserves had dropped $5.9 billion from the end of 1957. . . . The international monetary system faced a confidence problem in terms of the ability and willingness of the United States to meet all the claims on its gold stock—to maintain the convertibility of the US dollar into gold for official foreign holders.

        

        In 1959, 1960, and 1961, the need to maintain confidence in the dollar weighed on the Treasury and the Martin FOMC. Figure 16.4 shows that the current account deteriorated sharply after 1957 and became negative in 1959.

        Concern over the balance of payments appeared in the briefings on the international situation that Arthur W. Marget (Board of Governors, FOMC Historical Minutes, October 13, 1959, 11–12, and February 9, 1960, 11)) gave the FOMC:

        
          [Treasury] Secretary Anderson’s speech at the Annual Meeting of the International Monetary Fund two weeks ago [showed that his] sense of concern, if not alarm, is obviously genuine. . . . Our figures for gold and dollar movements in July to September of this year . . . would suggest that the over-all balance-of-payments deficit for that period was still in the neighborhood of $4 billion seasonally adjusted annual rate. That is still a long way from the average deficit of $1.5 billion that we ran from 1950 to 1957. . . .
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            Figure 16.4. Current Account

          
            Annual observations of the current account. US international transactions: balance on goods and services, income, and net unilateral transfers. Millions of dollars.

          
            Source: St. Louis FRED

          
        
        
          The basis of this confidence is the belief that balance of payments developments depend, to a very large extent, upon the policies pursued by the monetary and fiscal authorities of the country experiencing the balance of payments difficulties. In the present instance, that means a belief that the fiscal and monetary authorities, in determining their actions, are not likely to confuse evidence that a salutary process of adjustment is under way with a conclusion that the adjustment has been virtually completed.

        

        In the same address, Marget commented on Chairman Martin’s response to a letter from Senator Javits, who asked for comment on a “much discussed” New York Times article stating

        
          that because of our balance-of-payments position “a US recession in the near future would be allowed to drift into severe unemployment because the Government would be afraid to act vigorously against it.” This . . . “would come about because anti-recession action-chiefly an aggressive easy-money policy—could bring on the feared run on gold. This country’s freedom of action domestically will be limited by the fact that the dollar is a reserve world currency.”

        

        Martin (Board of Governors, FOMC Historical Minutes, March 1, 1960, 30) gave a classic Fed nonresponse:

        
          What is needed today is not so much to discuss ways to meet a hypothetical dilemma as to see to it that we continue to follow policies designed to ensure the domestic and international financial equilibrium of the United States, so that the dilemma will not arise.

        

        The Times was right. Figure 16.1 shows the aggressive increase in interest rates coming out of the April 1958 cycle trough. The funds rate went from about 1 percent in 1958Q2 to 4 percent in 1959Q4 (figure 13.4). M1 growth did rise after the cyclical trough (figures 14.4 and 14.5) but became negative with the sharp increase in the funds rate. (Four-quarter) inflation rose from 0.9 percent in 1959Q1 to 2.3 percent in 1959Q4, but then declined steadily reaching a trough in 1961Q4 of 0.6 percent (figure 16.3). Concern for the deterioration of the current account deficit (figure 16.4) outweighed concern for the unemployment rate, which started rising from a cycle low of 5.1 percent in 1960Q1 (figure 16.5).
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            Figure 16.5. Unemployment Rate

          
            Civilian unemployment rate. Shaded areas indicate recession. Heavy tick marks indicate fourth quarter.

          
            Source: St. Louis FRED

          
        
        The level of M1 declined 2 percent over the one and a half years from July 1959 through January 1961, and the economy entered recession in April 1960. Back-to-back recessions “routed an inflationary psychology” (Burns in Burns and Samuelson 1967, 9). Bond yields remained at 4 percent from 1960 through 1964 (figure 16.1). The expansionary monetary policy that began in earnest in 1964 then took place in an environment of expected price stability.

      
      
        16.2. How Did the Early Martin Fed Lose Its Way in the Second Half of the 1960s?

        Unquestionably, Martin was committed to a policy of price stability. How then did he end his term in early 1970 with 5 percent inflation? An answer must combine an understanding of the weaknesses in how Martin understood the world, the political pressures he endured, and the faulty compromise he made with the Johnson administration. Martin was not an economist. He thought in terms of metaphors rather than abstractions. Sherman Maisel (1973, 118), who was a member of the Board of Governors from 1965 until 1972, quoted Martin as saying, “One might picture the Federal Reserve as operating like a giant rubber band: As the markets become too ebullient or expansionary, they would have to push harder and harder against the restraining action of Federal Reserve policy.”

        Martin thought of monetary policy as affecting the cost and availability of credit. Robert V. Roosa (1960, 262), vice president of the Federal Reserve Bank of New York, captured how the Martin FOMC thought about the transmission of monetary policy through the credit markets:

        
          The Federal Reserve has had to rely primarily on experimental probing, to gauge the balance between the current forces of credit demand and the current availability of new credit supply. Utilizing its own qualitative concept of pressure, it has withheld or released new bank reserves in response to a composite reading of market rates, member bank borrowing, the “feel” arising from participation in the securities markets, and broader judgments of current economic and credit trends.

        

        Maisel (1973, 68) described Martin’s view in which inflation could arise from excess credit demands by government and business:

        
          Government was not the only source of inflationary danger. . . . Speculative activity in the financial and business sectors also led to large and unfortunate booms. Since overspending in the private sector depends upon the creation of excess money and credit, the Federal Reserve must guard against excessive private as well as government credit. . . . The necessary and proper amount [of credit] could be estimated by careful observation of events in the financial and credit markets. . . . People trying to borrow extra money to profit from a boom or inflation had to be stopped.

        

        Inflation, Martin believed, developed from speculative credit extension that in turn derived from an inflationary psychology. Unlike Keynesians, he did not see monetary policy as balancing the conflicting goals of inflation and unemployment. He believed that inflation led to recession. Easy money meant a too easy availability of credit and tolerance of an inflationary psychology conducive to speculation. Speculation led to inflation and then, as a reaction, recession.

        Martin had no use for the money supply. At the December 15, 1959, FOMC meeting, Board economist Woodlief Thomas noted that M1 was “only about one percent higher than a year ago” (Board of Governors, FOMC Historical Minutes, December 15, 1959, 14). Alfred Hayes (Board of Governors, FOMC Historical Minutes, December 15, 1959, 16), president of the New York Fed, noted “that the economy is still operating well below capacity without any strong upward price pressures.” In his summary of FOMC discussion, Martin (Board of Governors, FOMC Historical Minutes, December 15, 1959, 44) said:

        
          Where he came out was that the System was going well, that it should keep steady in the boat, and that the problem was one of rolling with the punches at this juncture. This was not in any sense to say that the Committee should disregard Mr. Mills’ basic point regarding the quantity of the money supply. For the year as a whole the increase in the money supply appeared to have been less than one per cent. . . . Personally, he did not know just how to measure the money supply. . . . Like many others, he was unable to make heads or tails of the money supply on either a quantitative or a qualitative basis. . . . One should not go overboard on the money supply question unless he was certain that the velocity factor was not playing a part. Personally, he felt that money supply factors in terms of velocity were the crucial points that the System must take into consideration at this time.3

        

        As the decade of the 1960s progressed, the political establishment became increasingly hostile to Martin’s overriding objective of price stability. John Kennedy became president in the 1960 election with a promise to “get the country moving again.” Walter Heller persuaded Kennedy to set 4 percent as a goal for unemployment. Initially, Martin had an ally in the conservative Treasury headed by Douglas Dillon with former New York Fed vice president Robert Roosa as Treasury undersecretary for monetary affairs. Kennedy, preoccupied by the Cuban missile crisis, feared an attack on the dollar, which was still pegged to gold. The main concession of the Fed to the administration was Operation Twist, in which the Fed abandoned bills only by selling Treasury bills and buying Treasury bonds. The goal was to keep bond rates steady at 4 percent while maintaining short-term rates at a level that would encourage capital inflows to support the foreign exchange value of the dollar.

      
      
        16.3. Martin’s Ill-Fated Bargain

        Martin wanted to work with a consensus that included the administration. He was never aggressive about moving interest rates without it. He pushed for a restrictive monetary policy in 1959 and 1969, but with the support of the administration. Walter Heller (Hargrove and Morley 1984, 190–91) later recalled Martin’s participation in the Quadriad, which included Martin; Walter Heller, who was the head of the Council of Economic Advisers (CEA); the head of the Bureau of the Budget; and the president:

        
          The Quadriad worked out well because it was a true dialogue. Bill would come in and tell us what he thought about fiscal policy, we’d tell him what we thought about monetary policy. . . . Basically, there was give and take; it was not just a one-way street with Martin. Martin . . . was on the President’s team.

        

        Ultimately, Martin would stumble in his willingness to work with the administration to obtain a tax hike from Congress in return for delaying interest-rate increases.

        With the assassination of Kennedy in fall 1963 and the accession of a president, Lyndon Baines Johnson, with populist attitudes, Martin found himself isolated. In early 1964, Congress passed a tax cut originally proposed by Kennedy. A political consensus then developed that the Fed should allow the resulting stimulative fiscal policy to lower the unemployment rate. Populist congressmen like Henry Reuss and Wright Patman charged that increasing interest rates would thwart the will of Congress. The administration turned to capital controls to deal with the dollar and balance of payments. A statement by Martin that the Fed would not finance a tax cut created a congressional backlash. The LBJ White House and Democratic Congress united in opposition to rate increases.

        Martin believed that to prevent the emergence of inflationary psychology and inflation the FOMC needed to begin raising short-term interest rates at the onset of economic recovery. In opposition, the Johnson CEA believed that the Fed should wait to raise rates until the unemployment rate neared 4 percent. Even then, the CEA preferred restraining excess aggregate demand through fiscal policy. As the decade progressed, the political consensus for sustained high growth and low interest rates hardened. Johnson wanted to fight a war in Vietnam and to fund Great Society programs. He wanted guns and butter. Urban riots and an increasingly strident civil rights movement plus Vietnam War protests produced a fractured America. A strong economy and low unemployment seemed a necessary condition for social accord.

        Keynesian economics promised just what the political system wanted. It promised sustained high growth and low unemployment with a moderate amount of inflation. Moreover, Keynesian economics highlighted the “optimal instrument policy.” If fiscal policy were tight, monetary policy could be easy, and easy monetary policy could help keep the politically potent housing lobby at bay.

        Martin also had to deal with divisions in his own house. Appointments to the Board of Governors by Kennedy and Johnson tilted the Board toward Keynesian views. The prior “banker view” had emphasized internal and external stability of the dollar. Martin could not challenge the political consensus in favor of sustained high growth and low unemployment with a divided Board. At the October 1965 FOMC meeting (Board of Governors, FOMC Historical Minutes, October 12, 1965, 69, cited in Calomiris and Wheelock 1998, 50–51), “with a divided committee and in the face of strong Administration opposition [Martin said] he did not believe it would be appropriate for him to lend his support to those who favored a change in policy now.”

        Over the course of 1965, it became evident that the economy was growing unsustainably fast as the unemployment rate declined from 5 percent early in the year to 4 percent by year-end. In December 1965, Martin achieved agreement among Board members and agreed to Reserve Bank hikes in the discount rate. Johnson reacted angrily and called Martin down to his Texas ranch. At the November FOMC meeting, Martin (Board of Governors, FOMC Historical Minutes, November 23, 1965, 85, cited in Calomiris and Wheelock 1998, 50–51) had told the FOMC that “the country was in a period of creeping inflation. . . . The economy was growing too fast.” Yet, at the May 1966 meeting, in an uncharacteristic statement, Martin (Board of Governors, FOMC Historical Minutes, May 10, 1966, 94–95, cited in Calomiris and Wheelock 1998, 51) told the FOMC, “The Committee should not press too hard in the belief that monetary policy alone could achieve price stability.”

        Although Martin did not say so, he was negotiating with the administration over sending legislation to Congress for a tax hike. Initially, nothing happened. In summer 1966, the FOMC raised interest rates, and in early 1967 the economy slowed. Martin then entered a fateful pact with the Johnson economic advisers and the Treasury. Working closely with Treasury Secretary Henry Fowler, Martin agreed to hold off on raising interest rates if the Johnson administration would submit to Congress a proposal for a tax increase. Martin presumed that changing a budget deficit to a surplus would reduce credit demands and lessen the pressure on interest rates. Even if that presumption had been correct, politics stood in the way. Achieving agreement between Wilbur Mills, chairman of the House Ways and Means Committee, and Johnson became a protracted process. As a condition for a tax hike, Mills wanted cuts in Johnson’s Great Society programs, and Johnson refused (Hetzel 2008).

        With the tax hike stalled, the FOMC began again to raise rates. Prompted by a run on gold that threatened the Bretton Woods system, Congress finally passed an income tax surcharge in June 1968 that turned a government deficit into a surplus. Fearful of recession, prompted by a Keynesian Board staff, and mindful of its promise to Congress that a tax surcharge would lessen the need to raise interest rates, the Board of Governors approved a reduction in discount rates. Sustained high money growth, however, trumped contractionary fiscal policy. The economy continued to grow strongly, and inflation rose steadily. Inflation (PCE, personal consumption expenditures deflator), which had averaged 1.3 percent in the first half of the decade, rose to about 5 percent by the end of decade.

        Martin tried to restore price stability in 1969 with a highly restrictive monetary policy. Sounding like the future Paul Volcker, Martin (US Congress 1969, February 26, 668, 669, and 685) testified to Congress:

        
          Expectations of inflation are deeply embedded. . . . A slowing in expansion that is widely expected to be temporary is not likely to be enough to eradicate such expectations. The experience of early 1967 is a lesson in point. Moderation in economic activity . . . did indeed produce a significant slowing in the rate at which prices advanced. But the moderation was short-lived. As economic activity accelerated after midyear, so did prices. . . . The critical test for stabilization policies in 1969 will be their ability to keep such a rebound in activity and prices from developing. If we were to dissipate again the benefits derived from a reduction in excessive demands, the credibility . . . of Government economic policies would be severely strained. . . . A credibility gap has developed over our capacity and willingness to maintain restraint. . . . We have been unwilling to take any real risks. . . . We have raised . . . the ghost of overkill. . . . We have got to take some risk.

        

        Martin’s testimony was a cry in the wilderness. The Fed would spend a decade wandering in the wilderness. His term as chairman ended in January 1970. He ran out of time. At the end of his term, in the Board library, he told the other governors that he had failed (Board of Governors 1999).

      
    
  
    
      
        [ Chapter 17 ]

        The Burns Fed

      
      
        Summary: Arthur Burns succeeded William McChesney Martin as FOMC chairman in February 1970. Although Burns was not a Keynesian, he conducted an activist policy of aggregate-demand management. Like Keynesians, he understood inflation as a nonmonetary phenomenon. Faced with cost-push shocks from labor unions and large corporations that produced exogenous increases in prices, monetary policy presumably had to manage aggregate demand in order to find a balance between limiting it to control inflation and expanding it to prevent a socially unacceptable amount of unemployment.

        Burns came out of the NBER tradition of “measurement without theory.” From his perspective, the psychology of the businessman powered the business cycle. Burns thought of himself as the one person who could reconcile the low unemployment required for social harmony with the low inflation needed to give the businessman the confidence to invest. Burns concentrated on the control of inflationary expectations but not through the pursuit of a consistent, credible monetary policy. Rather, his concern was managing inflationary expectations through addressing the conventional concerns of the businessman: wage pressures and a balanced budget.

        Burns and the Keynesians joined forces on the desirability of wage and price controls. Controls would relax the discipline of the Phillips curve trade-off between inflation and unemployment by mitigating cost-push shocks and especially the wage-push shocks Burns believed came from the unions (Nelson 2005; Nelson and Nikolov 2004). To achieve his ends, Burns traded monetary policy for influence over incomes and fiscal policy. The exception came during the Ford presidency because of the opposition to controls of CEA chairman Alan Greenspan.

        According to Burns, not only union power but also a permissive welfare state imparted an inflationary bias to expectations and inflation. Burns became the preeminent advocate of “incomes policies,” which entailed government intervention in the price setting of the private sector. In August 1971, Burns entered a Faustian bargain with President Richard Nixon. Burns got wage and price controls, and Nixon got an expansionary monetary policy.

      

      Before becoming FOMC chairman, Arthur Burns had had extensive experience in government. President Eisenhower made him head of the Council of Economic Advisers (CEA) after the 1952 election. Because of the partisanship and advocacy of central planning by Truman’s chairman, Leon Keyserling, the CEA had fallen into disrepute. Burns saved the CEA from an end to congressional funding and restored its standing through his professionalism. Burns took naturally to the role of counselor to the president. “Burns says he could feel himself coming down with ‘Potomac fever,’ becoming attached to the bustle of government crisis, being infected with a sense of his own importance” (Viorst 1969, 32). Burns became an adviser to Nixon during Nixon’s 1968 presidential campaign. When Nixon assumed the presidency, he put Burns in charge of development of the agenda for domestic legislation.

      From January 31, 1970, through March 8, 1978, Arthur F. Burns dominated the FOMC. Prior to joining the Fed, he had had an extraordinarily distinguished career. He had been head of the National Bureau of Economic Research, president of the American Economic Association, and head of the Council of Economic Advisers under President Eisenhower. Burns saw himself as the foremost opponent of inflation; nevertheless, over his tenure as FOMC chair, inflation reigned. How could he have let that happen?1

      
        17.1. The Political and Intellectual Environment

        When Arthur Burns became FOMC chairman, US society was fractured over the issues of race and the Vietnam War. A nearly universal consensus existed that a 4 percent unemployment rate corresponded to full employment and that the government had a responsibility to maintain unemployment at that level or lower. A political consensus prevailed that the United States required unemployment at least that low to deal with its social malaise. When Burns became FOMC chair, the unemployment rate was not far from its cyclical high of 6.1 percent reached in December 1970. At the same time, the inflation rate had risen from 1.5 percent at the end of 1965 to 5 percent at the start of 1970 (figure 17.1).
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            Figure 17.1. Unemployment Rate and Inflation

          
            Quarterly observations of the civilian unemployment rate and four-quarter percentage changes in the personal consumption expenditures implicit price deflator. Shaded areas indicate recessions. Heavy tick marks indicate fourth quarter.

          
            Source: St. Louis FRED

          
        
        In the language of the recent moon landing, it was supposed to be the time of the “soft landing.” The Keynesian consensus promised that the Fed could keep the unemployment rate moderately over its full employment level of 4 percent and work inflation down over time. However, the sharp rise in the unemployment rate over the course of the 1970 recession to 6 percent did not lead to disinflation (figure 17.1). Burns drew the conclusion that the contemporaneous inflation arose primarily from a rise in wages due to the exercise of monopoly power by labor unions. In a speech before the American Economic Association in December 1972, Burns (1972 [1978], “The Problem of Inflation,” 143–54) stated:

        
          The hard fact is that market forces no longer can be counted on to check the upward course of wages and prices even when the aggregate demand for goods and services declines in the course of a business recession. During the recession of 1970 and the weak recovery of early 1971, the pace of wage increases did not at all abate as unemployment rose. . . . The rate of inflation was almost as high in the first half of 1971, when unemployment averaged 6 percent of the labor force, as it was in 1969, when the unemployment rate averaged 3½ percent. . . . Cost-push inflation, while a comparatively new phenomenon on the American scene, has been altering the economic environment in fundamental ways. . . . If some form of effective control over wages and prices were not retained in 1973, major collective bargaining settlements and business efforts to increase profits could reinforce the pressures on costs and prices that normally come into play when the economy is advancing briskly, and thus generate a new wave of inflation. If monetary and fiscal policy became sufficiently restrictive to deal with the situation by choking off growth in aggregate demand, the cost in terms of rising unemployment, lost output, and shattered confidence would be enormous.

        

        Burns would be the public face of the argument for controls to deal with what appeared to be a cost-push inflation rather than an aggregate-demand inflation. Burns (Board of Governors, Minutes of the Board of Governors, November 6, 1970, 3115–17) told the Board of Governors in November 1970 that

        
          prospects were dim for any easing of the cost-push inflation generated by union demands. However, the Federal Reserve could not do anything about those influences except to impose monetary restraint, and he [Burns] did not believe the country was willing to accept for any long period an unemployment rate in the area of 6 percent. Therefore, he believed that the Federal Reserve should not take on the responsibility for attempting to accomplish by itself, under its existing powers, a reduction in the rate of inflation to, say, 2 percent. . . . He did not believe that the Federal Reserve should be expected to cope with inflation single-handedly. The only effective answer, in his opinion, lay in some form of incomes policy.2

        

        Burns was not a Keynesian; nevertheless, monetary policy ended up being an experiment in activist aggregate-demand management to balance off the presumed competing goals of unemployment and inflation. Why? Burns and Keynesians believed that the lack of competitive markets meant that the market power of corporations and unions raised prices and inflation in the absence of restrictive monetary policy. There was therefore a trade-off between unemployment and inflation. Incomes policy could relax the harsh inflation-unemployment trade-offs and allow a more expansive monetary policy. Burns (US Congress 1973a, February 7, 485 and 504) testified:

        
          There is a need for legislation permitting some direct controls over wages and prices. . . . The structure of our economy—in particular, the power of many corporations and trade unions to exact rewards that exceed what could be achieved under conditions of active competition—does expose us to upward pressure on costs and prices that may be cumulative and self-reinforcing.

        

      
      
        17.2. Burns’s View of the Business Cycle and Economic Stabilization

        Like the majority of economists who came of age in the Depression, Burns (1973, 792–93) held standard views about the need to manage the economy:3

        
          Our economy is inherently unstable. . . . Experience has demonstrated repeatedly that blind reliance on the self-correcting properties of our economic system can lead to serious trouble. . . . Flexible fiscal and monetary policies, therefore, are often needed to cope with undesirable economic developments.

          The principal practical problem of our generation is the maintenance of employment, and it has now become—as it long should have been—the principal problem of economic theory.

        

        What distinguished Burns was his belief that an understanding of the psychology of the businessman gave him an ability to understand the evolution of the business cycle. For Burns, managing the business cycle meant managing the confidence of the businessman.

        Burns’s understanding of the business cycle came from the empirical regularities he derived from examining the cyclical behavior of a large number of statistical series. He imparted an inner logic to the evolution of these series through his knowledge of human psychology. At the same time, he believed that each cycle possessed unique features. Burns (Viorst 1969, 123) told a reporter:

        
          I suspect that some of my colleagues are unduly fascinated by economic instruments and have given insufficient attention to the workings of the business mind of America. I weigh that heavily in questions of policy. . . . Before I judge whether some proposal is good or bad, I ask how the businessman is going to react. I’ve studied the businessman of America. He has his strengths and he has his weaknesses, but it is within the framework of his psychology that the economist in America must operate. . . . The well-being of the country . . . depends upon the favorable expectations of the investing class. . . . As I see it, the role of Government must be to shape policy to improve these expectations.

        

        Burns organized an explanation of the business cycle around the timing of relationships between the specific cycles of individual sectors and the general reference cycle. Burns (Burns 1950 [1954], 111) explained that the cycle is a “consensus of specific cycles.” Among the individual sectors, as the cycle develops, an accumulation of imbalances occurs that affects the psychology of the businessman. Recoveries turn into recessions as imbalances develop from the way that costs overtake prices, depress profits, and sour the mood of the businessman. Burns (1950 [1954], 127–28) wrote:

        
          As prosperity cumulates, unit costs tend to mount for business firms generally; and since in many instances selling prices cannot be raised, profit margins here and there will narrow. . . . Errors pile up as mounting optimism warps the judgment of an increasing number of businessmen concerning the sales that can be made at profitable prices.

        

        According to Burns (1969, 27–28, 33, and 41), alternating mood swings of the consumer and businessman drive the process of moving from recovery to recession:

        
          [During expansion phases] firms will find their profit margins rising handsomely [and] people [have] a feeling of confidence about the economic future—a mood that may gradually change from optimism to exuberance. . . . The new spirit of enterprise fosters more new projects. . . . Over stocking and overbuilding . . . are likely to be bunched when enthusiasm has infected a large and widening circle of businessmen. . . . The stubborn human trait of optimism begins to give way. . . . Once many men begin to lose faith in themselves or in the institutions of their society, full recovery may need to wait on substantial innovations or an actual reduction in the stock of fixed capital.

        

        Most often, in recessions, imbalances correct and prompt recovery. In the Depression, however, the economy fell into a downward spiral. Burns (1969, 36) explained the spiral:

        
          As a decline in one sector reacts on another, the economy may begin spiraling downward. . . . The likelihood that a depression will develop depends on numerous factors—among them, the scale of speculation during the preceding phase of prosperity, the extent to which credit was permitted to grow, whether or not the quality of credit suffered significant deterioration, whether any markets became temporarily saturated, how much excess capacity had been created before the recession started.

        

        Burns’s views disposed him to an interventionist approach to managing the business cycle. Especially important was acting early at the onset of recession to maintain the optimism of the businessman. Burns (1950 [1954], 132–33) wrote:

        
          To glimpse economic catastrophe when it is imminent may prevent its occurrence: this is the challenge facing business cycle theory and policy. . . . The crucial problem of our times is the prevention of severe depressions. . . . Developments during “prosperity”—which may cumulate over one or more expansions—shape the character of a depression.

        

        Burns (1957, 30–31 and 69) believed that under his leadership the Eisenhower administration had prevented the 1953 recession from developing into depression:

        
          When economic clouds began to gather in the late spring of 1953, the government was alert to the possible danger of depression. . . . In its new role of responsibility for the maintenance of the nation’s prosperity, the federal government deliberately took speedy and massive actions to build confidence and pave the way for renewed economic growth. . . . This unequivocal declaration of tax policy, like the earlier moves in the credit sphere, was made when the unemployment rate was 2½ percent. . . . The President recommended a broad program of legislation. . . . Whenever the economy shows signs of faltering, the government must honor by its actions the broad principles of combatting recession which served us so well during the decline of 1953–54.

        

        The way in which Burns understood the business cycle caused him to emphasize microeconomic tools to control unemployment and inflation. For example, Burns (US Congress 1973b, June 27, 179) recommended forced savings to deal with inflation:

        
          I would look with some favor on a fiscal measure that does not quite fall in the tax category. This would be a plan for compulsory savings, but again of a flexible type. Let us say corporations would be required to put aside 10 percent of the amount of their corporate taxes. That sum would be locked up in the Federal Reserve in such a way that it could be released in the event of a downturn in the economy. In other words, my concept is that we ought to try to siphon off some purchasing power but we ought to do it in such fashion that we could reverse gears and do so rather quickly if the economic need arose.

        

        Burns (1973 [1978], 157–58, “Some Problems of Central Banking”) also regularly advocated a variable investment tax credit.

        The other side of Burns’s emphasis on microeconomic tools as the appropriate instruments of countercyclical stabilization was his deemphasis of the traditional tools of aggregate-demand management, namely, monetary and fiscal policy. Burns believed that monetary policy worked through the cost and availability of credit, which has only a minimal effect on the decisions of businessmen. Burns (1957, 46) wrote, “Many business firms are able to finance their requirements without any borrowing. . . . Interest charges are rarely a large element in business costs, and their practical importance has tended to become smaller as a result of high taxes.” Burns (US Congress 1973a, February 20, 400) testified:

        
          The proper role of monetary policy in the achievement of our national economic objectives is a comparatively modest one. Monetary policy can help to establish a financial climate in which prosperity and stable prices are attainable. But it cannot guarantee the desired outcome: the task is much too large.

        

        Although Burns minimized the direct effects of monetary and fiscal policy, he stressed their psychological effects on the confidence of the businessman. Burns especially highlighted the psychological effect of the government deficit on the confidence of the businessman and his willingness to invest. Money did not exercise a major independent influence on economic activity or inflation. What was important was the velocity of money, which varied with the confidence of businessmen. Burns (Board of Governors, FOMC Memorandum of Discussion,

        December 17, 1974, 79, 104) told the FOMC:

        
          The willingness to use money—that is, the rate at which money turned over, or its velocity—underwent tremendous fluctuations; velocity was a much more dynamic variable than the stock of money, and when no account was taken of it, any judgment about the growth rate of M1 was likely to be highly incomplete. . . . Fundamentally, velocity depended on confidence in economic prospects. When confidence was weak, a large addition to the money stock might lie idle, but when confidence strengthened, the existing stock of money could finance an enormous expansion in economic activity.

        

      
      
        17.3. Burns as FOMC Chairman

        Burns’s failure as FOMC chairman came about above all because of his belief that inflation reflected cost-push shocks. Other beliefs and characteristics also contributed, however. They included a self-confidence in his ability to forecast the economy; a belief that economic recoveries were fragile; and the related belief that sharp increases in interest rates would impair the confidence of the business community. Based on the assumed importance of the president’s ability to influence the psychological mood of the businessman especially through control over wages and the assumed importance of the deficit in influencing the willingness of business to invest, Burns wanted to remain influential not only within the executive branch but also within Congress.

        Because of the work on leading indicators done with Wesley Clair Mitchell, Burns was confident of his ability to predict the behavior of the economy. Burns believed that he could read the course of the economy by following the mix of weak and strong economic series. Burns (1950 [1954], 113) explained how the mix of strong and weak series turns a recession into an economic recovery:

        
          The substitution of one of these majorities for the other takes place gradually, and indeed follows a definite cyclical course. . . . Rising series are only a thin majority at the beginning of a business cycle expansion. Their number swells as aggregate activity increases, though expansion reaches its widest scope not when aggregate activity is at a peak, but perhaps six months or a year earlier. In the neighborhood of a peak, crosscurrents are the outstanding feature of the business situation.

        

        Unwilling to risk injuring the confidence of the businessman, Burns was willing to raise interest rates only gradually during economic recoveries. Burns (US Congress 1971, July 20, 256) testified:

        
          This March and April, the Federal Reserve System faced a dilemma. Information available at that time suggested that high rates of monetary growth might well persist under existing conditions in the money market. Interest rates, however, were already displaying a tendency to rise, and vigorous action to restrain monetary growth might have raised them sharply further. In view of the delicate state of the economic recovery, which was just getting under way, it seemed desirable to prevent the possible adverse effects of sharply higher interest rates on expenditure plans and public psychology.

        

        Burns (1947 [1954]) wrote that “economics is a very serious subject when the economist assumes the role of counselor to nations.” As that counselor, Burns believed that he could achieve low unemployment while maintaining moderate inflation. The problem, as Burns understood it, was that monetary policy constituted only one of the instruments he needed. Burns wanted to influence fiscal policy to achieve a balanced budget, and he especially wanted an incomes policy to lessen the unemployment cost of restoring price stability. In that spirit, Burns saw himself as the one who could prod the Nixon administration into the bold leadership that he believed the country needed. For example, Burns (Board of Governors, FOMC Memorandum of Discussion, July 18, 1972, 734–35) had a dramatic effect on stabilizing foreign exchange markets with a speech delivered at an IMF conference:

        
          His [Burns’s] remarks had received world-wide acclaim, not because of their intrinsic merit, but because of the widespread hunger for leadership; they represented the first outgoing, constructive statement by a senior US official indicating a willingness on this country’s part to help in reestablishing monetary order. . . . There were times for blowing a trumpet within the halls of Government, and this was one of them.

        

      
      
        17.4. Inflation as a Cost-Push Phenomenon

        In Prosperity without Inflation, Burns (1957, 71) stated that there that “there is . . . not one cause of the post-war inflation but many.” Nevertheless, Burns (1957, 71) most often explained inflation by reference to a wage-price spiral initiated by the expectation of inflation. “One of the main factors in the inflation that we have had since the end of World War II is that many consumers, businessmen, and trade union leaders expected prices to rise and therefore acted in ways that helped to bring about this result.” The fundamental source of inflationary expectations arose from a belief that government would protect individual groups from competition. Labor unions especially could then force increases in wage rates with impunity. Burns (1970b [1978], 93–94) told the American Bankers Association:

        
          The root of the difficulty [inflationary bias] seems to be the broadening of the social aspirations that have been shaping our national economic policies, and especially the commitment to maintain high levels of employment and rapid economic growth. . . . Another source of inflationary pressure in recent years has been the rise of governmental expenditures for social welfare. . . . The present world-wide inflationary trend may thus be ascribed to the humanitarian impulses that have reached such full expression in our times.

        

        If inflation is driven by powerful cost-push forces, then suppressing it requires raising unemployment. High unemployment, however, was socially unacceptable. Monetary policy then became an ongoing decision about how to trade off between “high” unemployment and “low” inflation. In 1979, after having left the Fed, Burns gave a speech called “The Anguish of Central Banking.” Burns (1979 [1987], 690–92) said:

        
          Once it was established that the key function of government was to solve problems and relieve hardships—not only for society at large but also for troubled industries, regions, occupations, or social groups—a great and growing body of problems and hardships became candidates for governmental solution. . . . Their [government programs] cumulative effect . . . was to impart a strong inflationary bias to the American economy. . . . The pursuit of costly social reforms often went hand in hand with the pursuit of full employment. . . . This weighting of the scales of government policy inevitably gave an inflationary twist to the economy, and so did the expanding role of government regulation. . . .

          If the Federal Reserve then sought to create a monetary environment that fell seriously short of accommodating the upward pressures that were being released or reinforced by governmental action, severe difficulties could be quickly produced in the economy. . . . Monetary policy came to be governed by the principle of undernourishing the inflationary process while still accommodating a good part of the pressures of the marketplace.

          My conclusion that it is illusory to expect central banks to put an end to the inflation that now afflicts the industrial economies does not mean that central banks are incapable of stabilizing actions; it simply means that their practical capacity for curbing an inflation that is driven by political forces is very limited.

        

        In 1973 and 1974, with the sharp rise in inflation, Burns became sensitive to monetarist criticism of the Fed for allowing high rates of growth of M1. In 1973 and the first half of 1974, the FOMC moderated the rate of growth rate of M1. However, while acknowledging that inflation could not continue without rapid money growth, Burns challenged the monetarists by arguing that rapid money growth had followed inflation, rather than preceding it. Burns (US Congress 1974b, July 30, 257) testified:

        
          The current inflationary problem emerged in the middle 1960’s when our government was pursuing a dangerously expansive fiscal policy. Massive tax reductions occurred in 1964 and the first half of 1965, and they were immediately followed by an explosion of Federal spending. . . . Our underlying inflationary problem, I believe, stems in very large part from loose fiscal policies, but it has been greatly aggravated during the past year or two by . . . special factors. . . . From a purely theoretical point of view, it would have been possible for monetary policy to offset the influence that lax fiscal policies and the special factors have exerted on the general level of prices. One may, therefore, argue that relatively high rates of monetary expansion may have been a permissive factor in the accelerated pace of inflation. I have no quarrel with this view. But an effort to use harsh policies of monetary restraint to offset the exceptionally powerful inflationary forces of recent years would have caused serious financial disorder and dislocation.

        

        Over his tenure as FOMC chairman, Burns would alter his explanation for inflation, but he always attributed it to nonmonetary sources. An initial problem for Burns was that the wage and price controls that he so coveted did work to restrain wage growth but failed to restrain inflation. The controls program that began with a wage and price freeze on August 15, 1971, did restrain the growth of unit labor costs of corporations with wage guidelines of 5.5 percent, along with strong productivity growth. Moreover, the program limited the price increases of corporations. Although it permitted corporations to raise prices in line with increases in costs, they could do so only subject to a profits test. A Cost of Living Council had to approve price increases by large corporations (Kosters 1975). Despite working as intended, the controls did not prevent a rise in inflation.

        In early 1973, world commodity prices rose rapidly. Burns (US Congress 1974a, February 1, 669–70) attributed the resulting inflation to a variety of special factors:

        
          In retrospect, it might be argued that monetary and fiscal policies should have been somewhat less expansive during 1972, but it is my considered judgment that possible excesses of this sort were swamped by powerful special factors that added a new dimension to our inflationary problem. . . . A major source of the inflationary problem last year was the coincidence of booming economic activity in the United States and in other countries. . . . Another complicating factor was the devaluation of the dollar. . . . Disappointing harvests in 1972—both here and abroad—caused a sharp run-up in prices. . . . In short, the character of inflation in 1973 was very different from the inflation that troubled us in different years. A worldwide boom was in process; the dollar was again devalued; agricultural products, basic industrial materials, and oil were all in short supply.

        

        If inflation were due to special factors, it should have receded in 1974. However, inflation remained in the low double digits throughout 1974. With controls on wages but not commodity prices, Congress turned against the program. On April 30, 1974, Congress allowed the president’s authority to impose controls to lapse. Moreover, Gerald Ford became president in August 1974. The new CEA chairman, Alan Greenspan, and Treasury Secretary William Simon opposed incomes policies. Although Burns lobbied for a new incomes policy, such policies had been discredited politically.

        Initially, Burns (US Congress 1974b, July 30, 258) lobbied for reestablishment of an incomes policy. However, the price controls program had become discredited in Congress. In the Ford administration, with incomes policies no longer an option and with continued inflation, Burns turned to government deficits as the underlying cause of inflation. Burns (US Congress 1974d, August 21, 213; and US Congress 1974e, September 25, 119) testified:

        
          The current inflation began in the middle 1960s when our government embarked on a highly expansive fiscal policy. . . .

          Special factors have played a prominent role of late, but they do not account for all of our inflation. For many years, our economy and that of most other nations has been subject to an underlying inflationary bias. . . . The roots of that bias lie in the rising expectations of people everywhere. . . . Individuals and business firms have in recent times come to depend more and more on government, and less and less on their own initiative, to achieve their economic objectives. In responding to the insistent demands for economic and social improvement, governments have often lost control of their budgets, and deficit spending has become a habitual practice. Deficit spending . . . becomes a source of economic instability . . . during a period of exuberant activity.4

        

        For Burns, the deficit represented government indiscipline, which vitiated the discipline required of businessmen to hold down wages and, as a consequence, prices. Burns (US Congress 1974c, August 6, 225–26 and 229) testified:

        
          If the Congress . . . proceeded to cut the budget . . . then confidence of business people, and of heads of our households, that the inflation problem will be brought under control would be greatly enhanced. In this new psychological environment, our trade unions may not push quite so hard for a large increase in wage rates, since they would no longer be anticipating a higher inflation rate. And in this new psychological environment, our business people would not agree to large wage increases quite so quickly.

        

        Burns carried over the beliefs in the Depression of the conservative business community about the importance of conservative government policies to restore the confidence of the business community (chap. 11). He only modified them to deal with a world of inflation rather than deflation.

      
      
        17.5. “Macroeconometric Failure on a Grand Scale”

        Burns had opposed the profession’s embrace of Keynesianism and was a fervent believer in price stability. Nevertheless, the Burnsian FOMC gave the world an extraordinary experiment in the validity of a key Keynesian principle: the existence of a structural Phillips curve presenting policy makers with an “exploitable” (predictable) relationship between inflation and unemployment.5 The FOMC never communicates in terms of trade-offs. In the “long run,” the FOMC always fulfills the dual mandate. However, under Burns, the FOMC believed that by accommodating perceived cost-push inflation it was avoiding higher unemployment rates. In the event, as evidenced by the term “stagflation,” there was no trade-off.

        The failure to achieve moderate, stable unemployment purchased at the cost of a moderate amount of inflation produced the rational-expectations challenge to the Keynesian consensus. As subsumed in the rules versus discretion debate, the issue was the nature of inflationary expectations. Are those expectations given to the policy maker, and do they then drive a wage-price spiral? Alternatively, can the policy maker shape those expectations with a credible rule?

        How did this seminal experiment unfold, and what was Burns’s role? In the 1960s, Burns (1966, 61) had opposed wage and price controls as “a grim expedient that would indeed suppress inflation for a time, but at the cost of impairing efficiency as well as crushing economic freedom.” Absent controls, the control of inflation must reside with the Fed. Why did Burns change his views when he became FOMC chairman?

        Burns (1957, 17) believed that the behavior of the business cycle entailed a rise of prices during expansions and a decline in contractions: “Experience both before and after 1933 suggests . . . that when expansions are long or vigorous, the price level tends to rise substantially, and that when contractions are brief and mild, the decline in the price level tends to be small.” In the 1970 recession, however, inflation failed to decline. Burns believed that the continued inflation derived from the market power of labor unions.

        Burns believed that an incomes policy would engender a reduction in inflationary psychology, which would produce both a decline in inflation and an economic recovery. Burns (1970a [1978], 103–5 and 113–15) stated:

        
          [Inflation first arose because of] the imprudent policies and practices pursued by the business and financial community during the latter half of the 1960s [and because of the] mood of speculative exuberance. [More recently] the inflation that we are still experiencing is no longer due to excess demand. It rests rather on the upward push of costs—mainly, sharply rising wage rates. Wage increases have not moderated.

          In a society such as ours, which rightly values full employment, monetary and fiscal tools are inadequate for dealing with sources of price inflation such as are plaguing us now—that is, pressures on costs arising from excessive wage increases. . . . We should consider the scope of an incomes policy quite broadly. . . . We are dealing . . . with a new problem—namely, persistent inflation in the face of substantial unemployment—and . . . the classical remedies may not work well enough or fast enough in this case. Monetary and fiscal policies can readily cope with inflation alone or with recession alone; but, within the limits of our national patience, they cannot by themselves now be counted on to restore full employment, without at the same time releasing a new wave of inflation.

        

        Burns (US Congress 1971, July 20, 259) testified before Congress:

        
          The present inflation in the midst of substantial unemployment poses a problem that traditional monetary and fiscal policy remedies cannot solve as quickly as the national interest demands. That is what has led me . . . to urge additional governmental actions involving wages and prices. . . . The problem of cost-push inflation, in which escalating wages lead to escalating prices in a never-ending circle, is the most difficult economic issue of our time.

        

      
      
        17.6. Concluding Comment

        Burns did not consider monetary policy to be the driving force behind inflation. He believed that inflation emanated primarily from an inflationary psychology produced by a lack of discipline in government fiscal policy and from private monopoly power, especially of labor unions. It followed that if government would intervene directly in private markets to restrain price increases the Federal Reserve could pursue a stimulative monetary policy without exacerbating inflation. When Burns got the controls he had lobbied for, he was effectively committed to continue the expansionary monetary policy that had begun early in 1971. In August 1971 in a Faustian bargain with President Richard Nixon, Burns accepted expansionary monetary policy in return for wage and price controls.

        The decade of the 1970s offered an experiment in monetary policy based on the assumption that inflation is a nonmonetary phenomenon. Wage and price controls worked as intended by restraining wage growth and the price increases of large corporations (Kosters 1975). Nevertheless, by the end of 1973, inflation had risen to double digits. Burns then resorted to special factors such as increases in food prices due to poor harvests and in oil prices due to the restriction of oil production as the explanation for inflation. However, as the effect of these one-time events dissipated, inflation should have fallen. Yet, it remained at double-digit levels. Finally, Burns blamed inflation on government deficits. However, those deficits were small in 1973 and 1974. Finally, when Paul Volcker became FOMC chairman, the Fed would turn to monetary control to control inflation.

      
    
  
    
      
        [ Chapter 18 ]

        Stop-Go and Collapse of a Stable Nominal Anchor

      
      
        Summary: The Kennedy Council of Economic Advisers (CEA) gave the country a numerical target for full unemployment: 4 percent. At the end of the 1960s, the empirically estimated Phillips curve promised to deliver only modest inflation for 4 percent unemployment. However, in the recession year of 1970, the country got 6 percent inflation and 6 percent unemployment. The combination produced turmoil within the economics profession and the political system. Keynesians rallied around cost-push inflation as the explanation for inflation with excess unemployment (Nelson 2005). The Phillips curve had shifted upward because of the monopoly power of unions and corporations. Restricting aggregate demand to lower inflation would come at the cost of a level of unemployment that was socially wasteful and politically unacceptable. Incomes policy was the essential additional instrument. Controls would allow the Fed to achieve a socially acceptable balance between inflation and unemployment.

        When G. William Miller succeeded Arthur Burns as FOMC chairman in early 1978, inflation was again increasing. In December 1978, an oil price shock augmented inflation. Out of concern for a recession, the Miller FOMC kept the funds rate unchanged. As inflation rose, inflationary expectations became untethered. Instead of expecting increases in inflation to be transitory, expected inflation ratcheted up with actual inflation. The stable nominal anchor inherited from a commodity standard and the Bretton Woods system disappeared.

        Paul Volcker, who became FOMC chairman in August 1979, accepted responsibility for inflation and inflationary expectations. Discussion about whether inflation was cost-push inflation or aggregate-demand inflation and discussion of a wage-price spiral became irrelevant. If the Fed did not get inflationary expectations under control, they would pass into negotiated wage settlements and lock in high inflation. In the 1980s, the bond market vigilantes made certain that the FOMC removed inertia from its lean-against-the-wind procedures. The Volcker-Greenspan FOMCs created a monetary standard in which the nominal anchor took the form of a rule that stabilized the expectation of the price level.

      

      The Keynesian consensus presumed that the price system failed to maintain full employment. A negative output gap could persist indefinitely. During the go phases of stop-go monetary policy, the FOMC attempted to eliminate a negative output gap based on an assumption that potential output was consistent with 4 percent unemployment. In the go phases, the FOMC waited to begin raising the funds rate until well after cyclical troughs and then only cautiously out of concern for aborting the recovery. Monetary policy was stimulative and in time inflation rose. In response to the inflation, the FOMC raised the funds rate persistently until the economy weakened. In the resulting stop phases, the FOMC lowered the funds rate but only well after the cyclical peak. In the conduct of its lean-against-the-wind (LAW) procedures, the FOMC introduced significant lags into short-term interest rates relative to cyclical turning points (see monetary contraction markers in chap. 3).

      
        18.1. The Complicated Politics of an Incomes Policy and Stop-Go Monetary Policy

        The political dynamic that created the demand for “low” unemployment began with the fracturing of the social polity in the 1960s over the Vietnam War and a militant civil rights movement and urban riots. Keynesians had been waiting in the wings and promised to deliver such a policy with a policy of aggregate-demand management based on Phillips curve trade-offs relaxed by incomes policies.

        
          [image: ]

          
            Figure 18.1. Inflation and Inverse of the Markup

          
            Inflation is four-quarter percentage changes in the implicit price deflator for the nonfarm business sector. The inverse of the markup is the ratio of unit labor costs and the price level. Unit labor costs are total compensation divided by total hours worked for the nonfarm business sector. The price level is the deflator for the nonfarm business sector. The shaded areas indicate recessions. Heavy tick marks indicate the fourth quarter.

          
            Source: St. Louis FRED
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            Figure 18.2. Inflation and Labor’s Share of Income

          
            The labor income share is calculated as the ratio of compensation to employees over national income minus proprietors income. Inflation is annualized growth rates of the PCE price index before 1959 and the core PCE price index from 1959 onward.

          
            Source: St. Louis FRED

          
        
        The inflation of the second half of the 1960s itself added to the fracturing of society and created additional political pressures on monetary policy. The transition from a world of assumed price stability to one of inflation created by stimulative monetary policy produced destabilizing income transfers between workers and the owners of capital. Recovery from the 1960–61 recession and later a stimulative monetary policy in an environment of expected price stability raised the markup of businesses (lowered their unit labor costs by raising output per worker with little change in wages). However, the resulting redistribution from workers to firms could not last and reversed starting in early 1966 and especially in 1968 when the markup fell (figure 18.1). The counterpart to these markup changes appears in labor’s share of income, which declined through early 1966 and then rose sharply (figure 18.2). It was then natural for the business community to blame inflation on the wage-push pressures they were confronting caused by militant labor unions. Burns, who was the unofficial spokesman for the business community, became the foremost public advocate of incomes policies designed to moderate presumed wage-push inflation.

        Burns started his tenure as FOMC chairman with policy premised on the soft-landing strategy. The Fed could engineer a moderate amount of excess unemployment (unemployment above 4 percent) and produce a measured disinflation. In 1970, the Council of Economic Advisers stated the policy in the Economic Report of the President (57–58):

        
          The policy problem for 1970 is to take actions in the first half of the year which will place the economy on the sustainable path of moderately rising output and significantly declining inflation in the second half. . . . By mid-1970 the economy, after three quarters of very little increase of real output, would be producing significantly below its potential. Such a GNP gap places a downward pressure on the rate of inflation.

        

        Policy makers believed that policy could manage real aggregate demand to produce a desirable outcome between inflation and unemployment. The desirable outcome did not happen. The FOMC lowered the funds rate from 9 percent in February 1970, Burns’s first month as FOMC chairman, to 3.7 percent in February 1971 (figure 18.3). However, the unemployment rate rose steadily, reaching 5.9 percent in 1971Q2 and then remained stubbornly high near that plateau through 1972Q1 (figure 17.1). At 4.4 percent (PCE deflator) inflation remained near a plateau through 1971Q3 (figure 18.3).
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            Figure 18.3. Federal Funds Rate and Inflation

          
            Quarterly observations of the effective federal funds rate. Inflation is four-quarter percentage changes in the personal consumption expenditures (PCE) deflator. Shaded areas indicate NBER recessions. Tick marks indicate fourth quarter.

          
            Source: St. Louis FRED

          
        
        The economics profession and the Nixon administration, which was looking forward to the 1972 presidential election, were thrown into a state of consternation. In the 1960s, when a declining unemployment rate had neared 4 percent, inflation began a steady rise (figure 17.1). Samuelson and Solow (1960 [1966], 1344) had asked whether the Phillips curve was a “reversible behavior equation?” They and the profession believed that it was. Why then did not inflation decline as the unemployment rate rose? In a universal acclamation, the answer arose from the business community, the economics profession, the Nixon administration, and most importantly, Arthur Burns: “wage-push inflation.”

        Burns believed that the country needed him as a “councilor to the President” (Hetzel 1998, 26). He could heal the rift between labor and business by lowering inflation without significant unemployment. To do that, he needed an incomes policy. Also, Democrats attacked the administration for dealing with inflation by raising unemployment rather than through an incomes policy. Under the influence of George Shultz, who had started as labor secretary and had become head of the OMB (Office of Management and Budget), the Nixon administration had resisted calls for an incomes policy. However, as the 1972 election approached, Nixon needed an expansionary monetary policy to lower an unemployment rate above 4 percent. The dance then began between Nixon and Burns.

        Although by early 1971 the Fed was delivering the monetary acceleration desired by the Nixon administration, in May 1971 bond rates ceased declining and rose signaling an increase in inflationary expectations (figure 18.4). The administration feared that such an increase would frustrate an expansionary monetary policy. In congressional testimony, Burns (US Congress 1971, July 23, 252–54 and 259) challenged the administration to institute the controls he so much wanted:

        
          A year or two ago it was generally expected that extensive slack of resource use . . . would lead to significant moderation in the inflationary spiral. This has not happened. . . . The rules of economics are not working in quite the way they used to. . . . The increased militancy of workers . . . has probably led to wider and faster diffusion of excessive wage rate increases.
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            Figure 18.4. Bond Rate and Inflation

          
            Quarterly observations of annualized quarterly growth rates of the personal consumption expenditures deflator. From 1960 through 1977Q1, the bond rate is the twenty-year constant maturity Treasury bond yield and thereafter the thirty-year constant maturity yield. Shaded areas indicate recessions. Heavy tick marks indicate fourth quarter.

          
            Source: Board of Governors, Statistical Release H.15

          
        
        Nixon then brought Burns on board. Burns believed that controls would allow for the expansionary monetary policy required to lower the unemployment rate to 4 percent while also restraining inflation. Nixon would deliver wage and price controls in return for expansionary monetary policy. On August 15, 1971, at Camp David, Burns got the price controls for which he had lobbied. The 1972 US Economic Report of the President (56) could state, “After August 15 the success of the New Economic Policy became one more goal of monetary policy.”

      
      
        18.2. Lean-against-the-Wind with Trade-Offs or Stop-Go Monetary Policy: A Taxonomy

        Stop-go monetary policy took shape with the 1970 recession. The 1970 recession illustrated the characteristic restrictive monetary policy that preceded recessions. In response to rising inflation, the FOMC raised the funds rate persistently to a level sufficient to produce a monetary deceleration and create a recession (figures 16.1, 14.4 and 14.5). The FOMC maintained relatively high real rates of interest past the cyclical peak (figure 18.5, and table 3.11 in chap. 3).
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            Figure 18.5. Real Funds Rate and Commercial Paper Rate

          
            The real interest rate series is either the federal funds rate or the commercial paper rate minus the inflation forecast made by the staff of the Board of Governors in the Greenbook (later Tealbook). For a description of the series, see “Real Rate of Interest (Greenbook Forecasts)” in chapter 18 appendix. Forecasted inflation is for an overall index through 1979 and thereafter for a core index excluding food and energy. Shaded areas indicate recessions. Heavy tick marks indicate December FOMC meetings.

          
        
        A desire to lower inflation and the resulting contractionary monetary policy produced the following recessions: August 1957–April 1958, December 1969–November 1970, November 1973–March 1975, July 1981–November 1982, July 1990–March 1991, and December 2007–June 2009. As shown by the tables in chapter 3 of the monetary contraction marker, the level of short-term rates lags cyclical peaks. Although the FOMC never communicates in terms of trade-offs, in reality, this fact represented attempts to create a negative output gap to lower inflation. Contributing to the lag was a concern that a reduction in the funds rate consequent upon economic weakness would signal a lack of resolve to lower inflation and impede a reduction in expected inflation.

        The association of a reduction in the funds rate with a presumed willingness to accept inflation arose from the discretionary character of monetary policy. Absent an explicit, credible rule, the FOMC had to demonstrate its commitment through policy actions. Stephen Axilrod (1971, 23), later staff director at the Board of Governors, observed:

        
          Concentration on money market conditions in the operating paragraph of the directive has led both the Committee and the market at times to interpret these conditions as policy itself. . . . When this occurs, the System often tends to get locked in, because it feels that any change in money market conditions will be interpreted as a change in policy and, therefore, lead to overreactions by market participants and others. This is particularly true in periods, such as 1969, when abatement of inflationary psychology appeared to be the ultimate aim of monetary policy. With that aim, there seemed to be fear that any change in money market conditions would be interpreted itself as signaling a change in policy and thus would fuel inflationary psychology.

        

        In the November 1973–March 1975 recession, even with the intensification of the recession, the FOMC found it hard to lower the funds rate with high inflation (figure 18.3). After the July 14, 1974, FOMC meeting, the funds rate reached 13 percent, and real interest rates climbed back to cyclical highs (figure 18.5). Al Hayes, New York Fed president, stated (Board of Governors, FOMC Memorandum of Discussion, October 15, 1974, 64–66):

        
          Policy had to remain basically restrictive. . . . The Committee continued to be up against the old danger that modest slackening of monetary restraint might be overinterpreted by the market and might lead to an unwanted acceleration of inflationary expectations. . . . It was of crucial importance that the System not undermine the belief that it meant business about combating inflation.

        

        Attempts to create a moderate negative output gap to put inflation on a declining path never succeeded. Viewed as attempts to exploit a Phillips curve relationship, stop-go monetary policy demonstrated that monetary policy cannot exercise predictable control over real output.

        Figures 18.6 and 18.7 summarize the stop-go character of monetary policy in the decade and a half after 1965. Figure 18.6 measures the fall-off in consumption relative to trend that starts before a cyclical peak in the business cycle. In figure 18.7, deviations in consumption from trend appear as the dashed line. In the December 1969–November 1970 recession, the real rate of interest (the diamonds) rose prior to the cyclical peak of the business cycle and then remained at a cyclical high for most of the recession. With inflation remaining at its cyclical high, the FOMC was reluctant to lower the funds rate with the slowing of output (consumption) prior to the cycle peak (chap. 3, table 3.11). That interference with the operation of the price system created the monetary decelerations associated with stop-go policy.
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            Figure 18.6. Real Personal Consumption Expenditures and Trend

          
            Observations are the natural logarithm of monthly observations of real personal consumption expenditures (PCE) normalized using the value at the prior business cycle trough. Trend lines are fitted to these observations from the prior cycle peak to the subsequent cycle peak and extended through the subsequent recession. The business cycles with peaks at January 1980 and July 1981 are treated as a single recession. Shaded areas indicate recessions. Heavy tick marks indicate December. Data from the Commerce Department via Haver Analytics.

          
        
      
      
        18.3. Burns’s Juggling Act

        At Camp David on August 15, 1971, starting with a wage and price freeze, Burns got the controls he wanted.1 Ironically, the initial effect of the price controls program was to make monetary policy contractionary. Concerned about appearances, the FOMC left its funds-rate target unchanged while the announcement of controls lowered expected inflation and raised the real interest rate (figures 18.5 and 18.7). M1 growth declined (the low step in figure 14.5). Nixon wrote Burns reminding him of how he (Nixon) had lost the November 1960 election because of an increase in unemployment. “Many elections in this country have been determined because of an increase in unemployment which resulted in the voters turning out the party in power. I cannot think of one election where inflation had any effect whatever in determining the result” (Hetzel 2008, chap. 8, note 12). Despite especially intense opposition by the New York Fed, which was concerned about maintaining the new exchange-rate parities in the Bretton Woods system set in the fall, Burns forced through steady decreases in the funds rate. It fell from 5⅝ percent after the August 24, 1971, FOMC meeting to 3¼ percent after the February 15, 1972, meeting (figure 18.3).
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            Figure 18.7. Deviation of Real PCE from Trend, Short-Term Real Interest Rate, and Inflation: 1966–82

          
            “Deviation of real PCE from trend” is the difference between the actual values and trend lines shown in figure 18.6. Inflation is twelve-month percentage changes in the personal consumption expenditures deflator. The “Short-Term Real Interest Rate” is the commercial paper rate minus the corresponding inflation forecast made by the staff of the Board of Governors (figure 18.5). Shaded areas indicate recessions. Heavy tick marks indicate December. Data from Haver Analytics.

          
        
        Although money growth surged starting in early 1972 (figure 14.5), Burns opposed increases in the funds rate. He told the FOMC that an increase in the funds rate would lead to an increase in mortgage rates and prevent the Pay Board from keeping wage increases within its pay guidelines. Although Burns allowed the Fed to become enmeshed in the politics of controls, at the time, his actions could be rationalized as necessary to make the controls program a success. Apart from Milton Friedman and a few monetarists, that program enjoyed almost universal support. For example, Governor Brimmer (Board of Governors, FOMC Memorandum of Discussion, April 18, 1972, 448) told the FOMC:

        
          The significant point was that the Administration had decided at that time [August 15, 1971]—with the support of the Congress and the Federal Reserve—that the way to solve the problem of inflation was to apply direct controls rather than to slow the rate of economic growth and increase excess capacity. If more effective means of fighting inflation were needed, they should be sought in tighter controls . . . not through monetary policy.

        

        In 1972, expansionary monetary policy combined with controls generated high real growth and low inflation. M1 growth (fourth quarter to fourth quarter) was 8.4 percent and M2 growth 12.8 percent. Real GDP increased 5.1 percent while CPI inflation increased 3.2 percent, and the unemployment rate declined to 5.2 percent in December 1972. The 1973 US Economic Report of the President (63) boasted that “American anti-inflation policy had become the marvel of the rest of the world.” Encouraged, the administration moved to a relaxation of the controls in a Phase 3. However, in 1973 inflation soared with quarterly rates of CPI inflation of 6.4 percent, 8.6 percent, 8.2 percent, and 10.5 percent. The surge came primarily from the price of food and energy, which because their markets were international were not subject to controls.

        Although much of the commentary on this period has focused on whether the Fed lost its independence because of Burns’s relationship with Nixon (Ferrell 2013), an understanding of the monetary policy from this time should remain focused on the guiding spirit of inflation as a nonmonetary phenomenon. Accordingly, policy needed to target an amount of real aggregate demand that achieved the right balance between unemployment and inflation as informed by the Phillips curve and inferred from social preferences. The Board staff used the then standard version of the Samuelson and Solow (1960 [1966]) Phillips curve. At the April 17, 1973, FOMC meeting (Board of Governors, FOMC Memorandum of Discussion, April 17, 1973, 9–10), the Board staff commented:

        
          Mr. Black [vice president of the Richmond Fed] asked whether the trade-off between unemployment and the rate of advance in prices had become less favorable recently, so that a higher rate of price advance would now be associated with a reduction in unemployment to an acceptable level.

          [Charles Partee, senior economist, replied that according to “the Board’s econometric model”] calculations indicated that in the foreseeable future—over, say, the next 2 or 3 years—an unemployment rate in a 4½ to 5 per cent range was likely to be associated with a rate of price advance of 4 to 4½ per cent.

        

        The November 1973–March 1975 recession arose from the interaction of tight monetary control and an inflation shock produced by the combined effect of an oil price shock and a surge in inflation from the end of price controls. Although the FOMC had two-quarter benchmarks for M1 growth, it had ignored them. Beginning with the April 17, 1973, FOMC meeting, it began to restrain money growth by making the benchmarks bind. Dissatisfaction with a perceived unwillingness and inability to enforce the controls by the administration led Burns to see the responsibility for controlling inflation as resting with the Fed. He was unhappy with what he saw as lax enforcement of Phase 3 of the controls. More important, in spring 1973, Watergate had begun to erode Nixon’s moral authority as president and in Burns’s opinion Nixon’s ability to rally public support for the enforcement of controls. Burns (Board of Governors, FOMC Memorandum of Discussion, April 17, 1973, 91) told the FOMC, “Trust in government had declined dangerously. Those developments had increased the weight of the System’s obligations.” The Watergate drama would continue until Nixon’s resignation in August 1973. A year later, Burns (Board of Governors, FOMC Memorandum of Discussion, March 19, 1974, 139) told the FOMC:

        
          Governments were weak in all of the democratic countries. . . . Because weak governments could not cope with the problem of inflation, the task had become the inevitable responsibility of central banks. Although their ability to deal with inflation was limited, central banks were discharging that responsibility at present.

        

        In a letter to the president written June 1, 1973, Burns urged Nixon to reassert his leadership by decreeing a new price freeze (Burns Papers, Nixon File, Ford Library). Nixon followed his advice and on June 13, 1973, decreed a sixty-day price freeze with controls on agricultural exports. This time, however, with an overheated economy, the controls created shortages and eroded public support. Businessmen, who had initially supported controls, tired of the bureaucracy. With the end of the freeze, with Phase 4 of the controls, the administration began phasing out controls in a way intended to prevent a bulge in prices The controls lapsed on April 30, 1974.

        In October 1973, war broke out in the Middle East. Motivated by a desire for the United States to end the oil embargo through diplomatic means, Burns did not want the administration to believe that the Fed would offset the economic disruption. He therefore left the funds rate unchanged. Burns (Board of Governors, FOMC Memorandum of Discussion, November 19–20, 1973, 84, and January 22, 1974, 109) told the FOMC that

        
          any easing of policy at this time could prove mischievous, because it might well be interpreted as suggesting that monetary policy could make a significant contribution toward resolving current economic problems and thus lead to confusion and misdirected effort in the private economy and perhaps in the Government as well. . . .

          The economy was suffering from a shortage of oil . . . rather than a shortage of money.

        

        Until summer 1974, the FOMC concentrated on moving the funds rate to maintain moderate money growth. From 1973Q1 through 1974Q2, M1 growth almost equaled the FOMC’s target of 5.5 percent. In summer and fall 1994, below-target M1 growth called for a reduction in the funds rate. Burns, however, was trying to persuade Congress to accompany tax reductions with expenditure reductions and wanted to use funds-rate reductions as a bargaining chip (Board of Governors, FOMC Memorandum of Discussion, July 16, 1974, 60–61):

        
          Chairman Burns said his purpose could be simply stated. If the funds rate . . . were to decline . . . the drop would be likely to be interpreted by the market as an easing of Federal Reserve policy. Such an interpretation would be unfortunate. . . . In private conversations with both Administration officials and Congressmen, he had been urging that some steps be taken in the direction of fiscal restraint. . . . That possibility would be reduced if at this juncture the System were to take actions that were publicly interpreted as easing.

        

        At the September 1974, FOMC meeting Al Hayes (Board of Governors, FOMC Memorandum of Discussion, September 10, 1974, 58), New York Fed president, said that “fiscal restraint was not yet by any means assured, and a relaxation of monetary policy in advance of its realization could be taken as an implied reduction in the need for fiscal restraint.”

        Money growth declined significantly prior to and during the November 1973–March 1975 recession (figures 14.4 and 14.5). Despite shortfalls from the FOMC’s money targets, Burns was unwilling to lower the funds rate in the absence of congressional action to restrain spending. The funds rate peaked after the July 16, 1974, FOMC meeting at 13 percent (figure 18.3). The real rate of interest rose prior to the cycle peak, initially declined with the peak, and then recovered in late summer and fall 1974. Starting well before the cycle peak, real personal consumption expenditures declined steadily below trend. Inflation remained in double digits throughout 1974 (figure 18.7).

        Gerald Ford became president August 9, 1974, and Alan Greenspan became head of the CEA and Ford’s key economics policy maker. Burns and Greenspan, the latter having been a student of Burns’s at Columbia in the late 1940s, had much in common. Both believed the expectations of the businessman were essential. Increased business confidence would promote capital expenditures and hasten economic recovery. Both believed fiscal discipline was critical. The difference was that Greenspan and thus Ford would have nothing to do with incomes policies. With nothing to bargain for from the administration, monetary policy in the Ford presidency was disinflationary (see figure 20.1 on p. 426). That would change under Carter, when Burns would again have something to trade for with monetary policy.

        Jimmy Carter became president in January 1977. During the Carter presidency and for the remainder of his tenure as FOMC chairman, Burns concentrated on sustaining economic recovery. For Burns, that task required maintaining the confidence of the businessman. As Burns (Board of Governors, FOMC Transcript, January 17, 1978, 18) told the FOMC, “What happens in the sphere of profits—and what expectations are with regard to profits—is still the main driving force of the economy.” For Burns, those expectations made economic recovery fragile. At the trough of the recession, Burns (Board of Governors, FOMC Memorandum of Discussion, March 18, 1975, 69) had told the FOMC, “The recovery might appear to be so delicate, fragile and uncertain that it would be hard to face up to a course that would bring about rising interest rates.” Also, maintaining a lid on interest rates again became a bargaining chip even though money growth consistently exceeded the FOMC’s targets. Burns seemed to be making progress on inflation when, in April 1977, Carter announced a program “to convince labor and business to cooperate voluntarily in moderating price and cost increases” (Biven 2002, 130).

      
      
        18.4. G. William Miller

        G. William Miller became FOMC chairman in March 1978. He joined a thoroughly Keynesian Board of Governors with a thoroughly Keynesian staff. The statement of Board member J. Charles Partee (Board of Governors, FOMC Memorandum of Discussion, July 18, 1978, 26) in explaining why the FOMC had to accept above-target money growth to prevent interest rates from rising is representative. “The honest, rational, intelligent thing to do is to recognize that M1 growth has exceeded the target over a protracted period and that is because there has been a great deal of inflation in the system, which is induced by wage increases and government actions and things like that.” At the March 1978 FOMC meeting, President Willis of the Minneapolis Fed asked Chairman Miller, “What are the chances for an effective anti-inflation policy from the administration?” Miller answered, “If the administration doesn’t act, inflation will be left to the Federal Reserve and that is bad news.” As long as the unemployment rate was 6 percent or higher (figure 17.1), the Miller FOMC was unwilling to tighten monetary policy (Hetzel 2008, 124).

        That reticence changed briefly in fall 1978. In 1977, the US current account turned negative, and the dollar began to depreciate in late 1977. Under pressure from US domestic allies and public opinion, President Carter called for wage and price guidelines. Disappointed markets reacted adversely, and the dollar depreciated sharply. In coordination with the administration, the Fed and the Treasury intervened to buy dollars in the foreign exchange market, and the FOMC raised the funds rate. The real funds rate, which had been slightly negative or zero from 1975 through mid-1978, moved up to just above 2 percent in December 1978 (figure 18.5).

        However, in December 1978, OPEC announced an increase in oil prices of 14.5 percent. The dominant concern of the FOMC then changed to fear of recession. From its December 1978 value of 10 percent, the FOMC at its May 1979 meeting raised the funds rate only to 10.25 percent, where it remained until the August 1979 meeting, when Paul Volcker took over as chairman. CPI inflation rose from 9.5 percent at the end of 1978 and averaged 13.5 percent over the last three quarters of 1979. The inflation rate expected by the markets rose steadily and reached 10 percent in 1979Q1 (figure 13.1). Four-quarter M1 growth reached almost 8 percent in 1979Q3 (figure 14.4). The real funds rate, which had risen to 2.2 percent in November 1978, fell steadily, and by the July 1979 FOMC meeting, which was Miller’s last, it was slightly negative (figure 18.5).

      
      
        18.5. The Cost of Allowing Inflation to Emerge in Economic Recovery

        The stop phase of stop-go monetary policy arose from allowing inflation to emerge in the go phase. Reducing inflation was costly because of the need to reverse an increase in inflationary expectations. The Board’s econometric models quantified the cost in terms of a sacrifice ratio. In reference to the FRB/US model of the staff of the Board of Governors, Kiley et al. (2006) noted:

        
          Inflation is only modestly responsive in the short run to changes in resource utilization. Together these effects cause the long-run sacrifice ratio in FRB/US to be relatively large: Permanently reducing the inflation rate in FRB/US by 1 percentage point requires keeping the unemployment rate above the NAIRU by roughly a full percentage point for six years.

        

        Governor Yellen (Board of Governors, FOMC Transcript, July 2, 1996, 42) told the FOMC, “The sacrifice ratio in our new FRB-US model without credibility effects is 2.5, resulting in an output cost of about 5 percent of GDP per point of inflation [reduction].”

        The contractionary monetary policy required to reduce inflation necessitated increasing the unemployment rate. In the past, the FOMC has never been able to increase the unemployment rate in a measured, moderate way to achieve a soft landing, that is, spread a moderate amount of excess unemployment over an extended period of time. Instead, it has created a recession. Figure 18.8 plots the unemployment rate. The black squares demarcate increases in the unemployment rate that cumulated to 40 basis points or more and that did not immediately precede a business cycle peak or follow a business cycle trough. What is striking is the paucity of increases in the unemployment rate not associated with recession.2 The Volcker-Greenspan policy of preemptive increases in the funds rate during economic recovery to prevent the emergence of inflation recognized this reality.

        
          [image: ]

          
            Figure 18.8. Unemployment Rate and Rises Not Associated with Recession

          
            Monthly observations of the unemployment rate. The black squares demarcate intervals of increases in the unemployment rate that cumulate to 40 basis points or more and that do not immediately precede a recession peak or follow a recession trough. They fall on the following dates: November 1951, August 1952, February 1963, and July 1976. Shaded areas indicate recessions. Heavy tick marks indicate December.

          
            Source: St. Louis FRED

          
        
      
      
        18.6. Concluding Comment

        James Tobin’s views on inflation represented the prevailing belief that inflation was not caused by the Fed and rapid money growth. In a New York Times essay entitled “There Are Three Types of Inflation: We Have Two,” Tobin (1974) wrote: “Three decades of experience tell us that inflation is endemic to modern democratic industrial societies.” Tobin continued to “distinguish three types of inflation: a) ‘excess demand inflation,’ b) ‘the wage-price-wage spiral,’ and c) ‘shortages and price increases in important commodities.’” Tobin concluded that the 1970s inflation was a combination of the last two. The overwhelming Keynesian consensus held that nonmonetary forces drove inflation.

        Moreover, “excess demand inflation” need not arise from “too much money chasing too few goods.” In the Keynesian world, excess aggregate nominal demand can arise from government deficit spending, an investment boom, an export boom, and so on. Only later would economic models explain how the Fed can restrain real aggregate demand to equal potential with a monetary policy that allows the price system to work by keeping the real interest rate equal to the natural rate of interest. Aggregate nominal demand would then emerge as the sum of growth in potential real aggregate demand and trend inflation controlled by the Fed.

        As FOMC chairman, Paul Volcker brought inflation down and held it down without the need for periodic socially unacceptable increases in unemployment. The intellectual consensus then changed in favor of Milton Friedman’s belief that the price system works well in the absence of monetary disorder and that inflation is a monetary phenomenon. In the terminology employed here, the Fed abandoned the idea of “activist aggregate-demand management” and replaced it with “aggregate-demand maintenance.” With the latter, the Fed’s reaction function causes the real interest rate to track the natural rate of interest and thereby turns over to market forces the unfettered determination of real variables like employment and output. Credibility for price stability shapes the way that firms in the sticky-price sector set prices for multiple periods (Aoki 2001). Absent the noise from inflation determined in the flexible-price sector, aggregate nominal demand then emerges as the sum of market-determined potential real aggregate demand and monetary-determined inflation from the sticky-price sector.

        In his article “Poor Hand or Poor Play?” François Velde (2004) expressed the debate over the causes of the inflation and real instability in the 1970s in terms of either supply shocks (“Poor Hand”) or faulty monetary policy (“Poor Play”). The consensus in favor of the latter came only afterward with the policy of Paul Volcker, which abandoned inflation-unemployment trade-offs in favor of price stability (low, stable inflation).

      
      
        Appendix: Real Rate of Interest

        
          Real Rate of Interest (Livingston Forecasts)

          The Livingston Survey commenced in 1947 and is currently conducted by the Federal Reserve Bank of Philadelphia.3 Twice annually in June and December the survey publishes forecasts from about fifty business economists of the level of the CPI at six- and twelve-month horizons. The forecasts of inflation in the paper follow Carlson (1977). Carlson noted that the December survey is mailed early in November, when respondents have available the October CPI. The respondents forecast the level of the CPI for the following June. The forecast of inflation, therefore, is assumed to be the annualized rate of growth of the CPI over the eight-month period from October to June. Similarly, the inflation forecast based on the forecasted December level of the CPI for the following year is assumed to be the annualized rate of growth of the CPI over the fourteen-month period ending in December of the following year.

        
        
          Real Rate of Interest (Hoey Forecasts)

          Richard B. Hoey in “Decision Makers Poll” conducted irregularly timed surveys of inflation expectations when he worked, respectively, for Bache, Halsey, Stuart and Shields; Warburg, Paribus, and Becker; Drexel, Burnham, Lambert; and Barclays de Zoete Wedd Research. The first ten-year inflation forecast is from September 1978. The survey begins collecting shorter-term (approximately one-year) forecasts beginning in October 1980. The number of respondents varied between 175 and 500 and included chief investment officers, corporate financial officers, bond and stock portfolio managers, industry analysts, and economists. The survey dates are dates when the polls were mailed to Hoey. The survey was discontinued in March 1991, begun again in March 1993, and ended again definitively after five months.

        
        
          Real Rate of Interest (Philadelphia Fed Forecasts)

          The Survey of Professional Forecasters is currently conducted quarterly by the Federal Reserve Bank of Philadelphia. It was conducted formerly by the American Statistical Association and the National Bureau of Economic Research and began in 1968Q4. In 1981Q3, the survey began collecting forecasts of four-quarter rates of CPI inflation. In 1991Q4, it began to collect forecasts of CPI inflation over the next ten years.

        
        
          Real Rate of Interest (Greenbook Forecasts)

          The real interest rate is the difference between the commercial paper rate and Greenbook inflation forecasts. The Greenbook contains forecasts of the National Income and Product Accounts prepared by the staff of the Board of Governors before FOMC meetings. The maturity of the real rate varies from somewhat more than one quarter to somewhat less than two quarters. The commercial paper rate is for prime nonfinancial paper placed through dealers (A1/P1). The dates for the interest rates match the publication dates of the Greenbooks. From 1965 through 1969, interest-rate data are from the New York Fed release “Commercial Paper.” Subsequently, they are from the Board’s FAME database or from Bloomberg. From 1965 through April 1971, the paper rate is for four- to six-month paper. Thereafter, if there are fewer than 135 days from the Greenbook date to the end of the subsequent quarter, the three-month paper rate is used; otherwise, the six-month paper rate is used.

          Predicted inflation is for changes in the implicit GNP (GDP from 1992 on) deflator until August 1992. Thereafter, the fixed-weight deflator is used until March 1996. Thereafter, the GDP chain-weighted price index is used. A weighted-average inflation rate for the period from the Greenbook date to the end of the succeeding quarter is calculated from the Greenbook’s inflation forecasts for the current and succeeding quarter. The weight given to the current quarter’s inflation rate is the ratio of the number of days left in the current quarter to the number of days from the Greenbook date until the end of the succeeding quarter. The weight given to the succeeding quarter’s inflation rate is the ratio of the number of days in that quarter to the number of days from the Greenbook date until the end of the succeeding quarter. This weighted-average expected inflation rate is subtracted from the market rate of interest.

          In the 1960s, the FOMC usually met more than twelve times per year. For example, it met fifteen times in 1965. In order to make the real-rate series monthly through 1978, if there was more than one meeting per month, an observation was recorded only for the first meeting of the month. The FOMC met only nine times in 1979. (Because the October 6, 1979, meeting was unscheduled, there was no Greenbook, and no real rate is calculated for this date.) It met eleven times in 1980. Starting in 1981, it has met eight times a year. For this reason, starting in 1979, the observations of the Greenbook real-rate series are less frequent than monthly.

          The real-rate series begins in November 1965 because the Greenbook first began to report predictions of inflation for the November 1965 meeting. Until November 1968, for FOMC meetings in the first two months of a quarter, the Greenbook often reported a forecast of inflation only for the contemporaneous quarter. For this reason, for the following FOMC meeting dates, the real rate calculated is only for the period to the end of the contemporaneous quarter, not to the end of the succeeding quarter: November 23, 1965; January 11, 1966; February 8, 1966; April 12, 1966; May 10, 1966; June 7, 1966; July 26, 1966; November 1, 1966; December 13, 1966; January 10, 1967; July 18, 1967; October 24, 1967; November 14, 1967; January 9, 1968; February 6, 1968; April 30, 1968; May 28, 1968; July 16, 1968; October 8, 1968; October 17, 1972; and November 20–21, 1972. For these dates, the maturity of the interest rate used to calculate the real rate varies between one and three months. For other dates, the maturity varies between three and six months. For this reason, some of the variation in real rates reflects term structure considerations. This variation is a consequence of the fact that the FOMC meets at different times within a quarter and the Greenbook inflation forecasts are for quarters.

        
      
    
  
    
      
        [ Chapter 19 ]

        The Volcker Fed and the Birth of a New Monetary Standard

      
      
        Summary: In 1952, Paul Volcker became an economist at the New York Fed. His mentor there, Robert Roosa, later joined the Treasury in the Kennedy administration. Roosa brought Volcker to the Treasury, where in the 1960s as Treasury undersecretary for international affairs he helped manage the Bretton Woods system. Volcker believed that a strong dollar was the financial counterpart to American strength in the Cold War. His experiences at the Desk of the New York Fed and at the Treasury defending the external value of the dollar imbued him with the importance of expectations. In August 1979, Volcker succeeded G. William Miller as FOMC chairman.

        As FOMC chairman, Volcker rejected the 1970s policy of activist aggregate-demand management with its goal of “low,” stable unemployment achieved by allowing a “moderate” amount of inflation. By 1979, unhinged inflationary expectations made such a trade-off impossible. Inflation had ratcheted up over the course of successive business cycles, and inflationary expectations followed. By summer 1979, markets had come to anticipate that higher inflation would follow expansionary monetary policy. Volcker determined to recreate a stable nominal anchor for the dollar by recreating nominal expectational stability invariant to cyclical fluctuations and to transitory fluctuations in inflation.

        Initially, he tried to do so through substantive money targets, which did not drift upward as actual money growth exceeded targeted money growth. With the deregulation of interest rates in 1981, however, the monetary aggregate M1 lost its value as an indicator of monetary policy. Real M1 demand became interest sensitive so that when the economy weakened and market interest rates fell, real M1 demand increased. The corresponding increased growth in M1 then gave the wrong signal about the appropriate direction of short-term rates. Volcker created a stable nominal anchor in the form of consistency in policy directed toward low, stable inflation. That consistency created a stable nominal anchor in the form of nominal expectational stability: low, stable expected inflation.

        The 1970s monetary policy of activist aggregate-demand management assumed the feasibility of achieving “low” unemployment at a “moderate” cost in terms of inflation based on estimated Phillips curve trade-offs. The presumed counterfactual, which assumed cost-push inflation, was that a monetary policy focused on price stability would require regular recourse to socially unacceptable high rates of unemployment. Arthur Burns and his successor, G. William Miller, delivered the Keynesian experiment in activist aggregate-demand management. In his attempt to recreate the stable nominal anchor lost in the 1970s, Volcker delivered the monetarist/rational-expectations experiment. After the Volcker disinflation, the result was the Great Moderation.

      

      Paul Volcker understood the crucial role of expectations. In a way epitomized by Charlie Coombs (1976), head of the Foreign Exchange Desk at the New York Fed, central banks had traditionally viewed market speculation as destabilizing. Speculators attacked the exchange rates set by Bretton Woods and had to be fought. Volcker realized that unmoored expectations of inflation made expectations destabilizing. Breaking with the Keynesian consensus, he rejected the idea of a wage-price spiral driven by inflationary expectations given exogenously to the Fed. Volcker accepted central bank responsibility for disciplining inflationary expectations.

      In the Volcker-Greenspan era, the primary objective became low, stable inflation. The belief by both Volcker and Greenspan that this objective required nominal expectational stability imposed consistency on policy. Monetary policy became “rule-like.”

      
        19.1. Restoring a Stable Nominal Anchor

        In August 1979, when Volcker moved from president of the New York Fed to FOMC chairman, he had accepted that inflationary expectations had become destabilizing. The reason was that financial markets had come to expect that in recession an expansionary monetary policy would raise inflation. As a result, in recession, bond rates rose and defeated expansionary monetary policy. Countercyclical monetary policy that worked off Phillips curve trade-offs based on excess capacity in recession (an unemployment rate above the NAIRU) now destabilized expectations.

        In the past, the Fed had put the economy through recessions to lower inflation. Volcker knew that reducing double-digit inflation would require a recession. However, disinflation was not sufficient. To restore nominal expectational stability, the stop-go cycle had to end. For that to happen, the country had to endure a recession and a recovery without the stimulative monetary policy that in past cycles had revived inflation. Abandonment of Keynesian activist aggregate-demand management followed from Volcker’s acceptance of Fed responsibility for inflationary expectations and for stabilizing them over the business cycle.

        Acceptance of responsibility for inflationary expectations also rendered pointless whether inflation was cost-push or demand-pull. The source of a presumed wage-price spiral was irrelevant. The Fed had to get control of inflationary expectations, or they would pass into negotiated wage settlements and perpetuate inflation. Initially, Volcker instituted money targets to demonstrate the credibility of policy. A commitment to low money growth would assure sustained low inflation.

        After the Volcker disinflation, the Fed created a new monetary standard in which the nominal anchor constituted a rule that stabilized the expectation of the future price level. In doing so, the FOMC followed its traditional lean-against-the-wind procedures but implemented them in a way that removed the cyclical inertia in interest rates that had characterized the stop-go era. In the terminology used here, the FOMC went from LAW with trade-offs to LAW with credibility (chap. 14).

        With the 1970s policy of LAW with trade-offs, in the go phase, cyclical inertia in interest rates arose after the trough of recessions from a reluctance to raise rates because of the desire to stimulate economic activity. Stimulative monetary policy appeared as rapid money growth. In response to a subsequent rise in inflation, the FOMC raised interest rates steadily until the economy weakened. In stop phases, despite the weakening in economic activity, inertia arose from a reluctance to lower interest rates until inflation abated. Although the Fed never used the language of Phillips curve trade-offs, it followed a policy of stimulus in economic recoveries to eliminate a negative output gap followed by a policy of contraction as inflation rose to create a negative output gap. Milton Friedman associated the accompanying interest-rate inertia with procyclical money growth and argued that it created the business cycle rather than mitigated it. His argument was known under the rubric of “long and variable lags” (Friedman 1960, 87).

        Volcker looked to the behavior of bond rates as a test of whether policy was restoring nominal expectational stability. Sharp jumps (“inflation scares”) indicated that markets believed that the FOMC was implementing stimulative and ultimately inflationary monetary policy (Goodfriend 1993). The bond market vigilantes then pushed the FOMC into raising the funds rate early during the cyclical recovery from the 1982–83 recession. A clear demonstration of the new policy came with the May 1983 inflation scare. Despite an unemployment rate of 11 percent and falling inflation, the FOMC raised the funds rate when bond rates jumped. Over time, the Fed created a new nominal anchor in the form of a widespread expectation of low, stable trend inflation.

        The success of the Volcker-Greenspan standard (LAW with credibility) in contrast with the stop-go standard in which the FOMC had allowed high and rising inflation in an attempt to maintain “low” unemployment (LAW with trade-offs) changed the professional consensus. The foundation of the stop-go monetary policy of the 1970s rested on the Keynesian view of cost-push inflation setting off a wage-price spiral perpetuated by inflationary expectations untethered by monetary policy. Countering inflation driven by the exercise of market power by large corporations and labor unions to maintain price stability would require socially unacceptable high levels of unemployment. In contrast, a monetary policy resting on the foundation of nominal expectational stability assumed that inflationary expectations would conform to rule-like monetary policy. The exercise of monopoly power could cause a one-time change in relative prices but not persistent inflation.

        At the time, the outcome of the Volcker policy of disinflation followed by low, stable inflation was uncertain. It was not foregone that Congress and President Ronald Reagan would support Fed independence through disinflation and recession. There was little belief within the economics profession that disinflation followed by sustained low and stable inflation would be compatible with low unemployment. If the experiment had failed, the United States would have endured perpetual inflation beset by on-and-off price controls. A free market economy would have been the casualty.

      
      
        19.2. Creating a New Monetary Standard: LAW with Credibility

        The Volcker disinflation constituted one of the most significant monetary experiments in history, comparable to the gold standard reforms that ended hyperinflations in the 1920s (Sargent 1982). The dramatic disinflation shows in figures 18.3 and 18.4. Over time, the FOMC had to reduce the dollar expenditure of the public. Figure 19.1 shows four-quarter rates of growth of nominal and real GDP, and figure 19.2 shows the difference in these series, which is inflation measured by the GDP deflator. Over time, the difference shows the progress made in restoring near price stability.
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            Figure 19.1. Growth Rates of Nominal and Real GDP

          
            Quarterly observations of four-quarter percentage changes of real and nominal GDP. Shaded areas represent recessions. Heavy tick marks indicate fourth quarters.

          
            Source: St. Louis FRED

          
        
        Figures 19.1 and 19.2 show the dramatic experiment conducted by the Fed. Through the 1960s and 1970s, the Fed allowed the nominal (dollar) expenditure of the public to rise based on the belief that it was accommodating relatively high real growth and low unemployment. Starting with the Volcker disinflation, the Fed lowered nominal expenditure and maintained it at a relatively low level. Figure 19.2, which shows the difference between nominal and real expenditure, highlights the rise in inflation, the disinflation, and then the relative stability of low inflation.
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            Figure 19.2. Nominal GDP Growth Minus Real GDP Growth

          
            Quarterly observations of four-quarter percentage changes in nominal GDP minus four-quarter percentage changes in real GDP. Shaded areas represent recessions. Heavy tick marks indicate fourth quarters. Data from St. Louis FRED.

          
        
        The 1970s spirit of policy appeared in The 1979 Joint Economic Report (US Congress 1979, 45):

        
          Inflation . . . cannot be dealt with . . . through demand restriction alone without exacting intolerable costs in terms of lost output and high unemployment. . . . Clearly, demand restriction does not address supply-related inflation triggered by rising energy and food costs, increases in government regulation, substandard productivity gains, and a declining international value of the dollar—which is propelled onward by subsequent spirals of wages and prices attempting to keep up with each other.

        

        If this nonmonetary understanding of inflation were correct, monetary policy entailed an agonizing period-by-period choice of the extent to which to accommodate inflation by creating unemployment.

        Volcker challenged this perception through policy based on a commitment to sustain low, stable inflation. That commitment would discipline inflationary expectations. Supply shocks could pass into the price level but would not propagate as inflation. Untethered inflationary expectations would not power a wage-price spiral. Volcker (1980a, 3, 10, 11) explained how through credible commitment monetary policy would restore the stable nominal anchor lost in the 1970s:

        
          Our policy . . . rests on a simple premise—one documented by centuries of experience—that the inflationary process is ultimately related to excessive growth in money and credit. . . . The question I receive most frequently is . . . “Will the Fed stick with it?” . . . My own short and simple answer . . . is yes. “It” is restraint of the money supply. . . . One expectation that has come to be almost universally shared is that prices would move higher—and so long as that expectation is held it tends to become a self-fulfilling prophecy. . . . To break that cycle, we need to change expectations. One indispensable element in the process is singularly in the domain of the Federal Reserve—we must have a credible and disciplined monetary policy that is characterized by sustained moderation of growth in money.

        

        The visible commitment to achieving money targets committed the FOMC to raising interest rates by whatever extent necessary to lower inflation (Volcker 1994, 160). The new policy also had to be preemptive. Policy makers had to be willing to raise the funds rate significantly before the appearance of inflation.1

        At his first FOMC meeting as chairman in August 1979, Volcker made clear his commitment to creating credibility. It was essential that markets not associate a reduction in the funds rate with an eventual increase in inflation. Volcker (Board of Governors, FOMC Transcript, August 14, 1979, 21, 27) said:

        
          I am impressed myself by an intangible: the degree to which inflationary psychology has really changed. . . . That’s important to us because it does produce . . . paradoxical reactions to policy. . . . The ordinary response one expects to easing actions . . . won’t work if they’re interpreted as inflationary; and much of the stimulus will come out in prices rather than activity. . . . If a tightening action is interpreted as a responsible action . . . long-term rates tend to move favorably. . . . Economic policy in general has a kind of crisis of credibility. . . . Can we restore the feeling that inflation will decline over a period of time? . . . [Recession is] manageable . . . if long-term expectations are not upset . . . by any decline in interest rates.

        

        The FOMC raised the funds rate from 10.25 percent to 11 percent at its August 1979 meeting and then to 11.5 percent at its September 1979 meeting. In addition, the Board accepted an increase in the discount rate from 7.25 percent to 8 percent, but with three dissents on the seven-member Board. Later, Volcker (2001, 447) said that the deciding factor in the decision to move to new operating procedures was a divided Board. Credibility required a united Fed. That was not possible as long as debate took place over the level of the funds rate. On October 6, 1979, in a special, highly secret meeting, the FOMC adopted nonborrowed reserves operating procedures, which did not entail setting a target for the funds rate.

        The new operating procedures revived the free reserves procedures of the 1950s and 1920s (figure 6.1). Because Volcker had been at the New York Fed in the 1950s, he understood how they would work. He understood the endogenous determination of money market rates as the outcome of bank reserves supply and demand. Given lagged-reserves accounting with which required reserves depended on deposits with a two-week lag, reserves demand was given in the reserves accounting period. With the new procedures, the FOMC specified a target for nonborrowed reserves. It followed that borrowed reserves were then determined. Given reserves demand, the funds rate was determined as the sum of the discount rate and a surcharge reflecting the administrative cost imposed on banks for using the discount window. Strength in the rate of growth of M1 would increase bank deposits, increase reserves demand, and raise the funds rate by raising borrowed reserves (Hetzel 1982).

        Although Volcker billed the new procedures as operating automatically to control money with the funds rate determined by market forces, in practice, he exercised considerable discretionary control over the determination of the funds rate through changes in the discount rate (Cook 1989). Increases in the discount rate increased the funds rate one for one. Still, the medium was the message. Volcker wrote (Volcker and Gyohten 1992, 167–68):

        
          Among the most important [benefits] would be to discipline ourselves. Once the Federal Reserve put more emphasis on the money supply, not just by publicly announcing the target but by actually changing its operating techniques to increase the chances of actually hitting it, we would find it difficult to back off even if our decisions led to painfully high interest rates. More focus on the money supply also would be a way of telling the public that we meant business. People don’t need an advanced course in economics to understand that inflation has something to do with too much money.

        

        Only in retrospect did it become clear that the Fed would persist in a policy of disinflation and indeed that the Fed could control inflation without an unacceptably high rate of unemployment. There was no assurance that the political system would allow the Fed to maintain its independence through a severe recession. Credibility would require recovering from a recession without a revival of inflation. As it turned out, the Fed did not make headway in creating credibility until summer 1982. Initially, everything went wrong. Although Volcker’s achievement in initiating a new monetary standard was epochal, his tenure as FOMC chairman would start and end badly.

        The thirty-year bond rate, which was 9 percent in August 1979 when Volcker became FOMC chairman, rose to 9.9 percent in October 1979 and 12.3 percent in March 1980. In December 1979, the Soviet Union invaded Afghanistan. Bond rates rose over skepticism that President Carter would achieve a balanced budget despite increased defense spending (figure 18.4). For 1979, CPI inflation came in at 13 percent. At the time, Volcker was working with the administration on a budget that promised additional fiscal constraint. Being part of the team tripped Volcker up twice. First, he did not guide the FOMC into raising the funds rate in response to the December inflation scare evidenced by the increase in bond rates. Only in mid-February 1980 did the funds rate increase significantly. Second, and more serious, Volcker signed on to the Carter administration’s credit control program.

        With its promise of fiscal constraint, President Carter’s economic program had a conservative cast. His advisers, who wanted to balance it with a populist component, seized on credit controls. In 1969, Democrats wanting to embarrass Nixon for not acting on inflation and believing that he would not invoke the controls, passed the Credit Control Act. Volcker was negatively disposed to the program but felt that he had to go along after Carter had accepted his recommendation for a conservative budget (Hetzel 2008, 156). On March 14, 1980, the Board of Governors announced the Special Credit Restraint Program (SCRP).

        Prior to the SCRP, the economy had already begun to slow. The average of quarterly annualized rates of growth of real GDP declined from 6.2 percent from 1978Q2 through 1979Q1 to 1.9 percent from 1979Q2 through 1980Q1 (figure 19.1). Although the NBER cycle peak occurred in January 1980, the controls program sent the economy into a precipitous decline. The SCRP had complicated provisions for limiting the extension of credit by banks and money market funds (Schreft 1990). What counted, however, was the televised appeal by Carter asking the public to refrain from using credit. Volcker (2001, 448) later recounted:

        
          We put them [controls] on one day, with a big White House announcement by the President, and the economy collapses the next day. . . . To the very day, to the very week, there was a sharp reaction. Suddenly the stuff that was covered, like I guess automobile trailers or mobile homes, sales went to zero the next week. People were tearing up their credit cards and sending them in to the White House. “Mr. President we want to be patriotic.” Consumption just collapsed.

        

        Measured by the funds rate, monetary policy tightened prior to the SCRP. The funds rate rose from 10.2 percent after the July 11, 1979, FOMC meeting to 13.6 percent after the February 5, 1980, FOMC meeting (prior to introduction of the SCRP). After the March 18, 1980, FOMC meeting, which followed the introduction of the SCRP, the funds rate jumped to 17.8 percent. Although part of the increase reflected a 1 percentage point increase in the discount rate, most of the increase reflected credit stringency introduced by the controls. Banks feared the consequences of exceeding their credit limits. Because the FOMC was not directly controlling the funds rate, that fear increased credit stringency as reflected in the funds rate (Hetzel 1982). Like other recessions, the short-term real interest rate (funds rate) was at a cyclical high in the recession, going from −0.1 percent after the July 1979 FOMC meeting to 9.6 percent at the March 1980 meeting (figure 18.5). Unlike other recessions, however, the decline in money growth occurred with the peak in the business cycle rather than preceding it (figures 14.4 and 14.5).

        When it became clear that the economy was in recession, on July 3, 1980, the Board ended the SCRP program. The subsequent rapid recovery in the economy became evident to the FOMC only in fall 1980. The Board staff forecast basically unchanged real GDP while actual real GDP came in at 7.7 percent and 8.1 percent in 1980Q4 and 1981Q1, respectively (figure 14.9). M1 growth also surged with the four-quarter growth rates averaging 6.4 percent over the quarters 1980Q3 to 1981Q2 (figure 14.4).

        Despite genuine determination to break the cycle of go-stop monetary policy, the SCRP had initiated just such a cycle. As measured by bond rates, the Fed had lost credibility. In 1979, the thirty-year bond rate had reached a high of 10.5 percent. In 1981, it reached a high of 15.2 percent (figure 19.3). Volcker (2001, 449) explained what had happened in an interview:

        
          Volcker: The economy just took off as fast as it had gone down. Then we really got behind the eight ball. . . . It was a sad experience, because we basically lost . . . 8 months.

          Mehrling: So it took 3 years instead of 2 years before you could really change expectations.

          Volcker: Exactly.

        

        Volcker (1994, 148) repeated the assessment later, “It was . . . a mostly wasted year [for] restoring credibility in the attack on inflation.” The next time he would be in control. The funds rate went from 9 percent after the July 9, 1980, FOMC meeting to 20 percent after the May 18, 1981, meeting (figure 19.4, which shows quarterly averages).
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            Figure 19.3. Funds Rate and Bond Rate

          
            Monthly observations of the funds rate and the bond rate. Prior to 2000, the bond rate is the thirty-year Treasury constant maturity rate; thereafter, it is the ten-year Treasury constant maturity rate. Shaded areas indicate recessions. Heavy tick marks indicate December.

          
            Source: St. Louis FRED
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            Figure 19.4. Funds Rate and Nominal GDP Growth

          
            Quarterly observations of funds rate and four-quarter percentage changes in nominal GDP. Heavy tick marks indicate fourth quarter. Shaded areas indicate recession.

          
            Source: St. Louis FRED
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            Figure 19.5. Long-Term and Short-Term Real Treasury Security Rates

          
            The long-term real rate (Hoey) is the ten-year constant-maturity US Treasury bond yield minus the predicted ten-year inflation rate from the “Decision Makers Poll” conducted in the 1980s by Richard B. Hoey. Starting in October 1991, the long-term real rate (Philadelphia) is the ten-year constant-maturity US Treasury bond yield minus the predicted ten-year inflation rate from the Survey of Professional Forecasters. This survey is conducted quarterly by the Federal Reserve Bank of Philadelphia (formerly conducted by the American Statistical Association and the National Bureau of Economic Research) and measures expected CPI inflation for a ten-year horizon. The one-year real rate is monthly observations of the one-year constant maturity US Treasury yield minus predicted one-year-ahead inflation from Global Insight. For a description of the series, see chapter 18 appendix, “Real Rate of Interest.” Heavy tick marks indicate last observation of the year. Shaded areas indicate recession.

          
        
        When combined, the back-to-back recessions with cycle peaks in January 1980 and July 1981 exhibit the characteristics identified as the monetary contraction marker. The decline in real and nominal GDP started before the January 1980 cyclical peak (figure 19.1). Using the fall-off from trend in real personal consumption as a measure of the negative output gap, the economy entered a recession in January 1980 (figure 18.7). Figures 18.5 and 18.7 show the cyclically high level of short-term real interest rates in the back-to-back recessions. The short-term real interest rate (the real commercial paper rate) started rising strongly with the September 1979 FOMC meeting and peaked at 6.9 percent in March 1980 with the introduction of the SCRP. Figure 19.5 shows the cyclically elevated level of the one-year and long-term real rates of interest for the latter recession.

        The interaction between the FOMC’s nonborrowed (free) reserves procedures for targeting M1 and the decline in M1 with the introduction of the SCRP caused a sharp decline in interest rates that lasted from May 1980 through September 1980 with the one-year real interest rate slightly negative over this period (figures 14.4 and 19.5). Short-term real interest rates then resumed a sharp rise peaking in May 1981 with a real funds rate over 11 percent (figure 18.5). M1 growth, which had rebounded during the period of low real interest rates (May 1980 through September 1980), declined sharply in 1981. Growth in four-quarter (shift-adjusted) M1 went from 7.7 percent in 1981Q2, to 4.2 percent in 1981Q3, and 2.4 percent in 1981Q3 (figure 14.4).

        In fall 1982, the FOMC formally abandoned the nonborrowed reserves procedures adopted in October 1979. Although the primary concern was the instability in money demand that had emerged with deregulation, the immediate catalyst was a need to lower interest rates given the international debt crisis that had emerged in June 1982 when Mexico could no longer pay its dollar-denominated debt. Brazil and Argentina soon joined Mexico. To finance a current account deficit created by oil imports, these countries had taken short-term loans from the large money center banks. The combination of high interest rates and an appreciation of the dollar made it impossible to roll over their debts to the banks.

        In summer 1982, the FOMC began to lower the funds rate through reductions in the discount rate and increases in nonborrowed reserves. The bond market responded positively, and bond rates fell (figure 19.3). The FOMC had gained credibility through a significant decline in inflation underway since 1981Q2 (figure 19.6). The FOMC ceased lowering the funds rate in December 1982 when a reduction in the discount rate did not produce a reduction in bond rates.

        The FOMC formally abandoned its money targets in fall 1983. The Monetary Control Act of 1980 rendered money targets infeasible. By phasing out Regulation Q, the act phased out interest-rate ceilings on savings deposits and allowed payment of interest on checkable deposits (NOW accounts). Checkable deposits (the NOW accounts) gained the characteristics of money market instruments. Because banks change the interest rates they pay on their deposits sluggishly relative to interest paid on money market instruments, when money market rates of interest rise, investors withdraw funds from bank deposits. Similarly, when market rates decline, investors reintermediate those funds into bank deposits. Consequently, money growth declines in booms when market rates rise relative to bank deposit rates, and conversely. This countercyclical behavior of money growth sends misleading signals for the Fed’s interest-rate target. The Fed does not want to lower interest rates in a boom when money growth declines or raise rates in a recession when money growth rises.2

        It is possible to date the start of the new monetary standard to a particular FOMC meeting, May 1983. At that meeting, the data indicated that the economy had begun to recover from the recession. The March 23, 1983, Greenbook (Board of Governors, Tealbook [formerly Greenbook], I-1) had begun: “Incoming data confirm that the economy has begun to recover from the prolonged contraction. . . . Production and employment showed moderate gains on balance between December and February.” The May 18, 1983, Greenbook (I-1) began: “The recovery in economic activity recently has shown signs of greater vitality, with strong gains in production and employment in April.”
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            Figure 19.6. Fed Funds Rate and Inflation

          
            Quarterly observations of four-quarter percentage changes in the personal consumption expenditures deflator. Shaded areas indicate recessions. Heavy tick marks indicate fourth quarter.

          
            Source: St. Louis FRED

          
        
        Signs of incipient economic recovery, however, produced an inflation scare. On March 3, 1983, the ten-year Treasury rate had been 10.23 percent. On May 23, 1983, the day before the FOMC meeting, the rate had risen to 10.57 percent. The thirty-year bond rate went from 10.5 percent in April 1983 to 11.8 percent in August 1983 (figure 19.3). By all historical precedent, the FOMC should have left the funds rate unchanged. Signs of economic recovery were too recent to assure that the recovery would be self-sustaining. Core PCE (personal consumption expenditures) inflation had fallen steadily from a peak in February 1980 of 12.6 percent to 5.3 percent over the first four months of 1983 (figure 18.4). Although the unemployment rate had declined, it was still above 10 percent (figure 14.8). The May 1983 Greenbook reported:

        
          Labor demand is projected to continue to expand only gradually, in line with the moderate economic recovery projected. . . . As a result, the civilian jobless rate is projected to hover near 10½% through the middle of this year and then to decline slowly, remaining above 9% at the end of 1984.

        

        Finally, the LDC (less developed countries) debt crisis festered.

        Minnesota Fed president Gerald Corrigan (Board of Governors, FOMC Transcript, May 24, 1983, 27, 35–38) stated the issue while the FOMC split:

        
          Corrigan: Internationally, the case is overwhelming that we would be better off with lower interest rates and a lower exchange rate. . . . What will happen to bond rates if we do snug up a little, recognizing that they have already increased 50 basis points in the last two weeks? On the other hand, what would happen to bond rates if we didn’t do anything? . . . That is the $64 question.

          Solomon (N.Y. President): It will look as though we’re trying to spoil the recovery. . . . People are just not going to understand.

          Roberts (St. Louis President): . . . Snugging would be positively interpreted. . . . We would more likely to get a decline in [long] rates than an increase.

          Gov. Teeters: I have never seen the short-term rates go up without the long-term rates going up. . . . If we want the long rate down . . . we need to lower the federal funds rate, not increase it.

        

        The FOMC did raise the funds rate in steps from 8.5 percent at the March 1983 meeting, to 8.75 percent at the May 1983 meeting, to 9.375 percent at the July 1983 meeting, and to 9.5 percent at the August 1983 meeting. In doing so, the Volcker FOMC changed policy to being preemptive with respect to inflation. In the terminology here, LAW with trade-offs became LAW with credibility. Volcker (1983, 4–5, 7, 9, 11–12) told economists:

        
          The years of inflation . . . have understandably left deep scars. . . . As the economy grows . . . there will be stronger temptations to anticipate inflation. . . . Progress against inflation is . . . typically reversed in the second year of expansion, with further acceleration expected before the next recession. . . . The need remains to convey a sense of conviction. . . . Growth in nominal GNP and money and credit will need to be reduced over time. . . . Both our policy decisions . . . and your expectations . . . should be strongly conditioned by that broad objective and strategy—I am tempted to say by that “general rule.”

        

        In 1984, financial markets handed the FOMC another inflation scare. The thirty-year bond rate rose from 11.75 percent in January 1984 to 13.44 percent in June and remained high at 13.21 percent in July (figure 19.3). The recovery gained momentum with the four-quarter growth rate of real GDP for the quarters 1983Q4 to 1984Q3 averaging 7.3 percent (figure 19.1). Inflation also stopped declining with four-quarter PCE inflation averaging 4.3 percent over the quarters 1982Q4 to 1984Q2 (figure 19.6). The FOMC raised the funds rate from 9.375 percent after the January 1984 FOMC meeting to 11.625 percent after the August 1984 meeting. Given the perilous state of the financial system, those increases displayed the determination of the Volcker FOMC to master inflationary expectations. In May 1984, a run began on Continental Illinois, which had made loans to Penn Square in Oklahoma. Penn Square defaulted when oil prices declined. By August 1984, Continental had borrowed $7.5 billion from the Fed (Hetzel 2012a, chap. 9).

        Despite the noise created by the short stop-go cycle associated with the Carter credit controls initiated on March 15, 1980, and abandoned shortly afterward in July, the Volcker disinflation is the poster child for a recession caused by the FOMC engineering cyclically high real rates of interest and then maintaining them past the cycle peak. This pattern, labeled here the monetary contraction marker, appears in table 3.14 in chapter 3 for the recession with the cyclical peak in 1981Q3. Figure 18.5 shows the real rate of interest, and figures 14.4 and 14.5 show the monetary deceleration.

      
      
        19.3. The Louvre Accord

        The Volcker era ended with expansionary monetary policy out of concern for the foreign exchange value of the dollar (Hetzel 2008, chaps. 14 and 17). With the Louvre Accord in early 1987, the FOMC became reluctant to raise the funds rate out of a desire to encourage stimulative policy in Germany and Japan. Inflation trended down in the first part of the 1980s but rose starting in 1987 (figure 19.6). A full return to near price stability and credibility fell to the Greenspan FOMC.

        In an effort parallel to that of producing disinflation, Volcker worked to protect the solvency of the large money center banks in New York as well as the Bank of America. For a while, he seemed successful, but then everything started to unravel in 1985 and 1986. The seeds of the problem sprouted in the 1970s with OPEC-engineered rises in the price of oil. The OPEC countries, which ran current account surpluses, placed their oil revenues in large money center banks, which lent the funds to the LDCs (less developed countries) importing oil and running current account deficits. That LDC debt became unmanageable with the rise in interest rates and the appreciation of the dollar in the early 1980s. Volcker promoted IMF loans to the LDCs, which the LDCs used to make the interest payments on their debt. The longer-run solution was supposed to be internal reform in the LDCs to reduce structural internal deficits and to increase their exports to generate the foreign exchange required to repay the IMF lending. Protectionism in developed countries impeded the ability of the LDCs to increase their exports.

        The United States economy recovered more rapidly than the economies of the other OECD countries, which remained focused on disinflation. As a result, the United States incurred large current account deficits. The appreciation of the dollar associated with capital inflows due to the Reagan tax cuts, which reduced taxes on capital, reduced US exports. Protectionist sentiment grew in Congress. Unchecked, US protectionism would limit the ability of the LDCs to export and repay their debts to the money center banks and to the IMF. Volcker wanted the developed countries, especially Germany and Japan, to pursue stimulative policies, which would expand their economies and increase their imports.

        In return, these countries wanted a lower US government deficit. The prevailing belief was in the “twin deficits.” A large government deficit produced capital inflows that created a current account deficit and a strong dollar. The LDC debt crisis festered, and in early 1987 Brazil threatened to default on its debt. Domestic and international pressures in favor of a depreciated dollar and lower interest rates in the United States increased. The initial response was the Plaza Accord, signed in September 1985, designed to depreciate the dollar through foreign exchange intervention. The dollar did depreciate, but the depreciation did not eliminate the US current account deficit. The result was the Louvre Accord. Ultimately, it set off a developed-country go-stop cycle.3

      
      
        19.4. A Graphical Overview of Monetary Policy in the Great Moderation

        Formula 19.1 summarizes the consistent part of the Volcker-Greenspan monetary policy:

        
          (19.1) it = it−1 + α(πte − π*) + βΔRUt α, β > 0,

        

        where it is the funds rate, πte is expected inflation, π* an implicit inflation target, and ΔRUt an estimate of the persistent change in resource utilization. It captures a growth gap—the extent to which output is growing faster (slower) than potential output. Formula 19.1 should be understood in the context of the Volcker-Greenspan era before the Fed earned credibility. That is, expected inflation, πte, did not come from the FOMC’s rule but was a positive function of actual inflation and the growth gap, ΔRUt.

        In a later formulation (equation 29.1, in chap. 29) for a regime of complete credibility, the latter two right-hand-side variables are expressed as the FOMC’s forecasts. Also, the later formulation includes an output gap missing in formula 19.1. Not until after 1994, when the Fed finally established credibility for price stability, could the FOMC respond to emergence of a negative output gap with sharp reductions in the funds rate. It did so in in the 2001 recession when it lowered the funds rate from 6.5 percent in December 2000 to 1.75 percent in December 2001 with no adverse reaction from bond markets.

        With formula 19.1, the FOMC moves the funds rate away from its current value in response to a growth gap (the difference between “actual” and “sustainable” real growth) and a credibility gap (the difference between expected inflation and the FOMC’s implicit inflation target). Figure 19.7 plots proxies for actual and sustainable real growth (GDP). The proxy for actual real growth comes from forecasts contained in the Greenbook. For FOMC meetings in the first or second month of the quarter, it is the forecast of growth for the contemporaneous quarter. For FOMC meetings in the last month of the quarter, it is the forecast for the succeeding quarter. The proxy for “sustainable” real growth uses longer-run Greenbook forecasts for real output growth. For FOMC meetings in the first five months of the year, it is the forecasted value in the January Greenbook for growth between the fourth quarters of the prior year and current year. For the remainder of the meetings, it is the annualized two-quarter growth rate in the June Greenbook for growth between the second and fourth quarters of the current year. Although these figures are forecasts, they are contingent on a funds rate path consistent with maintaining the staff’s best guess of the inflation rate the FOMC considers acceptable. They are taken as proxies for sustainable growth.
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            Figure 19.7. Actual and Sustainable Real Output Growth

          
            Actual real output growth is an estimate of the annualized quarterly rate of growth of real output (GNP before 1992, GDP thereafter) available at FOMC meetings. If an FOMC meeting is in one of the first two months of a quarter, it is for the contemporaneous quarter. If the meeting is in the last month of a quarter, it is for the succeeding quarter. Sustainable growth is a longer-run forecast of real output growth from the Greenbook. For the first three FOMC meetings in a year, it is the real output growth predicted to occur over the four-quarter period ending in the fourth quarter found in the January Greenbook. For the remainder of the meetings, it is the two-quarter annualized growth rate ending in the fourth quarter found in the June Greenbook. Observations correspond to FOMC meetings. Heavy tick marks indicate December FOMC meeting.

          
        
        Figure 19.8 plots changes in the funds rate and the growth gap (the difference between the actual and sustainable growth proxies from figure 19.7). Diamonds mark instances of funds-rate increases not associated with positive growth gaps—inflation scares. As shown in table 19.1, a regression of changes in the funds rate on the growth gap shows a statistically significant relationship (regression from Hetzel 2008, table 21.1, 265). As a proxy for the credibility gap, the regression uses changes in bond rates, which are also statistically significant. The bond-rate variable is set to zero after 1995. Establishment of credibility after the 1994 inflation scare caused the bond rate to lose its explanatory power. The regression runs from February 1983 through December 2001. A positive correlation exists between changes in the funds-rate target and the two independent variables: the growth gap and bond-rate changes.4

        Table 19.1. A Funds-Rate Reaction Function
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        Notes: Δ FR is the change in the funds rate following FOMC meetings. GG is the growth gap: the difference between actual and sustainable real output growth shown in figure 19.8. MISSI is the difference between “actual” and “targeted” inflation. It is calculated analogously to the calculation of the growth gap. Δ BR is the change in the thirty-year bond rate from the day after the prior FOMC meeting to the day prior to the FOMC meeting and is set equal to zero after 1995. Δ BRL1 is the lagged value of the change in the bond rate. Inflation predictions are for the implicit GNP deflator prior to 1988, CPI less food and energy from 1989 through May 2000, and PCE less food and energy chain-weighted price index thereafter. Parentheses enclose t-statistics. CRSQ is the corrected R-squared; SEE, the standard error of estimate; DW, the Durbin-Watson statistic; and DF, degrees of freedom. Absolute values of t-statistics are in parentheses.
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            Figure 19.8. Growth Gap and Funds Rate Changes

          
            The growth gap is the difference between the actual and sustainable values shown in figure 19.7. Left scale is for the 1980–82 period. Right scale is for the subsequent period. The funds rate is the target set at FOMC meetings. Changes in the funds rate are multiplied by three. Diamonds mark the following dates: (1) March 1980; (2) May 1981; (3) February 1982; (4) August 1985; (5) May 1987; (6) February 1989. Heavy tick marks indicate December FOMC meetings.

          
        
      
      
        19.5. A New Monetary Standard

        The FOMC chairmanships of Volcker and Greenspan created a new monetary standard. It emerged because each accepted responsibility for the inflationary expectations of the public. Acceptance of that responsibility imposed an underlying consistency on monetary policy that precluded any attempt to exploit Phillips curve trade-offs between inflation and unemployment. Compare the statements of each. Volcker (1980b, 4) observed:

        
          The idea of a sustainable “trade off” between inflation and prosperity . . . broke down as businessmen and individuals learned to anticipate inflation, and to act in this anticipation. . . . The result is that orthodox monetary or fiscal measures designed to stimulate could potentially be thwarted by the self-protective instincts of financial and other markets. Quite specifically, when financial markets jump to anticipate inflationary consequences, and workers and businesses act on the same assumption, there is room for grave doubt that the traditional measures of purely demand stimulus can succeed in their avowed purpose of enhancing real growth.

        

        Greenspan (US Congress 1993a, 55–56) observed:

        
          The effects of policy on the economy depend critically on how market participants react to actions taken by the Federal Reserve, as well as on expectations of our future actions. . . . The huge losses suffered by bondholders during the 1970s and early 1980s sensitized them to the slightest sign . . . of rising inflation. . . . An overly expansionary monetary policy, or even its anticipation, is embedded fairly soon in higher inflationary expectations and nominal bond yields. Producers incorporate expected cost increases quickly into their own prices, and eventually any increase in output disappears as inflation rises.

        

        In the 1970s, the policy-making and professional consensus prevailed that inflation arose from cost-push inflation propagated through a wage-price spiral. The inflationary expectations that drove the spiral emerged out of a competition among large corporations and unions with market power that competed to increase their share of a given economic pie. This expectational environment presumably forced the Fed into making painful choices between unemployment and inflation. The monetary control required for price stability would require socially harmful “high” interest rates that would punish housing and implement price stability “on the backs of the workers.” The result was “stagflation”—the combination of high inflation with no payoff in the form of lowered unemployment.

        Monetarists challenged this nonmonetary theory of inflation. According to Milton Friedman, the monetary control required for price stability would allow the price system an unfettered ability to work to provide for economic stability. Starting with Robert Lucas, under the banner of rational expectations, a small group of economists attributed stagflation to a lack of central bank credibility for the control of inflation. Although monetarists and rational-expectations adherents constituted a small minority in the 1970s, the success of the Volcker disinflation altered profoundly the intellectual environment. The argument conducted by Keynesians about whether inflation arose from aggregate-demand (demand-pull) or cost-push pressures with the implication that incomes policies should be used to deal with the latter lost relevance when the Volcker FOMC simply accepted responsibility for inflation. Nonmonetary theories of inflation lost relevance when Volcker demonstrated that the central bank could control inflation without periodic recourse to “high” unemployment. The demonstrated success of central bank control of inflation through consistent application of policy (a rule) gave credence to the ideas of Lucas (1972 [1981]; 1976 [1981]; and 1980 [1981]) and of Kydland and Prescott (1977).

        A preemptive monetary policy focused on preventing the emergence of inflation implied a reaction function for the funds rate that caused the real funds rate to track the economy’s natural rate of interest. Such a monetary policy contrasted with the activist aggregate-demand management of the stop-go era in which the FOMC effectively moved the short-term real interest rate relative to its natural value in an attempt to control a trade-off between inflation and output. Monetary policy went from superseding the working of the price system to allowing it to work unimpeded.

      
    
  
    
      
        [ Chapter 20 ]

        The Greenspan FOMC

      
      
        Summary: Under Paul Volcker and Alan Greenspan, the monetary standard evolved toward LAW with credibility. With these procedures, the FOMC moves the funds rate in a measured but persistent way to counter unsustainable strength or weakness in the economy subject to the discipline that bond markets believe that those changes will cumulate to whatever extent required to maintain price stability. Like Volcker, Greenspan believed in the fundamental necessity of monetary policy to shape inflationary expectations. Coming out of the 1990 recession, he lowered the funds rate only cautiously because the inflation premiums built into bond rates were inconsistent with his goal of returning to price stability. The strong funds-rate increases in 1994 were the FOMC’s decisive response to an inflation scare and the need to establish credibility. Credibility allowed Greenspan to depart from these procedures at the time of the Asia crisis, but in the context of his entire tenure the departure was brief.

        Like Volcker, Greenspan wanted to create a monetary standard characterized by expectational stability for prices. To this end, Greenspan treated the inflation premium in long-term bond rates as an intermediate target. A stable nominal anchor in the form of expectational stability for prices required elimination of a positive correlation between cyclical strength in the economy and expected trend inflation. Similarly, it required elimination of a positive correlation between inflation shocks and expected trend inflation. Restoration of nominal expectational stability required the implementation of monetary policy through a consistent strategy. The result was reduced variability in both inflation and real output relative to the stop-go period.

        Because central bankers operate in the money market, they naturally seek expectational stability. However, is the central bank responsible for the expectational stability of asset prices or of goods prices? By choosing the latter, William McChesney Martin moved the Fed away from real bills views. Burns also placed great weight on inflationary expectations, but he wanted fiscal policy and incomes policies to control them. Volcker brought the Fed back to Martin’s choice of using inflationary expectations in financial markets as the canary in the coal mine. The desire to restore nominal expectational stability imposed a discipline on monetary policy in the Volcker and Greenspan eras.

      

      Alan Greenspan was a student of Arthur Burns in the late 1940s at Columbia University. Greenspan understood the world through the NBER framework of Burns and Mitchell with cyclical fluctuations driven by the psychology of the businessman. Greenspan’s defining difference from Burns was his libertarian view making unacceptable the control of inflation through interference with the price setting of firms. Although Greenspan at the time of the Asia crisis departed from the policy labeled here “LAW with credibility,” which takes price stability as the goal of a central bank, the departure was brief. His desire to achieve the nominal expectational stability he associated with the gold standard imposed a rule-like consistency to policy that restored credibility for price stability.

      Greenspan (US Congress 1999a, 61) testified to Congress: “Our current discretionary monetary policy has difficulty anchoring the price level over time in the same way that the gold standard did in the last century.” Greenspan (US Congress 1993b, 47–49) testified: “The process of easing monetary policy . . . had to be closely controlled and generally gradual because of the constraint imposed by the marketplace’s acute sensitivity to inflation. . . . The role of expectations in the inflation process is crucial.”

      Greenspan was FOMC chairman from August 1987 to January 2006. His great achievement was to finish the work of Paul Volcker by creating a monetary standard with a stable nominal anchor. To achieve that goal, he initiated the recession with a July 1990 cycle peak. In 1994, with dramatic increases in the funds rate in response to an inflation scare, he restored Fed credibility for near price stability. In response to the Asia crisis, Greenspan initiated a mini-go-stop cycle, with the 2001 recession the stop phase of monetary policy. The departure from a policy focused on price stability was a brief one, however. Figure 20.1 shows how Paul Volcker and Alan Greenspan restored the price stability lost in the prior stop-go era of monetary policy.

      
        20.1. Restoring a Stable Nominal Anchor

        The desire to restore the nominal expectational stability lost in the stop-go era imposed an overall consistency on monetary policy in the Greenspan era. That consistency is summarized here as LAW with credibility. Greenspan (2005, 2) said, “The Federal Reserve and most other central banks generally pursue price stability and, consistent with that goal, ease when economic conditions soften and tighten when they firm.” Until the early 1990s, Greenspan and the FOMC set target ranges for M2 to establish credibility for restraining growth in aggregate nominal demand over time to return to price stability. When M2 demand became unstable, Greenspan watched aggregate nominal demand. Greenspan (Board of Governors, FOMC Transcript, November 17, 1992, 45–46):

        
          [image: ]

          
            Figure 20.1. Headline and Core PCE Inflation: 1960–2020

          
            Quarterly observations of four-quarter percentage changes in headline and core personal consumption expenditures (PCE) deflator. Shaded areas indicate recessions. Tick marks indicate fourth quarter.

          
            Source: St. Louis FRED

          
        
        
          There is no debate within this Committee . . . that a non-inflationary environment is best. . . . We have seen that to drive nominal GDP, let’s assume at 4½ percent, in our old philosophy we would have said that [requires] 4½ percent growth in M2. . . . I’m basically arguing that we are really . . . using a nominal GDP goal of which the money supply relationships are technical mechanisms to achieve that.

        

        Concern for the behavior of bond rates also provided consistency. Greenspan (US Congress 1993a, 55–56) testified:

        
          The [Humphrey-Hawkins] Act . . . requires the Federal Reserve “to promote effectively the goals of maximum employment, stable prices, and moderate long-term interest rates.” The goal of moderate long-term interest rates is particularly relevant. . . . Lower intermediate- and long-term interest rates and inflation are essential to the structural adjustments in our economy and monetary policy thus has given considerable weight to helping such rates move lower.

        

        LAW with trade-offs became LAW with credibility in the Volcker-Greenspan era because of the rejection of attempts to trade off between output gaps and inflation. Such attempts would have revived the association created in the prior stop-go era between activist aggregate-demand management and inflation. Price stability required a preemptive monetary policy. Indicative of the change was the transformation of the unemployment rate from a target to an indicator. Greenspan (US Congress 1999c, 16) testified: “Focusing on a specific unemployment rate as an economic goal . . . is very shortsighted. I think what you try to do is to get maximum sustainable growth. . . . What unemployment rate falls out as a consequence of that policy . . . would be the appropriate unemployment rate.”

        Similarly, Greenspan (US Congress 1999c, 44) testified:

        
          Surges in economic growth are not necessarily unsustainable—provided they do not exceed the sum of the rate of growth in the labor force and productivity for a protracted period. However, when productivity is accelerating, it is very difficult to gauge when an economy is in the process of overheating. In such circumstances, assessing conditions in labor markets can be helpful in forming those judgments. Employment growth has exceeded the growth in working-age population this past year by almost ½ percentage point. . . . It implies that real GDP is growing faster than its potential. . . . There can be little doubt that, if the pool of job seekers shrinks sufficiently, upward pressures on wage costs are inevitable, short . . . of a repeal of the law of supply and demand.

        

        The focus on growth gaps constrained the FOMC’s reaction function to move the funds rate in a way that tracked the natural rate of interest.

      
      
        20.2. A Rocky Start with Louvre and the 1987 Stock Market Crash

        The Louvre Accord turned into a landmine for Greenspan (Hetzel 2008, chap. 14). Under the agreement, as desired by the United States, the countries with large current account surpluses, Germany and Japan, would stimulate their economies to increase imports. In return, the United States would reduce its fiscal deficit. All the signatories, including Germany, Japan, Canada, France, and Britain, agreed to intervene in the foreign exchange markets to prevent additional depreciation of the dollar. However, the foundation was structurally flawed.

        The US commitment in the form of Gramm-Rudman to reduce the deficit appeared to support the agreement. However, domestic politics upended Gramm-Rudman. A Supreme Court decision invalidated the requirement for automatic spending cuts. The Republican administration feared that congressional Democrats would use it to force a tax hike and cuts in the defense budget. Congress drew from a deep bag of tricks to prevent spending cuts. Also, Louvre effectively required that the behavior of the US economy not require the Fed to raise interest rates. Higher rates in the United States would cause the dollar to appreciate. The other side of that was a depreciation in the German mark, which the Bundesbank disliked because of the belief that it would cause inflation in Germany. To complicate the situation, the Japanese wanted a weaker yen to stimulate exports. However, the US Treasury did not want the Japanese to believe that would occur through a hike in US rates rather than a reduction in Japanese rates.

        The complicated fabric of the Louvre Accord began to unravel in spring 1987. The dollar had ceased depreciating with the announcement of the Accord on February 22, 1987. Depreciation resumed, however, when the United States threatened Japan with 100 percent tariffs on its electronic products. Dollar depreciation revived fears of inflation in the bond market. Depreciation also threatened the capital inflows from Japan that supported the bond and equity markets. The inflation scare began in April 1987 when the thirty-year bond rate rose from 7.4 percent at the beginning of the year to 8.5 percent. Unlike previous inflation scares, the FOMC responded with only a limited increase in the funds rate (figure 19.3).

        Volcker later expressed regret at not having raised the discount rate (Volcker and Gyohten 1992, 284). However, the politics of Louvre stood in the way. The Treasury and the Fed wanted to pressure Germany and Japan to lower their interest rates and did not want to send a contradictory message with higher domestic rates. During the inflation scare, President Reagan surprised markets by failing to reappoint Volcker. Instead, he appointed Alan Greenspan as Board of Governors chairman. Although he had been Gerald Ford’s head of the CEA, at this time Greenspan lacked Volcker’s stature, and markets feared he would not be independent of the administration. Such transition issues always arise when there is no rule to guarantee continuity across different leadership.

        The rise in bond rates that preceded the stock market crash on October 19 warned of an inflation scare that the Fed failed to address. The New York Times (Wyatt 1997, sec. 3, 1) later quoted then governor Wayne Angell:

        
          By the time Federal Reserve policy makers agreed that inflation was picking up again, “we were behind the curve,” Mr. Angell said. . . . Mr. Greenspan took office in mid-August and the Fed finally raised rates on Sept. 4, but by then world markets had lost confidence in its resolve. “I think there was a question about the Federal Reserve’s credibility,” Mr. Angell said. “The 30-year bond rate would not have been able to rise will above 10 percent without some people making pretty heavy bets that monetary policy would not be able to bring inflation down.”

        

        Greenspan responded to the rise in bond rates by raising the funds rate by ¾ of a percentage point to 7⅜ percent at the September 1987 FOMC meeting. The thirty-year bond rate, however, continued to rise peaking at 10.25 percent on October 19. Louvre crashed on October 15 when Treasury Secretary Baker threatened to depreciate the dollar in retaliation for the unwillingness of Germany to lower interest rates. The dollar depreciated. The willingness of the US Treasury to threaten a depreciation of the dollar backfired. The threat disrupted capital inflows from Japan and produced higher bond rates. Governor Angell (Wall Street Journal 1994) said later, “The precipitating factor in the 1987 stock market crash was the notion that the administration would accept a depreciating currency.” The high level of bond rates left the stock market overvalued. Figure 20.2 shows the ten-year bond yield and the ratio of forecasted earnings for the S&P 500 companies to the S&P 500 price index. The market crash appears in the sharp rise in the S&P 500 E/P ratio in late 1987.

        Because of Louvre, the FOMC was slow to respond to a pickup in nominal GDP growth. From 1986Q4 to 1987Q4, nominal GDP growth rose from 3.7 percent to 5.9 percent while the funds rate rose only from 6 percent to 6.8 percent (figure 19.4). The FOMC feared a slowdown in the economy because of the stock market crash. Greenbook forecasts of growth fell to just under 1.5 percent (figure 14.9). The FOMC lowered the funds rate from 7⅜ percent after the September 1987 FOMC meeting to 6½ percent after the February 1988 meeting. The real funds rate fell to 1.9 percent with the March 1988 FOMC meeting (figure 18.5). However, strength in output growth flat footed the FOMC with four-quarter rates of growth of real GDP averaging 4.3 percent over the quarters 1987Q4 through 1988Q3. Inflation (four-quarter core PCE) went from 2.8 percent in 1987Q1 to 4.7 percent in 1989Q1 (figure 20.1). That rise significantly increased the difficulty the Greenspan FOMC would confront in returning to price stability.
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            Figure 20.2. S&P 500 Earnings/Price Ratio (Forward) and Ten-Year Treasury Bond Yield

          
            The bond yield is the ten-year Treasury constant maturity yield. The earnings-price ratio is the I/B/E/S International Inc. consensus estimate of earnings over the coming twelve months divided by the S&P 500 price index. Observations are monthly and reflect midmonth prices.

          
        
      
      
        20.3. The 1990 Recession, the Jobless Recovery, an Inflation Scare, and Finally Credibility

        By the March 1988 FOMC meeting, it had become obvious that the feared slowdown subsequent to the stock market crash had not occurred, and that the economy was growing strongly (figures 14.9 and 20.3). Moreover, markets handed Greenspan an inflation scare with the thirty-year bond rate going from 8.4 percent in February 1988 to 9.2 percent in April 1988. Greenspan had to pursue his goal of restoring price stability with these handicaps. Early in 1989, Greenspan (US Congress 1989, February 22, 167–68) told Congress, “Let me stress that the current rate of inflation, let alone an increase, is not acceptable, and our policies are designed to reduce inflation in coming years. This restraint will involve containing pressures on our productive resources.”

        The 1990 recession displays the hallmarks of contractionary monetary policy labeled as the monetary contraction marker (table 3.15 and figure 20.3). With the March 1988 FOMC meeting, Greenspan began to raise the funds rate. It went from 6½ percent at the February 1988 meeting to 9⅞ percent at the May 1989 meeting. Against a backdrop of undesirably high inflation, the FOMC raised the short-term real rate of interest while the economy weakened and a negative output gap arose (figure 20.3). Figures 18.5 and 19.5, respectively, show relatively high short-term and long-term rates of interest persisting past the cyclical peak of July 1990.

        The Greenspan FOMC brought down (four-quarter core PCE) inflation from 4.6 percent in 1989Q1 to 1.3 percent over the interval 1998Q2 to 1999Q3. After the contractionary monetary policy of the recession (cycle peak in July 1990 and cycle trough in March 1991), Greenspan lowered the funds rate only cautiously out of concern that the slow reduction in bond rates indicated inflationary expectations inconsistent with the move to price stability. The result earned the term “jobless recovery.” The unemployment rate had reached a cyclical low in March 1989 of 5 percent, climbed to 7.8 percent in June 1992, and in May 1993, almost three years after the cyclical peak, was still relatively high at 7.1 percent.
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            Figure 20.3. Deviation of Real PCE from Trend, Short-Term Real Interest Rate, and Inflation: 1982–2008

          
            For the series “deviation of real PCE from trend,” observations are calculated using the natural logarithm of monthly observations of real personal consumption expenditures (PCE) normalized using the value at the prior business cycle trough. Trend lines are fitted to these observations from the prior cycle peak to the subsequent cycle peak and extended through the subsequent recession. Deviation of real PCE from trend is the difference between the actual values and trend lines. Inflation is twelve-month percentage changes in the personal consumption expenditures deflator. The real interest rate is the commercial paper rate (and the Treasury bill rate in the 2008–9 recession) minus the corresponding inflation forecast made by the staff of the Board of Governors (figure 18.5). Data on PCE and the PCE deflator from Haver Analytics. Shaded areas indicate recessions. Heavy tick marks indicate December.

          
        
        Greenspan observed bond rates throughout the recovery not just during inflation scares. At the November 1992 FOMC meeting, when Richmond president Robert Black (Board of Governors, FOMC Transcript, November 17, 1992, 45–46) said that he doubted that the public expected a return to price stability, Greenspan replied, “We will know they are convinced when we see the 30-year Treasury at 5½ percent.” Greenspan (1993) told the Economic Club:

        
          The goal of low-to-moderate long-term interest rates is particularly relevant. . . . We have eased in measured steps . . . to reassure investors that inflation is likely to remain subdued, thereby fostering the decline in longer-term interest rates. . . . Monetary policy . . . has given considerable weight to encouraging the downtrend of such rates.

        

        Persistent reductions in the funds rate lowered the real interest rate, which neared zero at the end of 1991 (figure 18.5). The economy grew steadily in 1992 and 1993 (figure 19.1). In November 1993, bond rates started to rise again, going from 5.9 percent to 8.1 percent in November 1994 (figure 19.3). Earlier, in late 1987, when the unemployment rate fell below 6 percent, inflation had begun to rise. Based on that experience and given the steady decline in the unemployment rate, which reached 6.6 percent in January 1994, policy makers believed that inflation would start rising in 1994. The May 1994 Greenbook reported a staff estimate for the NAIRU of 6.5 percent. In the event, in a contradiction of a stable Phillips curve relationship, (four-quarter core PCE) inflation fell to 1.2 percent in 1998Q2 while the unemployment fell to 4.4 percent in that quarter (figure 18.3 and figure 14.8).

        Initially in 1994, the FOMC failed to quell the inflation scare. After quarter-point increases in the funds rate at the February and March FOMC meetings, the FOMC became significantly more aggressive. It hiked the funds rate ½ of a percentage point at the May 1994 meeting, ½ of a percentage point at the August meeting, ¾ of a percentage point at the November meeting, and ½ of a percentage point at the February 1995 meeting. By the February 1995 meeting, the funds rate had risen from 3 percent to 6 percent. In 1994, monetary policy was “preemptive” in that the FOMC raised the funds rate without having first observed an increase in inflation. In doing so, the Fed finally vanquished the bond market vigilantes and achieved credibility.

      
      
        20.4. The Asia Crisis and the 2000 Recession

        The baseline monetary policy that emerged under Greenspan was LAW (lean-against-the-wind) with credibility. Given a stable nominal anchor in the form of the expectation of price stability, the FOMC moved the funds rate in a way designed to maintain output growing at potential. The latter is implied in Greenspan’s dictum (Greenspan 1997, 965):

        
          The law of supply and demand has not been repealed. . . . Short of a marked slowing in the demand for goods and services . . . the imbalance between the growth in labor demand and expansion of potential labor supply . . . must eventually erode the current state of inflation quiescence.

        

        Starting in 1997, the real GDP grew strongly (figure 19.1). Measured by deviations of consumption from trend, the output gap diminished and became increasingly positive in fall 1998 (figure 20.3). The unemployment rate declined steadily (figure 14.8). With the economy growing above potential, LAW with credibility called for an increase in the funds rate. However, the Asia crisis intervened (Hetzel 2008, chaps. 16–19). The FOMC refrained from increases in the funds rate for fear that an appreciation of the dollar in the foreign exchange markets would disrupt the IMF programs undertaken in order to stabilize the Asian economies by making it harder for them to repay their dollar-denominated debt. Greenspan (US Congress 1998a, 32) told Congress, “We need to be aware that monetary policy tightening actions in the United States could have outsized effects on very sensitive financial markets in Asia.” Stanley Fischer, first managing IMF director, cautioned the United States not to raise interest rates as they were “the prime determinant of capital flows to the developing countries” (Financial Times 1998). The Russian debt default in August 1998 worsened the problem of capital flight from emerging markets.

        With an unchanged funds rate of 5.5 percent from the March 1997 FOMC meeting to the August 1998 meeting, a reduction in expected inflation raised the real funds rate to 3.3 percent from fall 1997 to fall 1998 (figure 18.5). However, the economy continued to grow above potential. The FOMC relied on a repeated argument in the Greenbook’s staff forecast that weakness in Asia would spread to the United States. Net exports would fall because of a widening of the current account surpluses of Asian countries. Declining corporate profits would reduce corporate investment and produce a fall in the stock market. Consumption would then fall. The December 16, 1997, Greenbook sounded the refrain: “Virtually all signs point to a continuation this quarter of the economic pattern we have been witnessing for some time: strong growth of real GDP, huge gains in jobs. . . . We are predicting a marked deceleration [in real GDP growth] in the near term.” From the September 1996 FOMC meeting to the December 1998 meeting, actual real GDP growth exceeded the Greenbook forecasts on average by more than 2 percentage points (figure 14.9).

        The FOMC lowered the funds rate in September 1998 in an attempt to offset capital outflows from emerging markets into the United States. Only by the end of 1999 did the real rate exceed its summer 1998 value (figure 18.5). The New York Times (1998a) noted the departure from the FOMC’s standard procedures: “Had the Fed been looking strictly at recent economic data, it would almost certainly not have cut rates. . . . ‘Where is the slowdown?’ asked Peter Canelo, United States investment strategist at Morgan Stanley Dean Witter.” Another New York Times (1998b) article talked about a “game plan in a world economic defense”:

        
          The Federal Reserve’s decision to cut interest rates again marks the completion of a three-part strategy, put together over the last seven weeks by the Clinton Administration and Alan Greenspan. . . . “We had to deal first with rebuilding confidence, so that capital would stop flowing out of countries,” Treasury Secretary Robert E. Rubin told a group of business executives. . . . Washington’s strategy, which appeared to have been carefully coordinated, was laid out in pieces, first in speeches by President Clinton and Mr. Greenspan and then fleshed out by Mr. Rubin and his aides. Part 1 was to cut interest rates. . . . Part 2 was to stabilize Brazil, with a $41.5 billion bailout package.

        

        The combination of an expansionary monetary policy in an environment of low inflation stimulated the stock market. The earnings/price ratio for the S&P went from 8.2 in December 1994 to 4 in January 2000 (figure 20.2). The wealth effect of equity prices contributed to the rise in consumption above trend (figure 20.3). Core inflation also stopped declining (figure 20.1). However, the reduction in world commodity prices, which lowered headline inflation in the Asia crisis, to some extent passed through to core inflation. With the end of the Asia crisis, headline inflation rose, and core inflation recovered.

        At its June 1999 meeting, the FOMC began moving the funds rate up from 4.75 percent to 6.5 percent at the May 2000 meeting. The real funds rate moved up from a low of somewhat less than 2 percent in December 1998 to a peak in August 2000 of 4¾ percent. Short-term real interest rates remained relatively high until the cycle peak (figures 18.5 and 20.3, and table 3.16). The FOMC was hesitant to lower the funds rate when the cyclical expansion began to slow. Greenspan (2001, 4) commented:

        
          By summer of last year [2000], it was finally becoming apparent that the growth of demand was slowing and its evident excess over the growth of potential supply, as proxied by a diminishing pool of available labor, was being contained. . . . Had we moved the funds rate lower at the first sign of economic slowing, we would have created distortions threatening an even greater economic adjustment at a later date. . . . We took our first easing action on January 3 [2001].

        

        When it became clear that the economy was going into recession, the FOMC lowered the funds rate sharply. Although the recession with cycle peak in March 2001 does not display the same degree of persistence of cyclically high real rates of interest past the cycle peak as typified by other recessions, as shown in table 3.16 by the figures on real GDP and industrial production, real short-term interest rates were at cyclical highs when significant weakening in the economy began.

      
      
        20.5. Balancing Price Stability with Cost-Push Pressures

        How should one characterize the FOMC’s reaction function and its implicit inflation target during Greenspan’s tenure as chairman? Because Greenspan like other chairmen never placed funds-rate changes in the context of a strategy for achieving explicit objectives, this task falls to the historian. Although Greenspan moved decisively toward price stability when he became FOMC chairman, he was never willing for the FOMC to adopt an inflation target. Examination of documentary evidence and the actual realization of inflation yield several conclusions about his implicit inflation target. Greenspan wanted price stability subject to the proviso that at low rates of inflation productivity growth would be high enough to restrain growth in unit labor costs to be consistent with moderate wage growth. He feared that with price stability wage compression coming from an inability to cut nominal wages would increase unemployment. The reason was the presumed unwillingness of workers to accept cuts in real wages through cuts in nominal wages although they would be willing to accept cuts arising from unchanged nominal wages with inflation. For Greenspan, a prerequisite for price stability was that productivity would rise with price stability.

        Although Greenspan resisted FOMC discussion of an inflation target, formal or informal, he had to make an exception at the January 1996 meeting because he needed to speak for the FOMC in responding to legislation by Senator Mack requiring the Fed to achieve price stability. The staff presented the standard Keynesian view of the sacrifice ratio in lowering inflation. As summarized by Kathy Minehan (Board of Governors, FOMC Transcript, January 30–31, 1996, 39), president of the Boston Fed, “Moving from 3 percent to 1 percent inflation by the year 2002 results in a full 8 percentage point loss of economic growth in this period.” Al Broaddus (Board of Governors, FOMC Transcript, January 30–31, 1996, 39), president of the Richmond Fed, suggested that Greenspan, in the Humphrey-Hawkins report, state “that the Committee wants and expects the CPI inflation rate to remain below 3 percent on average over the two-year 1996–1997 period and that beyond that we intend to take steps to bring the inflation rate down further over time.” At the July 1996 FOMC, Broaddus again raised the suggestion. At this meeting, as a result of the debate between Governor Yellen and President Broaddus, the FOMC reached a consensus over an interim target for CPI inflation of 2 percent.

        Greenspan (Board of Governors, FOMC Transcript, July 2, 1996, 72) warned the FOMC, “If the 2 percent inflation figure gets out of this room, it is going to create more problems for us than I think any of you might anticipate.” Why did Greenspan express such concern, and more generally what did the debate reveal about his own views? When Yellen (Board of Governors, FOMC Transcript, July 2, 1996, 50) asked Greenspan to assign a number to the objective of price stability, he replied, “I would say the number is zero, if inflation is properly measured.” One can infer that Greenspan associated price stability with measured inflation of about ¾ percent.1 As noted above, Greenspan believed that price stability (a 1 percent inflation rate) would require an increase in productivity growth high enough to allow nominal wage growth high enough to permit real wage cuts to occur with no change in nominal wages.

        Greenspan was optimistic about this outcome. Greenspan (US Congress 1994, 17) told Congress, “The rate of inflation is associated inversely with the rate of growth of productivity.” Nevertheless, he was not confident enough to try the experiment of moving completely to price stability without imperiling the FOMC’s independence. Greenspan (Board of Governors, FOMC Transcript, July 2–3, 1996, 67) told the FOMC:

        
          My own view, as I have stated many times, is that our goal should be price stability. But I do not think we should have a naïve view as to what is required to get there or what it means when we get there and what we do when it is no longer rhetoric but action that we need to maintain it. . . . It is not that low or stable prices are an environment that is conducive to capital investment to reduce costs, but rather that it is an environment that forces productivity enhancements. . . . The question is basically whether we are willing to move on to price stability. The question really is whether we as an institution can make the unilateral decision to do that. . . . I think the type of choice is so fundamental to a society that in a democratic society we as unelected officials do not have the right to make that decision. Indeed, if we tried to, we would find that our mandate would get remarkably altered.

        

        The result was a 2 percent minus informal inflation target. However, for Greenspan, at low rates of inflation, the amount of inflation that the FOMC would tolerate would vary inversely over time with the rate of productivity growth.

        Risk management was also a determinant of policy. The FOMC raised the funds rate to 5.5 percent in March 1997. Despite the steady fall in the unemployment rate from 5.2 percent in March 1997 to 4.0 percent by end 1999, it did not raise the funds rate above 5.5 percent until February 2000. Greenspan did not consider inflation a threat because he believed that productivity growth was restraining inflation. The FOMC could then concentrate on the financial volatility engendered by the Asia crisis. The Asia crisis also limited concern for inflation because of the way in which the worldwide decline in commodity prices lowered measured inflation. Inflation (four-quarter core PCE) went from 4.5 percent in 1989 to almost 1 percent at the end of 1998 (figure 20.1). Taking account of the bias in price indices for their failure to account for improvements in quality, the FOMC had achieved price stability.

        Greenspan (US Congress 1999a, 61–62) testified:

        
          Recent restrained inflation may be emanating more from employers than from employees. . . . Businesses . . . have lost pricing power. . . . Price relief evidently has not been available in recent years. But relief from cost pressures has. The newer technologies have made capital investment distinctly more profitable. . . . Since neither firms nor their competitors can count any longer on a general inflationary tendency to validate decisions to raise their own prices, each company feels compelled to concentrate on efforts to hold down costs. The availability of new technology to each company and its rivals affords both the opportunity and the competitive necessity of taking steps to boost productivity.

        

        Like Arthur Burns (Hetzel 1998, 28; see also chap. 17), Greenspan believed that alternating waves of optimism and pessimism created the business cycle. The policy maker had to use judgment to decide when to counter cyclical instability produced by excessive investor pessimism.2 Greenspan (US Congress 1996, 22; US Congress 1997, 10; and US Congress 2001, 55–56) testified:

        
          [Because] people get excessively exuberant on occasion and inordinately depressed on occasion, you get a cycle.

          Excessive optimism sows the seeds of its own reversal in the form of imbalances. . . . When unwarranted expectations ultimately are not realized, the unwinding of these financial excesses can . . . amplify a downturn.

          Can fiscal and monetary policy . . . eliminate the business cycle? . . . The answer . . . is no because there is no tool to change human nature. Too often people are prone to recurring bouts of optimism and pessimism that manifest themselves . . . in the build up or cessation of speculative excesses. . . . Our only realistic response to a speculative bubble is to lean against the economic pressures that may accompany a rise in asset prices . . . and address forcefully the consequences of a sharp deflation of asset prices.

        

        Or more simply, “The business cycle is essentially a function of human nature” (Greenspan in US Congress 1995b, 23).

      
      
        20.6. Fear of Deflation

        In 2003, the FOMC concentrated on the fear of deflation and a zero lower bound (ZLB) on the funds rate. As a business forecaster, Greenspan understood inflation as a product of the growth in unit labor costs and the “pricing power” of corporations, that is, their power to pass on their increase in costs as higher product prices. From 2001Q1 to 2002Q1, quarterly changes in unit labor costs averaged −3.6 percent. From 2002Q2 to 2003Q3, the number still was only 0.4 percent. Because the economy recovered slowly from the cyclical trough, the output gap remained negative. As late as February 2004, nonfarm payroll employment remained 2.35 million below the March 2001 peak. Low growth in unit labor costs combined with a negative output gap created fear of deflation.

        Governor Ben Bernanke (2003, 3–4) wrote of the situation

        
          in which aggregate demand is insufficient to sustain strong growth, even when the short-term real interest rate is zero or negative. . . . [As] a consequence of the well-known zero-lower-bound constraint on nominal interest rates . . . deflation might grow worse as economic slack led to more aggressive wage- and price-cutting. Because the short-term nominal interest rate cannot be reduced further, worsening deflation would raise the real short-term interest rate. . . . The higher real interest rate might further reduce aggregate demand, exacerbating the deflation and continuing the downward spiral.

        

        Greenspan (US Congress 2003, 49) testified to “an especially pernicious . . . scenario in which inflation turns negative . . . engendering a corrosive deflationary spiral.”3 Greenspan (US Congress 2004, 28) reiterated, “Were it [deflation] to happen, the consequences would be extraordinarily negative.”

        At its June 2003 meeting, the FOMC discussed ways of conducting policy with a funds rate at zero but reached no consensus. What emerged was an attempt to lower the yield curve without reducing the funds rate. To this end, the FOMC made public statements that the funds rate was likely to remain low for an extended period. At its August 12, 2003, meeting, the FOMC issued a statement containing the phrase “policy accommodation can be maintained for a considerable period” (Board of Governors, FOMC Transcript). The longer-lasting consequence of this episode was a desire to maintain some inflation in excess of price stability. Greenspan (Meyer 2004, 193) talked about a “firebreak,” and Bernanke (2002b, 4) said, “the Fed should try to preserve a buffer zone for the inflation rate.” As it turned out, the FOMC incurred an inflation scare not a deflation scare.

        Following standard LAW procedures, which entail raising the funds rate from its cyclical low when it becomes evident that an economic recovery is self-sustaining, the FOMC began raising the funds rate at its June 2004 meeting. Although the unemployment rate had fallen from its cyclical high of 6.3 percent, reached in June 2003, at the June meeting it seemed stuck at around 5.7 percent. However, using three-month annualized growth in payroll employment available to the FOMC at the time of its meetings, in spring 2004, employment had finally begun to grow faster than the labor force. The FOMC then persisted in quarter-point increases in the funds rate even when the recovery seemed to falter. For example, the Greenbook (“Summary and Outlook,” part 1, August 5, 2004, I-1) for the August 2004 FOMC meeting began:

        
          The bulk of the data that we have received since the June Greenbook have been decidedly softer than we had expected. Notably, employment growth slowed substantially in June, manufacturing output contracted slightly, and consumer spending fell sharply. All told, real GDP increased only 3 percent at an annual rate in the second quarter—1½ percentage points less than our projection in the June Greenbook.

        

        The importance assigned to stable expectations of inflation appeared in the following. Greenspan (Board of Governors, FOMC Transcript, June 29–30, 2004, 148) commented, “Measures of long-term inflation expectations are remarkably contained. Indeed, the measure that I find most useful in that regard is the forward rate on one-year maturities nine years out. In other words, it’s the yield associated with the last one-year tranche of a ten-year note. That yield has barely moved.” Bernanke (Board of Governors, FOMC Transcript, August 10, 2004, 54) commented:

        
          The finding that long-horizon inflation expectations appear to respond to short-term economic developments, whether real or nominal, raises the possibility that long-term inflation expectations in the United States are not as firmly anchored as we would like. This brings me back to the current situation. If inflation expectations are, indeed, imperfectly anchored, it is very important that we continue to demonstrate in word and deed our commitment to price stability.

        

      
      
        20.7. Did Expansionary Monetary Policy Cause a Housing Bubble?

        Proper interpretation of monetary policy during Greenspan’s last years as FOMC chairman ending in January 2006 is essential for evaluating the revival of the speculative-excess theories of cyclical fluctuations that prevailed in the 1920s and 1930s. For example, Brunnermeier and Schnabel (2016, abstract, 493) wrote:

        
          The historical evidence suggests that the emergence of bubbles is often preceded or accompanied by an expansionary monetary policy, lending booms, capital inflows, and financial innovation or deregulation. We find that the severity of the economic crisis following the bursting of a bubble is less linked to the type of asset than to the financing of the bubble—crises are most severe when they are accompanied by a lending boom, high leverage of market players, and when financial institutions themselves are participating in the buying frenzy. Past experience also suggests that a purely passive “cleaning up the mess” stance towards inflating bubbles in many cases is costly.

        

        Although often advanced as self-evident, just as after the 1929 stock market crash, the contention that monetary policy was “easy” prior to the Great Recession with cyclical peak December 2007 is not obvious. The purported evidence is that house prices increased. However, the obvious cause of that increase was the increased demand for houses spurred by government policy to increase the rate of home ownership that began in the Clinton administration and continued in the Bush administration. The home ownership rate, which had been steady at 64 percent from 1986 through 1995, then began to rise and peaked at 69 percent in 2005. With the supply of houses inelastic, the real price of houses began to rise in 1997 and peaked in 2006. At the same time, a financial safety net that encouraged banks to take risk by concentrating their assets in housing provided ample funding for subprime mortgages (Hetzel 2012a, chaps. 9 and 10; Wallison 2016).

        A review of the macroeconomic data does not indicate expansionary monetary policy. The cyclically high value of the real funds rate of 4¾ percent reached in August 2000 and the slowness with which it declined are consistent with contractionary monetary policy (figure 18.5). Not until November 2002 did short-term real interest rates become consistently negative. Over the interval 2003Q2 to 2003Q4, four-quarter percentage changes in the core PCE deflator averaged 1.35 percent.

        The recovery from the 2001Q4 trough was weak by postwar standards. In the two years following the trough, real GDP increased by 7.1 percent, the same amount as in the 1991 jobless recovery. For the recoveries in the in the 1949–82 period, the comparable figure was 14.5 percent (not including the 1980 recovery, which was shorter than two years). For the same two-year period, payroll employment declined by 0.9 percent. The FOMC pushed the funds rate down to 1 percent in June 2003 and left it there until June 2004. Given the initial weak recovery, that rate does not in retrospect appear inappropriately low.

        Short-term real rates of interest were near zero from fall 2002 through summer 2004 (figure 18.5). However, a characteristic of monetary policy in the twenty-first century is that zero and negative interest rates have not signaled expansionary monetary policy. Economists have offered various reasons for the prevalence of low real rates of interest. The conjecture here is that worldwide wealthy investors concentrated on wealth preservation. A sustained flight to safety has lowered returns on safe assets, especially the debt of politically stable countries like the United States and Germany.

        In the twenty-first century, the world seemed to risk disintegrating. On September 11, 2001, the attack on the World Trade Center in New York killed almost three thousand people and initiated the American invasion of Afghanistan. The Iraq War started in March 2003. Moderate US Treasury bond rates of around 4 percent in the years 2003 to 2005 (figure 20.2), not seen since the first half of the 1960s and attributed to a “global savings glut,” reflected their safe haven status. With the Great Recession, it became obvious that moderate recessions had not replaced severe recessions. The shock of the prolonged unemployment of the Great Recession combined with the dislocation of low-skilled workers set off by the integration of China into the world economy created alienation among workers on the losing side of globalization.

        If monetary policy was not expansionary in Greenspan’s last years as FOMC chairman, how can one account for the increase in inflation that began in 2004Q1? Similarly, what accounts for the rapid increase in the four-quarter growth rate of nominal GDP starting in 2003Q3 with funds-rate increases occurring only starting in 2004Q3 (figure 19.4)? The answer lies in the giant inflation shock that shook the world following the integration of the BRIC (Brazil, Russia, India, and China) countries into the world economy and that continued into 2008. The result was high headline inflation produced by commodity price inflation, which in turn passed through into core inflation (figure 20.4). The Board staff recognized the pass-through in the Greenbook (“Summary and Outlook,” part 1, June 23, 2004, I-1): “We still think that recent increases in core prices have been exacerbated by transitory factors, such as the pass-through of large increases in energy prices and non-energy import prices.”

        Governor Bernanke (Board of Governors, FOMC Transcript, June 29–30, 2004, 137) elaborated:

        
          With nonmarket prices excluded, more than 100 percent of the acceleration in core PCE inflation between 2003:H2 and 2004:H1 can be accounted for by higher inflation or less deflation in goods prices, particularly durable goods prices. In contrast, the inflation in services excluding energy, whether inclusive of housing services or not, has actually decelerated in the past six months. As it seems likely that goods prices would be relatively more affected by changes in the value of the dollar and in the prices of energy and raw materials, this pattern seems consistent with the inference that the recent increase in inflation is due more to these factors than to a generalized increase in aggregate demand or higher labor costs.

        

        
          [image: ]

          
            Figure 20.4. Headline and Core PCE Inflation: 1989–2020

          
            Quarterly observations of four-quarter percentage changes in headline and core personal consumption expenditures (PCE) deflator. Shaded areas indicate NBER recessions. Tick marks indicate fourth quarter.

          
            Source: St. Louis FRED

          
        
        Although the short-term real rate of interest fluctuated around zero before June 2004 (figure 18.5), what was important was that markets assumed that the FOMC would move to “normalize” rates. At the August 2004 meeting, Greenspan (Board of Governors, FOMC Transcript, August 10, 2004, 73–74) said:

        
          This leads me to what I think policy ought to be, which—if you’ll excuse the expression—I’ve termed “opportunistic disaccommodation.” . . . We should be choosing to raise rates, and we should endeavor to get back to a neutral policy stance as quickly as we can. . . . The sooner we can get back to neutral, the better positioned we will be. We were required to ease very aggressively to offset the events of 2000 and 2001, and we took the funds rate down to extraordinarily low levels with the thought in the back of our minds, and often said around this table, that we could always reverse our actions.

        

        The fact that through 2007 bond rates remained fairly steady at a level not seen since the early 1960s provided evidence that the markets did not believe monetary policy was inflationary (figure 19.3). While short-term real rates declined to cyclical lows, long-term rates remained relatively high (figure 19.5). Real personal consumption expenditures grew steadily at trend through 2006 rather than rising above trend during the recovery contrary to previous recoveries (figure 20.3).

        The FOMC’s implicit inflation target likely moved from price stability to around 2 percent minus after the 2003 deflation scare. At a time when the Greenbook (“Summary and Outlook,” part 1, March 16, 2005) was forecasting for 2005Q1 core PCE inflation of 2.1 percent and core CPI inflation of 2.2 percent, Bernanke (Board of Governors, FOMC Transcript, March 22, 2005, 58) told the FOMC that “core inflation is approaching the top of my comfort zone, and I would not like to see it go much higher.”

        With the benefit of hindsight, one can conjecture that it would have been better for the FOMC to have stayed with an objective of price stability rather than one of low inflation. The inflation shock raised headline inflation. With a lower level of core inflation, the headline inflation number might not have seemed so threatening to the FOMC of its credibility. If so, it might not have pursued the contractionary monetary policy that caused the Great Recession.

      
    
  
    
      
        [ Chapter 21 ]

        The Great Recession

      
      
        Summary: As captured by the term “financial crisis,” popular commentary has attributed the Great Recession to a disruption of financial intermediation. A common criticism of the Fed is that “inflation targeting” was at fault by preventing a concern for financial stability (Curdia and Woodford 2009). Such criticism often starts with the assumption that low interest rates in the early 2000s initiated a boom-bust cycle in housing whose collapse caused the Great Recession (Taylor 2009). The explanation here is that contractionary monetary policy caused the Great Recession. The FOMC, concerned about high headline inflation, limited reductions in the funds rate while the economy developed a negative output gap. As in past recessions, the attempted soft landing failed as the FOMC misjudged its ability to manage an inflation-output gap.

      

      The Great Recession, with cyclical peak in December 2007 and cyclical trough in June 2009, shattered the common belief that severe recessions were events of the past. Although newspaper accounts, which referred to the financial crisis, blamed the recession on a disruption to financial intermediation, contractionary monetary policy offers an explanation more consistent with events. The Great Recession followed in the pattern of the 1957, 1960, 1970, 1973, 1981, and 1990 recessions. During the economic recoveries, to normalize the level of short-term interest rates lowered in response to the preceding recession, the FOMC raised the funds rate until the economy weakened. At that point, out of concern for rising inflation (the foreign exchange value of the dollar in 1960), the FOMC limited downward movements in the funds rate despite weakness in the economy (see chap. 3). Although eschewing the language of trade-offs, the FOMC attempted to create a negative output gap to lower inflation.

      The Great Recession departed from the pattern of earlier recessions in that the inflation of concern to the FOMC arose from a gigantic inflation shock. It came in the form of commodity price inflation produced by the integration into the world economy of China in particular. In summer 2008, headline inflation reached 4 percent although core inflation remained just over 2 percent. The FOMC, concerned about loss of credibility for price stability, limited reductions in the funds rate after May 2008. As explained in Aoki (2001), the FOMC should have allowed the inflation shock to pass through to headline inflation to facilitate the setting of relative prices. That is, it should have concentrated on stabilizing inflation in the “sticky-price” sector, that is, among firms that set prices for multiple periods. To deal with the issue of credibility, it could have made explicit an inflation target for core inflation and a strategy for achieving it.

      The combination of a decline in output and disinflation was evidence of contractionary monetary policy. The persistent decline in inflation after 2008 had to reflect contractionary monetary policy. Core PCE (four-quarter) inflation fell from 2.2 percent in 2008Q3 to 1 percent over the interval 2009Q1 to 2009Q3 and to about 1.5 percent over the interval 2009Q4 to 2016Q1 (figure 20.4).

      
        21.1. An Overview: This Time Was Not Different from Past Recessions

        Over the interval from 1994 to 2018, core PCE inflation fluctuated narrowly between a range of 1 percent and a little over 2 percent (figure 20.4). However, core PCE inflation (four-quarter percentage changes) rose from 1.3 percent in 2003Q3 to an average of 2.2 percent over the interval from 2006Q2 to 2008Q3. The reason for the increase was a prolonged, enormous inflation shock that took hold in early 2004. The integration of the BRIC (Brazil, Russia, India, and China) countries into the world economy produced a strong demand for commodities and an increase in their prices. The price of oil (WTI) rose from $20 a barrel in January 2002 to $134 a barrel in June 2008 (figure 21.1 shows the real price of oil). Headline PCE (four-quarter) inflation went from 0.8 percent in 2002Q1 to almost 4 percent in 2008Q3 (figure 20.4).

        From mid-2004 to mid-2006, the FOMC steadily raised the funds rate, and the short-term real rate of interest rose from zero to 3 percent (figures 19.5 and 18.5). The economy began to weaken prior to the funds-rate peak. Nominal GDP growth began to fall after 2006Q2 (figure 14.7). The difference between nominal and real GDP growth began its decline at the same time, a decline that lasted three years (figure 19.2). That is, that FOMC was forcing down inflation (the difference between nominal and real GDP growth) despite an inflation shock. Real disposable personal income stopped growing in March 2007 and remained stagnant until the Bush rebates in May 2008. Real personal consumption expenditures began to fall below trend at the same time (figure 20.3).

        By summer 2008, before the disruption in financial markets due to the Lehman bankruptcy on September 15, the United States and the world economy had entered a serious recession. From June 2007 through December 2007, annualized monthly changes in nonfarm payrolls averaged only 0.5 percent. They deteriorated steadily after January 2008. In September 2008, they declined 3.9 percent (annual rate). (The September survey was conducted before the Lehman bankruptcy.) The decline occurred even with the Bush tax cut, which increased real disposable personal income by $562.1 billion in May 2008.
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            Figure 21.1. Real Price of Oil

          
            Monthly observations of West Texas intermediate crude oil spot price per barrel deflated by the personal consumption expenditures price index. Shaded areas indicate NBER recessions. Heavy tick marks indicate December. Data from the Wall Street Journal and the Commerce Department via Haver Analytics.

          
        
        In October 2008, the Fed began to pay interest on the excess reserves of banks (IOER). Significantly, under the belief that monetary policy was stimulative, it did so to prevent the reserves created as part of its credit programs from lowering the funds rate. Even once recession had begun in December 2007, the FOMC was slow to realize that, despite a near-zero short-term real rate of interest, monetary policy was contractionary (Selgin 2018). A neutral monetary policy would require a significantly negative short-term real interest rate combined with quantitative easing (QE) and forward guidance to markets signaling the persistence of low negative real rates (chap. 24).

        Just prior to the onset of the recession in December 2007, the real funds rate declined (figure 18.5). However, it did not become significantly negative until October 2008 when it reached −1.1 percent. Only at its December 2008 meeting did the FOMC lower the funds rate to the zero lower bound (ZLB) by setting a range from 0 to ¼ percent.1 Only much later did it become evident that the combination of a decline in the underlying natural rate of interest along with the shocks of a decline in the value of the housing stock and a decline in real disposable income due to the commodity-price inflation shock required both a significantly negative real funds rate and forward guidance to tilt down the slope of the yield curve. The real funds rate averaged −1.2 percent from January 2009 through January 2014 (figure 18.5). Evidence available after the fact that a negative real rate of interest was not expansionary came from two facts. The first was low inflation, with four-quarter core PCE inflation averaging 1.3 percent in the period after the end of the recession from 2009Q3 through 2011Q1. The second was the weakness of the initial recovery (chap. 24).

        Policy makers and markets expected a V-shaped recession. Always in the past, a sharp upturn had followed a sharp contraction. That presumption caused the Treasury bond rate to remain relatively high. Not until after July 2011 did the ten-year Treasury yield fall below 3 percent in a sustained way. For monetary policy to have been stimulative, the FOMC would have had to have telegraphed to markets that a significantly negative real funds rate would persist. The Fed’s experiment with forward guidance, however, did not begin in a determined way until quite late. At its March 2009 meeting, the FOMC adopted statement language that read “economic conditions are likely to warrant exceptionally low levels of the federal funds rate for an extended period” (Board of Governors, FOMC Transcript). The FOMC basically kept that qualitative language until the August 2011 meeting, when it changed the sentence to date-based guidance by adding “for at least through mid-2013” (chap. 24) (Board of Governors, FOMC Transcript).2

      
      
        21.2. A Chronology of the Great Recession

        From a low of 1 percent in June 2004, the FOMC raised the funds rate steadily to its cyclical peak of 5.25 percent in June 2006.3 The FOMC kept the funds rate unchanged when consumption began to weaken in March 2007 (figure 20.3). In fall 2007, the flight to liquidity of cash investors away from funding the off-balance sheet entities created by banks to hold mortgage-backed securities raised commercial paper rates and lowered Treasury bill rates. Neither series then is representative of the stance of monetary policy. However, in retrospect, the unprecedented decline in the natural rate of interest misled policy makers about the degree of ease represented by zero or negative interest rates.

        Because of concern that a disruption to the flow of credit to mortgage markets would weaken growth, at its September 2007 meeting, the FOMC began reducing the funds rate from its cyclical peak. As of the April 2008 meeting, the FOMC had lowered the funds rate to 2 percent. Fatefully, at that meeting, the FOMC communicated to markets that easing had ended. One factor misleading the FOMC about the stance of monetary policy was an apparent stabilization of the economy in 2008Q2. Two factors provided temporary stimulus to the economy. First, a reduction in the magnitude of net exports boosted GDP. Second, the Bush tax cut provided an enormous fillip to disposable income and temporarily halted the decline in real personal consumption expenditures that had begun in December 2007.

        Table 21.1 shows figures for annualized growth rates of monthly real PCE: In March, April, and May 2008, the negative growth rates turned positive boosted by the increase in disposable income from the tax cut. Although President Bush signed the tax cut into law on February 12, 2008, and the rebates arrived in May, households anticipated their arrival. From January 2007 through September 2007, real personal disposable income had increased at an average monthly rate of $12.1 billion. From October 2007 through April 2008, the rate declined to $6.6 billion. However, it then jumped by $562.1 billion in May 2008. Transitory tax cuts impose a cost by obscuring the underlying state of the economy.

        With its April 2008 meeting, the FOMC delivered the message to markets that the easing cycle had ended and that the next change in the funds rate would likely by an increase. Behind the message was the concern that high headline inflation would raise inflationary expectations. The message changed dramatically compared to that of the March FOMC meeting. For the March meeting, the Greenbook (“Summary and Outlook,” part 1, March 13, 2008, I-7) forecast that growth in real final sales to private domestic purchasers for the entire year 2008 would be negative (−1.6 percent).

        
          We are anticipating a further retrenchment in consumer spending in the next few months: Consumer confidence has plummeted; soaring energy prices are biting into household purchasing power; the labor market is weakening; and real estate values are dropping. As a result, we expect that real PCE [personal consumption expenditures] will be little changed in the first quarter.

        

        Table 21.1. Annualized Growth Rate of Real Personal Consumption Expenditures
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        The March 2008 FOMC minutes (Board of Governors, FOMC Minutes, April 8, 2008, 7) expressed a primary concern for recession:4

        
          Most members judged that a substantial easing in the stance of monetary policy was warranted at this meeting. The outlook for economic activity had weakened considerably since the January meeting, and members viewed the downside risks to economic growth as having increased. Indeed, some believed that a prolonged and severe economic downturn could not be ruled out.

        

        The statement issued at the end of the March FOMC meeting had expressed the belief that inflation would soon moderate. That did not happen. Headline PCE inflation (four-quarter) increased from 2.4 percent in July 2007 to 4.4 percent in July 2008 (figure 20.4). The Greenbook (“Summary and Outlook,” part 1, April 23, 2008, I-6 and I-9) for the April FOMC meeting continued to project a pessimistic future and forecast that the stimulative effects of the Bush tax cut would be short-lived:

        
          With mounting job losses and outsized increases in energy prices holding down real income, falling home values cutting into household net worth, and consumer sentiment deteriorating further, we would, all else equal, expect a noticeable decline in PCE [personal consumption expenditures] in the second quarter. However, the tax rebates are anticipated to boost the change in spending by 1½ percentage points in the second quarter, leading us to project PCE to increase at an annual rate of ¼ percent. . . . Abstracting from the effects of the tax rebates, real PCE is expected to remain weak throughout the year.

        

        Despite the pessimistic outlook for the economy, the minutes (Board of Governors, FOMC Minutes, April 29–30, 2008, 9) for the April 29–30 FOMC meeting sent the message to markets that the easing cycle was ending:

        
          Although downside risks to growth remained, members were also concerned about the upside risks to the inflation outlook, given the continued increases in oil and commodity prices and the fact that some indicators suggested that inflation expectations had risen in recent months. . . . Risks to growth were now thought to be more closely balanced by the risks to inflation. Accordingly, the Committee felt that it was no longer appropriate for the statement to emphasize the downside risks to growth. . . . In that regard, several members noted that it was unlikely to be appropriate to ease policy in response to information suggesting that the economy was slowing further or even contracting slightly in the near term, unless economic and financial developments indicated a significant weakening of the economic outlook.

        

        The end-of-meeting statement repeated the language from the prior statement about the expectation for “inflation to moderate” but added the qualification: “Uncertainty about the inflation outlook remains high. It will be necessary to continue to monitor inflation developments carefully” (Board of Governors, FOMC Transcript).

        The yield curve jumped after the April 2008 FOMC meeting based on this message. For both the three-month and the six-month Treasury bill rate, figure 21.2 plots the difference with the funds-rate target using observations the day following an FOMC meeting. When markets expect that the FOMC wants to stimulate growth, the difference is negative because markets anticipate future declines in the funds rate. Conversely, when markets expect that the FOMC wants to restrain growth, the difference is positive because markets anticipate future increases in the funds rate. As shown by the sharp jump in the series, the latter was the case after the April 2008 meeting.

        The minutes for the June FOMC meeting were revealing of an anti-inflation sentiment that would last into the fall of 2008. All participants believed that a zero real funds rate (a 2 percent funds rate minus contemporaneous 2 percent core inflation) meant that monetary policy was accommodative. Doves believed that such a funds rate just balanced off financial frictions and relatively high credit spreads. Hawks believed that monetary policy was expansionary and ultimately inflationary. Despite the division, the consensus held that the next move in the funds rate would be upward. The minutes (Board of Governors, FOMC Minutes, June 24–25, 2008, 6–8) recorded:
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            Figure 21.2. Term Structure of Interest Rates: Three-Month and Six-Month

          
            The series are the difference between the three-month and six-month Treasury yields and the funds-rate target. Treasury yields are from Board of Governors, Statistical Releases H.15, starting January 7, 2002, and G.13 before. Starting October 2, 2001, yields are constant maturity. Before, they are the three-month and six-month yields. Observations are for the day after an FOMC meeting. Heavy tick marks indicate December.

          
        
        
          Participants continued to see significant downside risks to growth. At the same time, however, the outlook for inflation had deteriorated. Recent increases in energy and some other commodity prices would boost inflation sharply in coming months. . . . Participants had become more concerned about upside risks to the inflation outlook—including the possibility that persistent advances in energy and food prices could spur increases in long-run inflation expectations. . . . Participants agreed that the possibilities of greater pass through of cost increases into prices, higher long-run inflation expectations feeding into labor costs and other prices, and further increases in energy prices all posed upside risks to inflation that had intensified since the time of the April FOMC meeting.

          Some participants noted that certain measures of the real federal funds rate, especially those using actual or forecasted headline inflation, were now negative, and very low by historical standards. In the view of these participants, the current stance of monetary policy was providing considerable support to aggregate demand and, if the negative real federal funds rate was maintained, it could well lead to higher trend inflation. . . . However, other participants observed that the high level of risk spreads and the restricted availability of credit suggested that overall financial conditions were not especially accommodative; indeed, borrowing costs for many households and businesses were higher than they had been last summer. . . . With increased upside risks to inflation and inflation expectations, members believed that the next change in the stance of policy could well be an increase in the funds rate.

        

        Chairman Bernanke (2008b) stated:

        
          Another significant upside risk to inflation is that high headline inflation, if sustained, might lead the public to expect higher long-term inflation rates, an expectation that could ultimately become self-confirming. . . . We are attentive to the implications of changes in the value of the dollar for inflation and inflation expectations and will continue to formulate policy to guard against risks to both parts of our dual mandate, including the risk of an erosion in longer-term inflation expectations.

        

        For the August 5, 2008, FOMC meeting, despite a weakening economy, the market’s expectation of the future funds-rate path rose because of Fed hawkish language about inflation and concern for a depreciation of the dollar. On April 3, 2008, the six-month contract for Fed funds futures implied a funds rate in September 2008 of somewhat below 2 percent. On July 3, 2008, the six-month futures contract implied a funds rate above 2.25 percent in December 2008.5 The ten-year constant-maturity Treasury nominal bond yield was 3.3 percent on March 24, 2008, and 3.8 percent on August 29, 2008, while real (inflation-indexed) bond yields increased from 1.0 percent to 2.2 percent over the same interval.6

        For the August 5, 2008, meeting, despite the deterioration in the economy, the Board staff assumed that the next change in the funds rate would be an increase. The staff wrote in the Greenbook (“Summary and Outlook,” part 1, July 30, 2008, I-1, I-2, and I-15), “Considering the totality of the evidence, we continue to think that a significant weakening of activity is in train. . . . As before, we assume that the federal funds rate will remain at 2 percent over the rest of 2008 and be raised to 2¾% over the first half of 2009.” As part of the long-term outlook, the staff forecast that “the federal funds rate continues to climb to just above 4 percent by the end of 2012.”

        The Great Recession followed the pattern of other recessions in that the FOMC allowed a negative output to develop with the intention of lowering inflation. The August 2008 FOMC meeting illustrates. For both quarters 2008Q3 and 2008Q4, the Greenbook forecast 2.6 percent inflation for the core (not including food and energy) PCE (“Outlook and Summary,” “Changes in Prices and Costs,” July 30, 2008, I-29). At the same time, the Greenbook forecast an output gap growing in magnitude from −0.3 percent in 2008Q2, to −1.3 percent in 2008Q4, and reaching −1.6 percent in 2009Q3 (“Outlook and Summary,” “Other Macroeconomic Indicators,” July 30, 2008, I-30). Because of increased slack, the Greenbook forecast a decline in core PCE inflation to 2.1 percent by 2009Q1.

        At the August 2008 FOMC meeting, Tim Geithner (Board of Governors, FOMC Minutes, August 5, 2008, 75), president of the Federal Reserve Bank of New York, stated:

        
          On balance, the rate of growth in underlying inflation suggests that growth in demand in the United States will have to be below potential for a longer period of time if inflation expectations are to come down sufficiently. This means that we will have to tighten monetary policy relatively soon compared with our previous behavior in recoveries—perhaps before we see the actual bottom in house prices and the actual peak in unemployment.

        

        In a break with precedence, the Bluebook (“Monetary Policy: Strategy and Alternatives,” July 31, 2008) prepared for the August FOMC meeting did not contain an Alternative A, which would customarily have allowed for a reduction in the funds rate. The only monetary policy actions considered then were maintenance of the existing 2 percent funds-rate target and an increase.7 Governor Kohn (Board of Governors, FOMC Minutes, August 5, 2008, 76) stated, “About the output gap, the incoming information strongly suggests that we are on a trajectory that at least for some time will have the economy growing appreciably below the growth rate of its potential. The most obvious evidence is the persistence of a soft labor market.” Because of the FOMC’s concern for inflation, discussion focused on when to raise the funds rate. Hawks wanted an immediate increase while doves wanted a later increase. Chairman Bernanke (Board of Governors, FOMC Minutes, August 5, 2008, 98, 100–101) stated:

        
          The unemployment rate . . . has risen as quickly as in previous episodes, and any look at the unemployment rate would suggest that this is something close to a normal recession dynamic. . . . So overall I think there is still significant downside risk to growth. . . . The speed at which we remove the accommodation—and I think it is clear we do have to do that relatively soon—should depend to some extent on how inflation evolves. . . . I welcome the ongoing discussion we should have about the pace of withdrawal of accommodation.

        

        The minutes (Board of Governors, FOMC Minutes, August 5, 2008, 5–6, and September 16, 2008, 6) for the August and September meetings, respectively, captured the FOMC’s willingness to allow a negative output gap to develop to counter inflation:

        
          Retail sales had weakened during late spring and auto sales had dropped sharply in both June and July. The unemployment rate jumped during the intermeeting period. Participants expressed significant concerns about the upside risks to inflation, especially the risk that persistently high headline inflation could result in an unmooring of long-run inflation expectations. . . .

          With elevated inflation still a concern and growth expected to pick up next year if financial strains diminished, the Committee should also remain prepared to reverse the policy easing put in place over the past year in a timely fashion.
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            Figure 21.3. Business Inventory/Sales Ratio

          
            Monthly observations of inventories divided by sales for all businesses. Shaded area indicates recession. Heavy tick marks indicate December. Data from the Census Bureau via Haver Analytics.
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            Figure 21.4. Change in Inventory/Sales Ratio and ISM Manufacturing Index

          
            Monthly observations of annualized percentage changes in the inventory/sales ratio for the durable goods sector and monthly observations of the Institute for Supply Management (ISM) index for the manufacturing sector (shown on an inverted scale). Shaded areas indicate recessions. Heavy tick marks indicate December. Data from the Census Bureau and Institute of Supply Management via Haver Analytics.

          
        
        Newspaper stories conflated the Great Recession and the financial turmoil that developed in the fall. However, the timing of events is consistent with the severity of the recession coming from contractionary monetary policy not a disruption to financial intermediation. The reason is that in the United States the recession became a major recession in summer 2008 when financial intermediation was still working well (chap. 22). Sharp declines in annualized real GDP growth for 2008Q4 and 2009Q1, which came to −5.4 percent and −6.4 percent, respectively, were already guaranteed in summer 2008 by the dynamics of the inventory cycle. In summer 2008, the increase in inventories required a reduction in output to align production with demand.

        By summer 2008, a shortfall in aggregate demand led to businesses accumulating unwanted inventories. Starting in July 2008, from 1.27, inventory/sales ratios (total business) climbed to 1.46 by year-end (figure 21.3). Figure 21.4 plots percentage changes in the inventory/sales ratio for the durable goods sector along with percentage changes in the ISM (Institute of Supply Management) index for activity in the manufacturing sector (inverted scale). The latter shows the deterioration in the economy that began in summer 2008.

      
      
        21.3. Fall 2008, the Lehman Bankruptcy, and the Flight of the Cash Investors

        The failure of Lehman Brothers rocked the markets’ perception of what had seemed an immutable policy of not allowing financial institutions to fail. A clear retraction of the financial safety net had occurred, but no one knew to what new boundaries. Even Bernanke (Board of Governors, FOMC Transcript, September 16, 2008, 74–75) privately expressed the confusion to the FOMC:

        
          We don’t have a set of criteria, we don’t have fiscal backstops, and we don’t have clear congressional intent. So in each event, in each instance, even though there is this sort of unavoidable ad hoc character to it, we are trying to make a judgment about the costs—from a fiscal perspective, from a moral hazard perspective, and so on—of taking action versus the real possibility in some cases that you might have very severe consequences for the financial system and, therefore, for the economy of not taking action. Frankly, I am decidedly confused and very muddled about this.

        

        Financial market participants were placed in the impossible position of suddenly having to evaluate the solvency of their counterparties. Governor Betsy Duke (Board of Governors, FOMC Transcript, October 28–29, 2008, 108) captured the resulting disruption:

        
          They had a sense of being unable to predict who was going to be saved, who was going to get whacked, and who would be the winners and the losers. So subsequently both the banks and their customers froze, and there has been very little activity since then. All the banks I talked to reported having stopped doing business with one or more counterparties and that one or more counterparties had stopped doing business with them, and they were shocked by both of those things.

        

        The insurance company / hedge fund AIG dramatized the issue. After September 16, 2008, markets had to sort out why the Fed had allowed Lehman to fail but had rescued AIG. It was not the case that the Fed considered Lehman insolvent but AIG solvent. Rather, it seemed to be that the Fed had backed off from bailing out financial institutions based on the criterion of “too interconnected to fail” but had stayed with the “too big to fail” criterion. That perception reinforced the flight of the cash investors from financial institutions with asset portfolios consisting of hard-to-value, long-term assets to the obviously too-big-to-fail banks.

        William Dudley (Board of Governors, FOMC Transcript, September 16, 2008, 5), manager of the Federal Reserve Bank of New York System Open Market Account, told the FOMC: “A lot of times when people look closer at the books they find out that the liquidity crisis may also be a solvency issue. I think it is still a little unclear whether AIG’s problems are confined just to liquidity. It also may be an issue of how much this company is really worth.” Governor Kevin Warsh (Board of Governors, FOMC Transcript, September 16,2008, 62–63) highlighted the fact that AIG’s AAA credit rating had had been worthless: “If an AAA company like AIG were really fundamentally insolvent, the direct losses to a range of institutions, particularly those that are not just wholesale institutions but are retail institutions, could be very significant. I don’t think we know the answer yet to the question of whether AIG speaks to a broader loss of confidence that could affect the foundations of the US financial system.”

        The apparent retraction of the financial safety net caused short-term cash investors either to flee to the undisputedly safe side of the financial safety net or to lend overnight. They abandoned the prime money funds for government money funds and abandoned the investment banks with illiquid, long-term investments, especially subprime mortgages for the conservatively managed too-big-to-fail institutions such as JPMorgan Chase (Hetzel 2012a, chap. 13). They also abandoned foreign banks that funded dollar loans not with dollar deposits but by borrowing in the wholesale market from US banks, money funds, and hedge funds. The Fed undid this flight to the safe side of the financial safety net with lending through a variety of credit programs such as the Term Auction Facility (TAF), the Commercial Paper Funding Facility (CPFF), and swap lines to foreign central banks, which re-lent the funds to their banks.

        Evidence of a generalized demand for liquidity appeared in the way in which corporations drew on their lines of credit with banks. McCracken and Enrich (2008, 1–2) wrote:

        
          Fearful of tightening credit and bank failures, a growing number of companies are hoarding cash by taking the unusual step of tapping credit lines they don’t actually need. . . . This corporate-cash stockpiling stems directly from the collapse of Lehman Brothers Holdings Inc. last week, which continues to reverberate in unforeseen ways. . . . The bigger impact [than on a bank’s capital] is on a bank’s liquidity. Bank treasurers are generally charged with gauging the likelihood that specific loans will be drawn down, and the expected demands that will place on the balance sheet. That in turn influences the bank’s decisions about whether to make new loans to other borrowers.

        

        Banks tightened lending standards out of fear that corporations would draw on their credit lines to make payments and the banks would then lose reserves. Fed policy attempted to offset the tightening of lending standards induced by the demand for liquidity through programs that substituted use of its balance sheet to provide credit to financial institutions and to firms that had formerly relied on short-term funding from the cash investors. What the FOMC did not do was to flood the market with liquidity through open market purchases and to implement an expansionary monetary policy. The failure to pursue an aggressive monetary easing came from continued FOMC concern for inflation.

        To illustrate, contrast the more aggressive actions of the Fed with the onset of the pandemic in March 2020 with those of fall 2008. Securities held outright by the Fed increased by $9.8 billion over the two months from September 11, 2008, to November 10, 2008. In contrast, over the two months from March 11, 2020, to May 13, 2020, they increased by $1.783 trillion. M2 increased by $220 billion over the two months from September 15, 2008, to November 17, 2008. Over the two months from March 9, 2020, to May 4, 2020, M2 increased by $2.031 trillion. From September 15, 2008, to October 7, 2008 (when the Fed began paying interest on excess reserves), the effective federal funds rate averaged 1.6 percent. After the March 2020 reduction, the funds rate averaged less than 0.1 percent (Board of Governors, Statistical Release H.4.1; remaining series are from St. Louis FRED).

      
      
        21.4. Monetary Policy Takes a Back Seat

        In fall 2008, the FOMC wanted to ensure that the reserves creation from its credit programs would not cause it to lose control over bank reserves and prevent it from raising the funds rate. At the September 16, 2008, FOMC meeting, the day after Lehman’s bankruptcy, St. Louis Fed president Jim Bullard (Board of Governors, FOMC Transcript, September 16, 2008, 36) said:

        
          An inflation problem is brewing. The headline CPI inflation rate, the one consumers actually face, is about 6¼ percent year-to-date. . . . This is against the federal funds target of 2 percent. While it makes sense to focus on financial markets for the time being, it is essential that we keep in position to put downward pressure on inflation going forward.

        

        In his summary of FOMC opinion, Bernanke (Board of Governors, FOMC Transcript, September 16, 2008, 72, 76–77) said, “Inflation risks are still in play and remain a concern for the Committee. Some participants reiterated their concern that maintaining rates too low for too long risks compromising our credibility and stimulating inflation over the medium run.” Bernanke then added, “I also agree with those who say that, when the time comes, we do need to be prompt at removing accommodation. It is just as much a mistake to move too late and allow inflation, and perhaps even financial imbalances, to grow as it is to move too early and be premature in terms of assuming a recovery. . . . Overall I believe that our current funds rate setting is appropriate, and I don’t really see any reason to change.”

        Bernanke (Board of Governors, FOMC Transcript, October 7, 2008, 14) expressed surprise when on a conference call on October 7, 2008, a weakening economy caused him to recommend a reduction in the funds rate:

        
          I think the macro outlook has shifted decisively toward output risks and away from inflation risks, and on that basis, I think that a policy move is justified. I should say that this comes as a surprise to me. I very much expected that we could stay at 2 percent for a long time, and then when the economy began to recover, we could begin to normalize interest rates. But clearly things have gone off in a direction that is quite worrisome.

        

        Bernanke (Board of Governors, FOMC Transcript, October 7, 2008, 15) told the FOMC that the reduction in the funds rate from 2 percent to 1½ percent had a “tactical” objective. The European Central Bank (ECB) could not get a consensus to lower their policy rate. However, having a “coordinated” reduction in interest rates would give “them an opportunity to get out of the corner into which they are somewhat painted.” Also, a reduction in the funds rate would hopefully provide some “reassurance” until the fiscal support became available “to solve this problem.”

        The challenge for the New York Desk was how to prevent the reserves created by the Fed’s special credit programs from pushing the funds rate below the FOMC’s target. Until the Lehman bankruptcy, the Desk had sold Treasury securities to sterilize the reserves creation from these programs. However, partly because of the Treasury Securities Lending Facility (TSLF) in which the Desk exchanged Treasuries for other less attractive collateral used by securities dealers in doing RPs, the Desk was running out of securities to sell. After Lehman, with the Supplementary Financing Program (SFP), the Treasury sold securities and placed the reserves gained on deposit with the New York Fed, thereby draining reserves. By the end of October 2008, the SFP had sterilized $559 billion in reserves. However, the Treasury was limited in the amount of securities it could sell by the debt ceiling.

        The solution to preventing reserves creation from pushing down the funds rate was payment of interest on bank reserves.8 According to Dudley (Board of Governors, FOMC Transcript, September 29, 2008, 15, 11), paying interest on reserves “should put a floor . . . under the funds rate and thereby allow the Federal Reserve to conduct monetary policy appropriately while providing liquidity consistent with financial stability. . . . We have a very important tool that will allow us to expand the balance sheet but maintain control of the federal funds rate. So we’re not going to be compromising monetary policy.”

        Under Bernanke’s guidance, the FOMC remained convinced that the cause of the recession was a disruption to financial intermediation, which the Fed could meet through its various credit facilities, but only in part. The solution was not an expansionary monetary policy but rather a government financed recapitalization of the banking system. At the October 2008 FOMC meeting, Tim Geithner (Board of Governors, FOMC Transcript, October 7, 2008, 12), president of the New York Fed, stated:

        
          You could think about the use of our balance sheet as a necessary but not sufficient condition to . . . stabilize the financial system and make sure that intermediation begins again and that people are willing to start lending again on a scale necessary to support some reasonable outcome for the economy going forward. Our basic judgment—and I think everybody’s judgment—is that it is going to require capital from the government in some mix of forms for that to happen.

        

        At the September 16, 2008, FOMC meeting, Bernanke began to consider a policy of adding to the capital of the banking system to promote economic recovery. At some point, the Fed could no longer use its balance sheet to aid financial institutions but needed to ask Congress for fiscal support. The question was when. Bernanke (Board of Governors, FOMC Transcript, September 16, 2008, 49) told the FOMC:

        
          Historically, if we look at situations like Japan and Scandinavia, ultimately there comes a point at which the banking system is decapitalized and dysfunctional and the government intervenes on a large scale. Those interventions have been very expensive, but in those cases I mentioned, they have generally restored the banking system to health and have helped the economy recover.

        

        Although the Fed provided reserves, before March 2009, it did not do so freely through open market purchases but rather indirectly through loans that would have to be repaid (figure 21.5). Loans required the surrender of good collateral and were costly. Loans obtained by selling commercial paper to the Commercial Paper Funding Facility (CPFF) had a cost of OIS (basically the funds rate) plus 200 basis points for nonfinancial and financial issuers and OIS plus 300 basis points for asset-backed commercial paper (ABCP). Loans from the Term Auction Facility (TAF) had a maturity of eighty-four days. Discount window borrowing, which required pledging good collateral, carries significant stigma. It is evidence of weakness. Borrowing from the window peaked in the week ending October 29, 2008, at $112 billion. Only after the week ending January 7, 2009, when discount window borrowing was at $88 billion, did borrowing begin a steady decline. The Fed announced the purchase of agency (Fannie and Freddie) debt on November 25, 2008. However, by December 31, 2008, such debt amounted to only $20.3 billion, just a sliver of the reserves provided by the special credit programs (figure 21.6).
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            Figure 21.5. Federal Reserve System Assets

          
            Data from Board of Governors, “Factors Affecting Reserve Balances,” Statistical Release H.4.1. Short-term lending includes the Term Auction Facility, Discount window, Commercial Paper Funding Facility, Term Asset-Backed Securities Loan Facility, and the Primary Dealer Credit Facility. Large-scale asset purchases are open market purchases of agency debt and agency mortgage-backed securities (MBS). Rescue operations include Maiden Lanes I, II, and III and other AIG-related credit.
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            Figure 21.6. Changing Composition of Federal Reserve System Assets

          
            Data from Board of Governors, Statistical Release H.4.1, “Factors Affecting Reserve Balances.” AMLF is the ABCP Money Market Liquidity Facility.

          
        
      
      
        21.5. Bernanke and the Credit Channel

        During the Great Recession, drawing on his work on the Depression, Bernanke emphasized the restriction of output through a credit channel. Bernanke (2015, 200, 206, and 208) believed that the Great Recession, which began after December 2007, originated in financial instability, not contractionary monetary policy:

        
          Animal spirits, sentiment, psychology . . . [were] central to the economic and financial story in February and March [2008]. . . . The economy and credit markets were increasingly mired in their own destructive feedback loop—bad economic news fueled financial turmoil, and the turmoil in turn disrupted the flow of credit that powered economic activity. . . . Financial instability, contracting credit, and falling confidence were seriously damaging the economy. . . . Market turmoil was . . . what I called “self-feeding liquidity dynamics.” In other words, fear begat fear.

        

        Henry Paulson (2013, 337), Treasury secretary during the first year of the Great Recession, expressed the Bernanke “credit channel” view of using credit policy to counteract recession:

        
          The [Troubled Asset Relief Program] money would stretch much further if it were injected as capital that the banks could leverage. . . .9 [Assuming] banks had a ten-to-one leverage ratio, injecting $70 billion in equity would give us as much impact as buying $700 billion in assets. This was the fastest way . . . to get them [banks] lending again.

        

        Bernanke argued that the Fed should turn to credit policy rather than to monetary policy. Bernanke (Board of Governors, FOMC Transcript, December 15–16, 2008, 25, 27) told the FOMC:

        
          What we’re doing is fundamentally different from the Japanese approach. . . . The Japanese approach, the quantitative easing approach, was focused on the liability side of the balance sheet—specifically the quantity of bank reserves. . . . The theory behind quantitative easing was that providing enormous amounts of very cheap liquidity to banks . . . would encourage them to lend and that lending, in turn, would increase the broader measures of the money supply, which in turn would raise prices and stimulate asset prices, and so on, and that would suffice to stimulate the economy. . . . I think that the verdict on quantitative easing is fairly negative. It didn’t seem to have a great deal of effect, mostly because banks would not lend out the reserves that they were holding. . . . Rather than looking at . . . [policy] as a single number, as a measure of the liability side of the balance sheet, I think we ought to think about it as a portfolio of assets, a combination of things that we are doing on the asset side of our balance sheet, that have specific purposes.

        

        The fundamental conceptual error during the Depression was to understand the role of the Fed as influencing the financial intermediation of banks rather than as controlling money creation. Nevertheless, to a significant extent, Bernanke accepted many of the themes common in the Great Depression. In the spirit of real bills, he accepted the idea that recessions reflected the collapse of speculative excess. The economist Henry Kaufman asked Bernanke, “How will the Federal Reserve respond to further financial speculative activities.” Bernanke (2009b) replied, “You just introduced perhaps the most difficult problem in monetary policy of the decade, which is how to deal with asset bubbles. We’ve had two big asset bubbles in this decade, and both have resulted in severe downturns, particularly the credit bubble.”

        In the Depression, the belief prevailed that because of the uncertainty of their sales and possible interruption of their cash flow, businesses became unwilling to borrow from banks. Banks were not lending the reserves supplied to them by the Fed not only because of lack of demand for loans but also because they worried about their own capital adequacy. The low level of interest rates presumably indicated the ample supply of reserves to banks by the Fed (Hetzel 2012a, chaps. 3–4).

        Because monetary policy was understood through the lens of financial intermediation, the presumed breakdown of financial intermediation during the Great Depression encouraged a general presumption that monetary policy was impotent. Based on this (mis)understanding, policy turned toward encouraging financial intermediation. Congress created the Reconstruction Finance Corporation in 1932 to supply capital to banks. (It was the forerunner of the Troubled Asset Relief Program created in September 2008.) Also, in 1932, the Federal Home Loan Bank Act created the Federal Home Loan Bank Board, the Federal Savings and Loan Insurance Corporation, and the Federal National Mortgage Association (Fannie Mae). The Farm Credit Administration, created in 1933, provided credit to farmers. It also put the 13(3) language into the Federal Reserve Act.10

      
      
        21.6. Reviving Real Bills Theories of the Collapse of Speculative Excess

        Until December 2008, the Fed did not implement an expansionary monetary policy. Especially in fall 2008, it could have undertaken massive open market purchases to provide banks with reserves. It could have reduced the discount rate to zero as a way of removing the stigma from using it and made clear to banks that the window was freely available as it had done in the May 1970 Penn Central crisis. It could have dealt with its concern that it would fail to control inflation by announcing an inflation target as a way of assuring the public that an expansionary monetary policy was a short-term expedient to deal with the recession and financial disorder.

        In the Great Recession, however, through fall 2008, the FOMC believed that monetary policy was “accommodative” because with a funds rate of 2 percent and with underlying inflation (core PCE) just above 2 percent, the realized real rate of interest was zero. The FOMC therefore believed that the recession came from an interruption to financial intermediation. As a result, the Fed concentrated its efforts on programs to promote financial intermediation, especially after the disruption caused by the failure of Lehman Brothers on September 15, 2008.

        The Great Recession revived real bills ideas, which highlight the collapse of speculative excess as the cause of recession. According to real bills, the herd behavior of investors drives an alternation of market psychology between excessive euphoria and excessive pessimism. In the initial periods of irrational exuberance, debt levels rise to unsustainable heights. The resulting imbalances cumulate until an inevitable correction occurs. A period of purging of these excesses must follow taking the form of deleveraging, recession, and deflation. It follows that central banks have a responsibility to prevent speculative excess.

        According to this story, the reduction of the funds rate to 1 percent in June 2003 set in train the events that caused the Great Recession. Low interest rates encouraged financial institutions to fund portfolios of long-term illiquid assets concentrated in MBS (mortgage-backed securities) with short-term borrowing in the form of commercial paper and repurchase agreements (RPs). The resulting demand for mortgage debt created a bubble in house prices whose collapse set off the recession. Gary Gorton (2010) emphasized disruption to financial intermediation caused by a collapse of the “shadow banking system.” Atif Mian and Amir Sufi (2010a; 2010b; 2011) emphasized a decline in the expenditures of liquidity-constrained households impacted by falling house prices that rendered their mortgages “underwater.”11

      
      
        21.7. Contractionary Monetary Policy

        Contractionary monetary policy caused the Great Recession. The classical-dichotomy (divine-coincidence) version of the New Keynesian model applies directly to the Great Recession (Goodfriend and King 1997; see also chap. 29). This model classifies firms into those in the sticky-price sector and those in the flexible-price sector. Firms in the sticky-price sector change prices only infrequently while firms in the flexible-price sector operate in auction markets in which prices are determined continuously. By targeting inflation in the sticky-price sector while allowing inflation originating in the flexible-price sector to pass through to headline inflation, the central bank gives free rein to the price system to determine relative prices.

        Presciently, Aoki (2001, 75) had written earlier:

        
          Suppose there is an increase in the price of food and energy . . . putting an upward pressure on aggregate inflation. . . . The central bank could respond with a sharp contractionary policy and reduce aggregate demand by a large amount so as to decrease prices in the sticky-price sector. . . . However, our model shows that such a policy is not optimal. The optimal policy is to stabilize core inflation.

        

        The FOMC should have been concerned only with the slight overshoot of core inflation from its implicit inflation target not with the higher headline inflation.

        In summer 2008, four-quarter core PCE inflation peaked at 2.2 percent while headline inflation peaked at 4.2 percent (figure 20.4). Some of the core inflation likely represented transitory pass-through from the commodity price inflation shock. The FOMC, however, was concerned that high headline inflation would raise inflationary expectations and cause it to lose credibility. In retrospect, it would have been better to have announced an explicit inflation target to address the concern with credibility. The FOMC could have waited for the inflation shock to dissipate. If the FOMC did nevertheless lose credibility, it could then have initiated a contractionary policy.

        Popular narrative attributes the Great Recession to a Great Financial Crisis. Much of the appeal of this assignment of causality to an interruption in financial intermediation derives from the timing of events. The recession worsened in 2008Q4 after the Lehman bankruptcy and AIG bailouts in September. However, until early October, the presumption had prevailed that because the subprime housing debacle had occurred in the United States, the recession would be primarily a US phenomenon. In the first part of October, as data came in from abroad, it became evident that the recession was worldwide. The Wilshire 5000 (Total Market Full Cap Index from St. Louis FRED) declined by 22.7 percent from October 1 through October 10.

        The severity of the 2008–9 recession derived from the combined contractionary monetary policies of all the world’s central banks. The world economy entered recession in 2008Q2 as shown in figure 21.7, which displays real GDP growth for G7 countries minus the United States. Because of a common concern for high headline inflation, foreign central banks maintained their policy rates at cyclically high levels while their economies weakened (figure 21.8). Foreign central banks kept their policy rates basically unchanged until October 2008. The ECB (European Central Bank) raised rates in July 2008 (Hetzel 2012a, 215).12 At a world level, this behavior illustrated the empirical phenomenon documented by the monetary contraction marker for the United States in chapter 3. Recessions occur after central banks have raised their policy rates to cyclically high levels and then maintain them at a relatively high level while the economy weakens.

        Three factors eliminated a contractionary monetary policy and allowed the economy to recover. First, at its December 16, 2008, meeting, the FOMC reduced the funds rate to the ZLB. Second, at that meeting, the FOMC used the statement to start forward guidance. The statement language read, “The Committee anticipates that weak economic conditions are likely to warrant exceptionally low levels of the federal funds rate for some time” (Board of Governors, FOMC Transcript, December 16, 2008). Third, especially with its March 2009, meeting, through open market purchases, the FOMC began to provide the liquidity desired by banks in a way that did not require collateralized short-term borrowing.
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            Figure 21.7. International Growth

          
            Annualized quarterly growth in real gross domestic product for G7 countries excluding the United States (Canada, France, Germany, Italy, Japan, and the United Kingdom). Data are from the OECD via OECD Stat (http://stats.oecd.org/index.aspx), item “B1_GE:VPVOBARSA.” Heavy tick marks indicate fourth quarter.
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            Figure 21.8. Central Bank Policy Rates

          
            Foreign central bank interest-rate targets. Shaded area indicates recession. It demarcates the Eurozone recession from a peak in March 2008 to a trough in June 2009. Heavy tick marks indicate December. Data from Bloomberg.

          
        
        In 2008, the FOMC failed to understand the powerful forces that were affecting the world economy. The natural rate of interest declined dramatically. No one understood that a negative real rate of interest could be consistent with contractionary monetary policy. In the past, such as the second half of the 1970s, negative real rates had been expansionary (figure 18.5). At the same time, the assumption through fall 2008 that monetary policy was expansionary coincided with high headline inflation caused by a giant inflation shock.

        With the inflation shock, the FOMC could have let the higher inflation pass through to higher nominal GDP growth. However, the FOMC feared losing credibility for low inflation. For much of 2008, it signaled to markets that the easing cycle had ended and that an increase in the funds rate was imminent. As events unfolded, contractionary monetary policy caused a decline in nominal GDP growth (figure 19.1). In fact, inflationary expectations were well anchored. As a result, monetary contraction appeared primarily as a reduction in real output and only to a much lesser extent as a reduction in trend inflation (figure 20.4).

        Bernanke (2007, 66) summarized the conclusions he drew from Friedman and Schwartz’s A Monetary History. The first lesson was

        
          that a central bank’s primary responsibility is the maintenance of price stability . . . and particularly to avoid the instability of expectations associated with an unanchored price level. The second lesson is that the financial industry is a special industry in terms of its role in macroeconomic stability. Major upheavals in the financial system can be extremely disruptive to the economy.

        

        Unfortunately, Bernanke stumbled in implementing the first lesson. He ignored Friedman’s advice not to interpret a “low” interest rate as indicative of expansionary monetary policy. The second lesson is pure Bernanke not Friedman. Friedman and Schwartz attributed the length and severity of the Great Contraction solely to restrictive monetary policy.13 Bernanke, drawing on Bernanke (1983), highlighted a credit channel and extrapolated it to 2008. As a result, in 2008, after the March 2008 FOMC meeting, Bernanke ignored contractionary monetary policy as a cause of the recession (see also Selgin 2018 and Sumner 2021). After the Lehman failure, he concentrated stimulus measures on credit market interventions. That was easy to do because of the turmoil in the financial markets, but it sidelined quantitative easing at the ZLB as the FOMC’s major weapon to fight recession.

      
    
  
    
      
        [ Chapter 22 ]

        The 2008 Financial Crisis

      
      
        Summary: The period from summer 2007 through summer 2008 was one of deleveraging. Banks took the mortgage-backed securities (MBS) in their off-balance-sheet structured investment vehicles (SIVs) onto their own balance sheets and wrote down their market value. Because of the uncertainty of the extent of the write-downs and the resulting creditworthiness of the banks, banks limited lending to each other apart from short maturities. Banks wanted to be liquid. After summer 2007, the major uncertainty lay with European banks. With the failure of Lehman Brothers on September 15, 2008, the giant carry trade entailed by financing portfolios of long-term, hard-to-value, illiquid assets with short-term liabilities like repurchase agreements and commercial paper unraveled. The cash investors that had provided the financing fled to the safe side of the financial safety net, that is, to the too-big-to-fail banks and government money funds. Regulators spent the rest of 2008 trying to undo the flight by extending the financial safety net and by devising special lending facilities.

        In fall 2008, monetary policy makers acted on the belief that they could separate the implementation of monetary policy and credit policy. The FOMC led by Ben Bernanke believed that monetary policy was expansionary and potentially inflationary as evidenced by a real funds rate near zero (a funds rate of 2 percent and core inflation near 2 percent). The recession, which had begun in December 2007, then had to come from disruption to financial intermediation. With the failure of Lehman in September 2008, the Fed instituted numerous programs designed to undo the flight of the cash investors and to maintain the flow of credit. However, the ad hoc nature of these programs created uncertainty and diverted the attention of policy makers from the responsibility of monetary policy for the recession.

        Although the industrialized world had already entered a deep recession in summer 2008, because of the lags in reporting on GDP, that information became known only in early October. As a result, newspapers reported simultaneously on the world recession and on the disruption to financial markets caused by the flight of the cash investors to the safe havens. That coincidence along with the announcement by the Fed, Treasury, and FDIC of programs to undo that flight created the impression that the recession originated in a disruption to financial intermediation. However, if effective, the credit programs should have preempted the disruption to financial intermediation. They did not keep monetary policy from being contractionary.

        The Great Recession imposed enormous costs in terms of the human suffering caused by high unemployment. In addition, it imposed costs by discrediting a free market economy. Ironically, with its heavy government regulation and the moral hazard created by the financial safety net, the financial sector was not a free market.

      

      Financial markets are not inherently fragile but become fragile through the way in which the financial safety net encourages risk taking: the phenomenon of moral hazard. In the absence of a financial safety net, debt holders monitor the risk taking of the owners (equity holders) of a firm. The riskier the investments, the higher the risk premium debt that debt holders charge (Jensen and Meckling 1976). The financial safety net short circuits that monitoring and leaves it to regulators. As became evident in the Great Financial Crisis of 2008, regulators were not up to the task.

      When house prices began to fall in 2006, the solvency of the entities created to hold illiquid MBS became problematic, and their debt holders (the cash investors) stopped rolling over the debt. In 2007 and 2008, the whole superstructure of illiquid assets financed by short-term, runnable debt unraveled.1 Commentators use the term “shadow banking system” to summarize financial intermediation occurring outside of the banking system financed by cash investors, that is, funded by short-term liabilities. However, in 2007–8, especially foreign banks as well as nonbanks like the prime money funds and the investment banks were subject to runs by the cash investors that had supplied short-term dollar funding. The shadow banking system was only one manifestation of a worldwide “dollar carry trade.”

      
        22.1. The Financial Safety Net and Moral Hazard

        The housing crash that weakened the balance sheets of financial institutions arose as two blades of a scissors. One blade was the second grand failure of the government’s attempt to allocate credit to housing. (The first was the S&L debacle of the 1980s.) Using the GSEs (government-sponsored enterprises) and the FHLBs (Federal Home Loan Banks), the government attempted to increase home ownership. The chief tool for making housing affordable was to reduce the requirement for down payments on home mortgages. An increased demand for housing with a limited supply created a sustained rise in house prices. That price rise made subprime mortgages seem like viable investments.

        The second blade of the scissors was a financial safety net that encouraged risk taking. The financial safety net limits the discipline on risk taking by removing the monitoring of financial institutions by its debt holders. It subsidizes risk taking by socializing losses while privatizing gains. The result was nondiversified bank portfolios and a giant dollar carry trade in which banks or their off-balance-sheet progeny, the SIVs, financed illiquid, long-term, hard-to-value private MBS with short-term liquid debt.

        The excessive risk taking encouraged by moral hazard assumed a variety of forms. Banks held disproportionate amounts of housing mortgages rather than diversifying their asset portfolios. European banks funded their dollar lending in the wholesale market by selling CDs, commercial paper, and engaging in foreign exchange swaps with US banks, hedge funds, and prime money market funds. Banks set up off-balance-sheet structured investment vehicles (SIVs) to hold mortgages as a way of lowering their required capital (Hetzel 2008, chap. 10). The investment companies (Bear Stearns, Merrill Lynch, and Lehman Brothers especially) levered up by taking on lots of short-term debt like commercial paper and repurchase agreements (RPs). The main avenue for risk taking took the form of financing illiquid, opaque portfolios of long-term mortgages with short-term debt.2

        The moral hazard created by the financial safety net created a fragile financial system in which significant amounts of financial intermediation occurred outside of the regular banking system. First, starting with the failure of Franklin National in 1974, too-big-to-fail (TBTF) became a bedrock principle (even if unarticulated) among regulators of the financial system. The term TBTF, however, is better expressed as too-indebted-to-fail (TITF). In the case of Franklin National, the Fed and the FDIC bailed out the debt holders of the bank holding company as well as the depositors of the bank. Although the term TBTF was invented after the bailout of Continental in 1984, it had already taken on mammoth proportions with the bailout of the large New York City banks and Bank of America at the time of the less-developed-country (LDC) debt crisis, which emerged in 1982 (Hetzel 1991; Nurisso and Prescott 2020).

        Second, starting in the late 1980s, regulators became concerned that American banks operated at a disadvantage relative to foreign banks. The latter could be universal banks while American banks operated subject to the disadvantage of the separation of commercial banking and deposit banking (Hetzel 1991). US regulators looked on benignly when American banks created off-balance-sheet entities to hold mortgages to reduce required capital. Third, starting with the Clinton administration and continuing with the Bush administration, government used the GSEs (government-sponsored enterprises—Fannie Mae and Freddie Mac) to expand home ownership.

        A result of these policies was an increased investment in real estate. From 1986 through 1995, the home ownership rate was steady at about 64 percent. It then began to rise and peaked at 69 percent in 2005. In real terms, house prices had remained steady from 1950 through 1997. They then rose more than 50 percent through the end of 2006 (Hetzel 2012a, figs. 10.1 and 10.2). Over the decade of the 1990s, real estate loans (residential and commercial) of commercial bank assets remained stable at 30 percent but then rose until reaching over 40 percent in 2007 not counting holdings of MBS. The real estate loans of FDIC-insured institutions (banks and thrifts) as a ratio of loans and leases were 47.6 percent in 2002Q2 and rose to 55 percent in 2008Q2 with the increase accounted for by banks with assets of more than $1 billion (Hetzel 2012a, 179).

      
      
        22.2. The Cash Investors Run the SIVs in Summer 2007

        Indirectly through their SIVs, commercial banks held significant amounts of the AAA-rated tranches of subprime mortgages (MBS). The large investment banks and prime money funds held them directly. They financed these opaque, illiquid portfolios through issuing short-term debt. In August 2007, the holders of this debt, the cash investors, stopped believing in the AAA rating of the MBSs. The triggering event occurred on August 9 when the French bank BNP Paribus ceased redemptions from funds holding subprime mortgages.

        Given the stable net asset values (NAVs or redemption at a par dollar value) of the prime money funds, the cash investors had an incentive to be the first out in a self-fulfilling anticipation of a run. If there were a run, the illiquid MBS could only be sold at a steep discount, and the funds would “break the buck,” that is, be unable to redeem shares at par. Cash investors supplying funds through RPs feared that they would be left holding the illiquid MBS because the funds could not readily sell them. In the event of a run, they would be left with frozen debt.

        The SIVs had lines of credit with their sponsoring banks. Those banks brought the mortgages onto their own balance sheets when the cash investors fled. European banks were affected because their dollar lending was financed by commercial paper issued in dollars. Great uncertainty existed over which European banks were holding MBS in their portfolios and what losses they would incur. Correspondingly, the cost of dollar funding of European banks rose. Issuance of asset-backed commercial paper became mainly overnight while interbank funding became primarily short-term.

        As long as uncertainty existed over how many of the MBS would be coming onto bank portfolios from their SIVs, short-term funding contracted to short maturities, especially overnight. Because banks wanted to remain liquid, the interest rate on term lending in the federal funds market rose relative to the overnight rate. The Fed wanted to encourage banks to borrow from the discount window to reduce any funding difficulties associated with bringing MBS onto their balance sheets while winding down their SIVs. Because the discount rate was 100 basis points over the funds rate, apart from an overnight surprise outflow of funds, borrowing from the discount window sent a message to markets that the bank was having funding troubles. Through a reduction of the discount rate by 50 basis points on August 17, 2007, the Fed hoped to reduce the stigma associated with borrowing.

        The Fed encouraged some large banks to borrow at the discount window with the hope of making such borrowing appear routine. However, because the spread over the discount rate remained at 50 basis points, the stigma remained. The Board of Governors could have lowered the discount rate to equal the funds rate. On March 15, 2020, in dealing with a surge in the demand for liquidity, it lowered the discount rate to the top of the funds-rate range, 0.25 percent. However, in August 2007, a discount rate equal to the funds rate would have encouraged borrowing and reserves creation. That reserves creation would have been difficult to sterilize and thus would have depressed the funds rate. The Fed did not want to send a signal that could be interpreted as an easing of monetary policy.

        At its September 18, 2007, meeting, the FOMC began discussing an alternative to the discount window, which would allow term borrowing and which would not carry stigma. The Desk would auction off a set amount of funds. Because the interest rate on the loan would be determined competitively, such borrowing would not carry stigma. The resulting loan facility, the Term Auction Facility (TAF) began operation on December 12, 2007. In the meantime, the Federal Home Loan Bank System lent to banks experiencing funding difficulties (Ashcraft et al. 2010). However, that option was not available to European banks. To a significant extent, TAF was introduced to deal with funding issues in the US-dollar-denominated interbank market used by European banks. As measured by the widening of the interbank-deposit/OIS spread, the main problem was with funding the short-term debt of European banks.3

        When the Fed announced TAF, it also announced swap lines with the European Central Bank (ECB) and the Swiss National Bank (SNB), which then announced auctions of dollars to their banks. The Fed sterilized the reserves creation from TAF and swap line borrowings. The fact that the Desk did not have to create additional reserves to keep the funds rate from rising meant that there was no system-wide panicky demand for liquidity. TAF and the swap lines were instruments for allocating credit to banks, especially European banks, that had funding difficulties because the markets did not know their MBS exposure. It was significant that TAF borrowing could be collateralized in euros with euro-denominated government debt, German Jumbo Pfandbriefe, and foreign government guaranteed securities. Agency-backed mortgage securities and nonagency residential-backed securities were also accepted as collateral (LHM 2020a).

        The United States was pulling the chestnuts out of the fire for European regulators who did not require transparency for the books of their banks. Bernanke (2015, 184) wrote:

        
          ECB president Jean-Claude Trichet wanted the TAF and swaps announcements out at the same time to foster the impression that the swap lines were part of a solution to a US problem, rather than an instance of the Fed helping out Europe. His goal was to avoid highlighting the dollar funding difficulties faced by European banks. . . . [Not] only did the $24 billion initially distributed through the swaps go to Europe, all but about $3 billion of the $40 billion distributed in the first two TAF auctions went to European and other foreign institutions operating in the United States, with German banks leading the way.

        

        The Term Auction Facility and the dollar swaps were emblematic of the Fed’s credit market interventions. It highlighted the difference between allocating reserves to distressed banks as part of a bailout and the traditional lender-of-last-resort function of a central bank to meet a generalized need by the banking system for additional reserves in a financial panic. TAF firmly extended the financial safety net to the dollar carry trade engaged in by European banks. In December 2008, dollar swaps came to $580 billion, “35 percent of the Fed’s balance sheet. . . . Not the least remarkable thing about the Fed’s crisis response was its politics, or rather the lack of political legitimation. The emergency liquidity provision to the international economy by the Fed between 2007 and 2009 was shrouded in as much obscurity as possible” (Sorkin 2018, 212, 215).

        The FOMC was aware that TAF would attract the troubled banks. Eric Rosengren (Board of Governors, FOMC Transcript, August 18, 2007, 135), president of the Boston Fed, said, “If we had this auction, who would be the most likely to want to take the money out? I could imagine a situation in which you would have five borrowers taking out the full $20 billion. If those five were Countrywide, Washington Mutual, and three European banks, it would certainly give the perception that we were focused on financial institutions that had significant risks.” Governor Kohn (Board of Governors, FOMC Transcript, September 18, 2007, 161) followed up:

        
          It’s an issue for two reasons. One is that it could facilitate the runoff of uninsured liability holders, and the Congress has told us not to do that [likely a reference to FDICIA passed in 1991 in reaction to the S&L bailout], and we shouldn’t do it. That’s a moral hazard problem. The second is that it might allow the banks that aren’t being run well to make that last bet—to do some other things that would put them at greater risk.

        

        The Term Auction Facility was the first of the credit facilities that allowed the Fed to allocate credit. It supported the market presumption that regulators would not allow troubled financial institutions to fail but would merge them with stronger, better-capitalized firms. Bank of America’s purchase of Countrywide in January 2008 reinforced that presumption. In fall 2007 and early 2008, the write-downs that banks incurred from taking the MBS of their SIVs onto their own balance sheets created no concerns among regulators about either the level of bank capital or the ability of large banks to raise capital (Bernanke 2008a). The acquisition of Bear Stearns by JPMorgan Chase in March 2008 added to the certainty.

      
      
        22.3. From Bear Stearns to Lehman Brothers

        In early March 2008, the prices of subprime MBS continued to decline with the higher tranches of the securitized MBS also affected. Portfolios of MBS financed with MBS as collateral required higher haircuts. The investment bank Bear Stearns was especially affected. The run on Bear, which began in earnest on Thursday, March 13, 2008, started with a downgrade by Moody’s Investors Service of the MBS that Bear held. The New York Fed ended the run by lending to Bear. It did so indirectly through JPMorgan Chase. JPMorgan lent to Bear with Bear’s MBS as collateral. The New York Fed lent to JP Morgan with that same MBS as collateral. The Fed loan was a “nonrecourse” loan so that if Bear went into bankruptcy the Fed would be left with the collateral and would be fully repaid only if the sale of the MBS covered the amount of the loan.

        The Fed initiated three programs intended to maintain market confidence in the weaker nonbank primary dealers (Bear and also Morgan Stanley, Lehman, and Merrill Lynch). Announced March 7, the Single-Tranche Term Repurchase program offered twenty-eight-day RPs with primary dealers. The key was that the dealers could deliver as collateral MBS to the Fed, their least attractive collateral for RPs with markets. The Term Securities Lending Facility (TSLF), announced March 11, lent the primary dealers Treasury securities in return for their MBS. The loans were for twenty-eight days rather than overnight as had been the case previously. The dealers could then use the Treasury securities in their RP financing rather than the securities requiring large haircuts. The Primary Dealer Credit Facility (PDCF), announced March 16, offered loans up to ninety days to primary dealers collateralized by mortgage-backed and asset-backed securities. The PDCF was unprecedented in that the investment banks were not regulated by the Fed but by the SEC. It required use of the 13(3) “unusual and exigent” authority.

        The Fed loan to Bear via JPMorgan and the new lending programs did not stop the run. The Friday loan would just get Bear through the weekend. Bear needed a buyer with deep pockets that could credibly guarantee its borrowing. On such short notice, there was only one potential buyer with knowledge of Bear’s books, JPMorgan, which was Bear’s clearing bank. Wessel (2009, 167) wrote: “As for Jamie Dimon [CEO of JPMorgan], he held the best cards, and he knew it. The government wanted to sell Bear Stearns before the markets in Asia opened, and Morgan was the only potential buyer left. Ergo, the government was going to have to subsidize the deal.”

        Subsidizing the deal meant that the Fed would buy “a $30 billion pile of dodgy mortgage-related assets of uncertain value, and putting the taxpayers at risk for any losses” (Blinder 2013, 107). Wessel (2009, 167) wrote: “The fact was, the Fed was about to purchase assets that it would likely hold for up to ten years, assets that had more than a little stink on them. But the spirit of the law was clear: the Fed should not make a deal if it anticipated a loss.” The uncertain value of the MBS appeared in the fact that “three more months would pass before JPMorgan Chase and the Fed—working with the money manager it had hired, BlackRock, and the auditing firm of Ernst & Young—agreed on what was in and what wasn’t. . . . By the end of 2008, the Fed said the portfolio had lost another $3.2 billion in value” (Wessel 2009, 172–73) (beyond the $1 billion less than it had been valued at in mid-March).

        New York Fed president Geithner could not get a current balance sheet for Bear from Bear’s regulator, the SEC (Wessel 2009, 171). Paradoxically, the New York Fed had itself earlier ended a program that would have offered it that information. Morgenson and Rosner (2011, 43) wrote:

        
          In January 1992, the Fed ended a program called dealer surveillance that it had long used to audit and inspect these Wall Street firms. . . . From this moment on, the Fed would no longer be able to conduct its own due diligence on dealer firms. . . . It was, to some Fed officials, a dangerous delegation [to the SEC] of an important duty that had given the central banks access to crucial information about the soundness of the Wall Street firms it was dealing with.

        

        The Federal Reserve Act prohibited the Fed from buying Bear’s MBS assets. So, as Wessel (2009, 167–69) wrote:

        
          The lawyers would devise language to get around the requirements that the Fed could make loans, not buy assets. But that would be legal semantics. . . . To satisfy Fed lawyers, the Fed subsidy was cast in the rhetoric of a loan. But the Fed was effectively spending $30 billion of its money to buy mortgage linked securities that JPMorgan didn’t want. . . . Because the Fed was not supposed to buy the securities outright, it borrowed a tool from the financial engineers whose handiwork had led to the Great Panic. It created a “special purpose vehicle” to hold the assets. Then it made a loan to that entity [Maiden Lane].

        

        The loan to Bear Stearns was unprecedented in that it was the first time that the Fed had lent directly to prevent the failure of a financial institution that was not a bank. Shortly after the Fed bailed out Bear Stearns, Paul Volcker (2008) commented that the Fed had approached “the very edge of its lawful and implied powers.”

        Because of its relatively small size, Bear was not the problem. Sheila Bair (2012, 5), head of the FDIC, called it “a perimeter player at best.” The real fear was that if Bear went into bankruptcy, the cash investors financing the repo market would draw back from Lehman Brothers and Merrill Lynch, which were especially highly leveraged and held significant amounts of MBS. At the same time, after the Bear bailout, Lehman and Merrill knew that if they got into trouble the Fed would rescue them by bringing money to the table to arrange a merger. They then did not need to sacrifice on their share prices in looking for a merger partner.

        If the Fed had not bailed out Bear, then Merrill Lynch and Lehman, which also held significant amounts of MBS, would have had an incentive to find a buyer with deep pockets. The Wall Street Journal (2008a) headlined: “Lehman Is Seeking Overseas Capital, as Its Stock Declines, Wall Street Firm Expands Search for Cash, May Tap Korea.” However, Lehman spurned offers from the Korea Development Bank to buy the firm and rejected the offer from China’s Citic to buy half of it (J. Freeman 2009). Given the Fed’s bailout of Bear, Dick Fuld, Lehman’s chairman, could hold out for a good price. Vincent Reinhart, former FOMC secretary and economist, “called it [the Bear bailout] ‘the worst policy mistake in a generation.’ It meant that the Fed would always be expected to bring money to the table when trying to arrange the rescue of a big financial firm” (Wessel 2009, 174).

        The Washington Post (2008a) reported, “We’re not predicting that Lehman will fail—it won’t, because of the Federal Reserve, which has let it be known that it will lend Lehman . . . enough money to avoid collapsing, the way Bear Stearns did.” Similarly, the Wall Street Journal (2008b) reported: “In the summer of 2008, Mr. Fuld remained confident, particularly given the security of the Fed’s discount window. ‘We have access to Fed funds,’ Mr. Fuld told executives at the time. ‘We can’t fail now.’” Treasury Secretary Paulson (2013, 158) wrote, “Dick [Fuld] was looking for an unreasonable price.”

        In June 2008, Jeffrey Lacker (2008), Richmond Fed president, wrote presciently: “In the short-term, governments and central banks may be able to alleviate financial market strains, but such intervention may affect financial intermediaries’ choices in a way that makes financial stress more likely.” The climax of Lacker’s warning would come with the Lehman bankruptcy. The Fed created the worst of all possible outcomes. It did so by building the moral-hazard foundation for the dollar carry trade (shadow banking system) over many years and suddenly exploding the foundation with the Lehman bankruptcy. The cash investors then ran for the cover of the government money funds and the too-big-to-fail banks.

        Although this was unknowable at the time, the Bear bailout would make a later bailout of Lehman politically inadvisable for the Fed. With Bear, what the public saw was a Fed without any congressional appropriation risking almost $30 billion of taxpayer money to facilitate the sale of Bear to JPMorgan. Because JPMorgan was the only bidder and because it knew that the Fed was unwilling for Bear to fail, it could get a highly advantageous deal. At the same time, there would be no help for the home owners losing their homes to foreclosure. The path from Bear to Lehman runs through the GSE (Fannie and Freddie) bailout.

        In early July, financial markets became concerned about the solvency of the GSEs because of losses on their holdings of MBSs. On July 13, 2008, Paulson proposed that the Treasury be granted authority to purchase unlimited amounts of equity in the GSEs. In making the proposal, Paulson (2013, 147) feared that “by asking for these powers we would confirm just how fragile the GSEs were and spook investors.” Paulson asked Bernanke to open the discount window to the GSEs. “Ben Bernanke made clear that this was properly a fiscal matter,” but he agreed if Paulson (2013, 147) could assure him that Congress would approve the authority Paulson requested.

        Paulson believed that asking for an unlimited capacity to inject capital would reassure investors. On July 15 before the Senate Banking Committee, Paulson (2013, 148–51) said, “If you’ve got a squirt gun in your pocket, you may have to take it out. If you’ve got a bazooka, and people know you’ve got it, you may not have to take it out.” Paulson (2013, 151) later said that those words “would come back to haunt me.” Congressmen disliked the fact that the authority would require the federal debt limit to be waived. Republican congressmen like Senator Richard Shelby disliked ceding fiscal authority to the executive branch. Paulson (2013, 153) wrote, “Shelby was right. Even though we said we never intended to use it, we were asking for an unprecedented blank check—and Congress was understandably wary of signing one over to us.” On July 23, 2008, Congress passed the requested legislation.

        With the announcement of losses in early August, the legislation did not restore confidence in the GSEs. Sorkin (2008) argued that reference to the bazooka produced the contrary result that fearful of government intervention private investors would no longer put additional capital into the GSEs. Sorkin quoted Doug A. Dachille, CEO of First Principles Capital Management: “He never laid out a roadmap. . . . Because of the uncertainty nobody was willing to put in money.”

        As government-sponsored enterprises, investors believed that the government would guarantee the debt of Fannie and Freddie. That assurance allowed them to operate with a vast amount of leverage, but the decline in the value of MBS brought to the fore that the guarantee was only implicit. Tooze (2019, 172) wrote:

        
          The vast bulk of the Fannie Mae and Freddie Mac balance sheet consisted of top-quality conforming mortgages. If they had had conventional balance sheets, they ought to have been able to ride out the storm. The problem was that they did not. In 2008 Fannie Mae and Freddie Mac held MBS valued at $1.8 trillion and guaranteed another $3.7 trillion on the basis of shareholder equity, which in the case of Fannie Mae came to only $41.2 billion, and in the case of Freddie Mac, to $12.9 billion.

        

        Allowing debt holders to incur losses on GSE debt was unacceptable to the Treasury. It would have created an international crisis. Paulson (2013, 159, 161) explained that foreign investors, especially Japan, China, and Russia, held more than $1 trillion in GSE debt. They considered a debt default to be “expropriation,” and Russia approached China about selling “big chunks” of the debt to force US intervention. One commentator quipped “too Chinese to fail” (Tooze 2019, 172). On September 7, 2008, the Treasury and the newly created Federal Housing Finance Agency (FHFA) placed Fannie and Freddie into conservatorship. Equity holders were wiped out, but debt holders were protected.

        Nationalizing the GSEs did not calm the market. Instead, it exacerbated fears about the value of all MBS and consequently about the solvency of the financial institutions holding them. When Paulson actually exercised the authority given him by Congress, congressmen believed they had been misled. Congressional reaction was negative. With the GSE bailout, Paulson lost Republican support in Congress for another bank bailout. Paulson (2013, 181) wrote: “All of us were well aware that after Fannie and Freddie, the country, Congress, and both parties were fed up with bailouts. Obama and McCain, neck and neck in the national polls, each spoke out against them on the campaign trail. . . . I’d spoken with [Senator] Chris Dodd, who told me . . . don’t bail Lehman out.”

        In response to the criticism from Republicans in Congress, Paulson made known that there would be no more public money for bank bailouts. Paulson “had been following a public strategy that specifically ruled out government support for a Lehman rescue” (Wallison 2016, 326) and presumably for other financial institutions. When Lehman ran into trouble in mid-September, he gambled that by announcing that the government would not aid in a rescue, the Treasury and the Fed could put together an LTCM style rescue in which the large banks would provide the guarantees required to restore confidence in Lehman. Time ran out, and the gamble failed.

        Paulson had hoped that Bank of America would buy Lehman. When it decided instead to buy Merrill Lynch, that hope vanished. Only the British bank Barclays remained as a potential buyer. Barclays wanted a clean deal, that is, a Lehman without the mortgages and real estate. “Paulson and Geithner had repeatedly told Diamond [Barclay’s CEO] in no uncertain terms that the US government was not going to help” (Sorkin 2018, 326). Paulson (2013, 186–87) had his aides leak to the press that there would be no “government checkbook” to bail out Lehman. He also used CNBC’s Steve Liesman to reiterate that “there will be no government money in the resolution of this situation.” Wall Street banks would have to finance a bad bank.

        To get that clean deal, the hope was to persuade the large banks to finance a “bad” bank to take mortgage debt off Lehman’s books as had happened in 1998 when the Fed arranged a bailout of LTCM. The Fed did assemble the bankers to set up such a bad bank. On Saturday, September 13, 2008, “at the Fed, Barclays, against all odds appeared to be making progress. . . . As unbelievable as it seemed to all the bleary-eyed bankers in the room, they were inching toward a possible deal” (Sorkin 2018, 338–39).

        However, at the last moment, the talks collapsed. The sticking point was that Barclay’s shareholders would have to sign off on a deal and a vote could take a month. Without a deal, there would be no deep-pocketed firm to guarantee Lehman’s debt, and its trading partners, the hedge funds, would leave, and the firm would have no value. The British regulator, the Financial Services Administration, refused to become involved.

        The Fed did lend Lehman’s broker-deal subsidiary $60 billion to unwind its repo positions. However, according to Lehman executives, the Fed was unwilling to allow Lehman to transfer assets from the rest of the firm to serve as additional collateral sufficient to stop the run. The SEC regulated Lehman. Paulson persuaded its head, Chris Cox, to call Fuld Sunday night to tell him that Lehman had no alternative but to file for bankruptcy, which it did at 1:45 a.m. Monday.

        Paulson’s public stance against bailouts would have left the Fed isolated if it had lent sufficient funds to Lehman to prevent its bailout. Wessel (2009, 14) wrote:

        
          In a conference call with Bernanke and Geithner, Paulson had stated unequivocally that he would not publicly support spending taxpayers’ money—the Fed’s included—to save Lehman. “I’m being called Mr. Bailout,” he said. “I can’t do it again.” Though Paulson had no legal authority to stop the Fed, Bernanke and other officials were extremely reluctant to put money into any Lehman deal over the Treasury secretary’s objections.

        

        On September 23, 2008, Bernanke made his first public comments on the Lehman failure in testimony before the Senate Banking Committee. Ball (2018, 123) commented: “In saying the Fed ‘declined’ to assist Lehman, Bernanke suggests that it could have done so if it had wanted to. He does not cite legal barriers, saying instead that the expected effects of Lehman’s failure were not sufficiently dire to warrant a rescue because ‘the troubles at Lehman had been well known for some time.’” The day after the Lehman failure, the New York Times (Andrews et al. 2008) wrote, “Asked why Lehman was allowed to fail, but A.I.G. was not, a Fed staffer said the markets were more prepared for the failure of an investment bank.”

        In a summary of his exhaustive study of the Lehman bankruptcy, Ball (2018, xii) wrote about the “claim of Fed officials that they did not rescue Lehman because the firm lacked the collateral needed to make the loan legal”: “This claim is wrong: the evidence shows clearly that issues of collateral and legality were not important factors in the decisions of Fed officials. In addition, Lehman actually did have ample collateral for a loan that would have averted its sudden bankruptcy” (italics in original).

        Ball (2018) and Wallison (2016) make the case that because the Fed did not have an inventory of Lehman’s securities acceptable as collateral, Bernanke’s claim is unsupported. Through its earlier actions, in voluntarily relinquishing oversight of the dealer community, the Fed was responsible for its own ignorance. Christopher Whalen (2013, 1) wrote: “neither the Fed nor the other regulators understood the scale of the disarray and absence of internal controls inside Lehman. The firm’s assets were undocumented and could not be sold, a fact that surprised federal officials who tried to bail out the crippled institution. Why was this a new revelation? Because in the early 1990s, then New York Fed president Gerald Corrigan had ended surveillance of primary dealers.”

        Wallison (2016, 326) explained how the Bear bailout had weakened the financial system. Because Bear was the smallest of the investment banks, it would be inconsistent not to save a larger firm like Lehman. The prime money fund, Primary Reserve, then had no reason to sell the Lehman paper it held. With their share prices depressed, none of the large financial institutions would find it opportune to raise capital. Regulators seemed to have had no conception that the moral hazard created by the financial safety net required financial institutions to hold significant amounts of capital. Calomiris (2017, 60, fig. 1) showed the significant declines in the ratio of market equity to assets of the large financial institutions that occurred starting in summer 2007 when the declining value of mortgage debt began lowering the value of their capital. These institutions included AIG, Bank of America, Bear Stearns, Citigroup, Lehman Brothers, Merrill Lynch, WAMU, Morgan Stanley, Wachovia, and Wells Fargo.

        Bernanke and Paulson judged correctly that Lehman was not too interconnected to fail. Alan Blinder (2013, 125), vice chair of the Board of Governors from June 1994 to January 1996, wrote: “They [regulators] first enunciated the belief that because six months had elapsed since Bear Stearns, the markets had ample time to prepare—both financially and psychologically—for the possible demise of Lehman Brothers” (italics in original). Blinder then quoted Bernanke’s testimony before the House Financial Services Committee: “The troubles at Lehman had been well known for some time. . . . Thus, we judged that investors and counterparties had had time to take precautionary measures.” What Bernanke and Paulson failed to understand was that the action would undermine the vast dollar carry trade of borrowing short to fund risky asset portfolios. Instead of the hitherto reasonably controlled unwinding of this shadow banking system that had started in August 2007, the flight of the cash investors that provided the short-term funding occurred in a sudden, discrete way.

        Blinder (2013, 128) concluded:

        
          The market had acquired the view that the government was not going to let any financial giant fail messily. . . . The Lehman decision abruptly and surprisingly tore the perceived rulebook into pieces and tossed it out the window. Market participants thus were cut adrift, no longer knowing what game they were playing. That’s a formula for panic.

        

        A safety net that had previously insured all the debt incurred by financial institutions not just FDIC-insured deposits had created a fragile financial system. With the money market and the capital market, financial intermediation had always occurred outside of the banking system. What made the system fragile was the moral-hazard incentives that encouraged the funding of long-term, illiquid, opaque asset portfolios with short-term, runnable debt. In addition to the maturity mismatch, financial institutions operated with high levels of leverage, the ratio of debt to assets.

        The failure of Lehman Brothers marked the first time in the post–World War II period that regulators had allowed a financial institution to fail with losses to its debt holders. That bankruptcy undercut the foundation of the dollar carry trade based on leveraging illiquid assets with short-term debt. Cash investors fled to money funds holding government securities and to the too-big-to-fail (TBTF) banks.

      
      
        22.4. After Lehman

        Bernanke thought of the Fed as possessing two tools. (Note the discussion in section 21.5, “Bernanke and the Credit Channel.”) One tool, the funds rate, served its traditional role of macroeconomic stabilization and had to balance off the FOMC’s dual goals of maximum employment and price stability. In fall 2008, concern by the FOMC over inflation limited how aggressive it would be in using that tool to counter economic weakness. The other tool was credit policy. The FOMC could counter weakness in the economy by maintaining and encouraging the flow of credit through the financial system. On the Tuesday after the Monday bankruptcy of Lehman, the Fed got two pieces of bad news: AIG was on the edge of bankruptcy, and a prime money fund “broke the buck” and had imposed limits on withdrawals by its shareholders. The potential disruption to the money markets and financial intermediation caused Bernanke and Paulson to reverse course on bailouts. They would pursue an aggressive credit policy by ensuring that no more financial institutions failed.

        The first negative repercussion from the Lehman default was news from London that the British administrator of Lehman’s bankruptcy had seized the collateral held for the hedge funds that used Lehman as their prime broker. Unlike in the United States where customer accounts are kept out of bankruptcy, all accounts were frozen. Hedge funds were then sure to flee Goldman Sachs and Morgan Stanley.

        Also on Tuesday, September 16, the Primary Reserve Fund, which held Lehman debt, “broke the buck” and temporarily suspended payment. Because investors had always considered money funds to offer risk-free investments, the drop in net asset value (NAV) from $1.00 to $.97 was a shock. Primary Reserve was a prime institutional fund that held short-term paper rather than a government money fund that held only government securities. Because the other prime money funds offered stable NAV, there was a rush to be first out before they too broke the buck. With no cost to transferring funds from a prime to a government money fund, investors withdrew from the prime funds and moved to the government funds. The prime funds not only lost funds but also became uncertain about future withdrawals. Consequently, they ceased buying commercial paper except at the shortest maturities.

        A disruption to the commercial paper market should not have been a problem. Corporations that issue commercial paper have backup lines of credit with banks. The problem was uncertainty over whether banks were well capitalized enough to take over the additional lending. As described above, to lower their required capital, banks had created off-balance-sheet entities, the SIVs. The SIVs held debt created by the bundling of debt such as mortgages, credit card and auto loans. They funded the debt with asset-backed-commercial paper (ABCP). Since August 2007, banks had been putting this debt on their own balance sheets and increasing their capital needs. As a result, between August 2007 and September 2008, commercial paper outstanding had declined by about $435 billion (Wallison 2016, 318).

        On Tuesday, September 16, AIG, the global insurance giant, was fast running out of cash because of a failure to roll over its commercial paper. The problems originated with AIG’s Financial Products Division (AIGFP). Prescott (2013, 148) wrote: “AIG’s securities lending program took the investment-grade securities that its various insurance subsidiaries owned and then lent them out for cash collateral. They then took this cash and, rather than lend it against safe securities like short-term Treasury securities, they lent it against risky securities such as subprime mortgage-backed securities.” Also, AIGFP sold insurance (credit default swaps) to protect against defaults on MBS, junk bonds, and collateralized debt obligations (CDOs). (CDOs are packages of loans—auto, credit card, corporate, and mortgage.) To do so, AIG had to post collateral. Declines in the value of the collateral resulting from credit downgrades by the rating agencies required increased collateral.

        Because AIG had acquired some small savings banks, it was regulated by the Office of Thrift Supervision (OTS), but only in a pro forma way. The OTS did not require AIGFP to hold any capital against potential losses on the CDS that it sold (Blinder 2013, 132). Paulson (2013, 236) recounted how in explaining to a skeptical President Bush why an insurance company should be systemically important Bernanke described the Financial Products division as “a hedge fund sitting on top of an insurance company.” In a review of two books dealing with AIG and Merrill Lynch, Prescott (2013, summary) wrote: “Both firms were vulnerable to managerial failures because they were inefficiently large, complex, and leveraged, that is, ‘too big to manage.’ The review also argues that these firms were able to get to that point because 40 years of governmental interventions in financial markets created the expectation that large financial firms are too big to fail.”

        Late on Tuesday, September 16, with an $85 billion loan, the Fed bailed out AIG.4 Eventually, aided by the TARP money appropriated by Congress to buy the subprime mortgages of banks, the loan commitment reached $183 billion. Just as the Primary Reserve Fund held Lehman paper, many prime funds held AIG paper. The Fed was concerned that an AIG failure would exacerbate a run on the prime money funds (Dudley in Board of Governors FOMC Transcript September 16, 2008, 4–5). The Fed feared that a run on the funds would force debt onto bank balance sheets and strain their ability to lend because of capital constraints. Given AIG’s size and sudden loss of AAA status, the Fed also feared that an AIG bankruptcy could cause a general loss of confidence in large financial institutions. AIG’s conventional insurance business would have survived in bankruptcy because the states regulated and required adequate reserves for its insurance subsidiaries. The bailout saved the Financial Products division and its creditors.

        William Dudley (Board of Governors, FOMC Transcript, September 16, 2008, 5), then manager of the System Open Market Account, told the FOMC: “The liquidity crisis may also be a solvency issue. I think it is still a little unclear whether AIG’s problems are confined just to liquidity. It also may be an issue of how much this company is really worth.” Governor Kevin Warsh (Board of Governors, FOMC Transcript, September 16, 2008, 63) seconded Dudley: “If an AAA company like AIG were really fundamentally insolvent, the direct losses to a range of institutions, particularly those that are not just wholesale institutions but are retail institutions, could be very significant . . . [and produce] a broader loss of confidence that could affect the foundations of the US financial system.”

        The Fed bailed out AIG and all its creditors but not Lehman and its creditors. Investors had to sort out the distinction. Allowing Lehman to fail had to imply that regulators had retracted the safety net from the too-interconnected-to-fail criterion in place at least since the 1984 bailout of Continental Bank and its holding company. AIGs solvency was also in question. Rescuing AIG reinforced the belief that the safety net still covered too-big-to-fail financial institutions. The result was a flight of the cash investors from the remaining investment banks (Morgan Stanley and Goldman Sachs) to large, conservatively managed banks like JP Morgan Chase.

        Paulson (2013, 242) wrote, “Our intervention with AIG didn’t calm markets—if anything it aggravated the situation.” By bailing out all of AIG’s debt holders, it also raised the moral hazard of the financial safety net to a whole new level. “Most generous of all was the resolution of the CDS portfolio, which was accomplished by buying out the dangerous CDO on which AIG had written insurance. . . . The counterparties received payment at 100 percent of par on $62.2 billion in toxic mortgage-backed securities.” Sorkin (2018, 178). “When creditors who lent to, and the counterparties who dealt with, AIG without bothering to worry about its creditworthiness are bailed out 100 percent, the government is inviting creditors and counterparties of other companies to assume the same” (Blinder 2013, 138). The Fed then used its credit facilities to bail out the remaining two investment banks: Morgan Stanley and Goldman Sachs, which became bank holding companies on Sunday night, September 21, 2008.

        Blinder (2013, 137) termed the AIG bailout “the most reviled of all the emergency actions taken by the Federal Reserve and the Treasury.” One reason was “that a significant share of the original loan passed through directly to Goldman Sachs,” formerly headed by Paulson. Blinder (2013, 137) quoted the Financial Crisis Inquiry Commission or FCIC (US Department of the Treasury 2009, 350) report: “With AIG, the Federal Reserve and the Treasury broke new ground. They put the US taxpayer on the line for the full cost and full risk of rescuing a failing company.” The ability of the Fed overnight to make an $85 billion loan made clear that it was engaging in fiscal policy, the province of Congress.”

        The Fed had fully entered the realm of fiscal policy—an activity nowhere authorized in the Federal Reserve Act. Bernanke admitted as much when he told Paulson, “We can’t keep doing this. Both because we at the Fed don’t have the necessary resources and for reasons of democratic legitimacy, it’s important that Congress come in and take control of the situation” (Sorkin 2018, 431). Bernanke and Paulson then decided to go to Congress to ask for an appropriation of money in a program that would come to be known as TARP.

      
      
        22.5. Putting Out the Fires in Fall 2008

        Bernanke and Paulson believed that the recession had to derive from the way in which the problematic subprime mortgages on bank balance sheets limited the willingness of banks to lend. Monetary policy could not be the problem. The FOMC statement issued after the September 16, 2008, meeting referred to “the substantial easing of monetary policy,” that is, the reduction of the funds rate to 2 percent at the April 2008 meeting (Board of Governors, FOMC Transcript, September 16, 2008). Paulson (2013, 256–57, 260) later wrote, “We all knew that the root cause lay in the housing market collapse that had clogged bank balance sheets with toxic mortgages that made them unwilling to lend. . . . The situation called for fiscal policy. . . . We wanted . . . [banks to] clean up their balance sheets, and break the logjam of credit.”

        Fearful of Republican criticism that using government money to put equity into banks amounted to nationalizing them, Paulson opted to ask Congress for money to buy the toxic (subprime) mortgages from banks. On September 18, Paulson and Bernanke went to congressional leaders requesting funding for what became known as TARP (the Troubled Asset Relief Program). In one of the great ironies of the financial crisis, TARP only worsened the crisis through the fear it engendered by suggesting that regulators feared a collapse of the banking system. TARP became a vehicle for funding the bailout of Citi and AIG. It did not strengthen the banking system but instead eroded confidence in it.

        Paulson knew that Congress would be hostile to a request for money perceived as bailing out the large banks. Moreover, concerned about preserving its constitutional prerogative to control spending, Congress would resist giving the Treasury a blank check to spend money at its discretion. The original three-page request was a carte blanche request for $700 billion to purchase mortgage-backed securities from banks at the discretion of the Treasury. After the unlimited authorization to bail out the GSEs, Congress was hostile. To persuade Congress to act, Bernanke and Paulson had to claim that the financial system was close to a collapse that would cause the economy to collapse. Later, that claim would become a Fed narrative of how the Fed had saved the economy from another Great Depression. Paulson (2013, 282) wrote, “We faced a real dilemma. To get Congress to act we needed to make dire predictions about what would happen to the economy if they didn’t give us the authorities we wanted. But doing so could backfire. . . . Investors could lose the final shred of confidence.”

        With the top leadership of Congress at the September 18 meeting, Bernanke and Paulson did indeed scare those present. Bernanke began (Sorkin 2018, 446), “I spent my career as an academic studying great depressions. I can tell you from history that if we don’t act in a big way, you can expect another great depression, and this time it is going to be far, far worse.” Paulson continued, “I don’t want to think about what will happen if we don’t do this. If it doesn’t pass, then heaven help us all” (Sorkin 2018, 446). Bernanke continued in emphasizing “how the financial crisis could spill into the real economy. As stocks dropped perhaps a further 20 percent, General Motors would go bankrupt, an unemployment would rise. . . . It is a matter of days before there is a meltdown in the global financial system” (Paulson 2013, 259). According to Paulson, members of Congress were left “ashen-faced” (Paulson 2013, 259). Buying toxic assets with TARP money would “break the logjam of credit” (Paulson 2013, 260).

        On September 29, after Senate passage, the House rejected the TARP bill. That rejection, spurred by popular resentment at Wall Street bailouts, increased fears in financial markets that regulators would no longer protect the debt holders of financial institutions from loss. The Wall Street Journal (Power and Fields 2008) reported, “The defeat in Congress of a proposed $700 billion economic-rescue package followed an intense outpouring of voter anger, fanned by politicians, interest groups and media on the left and right, that overwhelmed calls from the president and top lawmakers to pass the deal. . . . ‘The vast majority of my voters looked at this as a bailout for Wall Street,’ said Representative Darrell Issa of California, one of the most outspoken Republican critics of the proposal.”

        Wessel (2009, 227) wrote: “The vote was a stunning rebuke of Bernanke and Paulson, who had told everyone that the economy as we knew it would end if Congress rejected the proposal. The markets believed the prediction.” Stock markets fell with the S&P falling almost 9 percent. On October 3, the House reconsidered and passed the TARP legislation. After passage, nevertheless, “the Dow dropped 157 points, for a total of 818 points lost over the week” (Paulson 2013, 329).

        Paulson had wanted TARP money to buy toxic assets from banks. On September 19, Paulson (Sorkin 2018, 449) said, “These illiquid assets are choking off the flow of credit that is so vitally important to our economy. . . . As illiquid mortgage assets block the system, the clogging of our financial markets has the potential to have significant effects on our financial system and our economy.” However, the auctions envisaged for purchasing the private MBS from banks were a political minefield. If the Treasury purchased them at their diminished market value, banks still holding them would be under pressure to write down their value and take a hit to their capital. If the Treasury purchased them at a price above the market price, it would be subsidizing the banks at the expense of the taxpayer. Moreover, designing an auction was time consuming.

        On October 12, after the passage of TARP, Paulson announced that the TARP money would be used to inject capital into banks rather than to buy toxic assets. The challenge was to avoid having the acceptance of TARP money carry a stigma of being a weak bank. Paulson therefore ordered nine of the most systemically important financial institutions to appear at the Treasury on October 13. Collectively, they held over 50 percent of US deposits (Paulson 2013, 359). The well-capitalized institutions would have to take the TARP money to cover for the weak institutions (Citigroup and Morgan Stanley). Together, the nine banks could also make taking TARP money respectable for smaller, weaker banks. Unfortunately, the market knew which were the weak banks.

        At the Treasury, the heads of the nine banks confronted their regulators: Bernanke, Geithner, Paulson, Bair (FDIC), and John Dugan (from the Office of the Comptroller of the Currency, OCC). Each bank was instructed on how much capital it would receive. Paulson made clear that if any bank refused, regulators would declare their bank deficient in capital. If the bank had trouble raising capital, their regulators would force it on them on harsh terms. Paulson explained, “But let me be clear: If you don’t take it and you aren’t able to raise the capital that they [the regulators] say you need in the market, then I’m going to give you a second helping and you’re not going to like the terms on that” (Sorkin 2018, 527). Bair explained the additional program (Temporary Liquidity Guarantee Program) to be announced the next day that would guarantee the debt of banks and their holding companies. “Tim [Geithner] emphasized that the capital and debt programs were linked: you couldn’t have one without the other” (Paulson 2013, 364). If a bank did not take TARP money, its competitors but not itself would have its debt guaranteed by the FDIC.

        The Troubled Asset Relief Program may have provided banks with cheap capital, but it aroused public enmity toward them. The message was that they caused the recession by refusing to lend. TARP contained nothing to force banks to lend and did nothing to mitigate the wave of home foreclosures. “The errors continued with the wasteful decision to force-feed capital into banks that neither wanted nor needed it—on the foolish theory that doing so would avoid stigmatizing other TARP recipients. . . . Forcing capital on banks that didn’t want or need it wasted a precious resource” (Blinder 2013, 208, 203). TARP never had more than $360 billion outstanding at any one time (Blinder 2013, 205). It did help get the Fed out of AIG, provide asset guarantees for Citi and Bank of America, and provide financing to General Motors and Chrysler until Congress could bail them out.

        Sorkin (2018, 533) wrote, “Instead of restoring confidence, the [TARP] bailout had, perversely, the opposite effect. . . . Investors emotions and imaginations—the forces that John Maynard Keynes famously described as ‘animal spirits’—ran wild. Even after President Bush signed TARP into law, the Dow Jones Industrial average went on to lose as much as 37 percent of its value.”

        On September 19, 2008, the Treasury announced the Temporary Guarantee Loan Program. It used funds in the Exchange Stabilization Fund to guarantee shareholders in money market mutual funds against loss. Wallison (2016, 319–20) wrote: “The Federal Reserve had permitted them [banks] to evade normal capital requirements by placing mortgages in these off-balance sheet vehicles and issuing commercial paper backed by these assets to short-term lenders like primary money market funds. If the primary funds lost too many investors to government money funds, the banks . . . would have to take immediate losses by . . . bringing the loans back on their own balance sheets.” Given the Fed’s belief that encouraging bank lending was key to stimulating the economy, the resulting hit to bank capital would have had the undesirable effect of limiting bank lending. Ironically, “The money market fund industry itself was split on the question of government aid. The biggest funds thought they could protect themselves and the $1-a-share value and didn’t want to pay for government insurance” (Wessel 2009, 208).

        A consequence unanticipated by the Treasury was to encourage the transfer of funds from banks, which offered deposit insurance just up to $100,000, to the money funds. To counter that incentive, the Treasury changed the guarantee to apply only to money fund shares already held. However, “the episode didn’t instill confidence in the United States Treasury” (Blinder 2013, 147). In addition, to prevent an outflow of funds from community banks to the too-big-to-fail banks, on October 3, 2008, the FDIC raised the limit on insured deposits for banks and credit unions to $250,000 (Bair 2012, 112). Because small businesses often held deposits in excess of $250,000, on October 14, 2008, the FDIC began to insure individual deposit accounts without any size limit.

        The same day, September 19, the Fed announced the Asset Backed Commercial Paper Money Market Mutual Fund Liquidity Facility (AMLF). With it, the Fed made nonrecourse loans to banks using as collateral asset-backed commercial paper (ABCP) purchased from the prime money market funds. “Nonrecourse” meant that if ABCP suffered losses, the Fed not the banks would incur the losses. That is, the AMLF involved the Fed in fiscal policy. Unlike the Fed’s response to the May 1970 Penn Central disruption to the commercial paper market, the AMLF allowed banks to fund the purchase of ABCP without recourse to the discount window.

        On October 7, 2008, the Board of Governors announced the Commercial Paper Funding Facility (CPFF) to purchase commercial paper from banks and corporations. From 1934 through 1958, when Congress rescinded the authority, section 13(b) of the Federal Reserve Act authorized Fed banks to make loans to corporations. With the CPFF, the Fed again started lending to corporations using section 13(3). The CPFF also added to TAF and swap lines in helping foreign banks. “The three biggest foreign borrowers turned out to be the troubled institutions UBS (Switzerland), Dexia (Belgium), and BNP Paribus (France)” (Blinder 2013, 149). On October 21, 2008, the Fed announced the Money Market Investor Funding Facility (MMIFF) to purchase commercial paper from money market mutual funds. Both worked through SIVs. Table 22.1 (from Hetzel 2012a, 258) lists the various credit programs as of November 26, 2008.

        On October 14, 2008, the FDIC announced the Temporary Liquidity Guarantee Program (TLGP), which guaranteed newly issued senior debt of all financial institutions (“banks, thrifts, and holding companies”). With the TLGP, the FDIC ventured far beyond its original mandate to insure bank deposits up to a limit. The FDIC found the authority for the TLGP in the 1991 Federal Deposit Insurance Corporation Improvement Act (FDICIA). Congress had intended FDICIA to prevent the kind of bailouts forced on it by the 1980s S&L crisis. It did so by requiring the FDIC to use least-cost resolution when it closed a bank. However, it could depart from that requirement if a bank posed a “systemic risk.”

        To authorize the TLGP, the FDIC would have to apply the systemic risk designation, which FDICIA had intended to apply to a single bank. The FDIC would have to stretch hard to argue that the banking system rather than an individual bank was threatened. However inaccurate, the designation could only create distrust of the banking system. By guaranteeing the debt issued by all financial institutions, the FDIC could guarantee the debt issued by Morgan Stanley, Goldman Sachs, and Citigroup without attaching any bailout stigma.

        Paulson, Bernanke, and Geithner pressured Bair to set up the program. Paulson (2013, 340, 357) said that Bair characterized their meeting with her as an “ambush.” Paulson said he would meet separately with Bair “when the tension between Tim and her got too high.” Paulson had to reassure her “that Treasury would use TARP to prevent bank holding companies from failing.” Despite the “systemic risk” rationale, the banking system was never threatened with a Depression-style bank run. The TLGP provided cover to aid a few large, troubled financial institutions. Bair (2012, 114) wrote:

        
          The truth is, there were only three major institutions at that time that were clearly insolvent with no options for accessing capital from nongovernment sources: Merrill Lynch, Citi, and AIG. Morgan Stanley and Goldman Sachs were having problems, but they had been able to access additional capital from “deep pockets” (Warren Buffett for Goldman Sachs and the giant Japanese bank Mitsubishi for Morgan Stanley).

        

        Table 22.1. Programs to Stimulate Financial Intermediation as of November 26, 2008

        
          
            
              	            
                Federal Reserve Programs

                        
            

            
              	            
                Use

                        
              	            
                Maximum Dollar Commitment

                        
              	            
                Funds Used as of 11/26/2008

                        
            

          
          
            
              	
                Commercial paper funding facility

              
              	
                $1.8 trillion

              
              	
                271 billion

              
            

            
              	
                Term auction facility

              
              	
                $900 billion

              
              	
                $415 billion

              
            

            
              	
                Term securities lending

              
              	
                $250 billion

              
              	
                $190 billion

              
            

            
              	
                Credit extension to American International Group (AIG)

              
              	
                $123 billion

              
              	
                $87 billion

              
            

            
              	
                Money market investor funding facility

              
              	
                $540 billion

              
              	
                $0 billion

              
            

            
              	
                Citigroup bailout

              
              	
                $291 billion

              
              	
                $291 billion

              
            

            
              	
                Discount window lending to commercial banks, primary credit

              
              	
              
              	
                $92 billion

              
            

            
              	
                Asset-backed commercial paper money market mutual fund liquidity facility

              
              	
                $62 billion

              
              	
                $62 billion

              
            

            
              	
                Primary dealer credit facility

              
              	
                $50 billion

              
              	
                $50 billion

              
            

            
              	
                Bear Stearns’ assets (covered when bought by JPMorgan Chase)

              
              	
                $29 billion

              
              	
                $27 billion

              
            

            
              	            
                FDIC Programs

                        
            

            
              	            
                Use

                        
              	            
                Maximum Dollar Commitment

                        
              	            
                Funds Used as of 11/26/2008

                        
            

            
              	
                Loan guarantees

              
              	
                $1.4 trillion

              
              	
              
            

            
              	
                Guarantee to GE Capital

              
              	
                $139 billion

              
              	
                $139 billion

              
            

            
              	
                Citigroup bailout

              
              	
                $10 billion

              
              	
                $10 billion

              
            

            
              	            
                Treasury Department Programs

                        
            

            
              	            
                Use

                        
              	            
                Maximum Dollar Commitment

                        
              	            
                Funds Used as of 11/26/2008

                        
            

            
              	
                Troubled Asset Relief Program (TARP)

              
              	
                $700 billion

              
              	
                $375 billion

              
            

            
              	
                Stimulus package

              
              	
                $168 billion

              
              	
                $168 billion

              
            

            
              	
                Exchange Stabilization Fund—money market fund share guarantees

              
              	
                $50 billion

              
              	
                $50 billion

              
            

            
              	
                Tax breaks for banks

              
              	
                $29 billion

              
              	
                $29 billion

              
            

          
        

        Source: Washington Post (2008b)

        Bernanke wanted the debt guarantees as a tool to use financial intermediation to provide economic stimulus. Bair (2012, 14) wrote, “If there was a reason to provide the debt guarantee (indeed, the only reason to provide the debt guarantee), it was to keep the banks in a position of continuing to lend. Geithner especially wanted to aid Citigroup, which he regulated.” Bair (2012, 117) wrote, “Tim [Geithner] wanted us [the FDIC] to guarantee the debt not only of banks and their regulated holding companies but also of any affiliate organizations within the holding company structure. . . . All that was being driven by Citi’s special needs.”

        On November 25, the Fed announced a new program to revive the shadow banking system: the Term Asset-Backed Securities Loan Facility (TALF). Under TALF, the New York Fed set up a SIV that would buy asset-backed securities (ABS) collateralized by loans to small businesses and consumers. The New York Fed would lend on a nonrecourse basis to the SIV. Originally, the Fed would lend up to $200 billion. The maximum amount lent at any one time was not more than $49 billion, and lending stopped in July 2010. In a similar program, with the Public-Private Investment Program (PPIP), announced on March 23, 2009, the Fed planned to buy up to $1 trillion of toxic assets from banks’ balance sheets (Wikipedia 2020). Although these programs never financed a significant amount of ABS, they are indicative of how the Fed thought of economic stimulus in terms of subsidizing financial intermediation by taking risk onto its own balance sheet.

      
      
        22.6. Bank Bailouts

        Washington Mutual (WaMu) was the largest US thrift. It held significant amounts of option-adjustable-rate mortgages (ARMs), which gave the borrower the ability to postpone payments by adding to the principal of the loan. Bair (2012, 93) wrote, “WaMu had been terribly mismanaged and was a major player in the kind of abusive, unaffordable, and at times potentially fraudulent lending that had driven the subprime crisis.” WaMu was closed on September 25, 2008, by the FDIC and was sold to JPMorgan Chase. The Fed could bail out Bear and AIG but not WaMu because it was an FDIC-insured institution. That meant that the head of the FDIC, Shelia Bair, had the authority to close it. In arranging a merger with JPMorgan Chase, she imposed losses on the unsecured creditors of WaMu’s holding company. “WaMu debt holders got about 55 cents on the dollar, roughly what the securities had been trading for” (Paulson 2013, 293).

        In 2006, Wachovia, a commercial bank, had purchased Golden West, which held significant amounts of option ARMs and concentrated its mortgages in California. Wachovia’s wholesale funding dried up after September 25, 2008. The FDIC arranged a sale of Wachovia first to Citigroup on September 29 but then switched the buyer to Wells Fargo when the latter made an offer that did not require government assistance.

        On November 23, the Fed, the Treasury, and the FDIC bailed out Citi again, that is, beyond the TARP money. Failure to buy Wachovia with its stable deposit base hurt Citi. With $500 billion in uninsured foreign deposits (Paulson 2013, 412), it possessed characteristics of a hedge funds engaged in the dollar carry trade. Bair (2012, 121–22, 124–25) wrote:

        
          Its [Citi’s] losses were not attributable to uncontrollable “market conditions”; they were attributable to weak management, high levels of leverage, and excessive risk taking. It had major losses driven by their exposures to a virtual hit list of high-risk lending: subprime mortgages, “Alt-A” mortgages, “designer” credit cards, leveraged loans, and poorly underwritten commercial real estate. It had loaded up on exotic CDO’s and auction rate securities. It was taking losses on credit default swaps entered into with weak counterparties, and it had relied on unstable, volatile funding—a lot of short-term loans and foreign deposits. . . . What’s more, virtually no meaningful supervisory measures had been taken against the bank by either the OCC or the NY Fed. . . . It had been hijacked by an investment banking culture that made profits through high-stakes betting. . . . Its failure would be not just a domestic but an international embarrassment for those two regulators [the OCC and the New York Fed]. . . . So many decisions were being made through the prism of that one institution’s needs.

        

        With the bailout, Citi set aside $306 billion in a pool of mortgage assets. Beyond $29 billion in initial losses for Citi, the Treasury and the FDIC would absorb the next $15 billion. The Fed made a nonrecourse loan to Citi, which meant that if losses exceeded the covered amount, Citi would turn the mortgages over to the Fed. The Fed got the downside and Citi got the upside.

        At the time of the Lehman bankruptcy, Bank of America had agreed to buy Merrill Lynch, one of the remaining threatened investment banks. Bank of America had not done its due diligence. In the fourth quarter, Merrill announced large losses on its mortgage portfolio, and Bank of America threatened not to complete the deal. To keep Bank of America engaged, the Fed, Treasury, and the FDIC announced a “ring-fencing” arrangement of its MBS like that of Citi.

        On February 10, 2009, Geithner, who had become Treasury secretary, announced the Supervisory Capital Assessment Program (SCAP). Under SCAP, bank regulators would examine the balance sheets of banks to determine their capital adequacy under a worst-case scenario that the recession would worsen significantly. Banks undercapitalized based on this draconian assumption would have to raise new capital. Failure to raise the required capital would lead to a government recapitalization with unknown conditions. Ironically, the stress tests only added to the stress of the banking system. Markets reacted badly to the lack of details about the program, and the Dow Jones fell almost 5 percent.

        In a case of unintended consequences, SCAP made it practically impossible for banks to raise new capital. Investors feared that if they put new equity into a bank that subsequently received government capital their shares would be diluted. Just as concerning was the fear that government capital would amount to a nationalization of the bank. That is, the government would run the bank. The New York Times (Andrews 2009, B1) wrote, “If policy makers were even remotely honest, analysts said, they would force banks to take huge write-downs and insist on a high price in return for taking bailout money. For practical purposes, that could mean nationalization.”

        The Fed revealed the results of the stress tests on May 7, 2009. Even assuming a worsening of the recession, the banking system was well capitalized. The total additional capital required for the nineteen banks examined came to only $75 billion with $59.1 billion accounted for by just three institutions: Bank of America ($33.9 billion), GMAC ($11.5 billion), and Wells Fargo ($13.7 billion) (Board of Governors 2009b).

        Banks did supply the credit needs of their business customers. Figure 22.1 (from Hetzel 2012a, fig. 12.23) shows survey data from small businesses gathered by the National Federation of Independent Businesses. It shows the percentage of firms that reported obtaining credit as their primary problem. In the recession, this series remained well below the levels reached in the 1980s and peaked at only 6 percent at the end of the recession.

        
          [image: ]

          
            Figure 22.1. NFIB Single Most Important Problem: Percentage Reporting Financial and Interest Rates

          
            Percentage of small businesses reporting “financial and interest rates” in response to the question, “What is the single most important problem facing your business today?” Survey conducted by the National Federation of Independent Businesses, Small Business Economic Trends. Shaded areas indicate recessions. Heavy tick marks indicate December. Data from Haver Analytics as gathered by the National Federation of Independent Businesses.

          
        
      
      
        22.7. The Political Economy of Credit Policy

        Why should there be any limits placed by law on the power of the Fed to intervene in credit markets? Should not the Fed have unlimited power to act in a financial crisis? An answer to these questions touches on the foundations of a constitutional democracy with its separation of powers (Hetzel 1997).

        Any discussion of the role of the Fed within the democratic institutions of the United States must distinguish between monetary policy and credit policy (Goodfriend 1994). Monetary policy concerns how the Fed conditions markets to form expectations of the future risk-free rate of interest embodied in the forward rates of the term structure. The resulting term structure of interest rates interacts with the (natural) term structure to determine the impact of monetary policy. (The natural term structure is the real yield curve that that distributes aggregate demand intertemporally to maintain aggregate real demand equal to potential output.) The ability of the Fed to implement monetary policy derives from its ability to create bank reserves through its bookkeeping operations.

        Credit policy is different. It concerns the ability of the Fed to act as a financial intermediary. It can allocate its asset portfolio in a way that influences the allocation of credit among competing uses. By holding only Treasury securities, the Fed leaves the allocation of credit to the marketplace. In contrast, through holding assets like MBS, it allocates credit to a particular sector, housing. The lending created by bailouts overrides the market allocation of credit. The Fed is using its seigniorage power, which derives from its ability to create reserves, to transfer resources. There are winners and losers. In the case of bailouts, the winners are the stockholders and unsecured creditors of the bailed-out financial institutions, and the losers are the taxpayers. Credit policy is fiscal policy, not monetary policy. The US Constitution reserves fiscal policy to Congress.

        Bailing out financial institutions undercuts the principles of free markets. Free markets require free entry and free exit if a firm fails to meet the competition of a free market. Moral hazard—excessive risk taking—arises when regulators stand ready to bail out the stockholders and debt holders of financial firms. Those debt holders then have no incentive to exercise control over the risk taking of the firms. The managers of the firms, however, have an incentive to take on excessive risk knowing that they reap the gains of their bets while the taxpayers incur the losses. The Fed subsidizes private sector risk taking.

        The bailouts contributed to the widespread public sentiment that capitalism is a system rigged in favor of the rich and powerful. For example, in the case of Bear, the public saw that Bernanke and Geithner were willing to risk $30 billion of taxpayer money to create a favorable buying opportunity for JP Morgan Chase. At the same time, helping home owners underwater on their home mortgages was infeasible. No policy maker pointed out that a vast financial safety and the moral hazard it creates are not an inherent part of capitalism. More than any bailout, AIG caused the public to think that capitalism was rigged.

        Bair (2012, 188) stated, “Everybody should have the freedom to fail in a market economy. Without that freedom, capitalism doesn’t work.” In contrast, the culture in the Fed in the post–World War II period is that leaving the decision about the viability of a bank to the discipline of the marketplace is unacceptable. A failure of a bank precipitated by bank debt holders is messy and unnecessary. Regulators can always work with a troubled bank to fix its problems. Moreover, financial markets are presumed inherently unstable. “In a panic, runs on a few institutions soon become contagious. . . . Consequently, like a row of dominoes toppling, one institution’s failure may cause others” (Bernanke 2015, 399). Perhaps the real concern is that in the event of a large shock investors move funds from weak to strong banks.

        The “no fail” culture created a vast dollar carry trade around the ambiguity of the line drawn by the financial safety net. Money market funds advertised themselves as banks from the point of view of safety. They could offer higher returns than banks but still in a crisis be treated as banks because of the moral hazard created by the de facto policy of bailing out all troubled financial institutions. In summer 2007, the intermediation that had been conducted through this system began to unravel as intermediation returned to banks (Hetzel 1991; 2012, chaps. 9 and 13). In fall 2008, contractionary monetary policy by all the world’s major central banks and the surprise of regulators allowing Lehman to fail set off a precipitate unraveling.

      
      
        22.8. Credit Policy Crowded Out Monetary Policy

        In the Great Recession, policy makers focused on maintaining the flow of credit as an instrument of macroeconomic stabilization. Instead, if they had been willing to implement an expansionary monetary policy, they would not have made the mistake of implementing a contractionary monetary policy. Regulators could have dealt with any disruption to financial intermediation by preventing the failure of financial institutions in ways that nevertheless imposed losses on stockholders and debt holders.

        Central banks have two sides to their balance sheet and two ways of conducting policy. Bernanke changed the focus to the left side, the asset side. Credit policy deals with the way in which the composition of central bank assets directs credit to particular sectors under the presumption that financial markets fail to supply funds to credit worthy borrowers. Credit policy was supposed to prevent a second Depression. However, prevention of a second Depression set a low bar for measuring the performance of the Fed and regulators.

        Monetary policy concerns the right side of the central bank’s balance sheet: its liabilities. Those liabilities, which include the reserves held with it by banks, along with currency, constitute the monetary base, the foundation of the money stock. Control over the money stock gives the central bank control over the nominal (dollar) expenditure of the public. In the Great Recession, the common decline in nominal and real expenditure signaled a failure of monetary policy.

        In May 1970, with the failure of Penn Central and the resulting disruption to the commercial paper market, the Fed opened the discount window and encouraged banks to borrow to fund the lines of credit drawn on by corporations replacing the funds lost from not issuing commercial paper. The Fed could have responded similarly after the Lehman bankruptcy. All corporations that issue commercial paper have lines of credit with banks. Opening the discount window for banks to borrow freely would have allowed banks to replace funding in the commercial paper market as well as allowing them to support the off-balance-sheet SIVs they had created.

        The immediate hindrance was that discount window borrowing had come to be associated with stigma as a sign of weakness. In the 1980s, Continental Bank and the Bank of New England had borrowed heavily from the discount window when wholesale funding disappeared in response to their insolvency. Nevertheless, the Board of Governors could have removed the stigma from borrowing at the window through a dramatic lowering of the discount rate. However, in fall 2008, the FOMC remained concerned about a revival of inflation and lowered the funds rate only reluctantly (chap. 21). Even at the September 16, 2008, FOMC meeting, the day after the Lehman failure, the FOMC statement read: “The inflation outlook remains highly uncertain. The downside risks to growth and the upside risks to inflation are both of significant concern to the Committee” (Board of Governors, FOMC Transcript, September 16, 2008).

        Bernanke’s two-tool toolbox view of policy was decisive. The primary tool for dealing with the recession would be maintenance of financial intermediation by using bailouts and special credit programs. On October 8, 2008, along with other central banks, the FOMC lowered the funds rate by ½ a percentage point from 2 percent to 1½ percent. In response, the Dow Jones lost 2 percent. Wessel (2009, 231) reported Bernanke as saying, “It obviously didn’t calm the markets. . . . What it told me was that monetary policy wasn’t the only tool. . . . And monetary policy works with a lag.”

        Bank loans, however, are a poor indicator of economic activity. Loans at banks declined steadily after the cyclical trough in June 2009 and did not start to grow again until two years later in June 2011.5 Loans are demand determined. The concept of a central bank as a creator of money never appeared. The economy did recover after the FOMC pushed the funds rate down to the ZLB and engaged in open market purchases, but these actions, implemented timidly, always focused on financial conditions. The severity of the recession points to the decision to concentrate on financial intermediation to stimulate the economy as the major mistake of the Great Recession.

      
      
        22.9. Crossing the Rubicon to Allocating Credit

        In the financial crisis of fall 2008, the Fed made credit allocation an integral part of managing aggregate demand. Why was this expansion of Fed intervention into financial markets a dramatic departure from past practice? It is true that the Fed had been involved in allocating credit through bank bailouts such as Franklin National and Continental. Through discount window borrowing to troubled banks, the Fed let the short-term debt holders of these banks escape without losses. The FDIC then then took the Fed out and incurred the losses itself. Such bailouts were the foundation for the moral hazard that created the dollar carry trade known as the shadow banking system.

        As unfortunate as these bailouts were, they did not cross a line in which the Fed took credit risk onto its own portfolio to allocate credit to particular sectors of the economy. The spirit of the Federal Reserve Act is to prohibit lending that is not risk-free. The reason is to prevent the extension of credit promoting speculation. The constraint that the Fed not make risky loans possesses a political economy implication. Lending to an insolvent bank like the Bank of New England in 1989 was risky only for the FDIC. The FDIC makes up losses through the premiums charged on banks. Taking over the MBS held by Bear was crossing the Rubicon for the Fed in that losses would be passed on to taxpayers in the reduction of the seigniorage revenues that the Fed turned over to the Treasury. Once the Fed is willing to incur credit risk, it is free to allocate credit among competing uses. The sea change in Fed policy appears in the willingness to allocate credit to housing. At the start of 2009, the Fed held no MBS in its portfolio. By mid-June 2010, it held $1.2 trillion in its portfolio.

        The change in the conception of the appropriate role for a central bank appears in the change in Bernanke’s characterization of monetary policy. Before 2008, Bernanke’s views reflected the consensus organized around Woodford (2003). (See also comments by Stanley Fischer in chap. 28.) Monetary policy operates through the way in which the FOMC communicates to markets the path of the risk-free interest rate. Confined to such communication, monetary policy leaves the allocation of credit to the marketplace. The spirit of this division of labor between the Fed and markets is in the spirit of William McChesney Martin’s policy of bills only (chap. 15).

        Before the financial crisis, Bernanke (2005, 8) wrote:

        
          Because financial conditions depend on the expected future path of the policy rate as well as (or even more than) its current value, central bankers must be continuously aware of how their actions shape the public’s policy expectations. The crucial role of expectations in the making of monetary policy, in normal times as well as when the policy rate is near the ZLB, has recently been stressed in two important papers by Gauti Eggertsson and Michael Woodford (EW) [Eggertsson and Woodford 2003a and 2003b]. Indeed, in the context of their theoretical model, EW obtain the strong result that shaping the interest rate expectations of the public is essentially the only tool that central bankers have—not only when the ZLB binds, but under normal conditions as well.

        

        Bernanke (2005, 6) elaborated:

        
          The Fed controls very short-term interest rates quite effectively, but the long-term rates that really matter for the economy depend not on the current short-term rate but on the whole trajectory of future short-term rates expected by market participants. Thus, to affect long-term rates, the FOMC must somehow signal to the financial markets its plans for setting future short-term rates. . . . The FOMC has two general ways to help financial market participants divine the long-run course of policy. First, to the extent practical, the FOMC strives to be consistent in how it responds to particular configurations of economic conditions and transparent in explaining the reasons for its response. . . . Second . . . comments by FOMC officials about the Committee’s general policy framework . . . help the public deduce how policy is likely to respond to future economic circumstances.

        

        At the ZLB, the Fed could resort to direct money creation. Bernanke (2002b) wrote:

        
          Like gold, US dollars have value only to the extent that they are strictly limited in supply. But the US government has a technology, called a printing press (or, today, its electronic equivalent), that allows it to produce as many US dollars as it wishes at essentially no cost. By increasing the number of US dollars in circulation, or even by credibly threatening to do so, the US government can also reduce the value of a dollar in terms of goods and services, which is equivalent to raising the prices in dollars of those goods and services. We conclude that, under a paper-money system, a determined government can always generate higher spending and hence positive inflation. . . . A central bank whose accustomed policy rate has been forced down to zero has most definitely not run out of ammunition. (italics in original)

        

        However, by early 2009, Bernanke had reoriented policy toward allocating credit instead of focusing on the operation of the price system summarized in a reaction function communicating a path to markets for the risk-free interest rate. Bernanke (2009a) wrote:

        
          The provision of ample liquidity to banks and primary dealers is no panacea. Today, concerns about capital, asset quality, and credit risk continue to limit the willingness of many intermediaries to extend credit, even when liquidity is ample. Moreover, providing liquidity to financial institutions does not address directly instability or declining credit availability in critical nonbank markets, such as the commercial paper market or the market for asset-backed securities, both of which normally play major roles in the extension of credit in the United States. To address these issues, the Federal Reserve has developed a second set of policy tools, which involve the provision of liquidity directly to borrowers and investors in key credit markets.

        

        What happened? An answer must be conjectural. Bernanke had to explain why a severe recession had occurred while he was in charge. Why did not the FOMC push the funds rate to the ZLB earlier and then resort to money creation to stimulate demand? One answer would be that policy makers assumed, just as they had in the Depression, that banks would not employ additional reserves to make loans. Just as in the Depression when Congress created the GSEs, the Fed created programs to allocate credit to markets that the banks were presumably no longer serving. The association of the financial turmoil following the Lehman bankruptcy with a worsening recession naturally pointed to a breakdown in financial intermediation as a cause of the recession. Bernanke could argue that policy had successfully prevented another Great Depression. Such an argument would also deflect populist criticism for bailing out AIG and Citibank.

      
      
        22.10. The Great Financial Crisis and Erosion of Support for Free Markets

        In the Great Depression, policy makers failed to understand how the creation of a fiat money standard made the Fed responsible for determination of the reserves and the deposits of the banking system. They failed to understand how the destruction of reserves and money created recession and deflation. The public associated the failure of the banks with speculative excess and a failure of a free market economy.

        In the Great Recession, policy makers failed to understand how the moral hazard of the financial safety net had created a fragile system of financial intermediation through the encouragement of risk taking. They failed to understand how monetary policy could be contractionary with a low level of short-term interest rates. As with the Depression, the public associated bank bailouts with a failure of a free market economy. Tooze (2019, 166–67, 170) wrote:

        
          The financial crisis in 2008 . . . was a devastating blow to the complacent belief in the great moderation, a shocking overturning of prevailing laissez-faire ideology. To mobilize trillions of dollars on the credit of the taxpayer to save banks from the consequences of their own folly and greed violated maxims of fairness and good government. . . . Having done so, however, how could they [countries] ever go back to the idea that markets were efficient, self-regulating and best left to their own devices? . . . No longer did wisdom lie in devising predictable rules to curtail the arbitrary discretion of policy makers.

          The crisis snapped the fragile bond between the GOP’s managerial, big-business elite and its right-wing mass base. . . . The fracture of the American Right would in due course have profound consequences both for America and for the wider world.

        

        In an address on the ninetieth birthday of Milton Friedman, Bernanke (2002a) ended by saying, “I would like to say to Milton and Anna: Regarding the Great Depression. You’re right, we did it. We’re very sorry. But thanks to you, we won’t do it again.” Parting ways with Friedman, however, Bernanke fell into the Fed tradition of thinking of low interest rates as stimulative and of understanding monetary policy in terms of the Fed’s influence on financial intermediation.

        On September 16, 2008, Paulson (2013, 235, 237) talked to President Bush, who asked him: “How did we get to this point? . . . Someday you guys are going to have to tell me how we ended up with a system like this and what we need to do to fix it.” Unfortunately, the Fed cannot answer that question. The language of discretion allows it to portray each individual policy action as optimal. The presumption then is that the concatenation of those individual actions leads to an optimal regulatory and monetary policy. Adverse outcomes come from external shocks, which the Fed mitigates. Because the Fed cannot admit mistakes, it has no systematic way of learning from the past.

      
    
  
    
      
        [ Chapter 23 ]

        The Eurozone Crisis

      
      
        Summary: Because episodes of economic instability do not arise from controlled experiments that hold constant a variety of forces, they inevitably can be explained by a multiplicity of theories.1 Although this book is devoted to US monetary policy, the experience of the Eurozone counterpart to the Great Recession offers one test of the validity of the explanation here of the recession as caused by contractionary monetary policy. This chapter makes the point that the European Central Bank (ECB) and the Fed followed the same monetary policy focused on preventing the high headline inflation caused by the world commodity price inflation from raising inflationary expectations and thus passing permanently into a higher inflation rate. If both the United States and the Eurozone had experienced recession with different monetary policies, a disruption to financial intermediation would emerge as the more likely cause of recession.

        The Eurozone experienced two recessions, which together constituted the “Great Recession.” The combination of a decline in output and disinflation as well as a persistent decline in inflation implies that contractionary monetary policy was the dominant factor. This chapter reinforces two methodological points. First, in analyzing the causes of the Great Recession, it is important to distinguish between credit and monetary policy. Second, a multiplicity of estimated models can “explain” the Great Recession. In practice, economists choose between models through an associated narrative that adds additional information about causation.

        The experience in the Eurozone is consistent with the characterization of the optimal monetary standard in this book. The central bank should implement a credible rule that conditions price setting in the sticky-price sector of the economy to conform to the expectation of price stability. It then moves its interest-rate instrument in a lean-against-the-wind way to offset sustained strength or weakness in the economy. Monetary instability arises when the central bank responds directly to inflation and introduces inertia into its interest-rate instrument by failing to lower it in response to weakness in the economy. In doing so, it attempts to balance the creation of a negative output gap with a reduction in inflation.

        The Eurozone Great Recession is especially interesting because the monetary policy of the ECB entailed moving its interest-rate target in direct response to the behavior of inflation. Much earlier, Friedman (1960, 87) had argued that such a policy would founder given the phenomenon of “long and variable lags.” Chapter 29 (“What Is the Optimal Monetary Standard?”) explores the issue of how central banks can target inflation without running afoul of the Friedman critique.

      

      In the Eurozone, the Great Recession encompassed back-to-back recessions. Given the prominence of disruptions to financial markets, it has generated controversy about the desirability of central bank “inflation targeting.” Especially, should central banks add a measure of financial stability to their traditional objectives for output and inflation (Curdia and Woodford 2009; Woodford 2012).2 Answers are complicated if the origin of the Great Recession lay in a combination of contractionary monetary policy and disruption to financial intermediation.

      Just as with the discussion of the Great recession in the United States, it is essential to distinguish monetary policy from credit policy. “Monetary policy,” considered as the central bank reaction function for setting its policy rate, exercises its influence on the nominal expenditure of the public through its influence on the term structure of the risk-free interest rate. The “stance” of monetary policy, the central bank’s impact on stabilizing or changing growth in nominal expenditure, derives from the interaction of this risk-free term structure with the “natural” term structure. The latter is derived under the assumption of perfectly flexible prices and reflects the way in which the real rate of interest reconciles the desire of households to smooth consumption with unevenness in the expected availability of the consumption good. “Credit policy” concerns how the central bank influences financial intermediation. In terms of New Keynesian models, credit policies affect the external finance premium that firms face.3

      Also, narrative complements model. While identification of the shocks that produce a recession requires a model, all models are abstractions and incorrect in significant ways. Moreover, a multiplicity of models exists capable of fitting the macroeconomic time series. It is important to use a model in conjunction with a narrative. The narrative brings in information from outside the model that renders plausible the association of a model’s shocks, which are unobservable, with observable time series. The narrative here suggests that the monetary policy of the ECB was contractionary at times even though its credit policies were stimulative.

      The narrative in section 23.1 highlights how in 2008 and 2011 the ECB effectively attempted to lower headline inflation by creating a negative output gap. Section 23.2 discusses the credit policies of the ECB. Section 23.3 puts the decline in output associated with the decline in inflation in the Great Recession into the perspective of estimates of the “sacrifice ratio.”

      
        23.1. A Narrative Account of the Great Recession in the Eurozone

        Like its counterpart the Fed, the ECB failed to understand the Great Recession as a reflection of contractionary monetary policy because of confusion arising out of the belief that monetary policy and credit policy were both valid tools for maintaining aggregate nominal demand. The ECB directed monetary policy, embodied in its reaction function used to set its interest-rate target, toward control of headline inflation. In doing so, it failed to recognize the long lags of almost two years, highlighted by Friedman (1989, 31), relating the stance of monetary policy to changes in inflation. In contrast, credit policy stems from the ability of the central bank to allocate savings through its function as a financial intermediary. The belief that credit policy could serve to maintain aggregate demand misled the ECB into believing that its policies were stimulative rather than contractionary.

        In the Great Recession, following its “separation principle,” the ECB focused monetary policy on headline inflation and focused credit (liquidity) policy on maintaining financial intermediation.4 Cahn et al. (2014, 3) noted:5

        
          In response to the 2008–2009 crisis, central banks in most advanced countries embarked in large-scale asset purchase programs. In the euro area . . . instead, the bulk of non-standard interventions took the form of long-term refinancing operations (LTROs). . . . Through these operations, the ECB aimed at increasing the average maturity of outstanding liquidity, from approximately 20 days before the crisis to more than 200 days in the second half of 2009.

        

        Figure 23.1 shows real GDP growth for the Eurozone with cyclical peaks in 2008Q1 and 2011Q1. Figure 23.2 shows real GDP growth for the core countries of the Eurozone such as Germany and the main peripherals such as Greece. For the first recession, the basic coincidence of the series between the core and peripheral countries indicates a common shock among Eurozone countries. Similarly, in the second recession, the near coincidence of peaks also suggests a common shock, but the severity of the downturn for the peripheral countries indicates the intensity of the capital flight they experienced (Hetzel 2014b).6
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            Figure 23.1. Growth in Eurozone Real GDP

          
            Quarterly observations of quarterly annualized percentage changes in real GDP. Shaded areas mark recessions with cycle peaks 2008Q1 and 2011Q3. Heavy tick marks indicate fourth quarter.

          
            Source: Haver Analytics
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            Figure 23.2. Growth in Real GDP for Core and GIIPS Countries

          
            Four-quarter percentage change in real GDP for core countries (Austria, Belgium, Finland, France, Germany, and Netherlands) and the GIIPS (Greece, Ireland, Italy, Portugal, and Spain). Shaded areas indicate recessions. Heavy tick marks indicate fourth quarter.

          
            Source: Haver Analytics

          
        
        Figure 23.3 shows the real (inflation-adjusted) one-year Euribor rate constructed by subtracting forecasted inflation using the ECB’s Survey of Professional Forecasters from the Euribor rate. Use of the one-year Euribor rate accounts for the forecast by financial markets of the near-term path of the ECB’s MRO (main refinancing operations) rate. With each recession, the real interest rate declined significantly only well after the cyclical peak. That fact is in accord with US recession experience documented in the monetary contraction marker in chapter 3. Monetary contraction appears in the inertia that the central bank imparts to the reduction in short-term interest rates when the economy weakens. In contrast, the Eurozone economy weakened after 2001Q1, but the real rate of interest had already begun a steady decline after 2000Q3. No recession occurred.
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            Figure 23.3. Real Euribor Interest Rate

          
            Quarterly observations of real one-year Euribor interest rates constructed using one-year-ahead inflation forecasts from ECB Survey of Professional Forecasters mean point estimates. Heavy tick marks indicate fourth quarter.

          
            Sources: ECB; Haver Analytics

          
        
        Figure 23.4 shows that prior to 2008 the ECB had moved its policy rate in a “lean-against-the-wind” way without imparting significant inertia to it. It plots changes in the ECB’s MRO rate as a bar chart. As a measure of economic activity, it plots the growth rate in real retail sales.7 The two periods of increases in the MRO rate (February 2000 to October 2000 and December 2005 to June 2007) correspond to growth measured by retail sales strong enough to lower the unemployment rate (figure 23.5). The two periods of decreases in the MRO rate (May 2001 to November 2001 and December 2002 and June 2003) correspond to growth weak enough to raise the unemployment rate.
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            Figure 23.4. Retail Sales and ECB Policy Rate

          
            Retail sales volume is the three-month moving average of the year-over-year percentage change in the EA 17: Retail Sales Volume Index (SA/WDA, 2010=100). ECB policy rate is the main refinancing operations (MRO) rate. Because changes in the MRO rate occur within the month and data are monthly, the changes are distributed over two months. Heavy tick marks indicate fourth quarter.

          
            Sources: Eurostat; Haver Analytics
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            Figure 23.5. Eurozone Unemployment Rate

          
            Heavy tick marks indicate fourth quarter. Shaded areas indicate recessions.

          
            Source: Haver Analytics

          
        
        Econometric evidence is consistent with the hypothesis that the ECB’s control of inflation occurred mainly through the way in which a credible rule conditioned price setting in the sticky-price sector (firms setting prices for multiple periods) rather than through manipulation of an output gap. Based on estimation of a Taylor rule, as an average over the first decade of the ECB’s operation, Aastrup and Jensen (2010, abstract) concluded: “We show that the ECB’s interest-rate changes during 1999–2010 have been mainly driven by changes in economic activity in the Euro area. Changes in actual or expected future HICP [harmonized index of consumer prices] inflation play a minor, if any, role.” That is, with credibility, the central bank does not have to react to actual inflation. Changes in the interest-rate target respond to the evolution of economic activity in a way that tracks the natural rate of interest.

        Goldman Sachs (2016a, “Exhibit 1: ECB’s Response to Inflation Varies across Time”) highlighted the departure in the 2008 period by estimating a Taylor rule using real-time data with a rolling coefficient on core inflation. The coefficients on the inflation term fluctuate around zero until 2008, when they jump to two, and decline to zero only at the end of 2012. That is, in 2008 when the ECB became concerned about headline inflation well above its target, it began to respond directly to inflation and as a result to create a negative output gap.

        In 2008, both core inflation and expected inflation remained close to the objective of 2 percent or somewhat less with the latter declining only after mid-2013 (figures 23.6 and 23.7). As shown in figure 23.8, which graphs the euro price of oil and the CRB (Commodity Research Bureau) index of prices of nineteen commodities summarized in the Commodity Spot Price Index, the price of oil began to rise in 2004 followed by commodity prices in 2006.8 Starting in late 2007, this commodity price inflation passed into headline inflation (figure 23.6).9 This inflation shock produced by a rise in commodity prices with the integration of the BRICs (Brazil, Russia, India, and China) into the world economy caused all the major central banks of the world to implement a contractionary monetary policy.
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            Figure 23.6. Eurozone Headline and Core Inflation

          
            Monthly observations of twelve-month percentage changes. Headline inflation is the harmonized CPI. Core inflation excludes energy, food, alcohol, and tobacco. Shaded areas indicate recessions. Heavy tick marks indicate December.

          
            Sources: ECB; Haver Analytics
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            Figure 23.7. Expected and Realized Inflation

          
            Quarterly observations of four-quarter percentage changes in Harmonized Index of Consumer Prices. Inflation forecast is from ECB Survey of Professional Forecasters mean point estimates: two years ahead. Shaded areas indicate recession. Heavy tick marks indicate fourth quarter.

          
            Sources: ECB; Haver Analytics
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            Figure 23.8. Brent Crude Oil Price in Euros and CRB Commodity Spot Price Index

          
            Brent crude oil price multiplied by the EUR/US$ spot exchange rate. CRB Spot Commodity Price Index: All Commodities (1967=100). Heavy tick marks indicate December. Shaded areas indicate recession.

          
            Sources: Reuters-CRB Commodity Index Report; Haver Analytics

          
        
        The jump in commodity price inflation reduced household real income. Figure 23.9 shows the cessation in 2007Q3 of the prior steady increase in real disposable income. Growth in real consumption declined after 2007Q3.10 The smoothed, year-over-year percentage change in real retail sales was 2.8 percent in April 2007 (figure 23.4). It then declined steadily, became negative in April 2008, and was −1.6 percent in August 2008. Consumer confidence (Economic Sentiment Indicator) peaked in May 2007 and then fell rapidly.11 The resulting pessimism of households about their future income prospects required a lower real interest rate.12
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            Figure 23.9. Real Gross Disposable Income and Private Consumption

          
            Real gross disposable income is gross disposable income divided by the harmonized consumer price index times 100. Heavy tick marks indicate fourth quarter. Shaded areas indicate recession.

          
            Sources: Eurostat; Haver Analytics

          
        
        Despite a weakening economy after mid-2007, the ECB failed to lower its policy rate. Instead, in July 2008, it raised the MRO rate from 4.0 percent to 4.25 percent (figure 23.11). Moreover, the ECB’s communications caused markets to anticipate further increases in rates. Figure 23.10, which plots the difference between twelve-month and one-month Euribor rates, suggests that from the beginning of 2008 until fall 2008 markets expected a significant increase in rates. The ECB lowered rates only when headline inflation fell (figure 23.11). The decline in 2009 both in real output and in core inflation is consistent with contractionary monetary policy (figures 23.1 and 23.6).
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            Figure 23.10. Euribor Term Structure

          
            Difference between twelve-month and one-month Euribor interest rates. Heavy tick marks indicate December. Shaded areas indicate recessions.

          
            Sources: ECB; Haver Analytics
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            Figure 23.11. Inflation and ECB Policy Rate

          
            Monthly observations of twelve-month percentage changes in Harmonized Index of Consumer Prices. ECB refinancing rate is the main refinancing operations rate. Shaded areas indicate recessions. Heavy tick marks indicate December.

          
            Sources: ECB; Haver Analytics

          
        
        The ECB explained its actions in 2008 by a concern that high headline inflation would exacerbate wage demands of French and German unions.13 Wage inflation (year-over-year in the business sector) had increased from 3.2 percent over the interval 2003Q1 through 2007Q4 to 4.1 percent in the first three quarters of 2008. ECB actions reflected the belief that a cost-push shock would increase inflation. The ECB created a negative output gap to keep headline inflation at 2 percent. It did so by raising rather than lowering its policy rate when the economy went into recession.

        When the world economy began to recover in 2009, commodity-price inflation rose once more (figure 23.8). Starting in early 2011, turmoil in the Middle East also caused oil prices to rise. Headline inflation, which had fallen to −0.5 percent in 2009, rose to 3 percent by the end of 2011 although core inflation remained well below target (figure 23.6). The second commodity-price shock intensified the ongoing decline in real disposable income after 2010Q4. Consumption, which had been recovering slowly, again began to decline after 2010Q4 (figure 23.9). Real retail sales peaked in September 2010 (figure 23.4). Growth in real GDP peaked in 2011Q1 (figure 23.1). Given its focus on headline inflation, the ECB raised its policy rate twice in 2011, from 1 percent to 1.25 percent in April and to 1.5 percent in July.

        Monetary contraction as an explanation of the dual recessions has the advantage of simplicity in that it offers a common explanation of each recession. First, monetary contraction is consistent with the observed decline in core inflation and in output in both recessions. Second, the ECB responded to the commodity-price shock in the same way in each recession. Moreover, repeated monetary contraction can explain why in contrast to past experience a strong recovery did not follow a deep recession.

        If the central bank follows a rule that keeps the real rate of interest equal to the natural rate, given the accommodation of money supply to money demand implied by an interest rate target, nominal money grows at a rate consistent with the central bank’s inflation target. Money then offers no information about the evolution of the economy. However, if the central bank creates a difference between the natural and real rates of interest, the behavior of money becomes informative.
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            Figure 23.12. M3 and Private Loan Growth

          
            Monthly observations of twelve-month percentage changes in M3 and loans to private sector by monetary financial institutions. Shaded areas indicate recessions. Heavy tick marks indicate December.

          
            Sources: Eurostat; Haver Analytics
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            Figure 23.13. Money Supply

          
            Monthly observations of twelve-month percentage changes in M1 and M3. Shaded areas indicate recessions. Heavy tick marks indicate December.

          
            Sources: Eurostat; Haver Analytics

          
        
        The monetary aggregate M1 offers a better measure of transactions demand than M3, which includes a significant amount of debt.14 Banks issue debt to finance loan growth when loan demand is high. As shown in figure 23.12, apart from 2002–3 and 2012–13 when banks made up for weak loan demand by holding more government securities, M3 growth and loan growth move together. For this reason, it is hard to disentangle money and credit. M3 is mainly a contemporaneous indicator of the state of the economy.

        M1 growth slowed starting in mid-2006 and slowed sharply at the end of 2007 (figure 23.13).15 Real GDP growth then declined from an annualized rate of 2.2 percent in 2008Q1 to −1.2 percent in 2008Q2. After falling to near zero in 2008Q3, M1 growth revived. Real GDP growth then reached a trough in 2009Q1 with annualized growth of −11.3 percent. M1 growth fell sharply starting in 2010Q3. Real GDP growth then declined from an annualized growth rate of 3.4 percent in 2011Q1 to −1.3 percent in 2011Q4.

        Despite possessing some predictive value, the signal to noise ratio is low for M1. In a time of financial turmoil when market participants desire liquidity, they transfer out of the illiquid debt instruments in the non-M1 part of M3 into the liquid demand deposits of M1 thus inflating M1 growth. One is on firmer ground using M1 growth as a measure of the stance of monetary policy in the first half of 2008, when growth in M1 and M3 both declined, and after May 2010 through early 2012, when M1 growth declined while M3 growth remained low (figure 23.13).

      
      
        23.2. The Interaction of Financial Crisis and Contractionary Monetary Policy

        While financial market disruption must have impacted economic activity adversely in the Great Recession, the first cycle peak in March 2008 preceded any significant disruption. Real GDP fell at annualized rates of −1.3 percent and −2.2 percent in 2008Q2 and 2008Q3, respectively. Industrial production including construction peaked in February 2008. Monetary contraction preceded any significant disruption to financial intermediation.

        In the United States, in August 2007, when cash investors ceased buying the commercial paper that financed the holding of subprime mortgages in US banks’ off-balance-sheet entities, banks moved them onto their own balance sheets. European banks also held many of these illiquid mortgages (Hetzel 2012a, 179, 242). Uncertainty over the extent to which banks held them lessened the willingness of European banks to lend to each other in the interbank market. Instead of relying on interbank loans to meet liquidity needs, they began to hold additional excess reserves (Heider et al. 2009). The ECB accommodated that increased demand. In August 2007, it introduced fixed-rate/full-allotment tenders and in October 2008 made them standard. The EONIA rate (the euro equivalent of the funds rate) remained fixed at the ECB’s MRO rate.

        The Federal Reserve and the ECB cooperated to relieve funding pressures on European banks with dollar liabilities. With the Term Auction Facility (TAF), the Fed auctioned dollars to the US branches of European banks. Through swap lines, the Fed provided dollars to the ECB, which it re-lent to European banks to replace the dollar funding no longer supplied by money market mutual funds (Hetzel 2012a, 244, 267). Only with the Lehman bankruptcy in September 2008, well after the cycle peak, did the amounts outstanding in this facility jump significantly.16 That is, funding pressures arose after the commencement of the recession.

        Loan growth remained healthy until after the economy entered recession in 2008Q1. Bank loans to the private sector (MFIs) averaged 10.7 percent year over year from May 2006 through May 2008 (figure 23.12). Only in June 2008 did growth fall below 10 percent.17 By these measures, funding pressures were manageable through the cycle peak. After the recovery took hold in 2009Q3, loan growth recovered steadily until peaking in 2011Q3. Economic recovery, however, aborted earlier. Growth in real GDP fell from 3.4 percent in 2011Q1 to zero in 2011Q2 and Q3 and to −1.3 percent in 2011Q4.

        From midsummer 2011 to midsummer 2012, investors fled the sovereign debt markets of the peripheral countries, most noticeably Italy and Spain, out of fear that they would exit the Eurozone. Sovereign credit default swap spreads for Italy and Spain started their climb to alarming levels in mid-2011. In early July 2011, the spread of two-year yields on Italian over German debt climbed above 2 percent, and it reached 7 percent in late November 2011. However, the Eurozone economy had already begun to weaken after 2011Q1 (figure 23.1). The timing suggests causation going from the economic weakness to a debt crisis rather than the reverse.

        The spread in the interest rates on loans made to corporations in Italy and Spain compared to Germany and France began to widen only in July 2011, along with, not prior to, the end of recovery from the first recession (figure 23.14). In 2011, the unemployment rate rose sharply in Italy and was already above 20 percent in Spain. Plausibly, this interest-rate spread reflected a normal risk premium and was therefore not indicative of a failure of financial intermediation.
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            Figure 23.14. Average Interest on New Loans to Nonfinancial Corporations.

          
            Spread is between the average of Italy plus Spain minus Germany plus France. Shaded areas indicate recessions. Heavy tick marks indicate fourth quarter of year.

          
            Sources: ECB; Haver Analytics

          
        
        The year 2011 illustrates the difference between monetary and credit policy. In the second half of 2011, ECB lending to banks in the peripheral countries jumped. Consider ECB lending to Spanish banks, which replaced loans previously made by German banks. German banks placed the reserves gained from calling in their loans in the ECB’s deposit facility. The ECB then became the indirect conduit for lending by German banks to Spanish banks. The increase in the size of the ECB’s balance sheet indicated a stimulative credit policy, that is, a supportive influence on financial intermediation. The ECB’s credit policies were largely successful in limiting increases in money market spreads like Euribor-OIS (Goldman Sachs 2016b).18

        Also in 2011, in April and July, the ECB tightened monetary policy by raising its policy rate. As late as the April 2012 editorial in the ECB Monthly Bulletin (European Central Bank 2012, 5), the ECB Governing Council retained hawkish language on inflation: “Inflation rates are likely to stay above 2% in 2012, with upside risks prevailing.” Only in July 2012 did the Governing Council guide the EONIA rate toward zero by cutting the MRO rate from 1 percent to ¾ percent and the deposit rate to zero. As late as May 2012, the ECB had still ruled out forward guidance, the essence of which is precommitment. In response to a question, Mario Draghi (2012, 4) responded, “As we always say, we never pre-commit.”19 As implied by indexed swap markets, in mid-2011 the expected time for inflation to return to 2 percent was almost nine years. After falling briefly, in mid-2012, it returned to that value but then rose to twenty years after summer 2014 (Goldman Sachs 2015).

      
      
        23.3. The Quantitative Impact of a Monetary Shock

        With expected inflation the dominant determinant of trend inflation, contractionary monetary policy in an environment of central bank credibility implies a high sacrifice ratio, which measures the cost in terms of lost output produced by a reduction in inflation. The first thing to note is that estimated Phillips curves have become flat, a fact that implies a high sacrifice ratio. Atkeson and Ohanian (2001) noted that lagged inflation does a better job of predicting inflation than do Phillips curves, which include resource slack as an explanatory variable.

        For the first recession, from 2008Q1 through 2010Q2, the unemployment rate rose 3 percentage points from 7.3 percent to 10.3 percent while the inflation rate in the services sector (a proxy for the sticky-price sector in which firms change prices only infrequently) fell 1.3 percentage points from 2.6 percent to 1.3 percent (figures 23.6 and 23.15). With 7.3 percent as the NAIRU and average unemployment over this period of 8.8 percent, unemployment averaged 1.5 percentage points above NAIRU for 2.25 years. Roughly, the sacrifice ratio would be 2.6 (the man-years of excess unemployment required to lower inflation by 1 percentage point). For the second recession, from 2011Q1 through 2013Q2, the unemployment rate rose 2.1 percentage points from 10.0 percent to 12.1 percent while the inflation rate in the services sector fell 0.2 percentage points from 1.6 percent to 1.4 percent. With 10.0 percent as the NAIRU and average unemployment over this period of 11.1 percent, unemployment averaged 1.05 percentage points over NAIRU for 2.25 years. Roughly, the sacrifice ratio would be about 12.
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            Figure 23.15. Eurozone Goods and Services Inflation

          
            Quarterly observations of harmonized CPI. Shaded areas indicate recessions. Heavy tick marks indicate fourth quarter.

          
            Sources: Eurostat; Haver Analytics

          
        
        The estimated sacrifice ratio for the first recession appears consistent with historical experience while the estimated sacrifice ratio for the second recession appears implausibly high (see also Ball and Mazumder 2015). For the second recession, it thus seems likely that the increase in the unemployment rate originated to a significant extent in the disruption to financial intermediation associated with the capital flight crisis in 2011–12 (Hetzel 2014b). At the same time, the decline in services sector inflation to 1.3 percent in 2016Q1 is inconsistent with the expansionary monetary policy appropriate if the central bank’s reaction function includes mitigation of financial frictions (Carlstrom et al. 2010).

      
      
        23.4. Concluding Comment

        In 2008 and again in 2011, the Eurozone experienced a commodity-price shock, which raised headline inflation. Rather than concentrating on core inflation, the ECB created a negative output gap to keep headline inflation at its 2 percent inflation target. Optimal policy would have entailed concentrating on core inflation and lowering the policy rate instead of raising it in order to maintain a zero output gap. In both episodes, disruptions to financial intermediation would have called for expansionary not contractionary monetary policy.

      
    
  
    
      
        [ Chapter 24 ]

        Recovery from the Great Recession

      
      
        Summary: In August 2020, monetary policy makers articulated a new framework for conducting monetary policy.1 That framework reflected the conclusion drawn from the recovery from the Great Recession that monetary policy had erred in pursuing preemptive increases in the funds rate. Starting in December 2015, the FOMC had raised the funds rate off the zero lower bound (ZLB). As it turned out, inflation continued to run below the FOMC’s 2 percent target. Because such preemptive increases had been a hallmark of the Volcker-Greenspan era and had guided the policy of returning to price stability, the new framework represented a significant departure from policy in the Great Moderation.

        Going forward, the FOMC committed to forgoing preemptive funds-rate increases to ensure an overshoot of its inflation target for some persistent but unspecified period. That overshoot would indicate that the FOMC had achieved the goal of “maximum employment.” Given that the unemployment rate prior to the start of the pandemic had reached a low of 3.5 percent with inflation remaining less than 2 percent, this policy was presumed to allow the FOMC to achieve its expanded goal of an unemployment rate low enough to ensure full employment in minority communities.

        What should policy makers have learned from the recovery from the Great Recession? The first thing to note is that it was a period of considerable nominal and real stability. In part, that stability was an artifact of an initially moderately contractionary monetary policy that limited the strength of the recovery from the Great Recession. However, the preemptive increases in the funds rate intended to prevent an overshoot of inflation from the 2 percent target contributed to the desirable stability exhibited in the recovery. It was desirable to maintain a noninflationary recovery. That price stability provided the foundation for the significant decline in the unemployment rate during the recovery. Moreover, during the recovery, the ZLB on the funds rate did not undermine the efficacy of monetary policy. The inflationary expectations of the public did not become unanchored to the downside.

      

      Based on the experience of the recovery from the Great Recession, the FOMC revised its policy framework. Chair Powell (2020d) summarized the conclusions drawn from the recovery in the policy of flexible-average-inflation targeting (FAIT). A characteristic of the recovery period was a funds rate at the ZLB for seven years with inflation running mainly below the FOMC’s 2 percent inflation target. Moreover, a steady decline in the unemployment rate failed to raise inflation to the 2 percent target. The FOMC drew two conclusions. First, at the ZLB, there is a danger that the public’s expectation of inflation will become unanchored to the downside of 2 percent.

      Second, the level of unemployment consistent with the mandate of maximum employment could be achieved only through the experiment of running down the unemployment rate through an expansionary monetary policy. The emergence of inflation persistently more than the 2 percent inflation target would reveal this mandate-consistent level of unemployment. These two features of FAIT are complementary in that the inflation overshoot signaling achievement of maximum employment would prevent an undesirable reduction in the inflationary expectations of the public through a period of above-target inflation compensating for the prior period of below-target inflation.

      An implication of FAIT is the undesirability of preemptive increases in the funds rate intended to prevent the emergence of inflation. Such preemptive increases had been a hallmark of the Volcker-Greenspan era and had guided the policy of returning to price stability (chaps. 19–20). A motivation for the revised policy was the belief that the preemptive increases in the funds rate that started with an increase in December 2015 and then resumed in December 2016 limited job creation. The narrative here provides an alternative version of what policy makers should have learned from the recovery from the Great Recession.

      The first characteristic of the recovery to note is that it was a period of considerable nominal and real stability. In part, that stability was an artifact of an initial, moderately contractionary monetary policy that limited a vigorous economic rebound. Also, the preemptive increases in the funds rate that were intended to prevent an overshoot of inflation from the 2 percent target contributed to the stability exhibited in the recovery. It was desirable to maintain a noninflationary recovery. Price stability provided the foundation for the significant decline in the unemployment rate during the recovery. Moreover, during the recovery, a funds rate at the ZLB did not undermine the efficacy of monetary policy. Inflationary expectations never became unanchored. They remained anchored at the level of near price stability produced by the earlier policy aimed at restoring price stability.

      When a V-shaped recovery failed to emerge, a common fear was that, with the funds rate pressed against the ZLB, the FOMC was “out of ammunition.” That is, at the ZLB, the FOMC could not pursue an expansionary monetary policy to offset contractionary “headwinds” impeding a strong recovery. In fact, the FOMC’s “unconventional” monetary policies of forward guidance and quantitative easing (QE) maintained the efficacy of monetary policy even at the ZLB. It follows that there is no need to abandon genuine price stability by raising inflation and thereby raising nominal interest rates to avoid running into the ZLB.

      
        24.1. Monetary Policy Was Initially Moderately Contractionary in the Recovery

        Monetary policy was contractionary in the Great Recession as evidenced by the decline in both real output and inflation (figures 24.1, 24.2, and 20.4). In 2009Q2, real GDP growth (four-quarter percentage change) declined to −3.2 percent while in 2009Q4 core PCE inflation (four-quarter percentage change) fell to 0.95 percent (four-quarter percentage change).

        In fall 2008, Chairman Bernanke would maintain the FOMC consensus by lowering the funds rate only reluctantly given the shared concern for inflation. After the Lehman bankruptcy in September, the emphasis was on programs to channel credit to ensure the availability of credit. A key point is that in 2008 no FOMC participant considered that monetary policy could be contractionary with a zero real interest rate. As shown in figure 24.2, from December 2008 through 2016, however, the realized real interest rate averaged around −2 percent. Although the FOMC judged monetary policy to be “accommodative,” the duration of such a negative rate without inflation could have occurred only from a decline in the natural rate of interest.
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            Figure 24.1. Growth Rates of Real GDP and Real Final Sales to Private Domestic Purchasers

          
            Quarterly observations of four-quarter percentage changes. Shaded areas indicate recession. Heavy tick marks indicate the fourth quarter.

          
            Source: St. Louis FRED
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            Figure 24.2. Funds Rate and Core PCE Inflation

          
            Quarterly observations of four-quarter percentage changes in core personal consumption expenditures (PCE) deflator. Tick marks indicate fourth quarter. Shaded areas indicate recessions.

          
            Source: St. Louis FRED

          
        
        Nothing in their historical experience prepared policy makers for a sharp, sudden decline in the natural rate of interest to a negative value. In the 1970s, a negative realized real rate of interest was inflationary (figure 18.5). Starting with the Volcker disinflation and prior to the Great Recession, the realized real rate of interest was consistently, significantly positive. The exception occurred in the years 2003 to 2004. However, that period was considered to be one in which a low funds rate had encouraged excessive risk taking and a housing bubble. It seemed obvious that a negative realized real interest rate was expansionary. That belief carried over into the recovery and allowed policy makers to believe that a moderately contractionary monetary policy was stimulative.

        The contention that monetary policy was moderately contractionary early in the recovery is supported by the failure of output to rebound in a V-shaped recovery as had always occurred in the past when a vigorous recovery followed a sharp decline in output. After an initial rebound, over the interval 2010Q1 through 2014Q1, real GDP growth (four-quarter percentage changes) averaged only 2 percent, well below the nearly 5 percent in the prior recovery for the years 2003 through 2005. A tepid recovery combined with a reduction in inflation. For 2008Q3 through 2017Q3, core PCE inflation (four-quarter percentage changes) averaged 1.5 percent. Over the preceding period, 2004Q2 through 2008Q3, the corresponding number was 2.2 percent. The most straightforward explanation of the tepid recovery combined with a decline in inflation is a moderately contractionary monetary policy.

        The initial failure of the FOMC to realize that the natural rate of interest had fallen to historic lows appears in the Summary of Economic Projections (SEP). The median value of the longer-run funds rate contained in the SEP, a proxy for the assumed natural rate, was 4.3 percent at the January 2012 FOMC meeting and still at a relatively high 3.8 percent for March 2014 meeting. Similarly, forecasts of FOMC participants for real GDP growth started relatively high in line with a normalization of the funds rate requiring a significant increase. In January 2010, FOMC participants’ “central tendency” (the midpoint of the “central tendency range”) for growth in real GDP was 4 percent for both 2011 and 2012. The actual growth rates (averages of quarterly annualized rates of growth) for these years came in significantly lower at 1.6 percent for 2011 and 1.5 percent for 2012.

        As shown in figure 24.3 (from Sløk 2020), in the early years of the recovery until December 2016, markets also consistently forecasted an imminent rise in the funds rate. That misforecast in turn derived from the past observation that recoveries from sharp recessions had all been strong, or V-shaped. The resulting upward tilt to the yield curve acted to make monetary policy restrictive.

        Figure 24.4 (from Sløk 2017a) shows that this ex post upward bias in forecasts of the funds rate carried over to the forecasts by market professionals of bond rates. FOMC participants learned only slowly that the natural rate of interest had fallen. The resulting upward sloping term structure of interest rates initially made policy moderately contractionary. Consequently, the economic recovery was relatively slow and prolonged.

        One piece of evidence for the lack of a stimulative monetary policy was the lack of vigorous growth in M2. Initially, as cash investors fled nonbank financial intermediaries in favor of the too-big-to-fail banks, M2 growth surged. However, from June 2009 to July 2010, annualized monthly growth rates for M2 averaged only 1.9 percent. From August 2010 to January 2020, the number was 6.4 percent. The decline in market rates of interest, the desire among households and corporations for liquidity, and the ongoing secular decline in M2 velocity should have resulted in vigorous M2 growth in the year after the recession trough of June 2009.
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            Figure 24.3. Fed Funds Rate: Actual and Forecasted from Fed Funds Futures Market

          
            Figure from Sløk (2020). Tick marks indicate December. Shaded areas indicate recession.
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            Figure 24.4. Actual Ten-Year Treasury Rate and Forecasts from Survey of Professional Forecasters

          
            Figure from Sløk (2017a).

          
        
        The FOMC never considered the possibility that monetary policy might be restrictive. From the FOMC’s perspective, “headwinds” had lowered the natural (neutral) rate of interest, and it had followed the decline with a lower funds rate to offset those headwinds. Chair Yellen (2015, 13) stated:

        
          This expectation [of rate increases] is consistent with an implicit assessment that the neutral nominal federal funds rate . . . is currently low by historical standards and is likely to rise only gradually over time. The marked decline in the neutral federal funds rate [r*] after the crisis may be partially attributable to a range of persistent headwinds . . . [including] tighter underwriting standards and limited access to credit for some borrowers, deleveraging by many households to reduce debt burdens, contractionary fiscal policy at all levels of government, weak growth abroad coupled with a significant appreciation of the dollar, slower productivity and labor force growth, and elevated uncertainty about the economic outlook. As the restraint from these headwinds further abates, I anticipate that the neutral federal funds rate will gradually move higher.

        

        Although the economy recovered after the cycle trough in June 2009, a V-shaped recovery did not occur. In June 2013, four years after the cyclical trough, the unemployment rate was 7.5 percent. One reason for the restrained recovery was another inflation shock, which the FOMC did not accommodate with expansionary monetary policy. Headline PCE inflation (four-quarter) rose sharply in two peaks (figure 20.4). It first went from −1 percent in 2009Q3 to 2.3 percent in 2010Q1. It then declined to 1.2 percent in 2010Q4 before rising to 3 percent in 2011Q3. Economic stimulus measures in China produced strong Chinese growth, which raised world commodity prices. The resulting high headline inflation in the United States passed into core inflation.2 Plausibly, the post–Great Recession inflation shock was one factor in limiting the recovery in real personal consumption expenditures after summer 2011 (figure 24.5). The 2015 surge then reflected catch-up.
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            Figure 24.5. Growth of Real Personal Consumption Expenditures

          
            Twelve-month percentage changes in real personal consumption expenditures (PCE). Shaded areas indicate recessions. Heavy tick marks indicate December.

          
            Source: St. Louis FRED

          
        
      
      
        24.2. A Slow Start to the Recovery and Preemptive Increases in the Funds Rate

        Starting in December 2008 with the statement language that “weak economic conditions are likely to warrant exceptionally low levels of the federal funds rate for an extended period,” the FOMC experimented with forward guidance (Board of Governors, FOMC Transcript, December 15–16, 2008). Initially, this communication focused on guiding the market’s forecast of the liftoff date for the funds rate from the ZLB. The market’s expectation of the number of months to liftoff influenced the ten-year bond rate until August 2013 (figure 24.6). Postponing the expectation of liftoff was the equivalent of reducing the funds rate. Starting in August 2013, however, the number of months to liftoff declined while the ten-year Treasury yield (plotted on an inverted scale) also declined. Both core and headline PCE inflation declined after this date (figure 20.4). Plausibly, without a concern for a revival of inflation, the approach of liftoff did not cause markets to raise their expectation of the required level of long-term interest rates. A Deutsche Bank newsletter wrote, “The present narrative in markets that ‘long rates in the US will stay low, even when the Fed hikes rates’ is normally based on the view that the US is experiencing secular stagnation and the terminal fed funds rate is low” (Sløk 2015).
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            Figure 24.6. Months until Expected Fed Tightening versus Ten-Year Treasury Note Yield

          
            Torsten Sløk of Deutsche Bank Securities provided the idea. Months until liftoff refers to the number of months at or below 38 basis points on federal funds futures contracts. Heavy tick marks indicate the end of fourth quarter.

          
            Sources: Fed Funds Futures via Bloomberg; Ten-Year Treasury Yield via Haver Analytics

          
        
        At the August 2011 meeting, the FOMC adopted date-based forward guidance with the statement that economic conditions were “likely to warrant exceptionally low levels for the federal funds rate at least through mid-2013” (Board of Governors, FOMC Transcript, August 9, 2011). At the November 2011 FOMC meeting, Charles Evans, president of the Chicago Fed, revived an idea advanced earlier by then Governor Yellen for outcome-based forward guidance using as a threshold the unemployment rate. At the December 2012 FOMC meeting, the FOMC adopted such forward guidance with statement language reading, “The Committee decided to keep the target range for the federal funds rate at 0 to ¼% and currently anticipates that this exceptionally low range for the federal funds rate will be appropriate at least as long as the unemployment rate remains above 6½%, inflation between one and two years ahead is projected to be no more than half a percentage point above the Committee’s 2 percent longer-run goal, and longer-term inflation expectations continue to be well anchored” (Board of Governors, FOMC Transcript, December 11–12, 2012).

        In January 2012, the FOMC decided on an explicit inflation target of 2 percent. In the first three months of 2012, twelve-month core PCE inflation reached 2.1 percent when the inflation shock referred to above passed through into core inflation. The 2 percent target then seemed to ratify the status quo. However, the strength in inflation was transitory.

        As described by Jeffrey Lacker (2019), former president of the Richmond Fed, inflation hawks on the FOMC felt uncomfortable with the FOMC’s efforts at stimulus in the form of QE and forward guidance without an explicit inflation target. After the initiation of QE2 in November 2010, inflation hawk Charles Plosser, president of the Philadelphia Fed, with Chairman Bernanke’s blessing, had negotiated a draft of what became the document “Longer-Run Goals and Policy Strategy” released in January 2012. Lacker (2019, 10) wrote, “Adopting an inflation objective seemed to be a prerequisite to formulating forward guidance in terms of an unemployment threshold without confusing the public.”

        In 2014, the funds-rate path projected by the FOMC in the SEP and in the public statements of FOMC chair Yellen rose, but funds-rate futures failed to follow. Part of the political economy of monetary policy is to communicate the need to raise the funds rate solely in terms of the need to restrain inflation rather than in terms of the need to slow economic growth and employment. However, markets did not believe that inflation was a problem. As evidenced by the behavior of the ten-year yield on Treasury securities and the increase in global debt with negative interest rates starting in 2015 and especially in 2016, deflation scares replaced the earlier inflation scares. Sløk (2014) summarized: “She [Yellen] is basically saying the following: ‘I know that when capacity utilization is at 2005–2006 levels, ISM is around 60, the unemployment rate close to NAIRU, [growth in] nonfarm payrolls is above 300k and GDP is around 4 percent then I feel very confident that it won’t be long before we see a move up in inflation.’ To this the markets say: ‘Ok, but we have not seen inflation for the past six years, and you have been too optimistic for the past six years, so why should inflation be a problem in 2015?’”

        Starting in 2014, it became clear that the economy was growing above potential, which argued for a normalization of the funds rate by moving up from the ZLB. The numbers were strong. From March 2014 through December 2018, the monthly average of total nonfarm payroll employment was 210,000, twice the sustainable rate, and the unemployment rate continued to decline. Hatzius (2017) wrote: “Measures [of unemployment] such as U3, U6, job openings, quits, reported skill shortages, and household job market perceptions all send a similar message—the labor market is about as tight as in the full-employment years 2006 and 1989. . . . All this suggests that further labor market tightening is likely to result in a significant overshoot of full employment.” Real median household income increased, rising 18.5 percent from 2014 through 2019. An optimistic outlook for the future increases the natural rate of interest. At the same time, markets forecast only a minimal rise in the funds rate, and the ten-year Treasury constant maturity yield declined from 3.0 percent on January 3, 2014, to 1.4 percent on July 11, 2016. (It then rose and reached a peak of 3.2 percent on November 9, 2018.)

        The Financial Times (R. Harding 2014) reported in an interview with St. Louis Fed president James Bullard:

        
          The median forecast on the FOMC expects an interest rate of 1 per cent to 1.25 per cent by the end of 2015, and Mr. Bullard said he was “worried” to see markets expecting a slower path for rate rises. “I do think that’s a mistake on the part of the market,” he said. “I think the committee means what it says. To have markets trading more dovishly than what the committee is intending I think suggests there will be a day of reckoning at some point in the future—either for us or for them.”

        

        Yellen’s roots were Keynesian. She naturally used the framework outlined by Modigliani and Papademos (1975; 1976), which makes changes in inflation depend on the difference between the unemployment rate and a benchmark for full employment known as the nonaccelerating inflation rate of unemployment (NAIRU). With the NAIRU taken as the median value of FOMC participants’ SEP projections for the longer-run unemployment rate, as of the December 2015 FOMC meeting, the Fed’s proxy for the NAIRU was 4.9 percent. In December 2015 also, the unemployment rate was 5.0 percent. At the December FOMC meeting, the FOMC raised the funds rate off the ZLB.

        Even given her Keynesian roots, Yellen had absorbed the lessons of the Great Inflation incorporated by Volcker and Greenspan in their policy of preemptive increases in the funds rate to forestall a rise in inflation (Hetzel 2008). Yellen (2017b, 16) said:

        
          We should also be wary of moving too gradually. Job gains continue to run well ahead of the longer-run pace we estimate would be sufficient, on average, to provide jobs for new entrants to the labor force. Thus, without further modest increases in the federal funds rate over time, there is a risk that the labor market could eventually become overheated, potentially creating an inflationary problem down the road that might be difficult to overcome without triggering a recession. Persistently easy monetary policy might also eventually lead to increased leverage and other developments, with adverse implications for financial stability. For these reasons, and given that monetary policy affects economic activity and inflation with a substantial lag, it would be imprudent to keep monetary policy on hold until inflation is back to 2 percent.

        

        Yellen (2017a) summarized, “If the economy ends up over heating and inflation threatens to rise well above our target, we don’t want to be in a position where we have to raise rates rapidly, which could conceivably cause another recession. So we want to be ahead of the curve and not behind it.”

        Yellen was replaying the earlier policy of the 1990s when the Greenspan FOMC raised the funds rate preemptively. From 7.8 percent in June 1992 to 3.8 percent in April 2000, the unemployment rate fell while inflation changed only minimally. Inflation, measured by the core PCE, went from 2.2 percent in 1992Q2 to 1.3 percent in 2000Q2. Measured by the headline PCE deflator, it remained unchanged over this period at 1.8 percent. Greenspan, however, did not give up on a policy of preemption. Without evidence of inflation, the FOMC raised the funds-rate target from 3 percent at its December 1993 meeting to 6 percent at its February 1995 meeting (figure 24.2). Again, without evidence of inflation, the FOMC raised the funds rate at its June 1999 FOMC meeting (Hetzel 2008, chaps. 15 and 17).

        Greenspan was not running the economy “hot” to lower the unemployment rate to a minimal level indicated by an increase in inflation. Along with his predecessor Paul Volcker, he had renounced any attempt to balance off inflation and unemployment based on a Phillips curve. To recreate the stable nominal anchor lost in the stop-go era, Greenspan had to let the price system work without interference to determine real variables such as unemployment (Hetzel 2008, chap. 21).

      
      
        24.3. Secular Stagnation, Fear of Global Recession, and Central Banks Out of Ammunition

        Starting in fall 2015, concern grew in financial markets that an adverse shock to the world economy perhaps from a recession in China or from a geopolitical crisis would push the world back into recession. The fear was that monetary policy lacked the capacity to respond. Central banks had to rely on unconventional and untested policies such as quantitative easing and negative interest rates. Low interest rates created the fear that central banks would lack the ability to stimulate aggregate demand in the event of a recession,

        Larry Summers argued that the US economy had entered what Alvin Hansen in the late 1930s called secular stagnation (see Hansen 1939). The future norm would be low real growth, low inflation, and near-zero rates of interest. This view rationalized the observation that across countries, real GDP growth was anemic, inflation was below central bank targets, and yet interest rates were low or even negative. Central banks were supposedly “out of ammunition.”3 A common theme was that expansionary monetary policy works through weakening the foreign exchange value of the currency. However, that channel is a zero-sum game for countries collectively. The Financial Times (2016) reported:

        
          The yen touched new highs yesterday, defying Tokyo’s effort to weaken the Japanese currency in the latest sign policy makers in leading economies are running out of tools to kick-start growth and battle the threat of deflation. . . . Like the BoJ, the European Central Bank has intervened in capital markets at unprecedented levels to little effect on the EU’s common currency or inflation. . . . Aggressive monetary policies in general, and negative interest rates in particular, have long been seen as a means to depreciate currencies and raise inflation. . . . But despite the aggressive BoJ and ECB moves, global inflation remains lackluster.

        

        With a surprise devaluation of the renminbi (yuan) in August 2015, financial markets became preoccupied with the state of the Chinese economy. China’s foreign exchange reserves reached a peak in 2014 at $4.0 trillion and then ran steadily down to just over $3.0 trillion in 2016 (Hooper et al. 2017). In September 2015, Citibank (Spence 2015) warned: “A ‘hard landing’ for the Chinese economy will likely lead the world into a recession in the next year. . . . They [Citi’s economists] anticipate the global economy to slide into recessionary territory during the next year, and remain there for most of 2017.” Markets feared that a recession in China with low real growth in the world economy could push the world back into recession. (A China shock could have come from maintaining an overvalued yuan or from the collapse of its housing market.) The concern for China recognized its importance to the world economy. Deutsche Bank estimated that in 2016 of the estimated growth in world real GDP of 3.2 percent, China would contribute 1 percentage point and the United States 0.6 percentage points (Sløk 2016).

        In January 2016, RBS (the Royal Bank of Scotland) issued the warning. “RBS has advised clients to brace for a ‘cataclysmic year’ and a global deflationary crisis, warning that major stock markets could fall by a fifth and oil may plummet to $16 a barrel. The bank’s credit team said markets are flashing stress alerts akin to the turbulent months before the Lehman crisis. ‘Sell everything except high quality bonds. This is about return of capital, not return on capital. In a crowded hall, exit doors are small,’ it said in a client note” (Evans-Pritchard 2016). The price of oil measured the state of the world economy. Its price went from $102 a barrel in August 2014 (averaging $110 over the years 2011 to August 2014) to $31 in January 2016 (global price of Brent crude from St. Louis FRED).

        With the Great Recession, markets associated recession with deflation. Investors bought insurance with nominally denominated Treasuries, which do well in recession. Bonds trading at negative interest rates first appeared in nontrivial amounts in 2015. Over 2016, worldwide, the percentage of bonds trading at negative interest rates went from less than 5 percent to about 28 percent (Sløk 2019a). For most of the recovery, world financial markets were in a “risk-off” or wealth-preservation mood. Low and negative bond rates reflected fear of adverse tail risk.

        In 2018 and 2019, market fears concentrated on a trade war. Starting in 2018 with tariffs on solar panels and washing machines, the United States began imposing tariffs on numerous countries. Countries retaliated with their own tariffs. Eisenbeis (2020) wrote: “The scope and scale of the tariffs have been large, with a total of over 20,000 products (12,043 imports and 8,073 exports) amounting to over $400 million in goods being impacted.” Donnan and Leonard (2019) wrote:

        
          What began as method [the calibrated imposition of tariffs on Chinese exports] looks more and more like madness. A tit-for-tat tariff war has ensnared more that 70% of bilateral trade in goods and raised the specter of a decoupling of two economies that once seemed destined to become progressively more intertwined. . . . That tariff round [additional tariffs threatened for December 15, 2019] could jeopardize America’s record-long expansion.

        

        In the recovery, the general spirit of market commentary was fear of a self-reinforcing negative feedback loop between pessimism and recession. The International Monetary Fund (2016, Executive Summary, ix) captured the prevailing mood about the fragility of the world economy: “In such circumstances [a recurrence of market turmoil], rising risk premiums may tighten financial conditions further, creating a pernicious feedback loop of fragile confidence, weaker growth, lower inflation, and rising debt burdens. Disruptions to global asset markets could increase the risks of tipping into a more serious and prolonged slowdown marked by financial and economic stagnation.”

        Chairman Bernanke (sec. 21.5) expressed these views in his explanation of the Great Recession. Numerous external shocks threatened confidence in the recovery from the Great Recession. They included the euro crisis in 2011 and 2012, the Brexit vote in June 2016, the devaluation of the renminbi by China in August 2015, and the trade war in 2018 and 2019. However, if the economy was inherently unstable because of the Keynesian animal spirits of financial markets, such shocks should have set off recessions. The lesson is that the price system is resilient to shocks in the presence of stabilizing (the absence of contractionary) monetary policy.

      
      
        24.4. Quantitative Easing

        The great benefit of the Greenspan FOMC in finally achieving credibility for price stability was to eliminate market fears that aggressive reductions in the funds rate would revive inflation. As long as the funds rate was well above the ZLB, the FOMC could then make clear that it would pursue funds-rate reductions in the event of weakness in the economy until the economy recovered. However, with the funds rate at the ZLB in the recovery from the Great Recession, the FOMC turned to QE not only as a tool for creating monetary stimulus but also as a way of conveying to markets the “whatever it takes” message that despite the constraint imposed by the ZLB, monetary policy would ensure a recovery. The challenge was to convey the message to markets that a more pessimistic reading of the economy and a consequent lengthening of the estimated liftoff date of the funds rate from the ZLB was embedded in a policy of “whatever it takes” to maintain the recovery. The FOMC had to avoid a message of pessimism that would dampen economic activity.4 This chapter’s appendix (“The FOMC’s QE Programs”) summarizes the FOMC’s QE programs in which it bought long-term securities (see Chen 2015; Engen et al. 2015; and Rosengren 2019, fig. 4.1).

        Numerous papers evaluate the announcement effects of QE, for example, Gagnon et al. (2011) and Vissing-Jorgensen and Krishnamurthy (2011). They found significant announcement effects on long-term interest rates. Others, like Daniel Thornton (2017) have pointed out that the reduction in long-term rates was short-lived. However, if QE is stimulative, one would expect that it would strengthen the economy and, in the process, raise long-term rates. QE works through a portfolio balance effect in which replacing an illiquid asset like a mortgage-backed security (MBS) with a liquid bank deposit causes investors to rebalance their portfolios by purchasing illiquid assets like stocks, houses, consumer durables, and so on. The effects then would be hard to disentangle from other forces.

        Some FOMC participants have doubted the power of quantitative easing (QE, or the purchase of long-term assets) given that IOR that prevents the resulting reserves creation from lowering the funds rate. The assumption is that QE lowers the yield on long-term Treasury securities. It does so by lowering their term premium, which is the excess yield beyond the risk-free interest rate. The excess yield compensates for the risk that interest rates will increase over their lifetime. However, term premiums were already negative in 2020.5 The FOMC minutes for the June 2020 meeting (Board of Governors, FOMC Minutes, June 9–10, 2020, 4) stated:

        
          Participants agreed that asset purchase programs can promote accommodative financial conditions by putting downward pressure on term premiums and longer-term yields. Several participants remarked that declines in the neutral rate of interest and in term premiums over the past decade and prevailing low levels of longer-term yields would likely act as constraints on the effectiveness of asset purchases.

        

        The argument for the efficacy of QE is indirect. Assume that the natural rate of interest was extremely low and negative at least through 2015 as suggested by figure 24.2. As noted, there were significant, negative shocks in the recovery period. Other things equal, they likely would have required a significantly negative real interest rate. Because the Fed was unwilling to consider a negative funds rate, something had to substitute for a reduction in the real rate of interest. The stability exhibited in the post–Great Recession period despite the constraint imposed by the ZLB then likely derives to a significant extent from the Fed’s three QE programs.

        The fact that at first the FOMC used forward guidance and QE only tentatively is consistent with the claim that initially in the recovery monetary policy was moderately contractionary. The open market purchases announced November 25, 2008, and expanded March 18, 2009, only replaced the reserves supplied by the Fed’s various liquidity facilities. That is, the size of the Fed’s asset portfolio did not expand after November 25, 2008, but expanded only with the commencement of QE2 announced November 3, 2010.6 As J. C. Williams (2013, 1) noted “from 2009 to mid-2011, expectations from financial markets showed the federal funds rate lifting off from zero within just a few quarters.” However, not until August 2011 did the FOMC use forward guidance “to push back against these excessively tight policy expectations” (J. C. Williams 2013, 1). It did so with the August 2011 statement containing the language that economic conditions were “likely to warrant exceptionally low levels for the federal funds rate at least through mid-2013” (see chap. 28) (Board of Governors, FOMC Transcript, August 9, 2011).

        The fact that initially the FOMC did not “push back against these excessively tight policy expectations” means that the FOMC, like the markets, expected a strong V-shaped recovery. Forward guidance conveying the FOMC’s consensus forecast is an important determinant of market expectations. Note the sharp rise in the ten-year Treasury yield in May 2013 associated with the “taper tantrum” (figure 24.7). Comments by Chairman Bernanke that the FOMC would begin reducing the size of its QE purchases caused the markets to advance the timing of the expected liftoff date of the funds rate from the ZLB. The rise in the ten-year Treasury yield demonstrates the importance of this kind of forward guidance.

        The stability of the post–Great Recession period despite the ZLB suggests that QE compensated for the FOMC’s inability to implement a negative funds rate. The work of Wu and Xia (2016) shows that the largest-magnitude negative shadow rate of −3 percent occurred in 2014. The total announced QE purchases came to about $4 trillion (see this chapter’s appendix), which in the event amounted to $3.35 trillion since January 2008 (Sløk 2017b). They apparently sufficed to offset the FOMC’s inability to lower the funds rate to −3 percent. Deutsche Bank (Luzzetti et al. 2020, 4) summarized: “One well-known estimate of the shadow fed funds rate—the Wu-Xia shadow rate—indicates that during the period of the Fed’s unconventional tools, a roughly $3.5tn expansion of the Fed’s balance sheet post the global financial crisis coincided with a shadow fed funds rate trough of −3%.” K. Kim et al. (2020, abstract) found “that absent the LSAP3 [large-scale asset purchase] program implemented between late 2012 and 2014, CPI inflation would have been about 1 percentage point lower, while the unemployment rate would have been about 4 percentage points higher, by the end of 2015.”

        
          [image: ]

          
            Figure 24.7. Ten-Year Treasury Yield and QE Periods

          
            Figure from Sløk (2019c). Tick marks indicate first observation of the year.

          
        
        A criticism of QE is that with low long-term interest rates it has a limited impact. However, QE undertaken in sufficient magnitude will still exercise a stimulative portfolio balance effect (chap. 26). Hudepohl et al. (2019) found a positive effect on stock prices in the Euro area from QE after controlling for macroeconomic fundamentals. For the period from October 9, 2019, to December 25, 2019, when the Fed engaged in open market purchases in response to a spike in repurchase agreement (RP) rates, Sløk (2019b) found “a 1% increase in the Fed balance sheet has been associated with a 0.9% increase in the S&P 500.”

      
      
        24.5. What Accounts for the Near Price Stability in the Recovery from the Great Recession?

        In his August 2020 speech, Chair Powell (2020d) expressed concern that without the makeup of inflation shortfalls provided for in FAIT, the public’s expectations of inflation would become unanchored to the downside. Despite the duration of the funds rate at the ZLB, there is no evidence in the recovery from the Great Recession of such unanchoring. The public’s expectation of near price stability reflected the longer-run effort of the FOMC to restore the price stability lost in the Great Inflation.7 Although the FOMC adopted a 2 percent inflation target in January 2012, monetary policy continued to be consistent with a somewhat lower rate of inflation, that is, with near price stability of about 1.5 percent.

        Headline inflation is a combination of inflation in the sticky-price sector, in which firms set prices for multiple periods based on their expectation of inflation, and in the flexible-price sector (Aoki 2001; Mankiw and Reis 2003). The Atlanta Fed constructs a proxy for these inflation series based on frequency of price changes of the individual components (figure 24.8). Figure 24.9 offers an alternative measure assuming that prices in the services sector are changed less frequently than those in the goods sector. As shown in figure 24.8, starting with the Volcker disinflation and lasting through the Asia crisis at the end of the 1990s, apart from the period after the Louvre Accord in February 1987, monetary policy lowered sticky-price inflation. Inflation in the sticky-price sector declined after the Great Recession. Going into the Great Recession, from 2007Q1 through 2008Q3, PCE services inflation averaged 3.2 percent. In the subsequent period, 2008Q4 through 2019Q4, it declined to 2.1 percent (figure 24.9).

        Until the adoption of an explicit inflation target in January 2012, the FOMC’s implicit inflation objective was somewhat less than 2 percent. The near price stability that prevailed in the recovery period then should be expected. Shapiro and Wilson (2019a) wrote:

        
          In this Economic Letter, we summarize FOMC meeting deliberations leading up to the 2012 explicit target announcement, as examined in our recent study, Shapiro and Wilson (2019b). In numerous instances during deliberations, FOMC participants made explicit statements regarding their preferred inflation target. For example, in the March 21, 2007, meeting, then-President of the San Francisco Fed Janet Yellen stated, “I remain comfortable with the goal that I enunciated some time ago—a long-run inflation objective of 1½% for the core PCE inflation rate.” Searching over the entire archive of publicly available historical transcripts of FOMC meetings, we track the explicit statements made by participants about their preferred inflation target. . . . The analysis shows that participants generally expressed a preference for an inflation target around 1½% from 2000 to at least 2007.
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            Figure 24.8. Sticky-Price and Flexible-Price Inflation

          
            Observations are twelve-month percentage changes in sticky-price and flexible-price inflation. Shaded areas indicate recession. Heavy tick marks indicate December. For construction of the series, see Bryan and Meyer (2010).

          
            Source: Federal Reserve Bank of Atlanta
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            Figure 24.9. PCE Goods and Services Inflation

          
            Quarterly observations of annualized percentage changes in the goods and services personal consumption expenditures (PCE) implicit price deflator. Shaded area indicates recession. Heavy tick marks indicate fourth quarter.

          
            Source: St. Louis FRED

          
        
        San Francisco Fed president Janet Yellen (2005) wrote: “I would characterize a long-run inflation objective centered on 1.5% for core PCE inflation as a ‘modal’ [FOMC] view.” From 2000Q1 through 2004Q1, core PCE inflation (four-quarter averages) averaged 1.7 percent. In a discussion of a deflation trap, Chairman Bernanke (Board of Governors, FOMC Transcript, October 28–29, 2008, 153) said, “The best two ways to avoid it are, first, as President Lacker suggested, reaffirm our commitment to price stability defined as 1½ to 2%.” (The second was to move aggressively if deflation threatened.) In discussing inflation targeting, Bernanke pointed out that the long-run projections for inflation contained in the FOMC’s Summary of Economic Projections (SEP) made quarterly by FOMC participants substituted for an explicit inflation target. Bernanke (2015, 174) wrote, “The first set of projections under the new system [at the October 2007 meeting] would show most FOMC members forecasting inflation in three years (in 2010) to be between 1.6% and 1.9%.”

        Following the recovery from the 2001 recession, flexible-price inflation significantly exceeded sticky-price inflation. Similarly, headline PCE inflation generally exceeded core PCE inflation. The integration of the BRICs (Brazil, Russia, India, and China) into the world economy raised flexible-price inflation by increasing the demand for commodities. From 2004Q2 through 2008Q3, core PCE inflation rose to 2.2 percent while headline PCE inflation rose to 2.8 percent (figure 20.4). By concentrating on headline inflation, central banks through restrictive monetary policy lowered core inflation (see chap. 21; and Hetzel 2012a). Trend inflation in the sticky-price sector fell from around 3 percent going into the 2008 recession to around 2 percent afterward (figure 24.8).

        In updating the statistical decomposition of inflation into a time-varying trend and into transitory changes in Stock and Watson (2007), Cecchetti et al. (2017) found that the trend for core PCE inflation declined after the Great Recession to about 1½ percent. A weak world economy starting in 2012 kept inflation in the flexible-price sector low through weak commodity prices, especially oil. The combination of stable but low inflation in the sticky-price sector and low inflation and even deflation in the flexible-price sector generally kept headline inflation below 2 percent. The disinflation of the Great Recession firmly embedded the public’s expectation of near price stability.

        The recovery from the Great Recession provides no support for the fear that this expectation of near price stability could become unanchored to the downside. Measures of expected inflation declined slightly as evidence accumulated that historically low interest rates did not produce inflation. In the University of Michigan Surveys of Consumers, the median expected price change for the next twelve months averaged 3.2 percent for the period January 2012 to December 2014. It then declined to 2.6 percent over the interval January 2015 to February 2020 (2.7 percent for the period March 2020 to October 2020). The five-year, five-year forward expectation of inflation calculated from ten-year and five-year nominal and Treasury inflation protected securities (TIPS) averaged 2.6 percent over the period November 2009 through September 2014. It then declined to 2.0 percent over the period October 2014 to February 2020.8

      
      
        24.6. Concluding Comment

        In August 2020 in a speech at the Jackson Hole Conference, Chair Powell used a revision of the FOMC’s Statement on Longer-Run Goals and Monetary Policy Strategy to announce a new strategy for monetary policy. According to Powell, the FOMC can run an expansionary monetary policy to achieve an unemployment rate low enough to achieve socially desirable goals. The reason is that the world has changed so that even with low levels of unemployment inflation does not emerge. (The Phillips curve is flat down to historically low levels of unemployment.) To discover this minimal level of unemployment, monetary policy should be expansionary until inflation rises persistently above the FOMC’s 2 percent inflation target. The new policy required rejection of the Volcker-Greenspan FOMC’s policy of preemption—that is, raising the funds rate during economic recoveries to forestall the emergence of inflation.

        Much of the inspiration for this changed policy rested on the quiescence of inflation in the prior period of economic recovery. Inflationary expectations remained centered on near price stability. For the period from December 2008 through December 2016, the funds rate remained at and then close to the ZLB, and yet inflation generally remained somewhat less than the FOMC’s inflation target of 2 percent. Moreover, the unemployment rate fell from a peak in October 2009 of 10.0 percent to 3.5 percent in February 2020. The narrative here is consistent with a monetary policy either moderately contractionary or neutral. Nothing in this experience suggests that the FOMC can run an expansionary monetary policy until the unemployment rate has declined sufficiently to cause a controlled, moderate overshoot of the 2 percent target.

        The recovery from the Great Recession was a period of considerable economic stability. The FOMC should ask what it did right, not what it did wrong. Preemptive increases in the funds rate did not prevent a decline in the unemployment rate to a historically low level. Inflationary expectations did not become unanchored to the downside. Nothing in this period or in the more distant past demonstrates that the FOMC can successfully pursue an expansionary monetary policy to lower the unemployment rate to a minimal level without destabilizing inflation and the economy.

      
      
        Appendix: The FOMC’s QE Programs

        
          	QE1: The Fed announced QE1 on November 25, 2008. It targeted total purchases of up to $100 billion in agency debt and $500 billion in agency MBS. On March 18, 2009, the FOMC increased substantially the size of the program. It committed to buying an additional $100 billion in agency debt and $750 billion in agency MBS through December 2009, and $300 billion in longer-term Treasury securities through September 2009.9 From November 2008 through year-end 2009, the Fed purchased $1.75 trillion of securities (10.8 percent of GDP).

          	QE2: On November 3, 2010, the Fed announced the purchase of $600 billion of long-term treasuries terminating December 31, 2012 (3.9 percent of GDP).

          	MEP (Maturity Extension Program): The Fed exchanged $667 billion of short-term Treasuries for long-term treasuries with no change in the size of its balance sheet. The FOMC announced the program in September 2011 and continued it through the year-end 2012.

          	QE 3: From September 2012 to October 2014, the Fed purchased about $1.6 trillion of assets consisting of approximately equal amounts of agency MBS and long-term Treasury securities. On September 13, 2012, the Fed announced monthly purchases of $40 billion of MBS and $85 billion of long-term Treasuries in aggregate as part of the Maturity Extension Program (twist). In December 2012, it continued the monthly purchases of $40 billion per month for agency MBS plus $45 billion per month for Treasuries. QE3 purchases amounted to 9.3 percent of GDP.

        

      
    
  
    
      
        [ Chapter 25 ]

        Covid-19 and the Fed’s Credit Policy

      
      
        Summary: In March 2020, with the realization of the enormity of the threat posed by the Covid-19 virus, financial markets exhibited unusual volatility.1 According to the Federal Reserve’s narrative, financial markets became dysfunctional. That narrative implies that markets could no longer assess risk appropriately. However, nothing in market volatility implies that private markets can no longer assess risk or allocate credit; nevertheless, the Fed responded with numerous programs to intervene in private credit markets. This chapter examines the causes of the financial market volatility, discusses the moral hazard entailed by intervening in private credit markets, and explores whether credit market interventions could undermine the Fed’s political independence. The Fed promoted its 13(3) programs as providing resources to sectors of the economy where markets failed to do so, but the Fed’s credit programs can only allocate credit, not increase real resources. It was monetary policy actions that calmed financial markets, not the announcement of future credit market interventions. Involvement in credit policy drags the Fed into the political arena; therefore, to maintain its independence, the Fed should return to the sole job of monetary policy.

      

      A signal feature of the Federal Reserve’s response to the Covid-19 recession was the creation of programs to intervene in credit markets with the intent of sustaining financial intermediation. With credit policy, the Fed attempts to influence financial intermediation, that is, the transfer of resources from households (savers) to firms or government (borrowers). The essential characteristic of credit policy is the way in which the Fed influences how the resources made available by households get allocated among competing uses.2 That response raises difficult questions. One must address the underlying premise of the interventions. Did the ability of private credit markets to assess risk fail so that the Fed had to maintain the flow of credit by transferring risk from private balance sheets to the public’s (taxpayers’) balance sheet (the combined balance sheet of the Fed and the Treasury)? If, upon reflection, one decides that the assessment of risk would better have been left to the marketplace, how should the Fed have responded to maintain the stability of financial markets?

      Just as troublesome are the issues of the role of an independent central bank in a constitutional democracy. Credit policy supplants the market allocation of private savings. Through its redistribution of the resources allocated to investors, it is fiscal policy not monetary policy. The opaqueness of the resulting transfers limits the transparency and thus the accountability desirable for a central bank. Asking for its credit programs to be funded through congressionally authorized debt, as was done with the 1932 Reconstruction Finance Corporation (Todd 1996) or with the 2008 Troubled Asset Relief Program (TARP) would have increased transparency. Moreover, in the longer run, the moral hazard that credit policies create encourages excessive risk taking, especially in the shadow banking system (financial institutions with the characteristics of banks but not regulated as banks).

      Applied to the credit market interventions of a central bank, the fundamental idea expressed here is that the real quantity of household savings is determined independently of the central bank. The central bank can supersede the working of financial markets by allocating household savings among competing uses, but it cannot increase the aggregate amount of available savings.

      Section 25.1 summarizes the Fed’s narrative of the events in financial markets in March 2020. That is, financial markets became dysfunctional because of a presumed inability of market participants to assess risk. Section 25.2 shows how instability created by the shadow banking system created much of the volatility in financial markets in March 2020. It explains the existence of the prime money market funds as a manifestation of moral hazard. Nothing in market volatility implied that private markets could no longer assess risk and allocate credit.

      Section 25.3 makes the argument that the Fed’s monetary policy actions—namely, its massive open market operations, not the announcement of future interventions into credit markets—calmed financial markets. It also asks whether the Fed’s credit programs worsened market function by exacerbating a two-tier credit market favoring relatively riskless assets over relatively risky ones. Section 25.4 illustrates how the Fed’s credit programs allocate credit without increasing the aggregate supply of credit. It also explains how paying interest on reserves (IOR) expands the ability of the Fed to become a financial intermediary like the housing government-sponsored enterprises (GSEs).

      Section 25.5 illustrates the standard response of a central bank to a financial panic of freely creating reserves by comparing that aspect of the Fed’s response in March 2020 with its response to the default of Penn Central Transportation Company in May 1970. When the commercial paper market ceased functioning in May 1970, the Fed made certain that the banks could lend freely. This alternative would still assure markets of the uninterrupted continuation of financial intermediation while avoiding Fed involvement in the allocation of credit and attendant risks to its independence. Section 25.6 questions whether the Fed can retain its independence given a heavy involvement in credit markets. An appendix documents the past reluctance of the Fed to be drawn into credit policy (preceded by an appendix of program definitions).

      
        25.1. Chair Powell Defines the Narrative

        The Fed’s narrative for its unprecedented intervention into private credit markets is that financial intermediation to households and businesses ceased in mid-March, and the Fed’s programs restored the flow of credit. Chair Powell (2020e) stated:

        
          Some essential financial markets had begun to sink into dysfunction, and many channels that households, businesses, and state and local governments rely on for credit had simply stopped working. We acted forcefully to get our markets working again. . . . When . . . private markets and institutions are once again able to perform their vital functions of channeling credit and supporting economic growth, we will put these emergency tools away.

        

        Powell (2020c) defended the need for the credit programs with similar assertions. He noted that when markets realized that the virus would not be contained in China, they became “volatile.” He further claimed that “investors fled from any kind of risk and really markets stopped functioning” and that “companies and households couldn’t borrow, couldn’t roll over debt. Markets kind of closed. They stopped working.” When financial markets actually did continue to function, Powell claimed that it was because of an announcement to the effect that the programs would become operational in the future. Powell (2020c) stated, “Even before we began lending, [markets] started to work again. There’s a confidence factor.”

        The FOMC meeting minutes are interesting because they summarize FOMC views just at the start of announcements of the various credit programs (Board of Governors, FOMC Minutes, March 15, 2020, 5):

        
          Corporate bond issuance came to a near standstill around late February in the midst of elevated volatility following the escalation of concerns about the coronavirus outbreak. Later in the intermeeting period [January 29 to March 15, 2020], investment-grade bond issuance resumed intermittently, but speculative-grade issuance and leveraged loan issuance virtually stopped. . . . Credit quality indicators . . . deteriorated following the escalation of the coronavirus outbreak, particularly for the speculative-grade and energy segments of the market.

        

        Lorie Logan (2020), executive vice president at the New York Fed, stated her view: “In early to mid-March, amid extreme volatility across the financial system, the functioning of Treasury and agency MBS markets became severely impaired. Given the importance of these markets, continued dysfunction would have led to an even deeper and broader seizing up of credit markets and ultimately worsened the financial hardships that many Americans have been experiencing as a result of the pandemic.” Logan expressed the traditional New York Fed view that equates market volatility (formerly denoted as “disorderly markets”) with market failure requiring Fed intervention. It is right that the New York Desk has a responsibility to maintain the short-term funding of brokers and dealers, which supports the government securities market. However, massive open market purchases by the Desk rectified that “dysfunction.” While it may be correct that “continued dysfunction would have led to an even deeper and broader seizing up of credit markets,” nothing in her account of markets indicated the necessity of the Board’s broad array of 13(3) programs. Chair Powell (2021b) wrote Senator Rick Scott (R-FL): “By staving off severe financial-market stress, our actions, taken together, helped unlock more than $2 trillion in funding from private sources to support businesses large and small, nonprofits, and state and local governments between April and December.”

        The Powell-FOMC narrative raises many questions. What evidence is there of a breakdown in the ability of markets to perform the function of financial intermediation? Was Governor Clarida (2020, 4) right that the Fed’s credit market programs were required to “support the flow of credit to households and businesses” by “supporting lending throughout the economy?” It is natural that the issuance of long-term securities would cease while investors evaluated the risk that the Covid-19 virus would shut down the world economy. The question is whether investors looked beyond the Covid-19 crisis to the return of a normal world and therefore continued to be able to price risk and allocate resources. Alternatively, did markets cease to function because investors feared an end-of-the-world, apocalyptic outcome?

        In fact, market trading did continue, and markets did continue to price risk. Measured by junk bonds, yields were not high relative to the past periods of market stress.3 The yield on junk bonds peaked at 11.4 percent on March 23, 2020. During the fall 2008 financial turmoil, they peaked at 22.9 percent, on December 12, 2008; they peaked at 10.1 percent on October 4, 2011, during the Eurozone crisis; and at 10.1 percent on February 11, 2016, with fear of a world recession. Yields on high-grade commercial paper show that the period of unusual market volatility was short-lived. The yield on high-grade paper rose above 1.5 percent on March 11, 2020, and then declined below 1.5 percent after April 6.4 The Board of Governors created the 13(3) programs well before it could possibly have had any evidence that financial intermediation had broken down. Policy makers based that conclusion on market “volatility.” One must then ask whether volatility in response to increased risk provides evidence of a breakdown in financial intermediation.

      
      
        25.2. What Destabilized Financial Markets in March 2020?

        The increase in risk measures in mid-March 2020 reflected the sudden apparition of the Covid-19 virus and its devastating impact on the real economy. Measured using credit card data, starting abruptly on March 13, “total spending by all consumers” declined by more than 30 percent before steadying in early April.5 At the same time, the tumult in credit markets also reflected regulatory features that reduced the resilience of the system to respond to shocks. The rise of the shadow banking system as embodied in the prime money market funds, municipal bond market funds, and REITs (real estate investment trusts) made credit markets unstable. In addition, the Basel III Accords ironically made financial markets less resilient through the LCR (liquidity coverage ratio) and especially the SLR (supplementary leverage ratio).6

        Table 25.1. Fed Balance Sheet (Billions of $)
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        The Fed’s balance sheet offers evidence on the causes of market instability in March 2020. Table 25.1 shows the balance sheet on selected dates. The most important entry increasing the size of the balance sheet was the Fed’s security holdings, which increased by almost two trillion dollars from the March 18 to the May 20 statement week. The Fed’s special credit programs, few of which had yet begun operation, contributed little.7 Striking is the increase in the swap lines, which grew by $401 billion. That increase signaled a run on short-term dollar funding for foreign banks and a corresponding fragility in the financial system. What is the source of that fragility?

        
          25.2.1. Why Were the Swap Lines Needed?

          The first clue to answering this question is to note that the swap lines have ballooned three times, starting with the fall 2008 financial crisis. They provided dollars to replace the suddenly unavailable dollars formerly obtained from the prime money funds, which buy the CDs and commercial paper of foreign banks. In the first episode, drawings on swap lines reached a peak of $586 billion on December 4, 2008 (US GAO 2011, “Figure 25: Overview of Dollar Swap Lines,” 201). In addition, TAF (Term Auction Facility) offered dollars to foreign banks directly through auctions. TAF borrowing peaked at $493 billion on March 4, 2009 (US GAO 2011, “What GAO Found”). According to the report (US GAO 2011, fig. 30, “Top 25 Largest TAF Borrowers,” 231), 41.7 percent of the borrowing originated in foreign banks. Using that percentage, of the $493 billion of peak TAF borrowing, TAF supplied $206 billion dollars to foreign banks.

          In the second episode, drawings on the swap lines went from zero at the end of September 2011 to $108 billion in the statement week of February 22, 2012.8 In the third episode, March 2020, fearing outflows, the prime money funds reduced buying of foreign bank debt except at short maturities. The foreign banks then replaced the funds obtained from the prime money funds by dollars made available by their own central banks, which drew on their swap lines. In all three episodes, the sudden withdrawal of dollar funding by the prime money market funds forced foreign banks to look to their central banks to provide them with the lost dollar funding (Eren et al. 2020a and 2020b).

        
        
          25.2.2. Moral Hazard and the Shadow Banking System

          The financial system is fragile because in a financial crisis while there is a flight to safety into the deposits of large banks there is a corresponding flight from the suddenly illiquid prime money funds. The money funds are a creature of moral hazard. Moral hazard results from the Fed’s unwillingness to allow any financial institution including the money funds to fail when that failure would impose losses on debt holders.9 The common feature of prime money funds is the financing with short-term debt of a portfolio of assets that become illiquid in periods of financial stress. Often, the assets are hard to value and have long-term maturities. Money funds remove financial intermediation from banks by selling themselves as banks. They offer transactions services and shares redeemable upon demand. Although not regulated as banks, investors know that the Fed will bail them out in periods of stress. While the common term is TBTF (too big to fail), a better term is TITF (too indebted to fail).

          In reaction to the use of the financial safety net to protect sophisticated investors in the turmoil of fall 2008, Congress imposed restrictions on the Treasury’s Exchange Stabilization Fund (ESF) to prevent its use to backstop money funds, restrictions removed in the 2020 CARES Act. The Wall Street Journal (2020a) quoted Aaron Klein, a former Obama administration Treasury official: “There was widespread agreement following the [2008] financial crisis that money market funds would bear losses in the future, and postcrisis regulatory changes were meant to impress upon investors the risks they were taking. . . . The Exchange Stabilization Fund was created to stabilize the value of the dollar, not to be used for domestic purposes.”

          With the Covid-19 crisis, the institutional prime money funds again found themselves in a situation like September 2008. The commercial paper market was normal on March 12 with thirty-day A2/P2 nonfinancial paper selling at 1.9 percent (with seven-day and one-day at basically the same rate). The rate then rose each day through March 18 when it reached 3.47 percent (seven-day and one-day at 3.59 percent and 3.07 percent, respectively). After March 12, the institutional money market funds experienced outflows. The shareholders in those funds are institutional investors, for example, companies and pension funds. Fearing cash-flow shortfalls themselves, it was natural to withdraw funds and place them in banks or government money funds. The prime funds then ceased to buy commercial paper. Foreign banks, which had obtained their dollar funding from the money funds, obtained that funding from their own central banks, which drew on the dollars made available by swap lines. US corporations that would have issued commercial paper instead drew on their bank lines of credit.

          The money funds could have imposed a “gate” to limit withdrawals to the amount of their maturing paper. In 2014, the SEC had required the prime money market funds to adopt a floating share price and gave them the ability to impose fees on redemptions and even freeze redemptions. As reported by the Wall Street Journal (2020b), the intention was to make “it more apparent to investors that they could suffer losses.” However, that would have made the funds unattractive in the future to their investors, who want the liquidity offered by bank deposits but with higher returns than are available on bank deposits.

          To again bail out the prime money market funds, the Fed announced the CPFF (Commercial Paper Funding Facility) and the MMLF (Money Market Mutual Fund Liquidity Facility). In a Wall Street Journal (2020b) article, Jonah Crane, a Treasury Department official in the Obama administration, said, “It is déjà vu. At this point, investors in money funds can just assume that the Fed is going to backstop them.” In the same article, Sheila Bair, former head of the FDIC, said, “It’s just frustrating that we never really fixed this stuff. . . . The industry lobbyists came in and persuaded regulators to do half measures. And we’re back in the soup again.”10

          Real estate investment trusts (REITs) illustrate the same moral hazard. Thomas Barrack (2020, 4–5), executive chairman of Colony Capital, explained that after 2008 increased capital requirements for mortgages held by banks caused the banks, which originate the mortgages, to place them in REITs, which turn around and fund them with RPs (repos or overnight repurchase agreements) with the banks: “Since 2013, bank financing through repurchase agreements has surged—the top six publicly-traded mortgage REITs alone reported over $42.5 billion in total loan originations and $20 billion in repurchase borrowings in 2019.” These mortgage REITs were in trouble in March 2020 because of the requirement that they mark-to-market the MBS used in their RPs and post additional collateral as the value of the MBS declined. Just like their SIV (structured investment vehicle) predecessors, the basic problem was funding long-term, illiquid assets with short-term debt. In March 2020, the Fed bailed out the mortgage REITS by purchasing enormous quantities of MBS.11 From the statement week ending February 26 to the statement week ending May 27, the Fed increased its holdings of MBS by $476 billion.

          The question arises of why banks could not recycle the funds they gained from the flight from the money funds and the REITs to buy debt sold by these entities. The answer lies in the perverse operation of the LCR and SLR regulations, which were designed for a funding shortfall by an individual bank. Broker-dealers, the trading arms of the large bank holding companies, lacked the balance sheet capacity to add the debt instruments sold by the money funds and the REITs.

          In addition, banks had entered interest-rate swap contracts that offered insurance to companies against an increase in interest rates on their sales of future debt. When market rates fell in March, those companies had to post additional collateral, which added to bank assets and made the SLR more of a problem. Banks had also lent to REITs to increase the leverage of the latter. The decline in the value of MBS forced the REITs to post additional collateral, which again added to bank assets.

          Finally, hedge funds increased market volatility by suddenly adding to the supply of Treasury securities. Using as a model LTCM, which became insolvent in September 1998, hedge funds arbitrage the small yield difference between on-the-run-treasuries (newly issued) and off-the-run-treasuries (secondary market). Using repo financing, they buy the latter and enter a futures contract to deliver the former. Although the yield differences are small, leverage by a factor of 100 normally allows a profitable carry trade. However, in March, the futures market became illiquid. The hedge funds became subject to margin calls and had to sell their treasuries. Foreign central banks also sold treasuries to acquire dollars to support their currencies. As a result, at a time of a flight to safety, the yields on coupon treasuries rose instead of falling (Schrimpf et al. 2020).

          With the SLR binding, broker-dealers lacked the balance sheet capacity to absorb the supply of Treasuries coming on the market (Duffie 2020).12 Because of the stress caused by balance sheet constraints, bid-ask spreads increased by a factor of 10. The Fed relieved market stress with its enormous purchases of Treasury securities. Although stressed, short-term funding markets continued to function.13 The trading volumes of broker-dealers increased (Duffie 2020). However, a shadow banking system created by the moral hazard of TITF and perverse regulatory constraints increased the stresses in the money market in mid-March. The resulting volatility did not indicate that markets had lost the ability to assess risk and allocate resources.

          In the long run, the Fed’s credit programs also contribute to moral hazard. For example, with interest rates low after 2008, corporations had an incentive to take on debt and engage in share buybacks. Especially for highly leveraged firms, an increase in risk premiums increases their debt service costs. The Fed’s CCP (Corporate Credit Programs) put a floor under bond prices and thus encourage firms to “lever up” in times of low interest rates—a “Powell put.” More generally, the moral hazard of bailing out banks or the various forms of funds in the shadow banking system destroys the institutional capital required of a market economy. A market economy requires free entry and its twin, free exit. Free exit requires that creditors that have their own capital at stake make the “pull the plug” decision.

          William Dudley (2020), former president of the New York Fed, highlighted how the Fed has exacerbated moral hazard:

          
            The Fed’s enormous purchases of Treasuries . . . [were] a backdoor bailout of highly leveraged hedge funds. . . . Real-estate investment trusts . . . were forced sellers as they struggled to meet margin calls. Again, the Fed purchases [of MBS] helped limit their losses. . . . Heavily indebted corporations also got a helping hand.

          

        
      
      
        25.3. What Calmed Financial Markets in March 2020?

        The fundamental issue in appraising the Fed’s response to financial market volatility in March 2020 is whether that volatility arose from a scramble for liquidity or from a breakdown in the ability of markets to evaluate risk and thus to sustain the flow of credit from households to firms and state and local governments. Assuming the former, the only required response was the traditional one of supplying liquidity through open market purchases of Treasuries. Assuming the latter, the Board of Governors appropriately introduced an array of programs to intervene in individual credit markets.

        John Mousseau (2020a), CEO of Cumberland Advisors and manager of their bond portfolio, argued for the former: “That was not a . . . selloff [of] people thinking ‘Oh my God, credit is going to hell, [an] erosion of [creditworthiness of] state and local governments or corporations.’ What this was was a selloff of people wanting cash as the stock market was imploding.” Later, Mousseau (2020b) wrote: “This was a liquidity event, not a credit event.” Investors wanted to be liquid. For example, investors wanting certain access to cash moved out of muni funds into government money funds. As funds flowed out of the muni funds, yields on munis rose relative to yields on Treasuries. However, “the cheapness didn’t last long. Private money moved into the space abandoned by the bond funds, and it happened in a fairly short period of time. The rebound at the end of March was one of the most vigorous muni rallies ever witnessed” (Mousseau 2020b). The Fed’s open market purchases provided the reserves that accommodated the demand for liquidity. The Fed’s 13(3) programs did not replace an inability of markets to evaluate risk and to conduct financial intermediation. Opportunistically, the Fed claimed credit for restoring a breakdown in financial intermediation. However, the 13(3) programs were really meant as credit policy to provide for macroeconomic stimulus (chap. 26).14

        The Fed had not planned for how monetary policy would respond to a pandemic.15 Although 13(3) programs are undertaken by authority of the Board with Treasury consent, they have implications for the Fed’s portfolio and thus monetary policy. The 13(3) programs that entailed outright credit provision such as the MSLF, the PMCCF, and the SMCCF as opposed to programs like the CPFF, the MMLF, and the PDCF that entailed liquidity provision in short-term funding markets were novel. There is no indication in FOMC minutes or the available transcripts that the FOMC ever discussed the criteria for evaluating when a breakdown in financial intermediation had occurred that would necessitate such intervention. When the FOMC did respond to the pandemic, markets interpreted the response as a message that the situation was much worse than perceived. A key role of the central bank is to assure investors of the stability of the financial system. However, by startling markets, the Fed precipitated a panic.16

        
          25.3.1. Increased Risk Spreads Do Not Indicate That Financial Intermediation Has Broken Down

          Table 25.2 presents daily measures of risk in financial markets from February 20, 2020, through April 8, 2020. The February 20 BAA-10Y yield spread of 2.05 serves as a benchmark for a normal level of risk. In March 2020, risk spreads increased when default risk increased. For example, on March 11, when the World Health Organization (WHO) declared Covid-19 a pandemic and countries imposed international travel restrictions, the BAA-10Y spread increased, and the S&P 500 declined from the day before to the day after (table 25.2). The Fed associated the increase in risk spreads with market dysfunction. LHM (2020b) reported, “The Fed is here to close spreads.” Widening credit spreads, however, did not mean that market specialists could no longer evaluate risk and allocate credit.

          Table 25.2. Measures of Market Stress
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          Note: The first column is the difference between the BAA corporate bond rate and the ten-year treasury constant maturity yield; the second is the S&P 500 index; and the third is the Brent-Europe price of crude oil used as a measure of the state of the world economy. The “P” marks the peak value of the BAA-10Y spread.

          Source: Federal Reserve Economic Data, St. Louis Fed, “Moody’s Seasoned Baa Corporate Bond Yield Relative to Yield on 10-Year Treasury Constant Maturity [BAA10Y]”; “S&P Dow Jones Indices LLC, S&P 500 [SP500]”; “U.S. Energy Information Administration, Crude Oil Prices: Brent-Europe [DCOILBRENTEU]”

          When it became obvious that financial markets were in fact continuing to function, Chair Powell attributed their functioning to the announcement of the Fed’s credit programs.17 However, market risk spreads increased after the Board started to announce its credit programs. On March 17, the Board announced the establishment of the PDCF (Primary Dealer Credit Facility), which lends to primary dealers collateralized by a wide variety of collateral. It also announced the CPFF (Commercial Paper Funding Facility), which purchases commercial paper. From the day before the announcement to the day after, the A2/P2 paper rate increased from 3.05 to 3.47. On March 18, it announced the MMLF (Money Market Mutual Fund Liquidity Facility), which makes loans to banks secured by commercial paper. On March 19, it announced the swap lines. On March 20, the Board announced that the MMLF would make loans to banks secured by collateral from states and municipalities (again, see this chapter’s appendix “Program Definitions” for a list of programs). Only after March 23, however, did risk spreads begin to decline.

          When it became obvious not only that markets were functioning but also that they were pricing risk, the Fed argued that it could better assess risk than the market. LHM (2020i) reported about the Fed’s program to purchase corporate bonds: “The Fed will buy [corporate] bonds/loans directly from the issuer only if the issuer certified it is ‘unable’ to secure ‘adequate credit accommodations’ from banks and the capital markets. ‘Lack of adequate credit’ does not mean that no credit is available. The standard is not as high as a total credit freeze, but merely pricing or terms ‘inconsistent with a normal, well-functioning market.’”

        
        
          25.3.2. Separating Credit Market Interventions from Open Market Operations

          The problem for evaluating the Fed’s credit market interventions is that news arrived as a mixture of congressional fiscal policy and of Fed monetary policy, not just Fed credit policy. On Monday, March 23, the Board announced additional facilities for credit market interventions: the PMCCF (Primary Market Corporate Credit Facility), the SMCCF (Secondary Market Corporate Credit Facility), and the TALF (Term Asset-Backed Securities Loan Facility). At the same time, it announced expansionary monetary policy measures. “The Fed removed the guidance for asset purchases to make it open ended (from ‘at least’ $500bn UST and ‘at least’ $200bn MBS [mortgage-backed securities])” (LHM 2020e). “If this rate is sustained ‘over coming months,’ the expansion of the balance sheet from these assets alone would sum to $4.5tn” (LHM 2020d). (In late March, the Fed was purchasing $75 billion in Treasuries daily.)

          Speculation about the CARES Act, which was passed on Friday, March 27, filled the airwaves. AP News (2020) reported that after talks lasting until midnight Monday, March 23, Treasury Secretary Mnuchin announced the likelihood of a deal the next day (Tuesday). A draft of the CARES Act circulated Thursday, March 25. It contained significant provisions for fiscal policy and the Fed’s credit policy. By including $454 billion for the ESF, it would allow the Fed’s 13(3) special purpose vehicles (SPVs) to extend loans to beneficiaries up to ten times their allocated ESF amount. The CARES legislation buoyed confidence by showing that despite a bitter partisan divide, Congress could come together to enact legislation dealing with the crisis.

          There is then no way to isolate the announcement effect of the Fed’s credit programs from the Fed’s monetary policy actions and from the fiscal policies in the CARES Act. Moreover, a Fed program to buy, say, corporate or municipal securities should buoy their prices. Investors benefit from a “Powell put” on the price of the asset. However, that fact does not imply that the enhanced price better measures the riskiness of the asset.

          It is striking how little market risk (the BAA-10Y spread) declined in response to the Fed’s credit programs. The spread was 2.05 on February 20 and remained at an elevated 3.91 on April 6. The modest decline in perceived market risk despite all the combined firepower of Fed credit and monetary policy and congressional fiscal policy suggests that the increase in market risk spreads reflected not market dysfunction but rather real risk created by the unknown impact of the Covid-19 virus.

          The decline immediately following April 6 followed good news about the spread of the Covid-19 virus. Stanley (2020) wrote, “Finally, there is unambiguously good news to report. Yesterday might turn out to be a turning point globally. . . . The US got some surprisingly good news yesterday. The number of new cases and deaths yesterday both fell, and by a sizable amount.” In the end, what likely calmed markets the most was news that the Covid-19 virus while devastating could be contained. Buoyed by optimism that the Covid-19 crisis could be contained, financial intermediation remained robust. For example, despite the minimal use of the programs to support asset-backed commercial paper (table 25.1) for the MMLF (Money Market Fund Liquidity Facility) and the CPFF (Commercial Paper Funding Facility) programs, the structured finance market was healthy in April.18

          Similarly, despite the non-operational status of the two programs designed to support corporate borrowing (the Primary and Secondary Market Corporate Credit Facilities, PMCCF and SMCCP), the corporate bond market remained healthy. “Companies last month sold more than $227 billion of investment-grade corporate bonds in the US market, breaking the previous record of $194 billion set a month earlier, according to Dealogic” (Wall Street Journal 2020g). Newspaper accounts indicated that markets continued to evaluate credit worthiness from a long-term perspective.19

          Financial markets retained their long-run perspective in the evaluation of risk because of a return of confidence that the Covid-19 crisis would pass. As shown in table 25.2, from March 23 through April 8, the S&P 500 rose from 2,237 to 2,750. That rise likely reflected the general return of confidence rather than the promise of the Fed’s 13(3) programs becoming operational in the future.

          Financial intermediation did not break down in March 2020. Although the Fed’s actions were critical, it seems likely that it was the monetary policy actions that made the difference. For the three statement weeks ending March 4, 2020, the New York Desk’s purchases of securities added an average of $27.5 billion a week. For the three statement weeks ending April 8, security purchases added on average $347.9 billion a week. As explained in the previous section, purchases of treasuries by the Fed helped to relieve market stress by absorbing much of the supply coming on the market from the hedge funds. Also, the addition of reserves added to banks’ HQLAs (high-quality liquid assets) and thereby relaxed the balance sheet constraint on their broker-dealers. And, most important, the reserves provision allowed the banking system to expand its deposits to meet the increased liquidity demanded by businesses.

          In mid-March, the immediate concern was continued short-term funding in the money markets. The Fed dealt with that concern through its traditional tools. As shown in table 25.1, these tools (securities holdings, repos, discount window borrowing, and swap lines) added almost one trillion dollars ($978 billion) to bank reserves between the statement weeks ending March 18 and April 1. Nothing in this response required involvement in financial intermediation, heretofore conducted by banks and capital markets. The fact that the maximum increase in discount window lending was only $43 billion shows that the Fed’s reserves provision met the liquidity demands of financial markets (table 25.1). In his public pronouncements, Chair Powell could have maintained public confidence in the functioning of financial markets by stressing these dramatic actions.

          Powell could have said that he was monitoring whether private markets had broken down and could no longer evaluate credit risk and allocate credit to productive uses. He could have created the 13(3) programs. With a determination allowed by the passage of, say, two weeks that financial intermediation had broken down, Powell could have implemented them. Instead, he simply assumed that increased credit spreads indicated a breakdown in financial intermediation.

        
        
          25.3.3. The Fed Reinvents Itself as a Financial Intermediary

          In a three-week period, between March 4 and March 23, the threat of the Covid-19 virus went from being perceived as a nuisance that might disrupt global supply chains to being understood as a possible killer of millions and a destroyer of the world economy. That three-week period is dated here from March 4, when the S&P was at 3,130 to March 23, when the S&P sank to 2,237. On March 17, the Board established the CPFF (Commercial Paper Funding Facility) and the PDCF (Primary Dealer Credit Facility) and on March 20 the MMLF (Money Market Mutual Lending Facility). Those programs reflected a concern for maintaining short-term funding in the money market. It was on March 23 that the Board of Governors advanced toward making the Fed into a full-fledged financial intermediary.

          On that date, March 23, in a press release, the Board announced the “establishment of two facilities to support credit to large employers—the Primary Market Corporate Credit Facility (PMCCF) for new bond and loan issuance and the Secondary Market Corporate Credit Facility (SMCCF).” It also announced “the Term Asset-Backed Securities Loan Facility (TALF), to support the flow of credit to consumers and businesses.” Finally, it stated that “the Federal Reserve expects to announce soon the establishment of a Main Street Business Lending Program to support lending to eligible small-and-medium sized businesses, complementing efforts by the SBA.” On April 9, in a press release, the Board announced, “that it is creating the Municipal Liquidity Facility (MLF), a tool to help states and localities deal with budgetary stresses.”20

          The pre–March 23 programs, the first tier, reflected the Fed’s traditional concern with the functioning of the money market. The March 23 and subsequent programs, the second tier, were completely different. Chairman Powell (2020c) must have had the latter in mind when he said, “We crossed a lot of red lines that had not been crossed before. . . . You do that and you figure it out afterward.” Menand (2020) illustrates how extreme is the departure from the Fed’s “baseline statutory framework.” As characterized by Daleep Singh (2020, 12), executive vice president and head of the Markets Group at the New York Fed, “Our first obligation is to make sure the financial system is functioning. And then afterwards our work isn’t done. We have to make sure we try to provide credit to particular parts of the economy that aren’t really getting a near-term benefit from Treasury market stabilizing and that’s where the targeted support comes in.”

          This change in the conception of the role of the Fed was striking. The focus of monetary policy had been on influencing the expenditure of the public through the FOMC’s influence on the term structure of interest rates. As a separate tool, the Fed added credit policy. Like a giant, multifaceted GSE, the Fed would control the flow of credit from households to particular sectors of the economy. The change happened in a remarkably short period of time. The puzzle is why the Board of Governors did not wait until it had evidence that financial intermediation had broken down. It could have announced the second tier of programs as available but to be made operational only in the event of such a breakdown.

          The optimism that sustained financial markets likely derived from the belief that, despite the severity of the shock, the economy would recover, rather than from the Fed’s entry into the business of credit allocation. Giglio et al. (2020) offered evidence to support this assertion. They surveyed investor sentiment on March 11–12. That date was near the height of the financial turmoil but before the announcement of the Fed’s credit programs and thus before one can ascribe a renewal of optimism to the Board’s 13(3) programs.

          
            We surveyed retail investors who are clients of Vanguard . . . on March 11–12, after the stock market had collapsed by over 20%. . . . Following the crash, the average investor turned more pessimistic about the short-run performance of both the stock market and the real economy. . . . In contrast, investor expectations about long-run (10-year) economic and stock market outcomes remained largely unchanged, and, if anything, improved.

          

        
        
          25.3.4. Did Lender of Last Resort Require Becoming Financial Intermediary of Last Resort?

          The Fed’s credit programs may have made a bad situation worse. With the Covid-19 crisis, apart from Treasury securities and FDIC-insured bank deposits, all debt became riskier. At the same time, Fed programs favored the less risky assets.21 Its programs thus helped to reinforce a two-tier market for debt: relatively less risky and relatively more risky.22 If market “dysfunction” was a problem, then the Fed’s credit programs exacerbated it by drawing funds into the relatively safe (more functional) part.23 Similarly, for its open market portfolio, as of April 9, 2020, the Fed had $1,459,202 million in GSE residential MBS and none of the riskier CMBS, that is, commercial mortgage-backed securities (Board of Governors, Statistical Release H.4.1, April 9, 2020). Acharya and Steffen (2020) documented the two-tier character of credit markets by showing that at the height of the crisis highly rated firms were issuing bonds to deal with anticipated cash shortfalls while lower-rated firms had to draw on lines of credit.

        
      
      
        25.4. Credit Policy Does Not Draw Forth Real Resources

        The Fed’s credit programs convey to the public a power to create resources—a power that it does not possess. The Fed can only allocate credit between competing uses. On March 26, 2020, on NBC’s Today Show, Powell explained that the Fed could lend unlimited amounts to the private sector because of an unlimited ability to expand the size of its asset portfolio. The only limit was the amount of ESF funds to backstop its lending.24 Similar to the comment of Savannah Guthrie on the NBC Today Show, in commenting on the CARES Act nearing passage in Congress, Senator Patrick Toomey (R-PA) expressed the objective of levering up “the unlimited balance sheet of the Fed” (Torres 2020).

        Newspapers repeated the misconception that because the Fed can create reserves and bank deposits through a bookkeeping operation it can expand the aggregate of real resources made available to borrowers through financial intermediation. The Wall Street Journal (2020f) reported, “The Fed has a unique power, the ability to create money by crediting banks with funds they can lend. That helps it guide the cost of money, which is the interest rate.” The misconception appeared in an article in the Wall Street Journal (2020c) reporting comments by Governor Richard Clarida: “The Fed last week announced an expansion of nine different programs it has unveiled to support lending to US states and businesses. It has said those programs will enable $2.3 trillion in new lending” (see Board of Governors 2020c; see also Selgin 2020a).

        Financial intermediation transfers resources from savers to borrowers. The Fed’s programs did not draw forth any additional savings. Confusion within Congress and also within the Fed may lead to expectations in future crises that the Fed cannot fulfill. Paul Tucker (2020, 4) wrote, “The more central banks acquiesce (even revel) in the ‘only game in town’ label, the easier it becomes for politicians to give them more to do, and so undo them.” The Fed should not mislead Congress that it has an ability to create credit (create household savings) as opposed to directing it.

        The Fed has packaged its 13(3) lending programs not as the allocation of resources among competing uses but rather as adding to the total of resources available to borrowers and making those additional resources available to borrowers in sectors shunned by financial markets. Sorting out the fallacies underlying the presumption of the central bank as a creator of real resources requires clarification of basic analytical concepts. The most basic concept is the nominal/real distinction and its application to the difference between financial intermediation and money creation.25

        A nominal variable is a dollar amount. A real variable is a physical quantity or a relative price (the rate of exchange between two goods). The deposits that households hold with banks constitute not only savings but also media of exchange. What the public cares about is the real purchasing power of its deposits not the number of nominal units. If the nominal (dollar) amount of deposits corresponds to a real amount that differs from what households desire to hold, the price level adjusts to eliminate the difference. Increasing the nominal quantity of bank deposits then does not make available additional resources to the banks’ borrowers.

        Like a commercial bank, the Fed possesses a balance sheet with assets on the left-hand side and deposits on the right-hand side. Since the era of FOMC chairman William McChesney Martin and until recently, the Fed has eschewed credit allocation. It has done so by holding primarily Treasury securities as assets. Its deposits are those of the commercial banks. Those deposits, bank reserves, constitute the media of exchange that banks use to effect finality of payment. Moreover, with a fixed exchange rate between bank reserves and currency, the total of bank reserves and of currency held by the public constitutes the monetary base. The monetary base, as the name suggests, constitutes the support for bank deposits and thus the money stock—the media of exchange used by the public to effect finality in transactions.

        Although both commercial banks and the central bank have similar-looking balance sheets with assets on the left and deposits on the right, there is a critical difference. A commercial bank competes for the savings of households by offering interest and transactions services on its deposits. The central bank creates the deposits held with it by commercial banks. If a commercial bank buys a Treasury security, it likely loses deposits. If the central bank buys a Treasury security, it adds to its deposits, bank reserves, through a bookkeeping operation. Competitive market forces limit the deposits of a commercial bank. Only an externally imposed rule, not the marketplace, can limit the deposit creation of the central bank. With this quantity-theoretic framework, one can understand the origin of the fallacy that a central bank can increase the flow of savings from households to investors rather than simply affect its allocation. Although the central bank can increase the nominal quantity of bank deposits, apart from transitory nonneutralities, it cannot increase the real quantity.26

        With an open market purchase of a Treasury security, instead of sending the interest payments on the newly acquired Treasury debt back to the Treasury, the Fed could instead allocate them to selected borrowers by lending at subsidized interest rates. It would then transfer less to the Treasury and more to selected borrowers. However, maintaining seigniorage revenue is sacrosanct for the Fed. A sharp reduction in Fed transfers to the Treasury could draw congressional attention and generate efforts to put the Fed on budget as a way of reducing its expenditures and restoring seigniorage. This concern appears in the Fed dictum that it can lend only if it does so with enough collateral that it cannot incur a loss. The CARES Act met this concern by providing ESF money for the first 10 percent of losses on 13(3) loans. However, for evaluating fiscal policy, one should combine the balance sheets of the Fed and the Treasury. Regardless of whether a loss is booked to the Fed or to the ESF, it is a loss to government revenue. Even though Fed transfers to the Treasury do not decline if the ESF incurs the loss, lending at a loss still does not make additional resources available to borrowers. Losses increase the deficit and the issuance of Treasury debt, which competes for private saving.

        The reality that the Fed can allocate savings but not create them is evident with its traditional operating procedures. With those procedures, the size of its asset portfolio was constrained by the necessity of creating just the amount of reserves required to achieve the funds-rate target. To illustrate, consider first the purchase by the Fed of an MBS from a bank. The bank then replaces the MBS with deposits at the Fed (reserves) on the left side of its balance sheet. The additional reserves created by the Fed with the MBS purchase lower the funds rate, causing the Fed to sell a Treasury security to the bank to defend its funds-rate target. The bank now has a Treasury security in place of an MBS, and the Fed has an MBS in place of a Treasury security. Intermediation by the Fed that provides funds to the housing market replaces the intermediation formerly done by the bank.

        Assume alternatively that the Fed purchases the MBS from the public. The sellers deposit the check received from the Fed with their bank, which creates a deposit. The bank sends the check to the Fed and gains additional reserves. Again, the Fed must sell a Treasury security to prevent a decline in the funds rate. Intermediation by the Fed that provides funds to the housing market replaces the intermediation formerly done by the individuals. The Fed has replaced a Treasury security with an MBS in its portfolio while the public has replaced an MBS with a Treasury security in their portfolio.

        With IOR (interest on reserves paid to banks by the Fed), the Fed can create additional reserves and bank deposits without lowering the funds rate below its interest-rate target. Those additional bank deposits also do not increase money in a way that creates inflation if the FOMC keeps the funds rate at its natural value. Do not these last two facts overturn the above conclusion that “increasing bank deposits will not increase the real resources available to bank borrowers”? Is IOR a kind of magic that draws forth additional saving by households? In fact, nothing changes with IOR and an expansive Fed balance sheet. Intermediation by the Fed that provides funds to, say, the housing market through the purchase of MBS only replaces intermediation formerly conducted through the private sector.

        Assume that the Fed buys an MBS in the secondary market. Using the check received from the Fed, the sellers buy a CD from their bank. Because of the interest paid on reserves through IOR, the bank impounds as additional desired reserves the reserves created by the Fed’s MBS purchase. The IOR interest paid to the bank is in turn passed on as interest paid on the CD held by the sellers of the MBS. The sterilized reserves are the equivalent in the above examples of the Fed extinguishing additional reserves creation from an MBS purchase by selling a Treasury security. Again, there is simply a change in what party is doing the intermediation. Nothing changes in this argument when IOR sets the funds rate at the ZLB.

        When long-term interest rates are above short-term rates (the interest rate on MBS exceeds the IOR rate), the Fed is engaged in a carry trade and can send additional profits to the Treasury. These are not profits due to seigniorage, however. There is no corresponding purchase of goods and services by the government monetized by the Fed with the money creation to meet a demand for currency. Profits will turn to losses if short-term rates rise and exceed long-term rates. The way to think of the Fed as a financial intermediary is as a GSE involved in a carry trade.

      
      
        25.5. Supporting Financial Markets While Avoiding Credit Allocation

        The Fed/Powell narrative is that financial markets ceased to function in mid-March 2020 but were revived by the announcement of 13(3) programs. The narrative here is that markets continued to function. The Fed played a key role in that continued functioning. However, its role was the traditional one of supplying ample reserves, not allocating credit.

        In March 2020, banks accommodated the public’s increased precautionary demand for deposits. Businesses wanted an increase in their cash reserves (deposits) in the event of an interruption to cash flow. Through a bookkeeping operation, the banks increased their deposits.27 When confidence returns with the end of the pandemic, this money (deposit) creation needs to reverse. Failure to unwind indicates that the Fed is keeping interest rates below their natural (sustainable) value.

        An alternative to the Fed’s response in March 2020 that would not have entailed taking over financial intermediation from private markets would have been something akin to the Fed’s response to the failure of Penn Central Railroad in May 1970 (Maisel 1973). The default by Penn Central on its commercial paper surprised markets and interrupted the demand for commercial paper. In response, the Fed encouraged banks to lend freely and made clear its support by emphasizing that the discount window was wide open for borrowing. All nonfinancial firms of any economic significance have a relationship with a bank and a line of credit. In an emergency, they draw on those lines. With the Penn Central model, the Fed would make clear that that discount window borrowing would amount to “whatever it takes.”28 With that funding, there is no limit to the ability of the banking system to expand its balance sheet. Regulators would relax capital requirements for banks and the LCR and SLR.

        The role of the Fed in a period of stress should be to make certain that intermediation formerly conducted through the money market can occur through the banking system rather than becoming itself a financial intermediary. Banks undergo regular stress tests to make certain that they can handle a major period of stress. Press releases from the Board (Board of Governors 2020a and 2020b, respectively) did not indicate that the Fed needed to become a parallel system of intermediation:

        
          The Federal Reserve Board on Thursday released the hypothetical scenarios for the 2020 stress test exercises, which ensure that large banks have adequate capital and processes so that they can continue lending to households and businesses, even during a severe recession. The harshest scenario includes a severe global recession with heightened stresses in corporate debt markets and commercial real estate, and for banks with large trading operations, additional pressure on leveraged loans. . . . Additionally, banks with large trading operations will be required to factor in a global market shock component as part of their scenarios. This year’s shock features, among other things, heightened stress to trading book exposures to leveraged loans. Additionally, firms with substantial trading or processing operations will be required to incorporate a counterparty default scenario component.

          US bank holding companies have built up substantial levels of capital and liquidity in excess of regulatory minimums and buffers. The largest firms have $1.3 trillion in common equity and hold $2.9 trillion in high quality liquid assets.

        

        It is also important to remember that for distressed corporations there are sources of funding other than banks. In addition to highlighting the record amount of debt issuance by investment-grade firms, Chappatta (2020, 4) pointed out the extent to which private equity firms were still willing to lend to firms in industries like hospitality particularly hard hit by the Covid-19 virus. Of course, such funding can require restructuring that imposes costs on bond holders. However, a capitalist system works only if those who gain the rewards in good times bear the losses in bad times.29

      
      
        25.6. Can the Fed Maintain Its Independence?

        What will happen to Fed independence when Congress realizes that it can remake the Fed into a hybrid central bank and GSE serving its constituencies?30 In 2020, the amounts were large. If all the Fed’s 13(3) programs had been fully levered up with ESF money, of the $2 trillion in loans, more than $1 trillion would have been divided between the politically sensitive sectors of the SMEs (small and medium-sized enterprises) and state and local governments (LHM 2020g).31 Congress has an incentive to transfer risk to the Fed’s books where it is invisible to taxpayers.

        If the Fed is going to forswear intervention in credit markets in the future, it will have to abandon its historic aversion to commitment and rules. Without such commitment, moral hazard reigns. If the Fed committed to not bailing out the prime money funds in the future, then regulators would have to regulate them like banks and eliminate the inherent instability they impart to the financial system. The commonly repeated statement of Bernanke (2015, 168) makes this point: “There are no atheists in foxholes or ideologues in a financial crisis.” That comment makes the obvious point that without institutional constraints regulators will always follow a bailout policy.

        Bernanke (2015, 219 and 342) articulated the time-consistency issue creating moral hazard:

        
          We wanted creditors that funded financial institutions, large as well as small, to be careful about where they put their money. That they might not, because they expected any failing firm to be bailed out, was the moral hazard problem. In the short run, though, we couldn’t risk a general panic in the repo market and other funding markets.

          The Fed had traditionally opposed expanding deposit insurance, on the grounds that it would increase moral hazard. But during the crisis, insuring the checking accounts used by businesses, municipalities, and nonprofit organizations . . . made a lot of sense. Without it, these entities might rapidly shift their deposits from smaller banks perceived to be at risk to banks perceived as too big to fail.

        

        In reference to the Fed’s role in facilitating a privately financed rescue of LTCM, which made highly leveraged bets on differences in yield spreads, Barney Frank (D-MA) (US Congress 1998b, 81, 83) commented:

        
          Mr. Greenspan has said that this may happen again. So then the question is, if it was so important as to justify this intervention now, how do you persuade us to do absolutely nothing except wait again and trust entirely in your discretion to deal with it if it happens again? . . . You intervened in a way that left the mistake-makers better off. . . . A consequence . . . was to leave some of the richest people in this country better off than they would have been if the Federal Government hadn’t intervened; and that rankles a lot of us . . . when we are told we can’t do anything similar for people much needier. . . . I am disappointed that you tell us we can do nothing except allow for repetitions of this.

        

        There are changes that would assure that Congress not the Fed conducted fiscal policy in a future crisis. First, Congress should eliminate the authorization for the Board of Governors to pay interest of reserves (IOR). In doing so, the Fed would have to restrict the size of its balance sheet to the amount required to conduct monetary policy (Selgin 2020a and 2020b). Second, Congress should eliminate the 13(3) authorization for the Fed to lend to nonbanks. Third, the prime money market funds and REITs, which amplify instability of the financial system in a period of stress, should be regulated like banks.

        Congress could also end the Fed’s authority to arrange swap lines with other central banks. All the large foreign banks have US branches and thus can borrow from the Fed’s discount window. It would be desirable to phase out the swap lines with the understanding that in a financial panic large foreign banks would use their US branches to borrow at the discount window subject to supervision by the New York Fed. There would be an advantage to the United States in that the financing of foreign trade invoiced in dollars would come to be centered in New York in the way that it was centered in London before World War I. The advantage of having the dollar as a reserve currency comes from the seigniorage of foreign individuals holding dollars in the form of currency as an emergency store of value. That would not be affected by ending the swap lines.

      
      
        25.7. Concluding Comment

        The Fed’s bookkeeping powers allow it to create bank reserves through the purchase of debt instruments. Nothing in a bookkeeping operation allows it to conjure up real resources. It follows that the Fed’s credit programs can only allocate credit among competing uses, not increase the real resources made available through financial intermediation. Such actions are subject to only limited public debate. They therefore limit Fed accountability.

        The payment of interest on reserves (IOR) enhances the ability of the Fed to engage in financial intermediation by buying private debt. However, to an offsetting extent, its financial intermediation reduces intermediation in the private sector. Nevertheless, the Fed has not communicated its 13(3) programs as allocating credit. Instead, it promotes them as making resources available to sectors of the economy where markets have failed to provide resources through market dysfunction. The absence of any talk of trade-offs implies that the Fed’s involvement in financial intermediation augments the total transfer of resources from households to businesses and state and local governments. Such a message can only encourage Congress to require the Fed to allocate credit to politically important constituencies.

        In March 2020, the Fed’s monetary policy actions consisting of massive purchases of treasuries and of RPs were critically important. Chair Powell, however, should have waited to see whether these actions kept financial market working. Instead, he assumed that markets would no longer be able to evaluate risk and direct credit flows to productive uses. The Fed’s credit programs may have worsened market function by reinforcing a two-tier market favoring the allocation of credit to the investment-grade (safer) part of the market. William Dudley (2020) dramatized the need to address the issue of moral hazard: “The moral hazard issue needs to be debated and addressed. Big crises seem to be occurring more often and Fed interventions are growing ever bigger in size and broader in scope. Whatever you thought was the size of the moral-hazard problem before, now it’s gotten even larger.”

        Inevitably, because of the way in which the allocation of credit apportions losses and windfalls, involvement in credit policy drags the Fed into the political arena. To maintain its independence, it is important that the Fed return to the sole job of monetary policy. The Covid-19 crisis has greatly increased the role of government in the economy. The Fed policy of commandeering the allocative role of private credit markets is a major contributor to this expansion of state power. If the political system comes to expect the Fed to allocate credit to favored constituencies, the Covid-19 crisis will mark a permanent movement away from a free market system.

      
      
        Appendix: Program Definitions

        
          13(3) Programs

          
            CPFF (Commercial Paper Funding Facility). The CPFF was an SPV (special purpose vehicle) that purchased unsecured and asset-backed commercial paper rated A1/P1, through funds supplied by the Federal Reserve Bank of New York. It was established March 17, 2020. The ESF provided $10 billion in funds.

            MLF (Municipal Liquidity Facility). The MLF established an SPV to buy state and local government debt. It could purchase up to $500 billion of short-term notes directly from states and from counties (as originally announced) with a population of at least two million residents, and from US cities with a population of at least one million residents. On April 27, the Fed reduced the minimum city size from one million to 250,000 and reduced the minimum county size from two million to 500,000.

            MMLF (Money Market Mutual Fund Liquidity Facility). Through the Federal Reserve Bank of Boston, the MMLF made loans to banks collateralized by commercial paper, especially ABCP (asset-backed commercial paper), purchased from money market funds. It was established March 18, 2020, and became operational March 23. The ESF provided $10 billion in funds. Under the program, a bank (depository institution, bank holding company, US branch and agency of a foreign bank) purchased the assets used as collateral for the Fed loan from an eligible MMMF (money market mutual fund), which includes prime, single-state, or tax-exempt money market funds. Loans are nonrecourse. Eligible assets include ABCP rated not lower than A1, F1, or P1.

            MSLF (Main Street Lending Facility). The MSLF established an SPV to buy loans from banks. Eligible loans consisted of loans to firms employing ten thousand or fewer workers or firms with revenues less than $2.5 billion. Loans were for four-year terms with deferral of principal and interest payments for one year. Banks retained 5 percent of the loans on their books. The SPV could purchase up to $600 billion of loans.

            PDCF (Primary Dealer Credit Facility). On March 17, 2020, the Fed resurrected the PDCF. It supplied funds to primary dealers through repurchase agreements. (A primary dealer engages in open market transactions with the New York Fed.) Loans are made with recourse. Eligible collateral includes commercial paper (investment grade, that is, rated A2/P2/F2); investment-grade corporate debt securities, international agency securities, municipal securities, mortgage-backed securities, and asset-backed securities; and equity securities. Commercial mortgage-backed securities (CMBS), collateralized loan obligations (CLOs), and collateralized debt obligations (CDOs) must be rated AAA.

            PMCCF (Primary Market Corporate Credit Facility). The PMCCF was an SPV that purchased bonds and syndicated loans directly from investment-grade corporations. The bonds had to be rated at least BBB/Baa3 as of March 22, 2008. Thus, firms having been downgraded were included. The Treasury ESF would make a $75 billion investment. It was established March 23, 2020.

            PPPLF (Paycheck Protection Program Liquidity Facility) The PPPLF established an SPV to lend to the SBA (Small Business Administration) by providing term financing for PPP loans. There were no haircuts on the loans serving as collateral. It became operational April 16, 2020.

            SMCCF (Secondary Market Corporate Facility). The SMCCF was an SPV that bought investment-grade corporate bonds on the secondary market. It also bought shares in corporate bond ETF’s (exchange traded funds), which included high-yield bonds. The individual corporate bonds had to be rated at least BBB/Baa3, and the ETFs had to buy investment-grade corporate bonds. The Treasury’s ESF initially invested $10 billion. It was established March 23, 2020.

            TALF (Term Asset-Backed Securities Loan Facility). The TALF was an SPV. It held investment-grade (AAA-rated) asset-backed securities (ABS): private student loans, auto loans and leases, consumer and corporate credit card receivables, and specified loans guaranteed by the SBA (Small Business Administration). It was established March 22, 2020. Effective April 9, 2020, TALF began to accept as eligible collateral-leveraged loans and commercial mortgages. The $10 billion in funds supplied by the Treasury’s ESF incurred the first loss. Although loans to the SIV were recourse, the TALF loans to the issuers of the ABS were nonrecourse. If the ABS declined sufficiently in value below the value of the loan, after deducting the ESF contribution, the Fed would suffer a partial default, and the loan would be effectively nonrecourse. On April 9, 2020, the Board broadened eligible collateral to include AAA CMBS (commercial mortgage-backed securities) and newly issued CLOs (collateralized loan obligations).

          

        
        
          Fed Non-13(3) Programs

          
            Swap Lines. A swap line is an agreement between central banks to exchange their currencies and later reverse the transactions. When a foreign central bank draws on its swap line with the New York Fed, it receives dollars. At the same time, it agrees to buy back at a later date its currency with dollars at an unchanged exchange rate.

          

        
        
          Government

          
            PPP (Paycheck Protection Program). PPP was a $349 billion relief program designed to help small business owners keep their workers employed. It lent to businesses with fewer than five employees. Loans covered up to two months of payroll and were capped at $10 million. The Small Business Administration administered the program through approved lenders. Loans were forgiven if the business maintained its payroll for eight weeks after receipt of the loan at the level that existed before the pandemic.

            TARP (Troubled Asset Relief Program). TARP was a program to buy MBS from banks. President Bush signed it into law on October 3, 2008. It was funded with $700 billion.

          

        
        
          Miscellaneous Terms

          
            LCR (Liquidity Coverage Ratio). The idea of the LCR is that a bank will have sufficient liquid assets to offset thirty days of a run on its deposits. It is the ratio of the bank’s liquid assets to net cash flows over a two-day period.

            REITs (Real Estate Investment Trusts). A REIT is a mutual fund that owns properties that generate income, for example, apartment buildings and hotels. Most are publicly traded.

            SLR (Supplementary Leverage Ratio). The Basel III Accords require that large banks hold a minimum of capital relative to all assets. For large bank holding companies, the ratio is 5 percent.

          

        
      
      
        Appendix: The Political Economy of Credit Policy

        Arthur Burns (1975, 65–66), who was FOMC chairman from February 1970 until March 1978, made some of the strongest statements on the dangers to the Fed of involvement in the allocation of credit. The following came in response to a bill, H.R. 212, that would have required the Fed to allocate credit toward “national priority uses.” It should serve as a warning for any Fed involvement in a policy that requires it to supplant the market allocation of credit with its own judgment.

        
          Our financial markets are highly competitive and they have served our Nation well over the years. As we read H.R. 212, it envisages a comprehensive intrusion of the Federal Government into private credit markets. . . . The bill delegates enormous and virtually dictatorial power to the Federal Reserve. Implementation of the bill could undermine the market system and wreck all chances for economic recovery. And it is even highly doubtful whether H.R. 212 could achieve the objectives being sought—that is, larger credit flows to certain uses, such as essential capital investment, small businesses, and agriculture, at low interest rates.

          Decisions as to social priorities in the use of credit are inherently political in character. If such decisions are to be made at all, they should be made by the Congress—not by an administrative and nonpolitical body such as the Federal Reserve. After all, tilting credit in favor of some borrowers implies denying credit to someone else. Our economy has developed by relying mainly on the market to make such decisions. The market reflects the interaction of many thousands of borrowers and lenders. If the day ever arrives when governmental decisions are to be substituted for individual preferences expressed in the marketplace, then the priorities should be set explicitly by the Congress.

          The specifications of H.R. 212 are so vague and general that they would inevitably involve the Board in political judgments—an area in which it obviously has no special competence.

        

        More succinctly, Burns (US Congress 1974b, July 30, 263) commented:

        
          The concept of credit allocation implies a degree of knowledge of social priorities that I for one am quite certain that we at the Federal Reserve Board do not have. I think the Congress would not be well advised to give us a power that we simply do not know how to exercise properly. If we are to have credit allocation in this country, then I think credit allocation should proceed according to the rules devised by the Congress. But there again, I must say, in all humility, that I am not at all sure that Congress has the wisdom to substitute its rules for the workings of the marketplace.

        

        In early 2009, the Board of Governors (2009a) issued a statement jointly with the Treasury. The section headed “The Federal Reserve to avoid credit risk and credit allocation” included the language: “The Federal Reserve’s lender-of-last-resort responsibilities . . . should improve financial or credit conditions broadly, not . . . allocate credit to narrowly-defined sectors or classes of borrowers. Government decisions to influence the allocation of credit are the province of fiscal authorities.” FOMC chairman Ben Bernanke (2015, 156) stated in his August 2007 Jackson Hole speech, “It is not the responsibility of the Federal Reserve—nor would it be appropriate—to protect lenders and investors from the consequences of their financial decisions.”

        In May 1975, New York City petitioned the federal government for financial aid to prevent bankruptcy and a default on its debt. At the time, New York politicians made dire predictions that a default by New York City would disrupt the entire municipal bond market. Other mayors of large cities warned that their cities could fall in a domino effect if New York City defaulted. New York politicians pressed the Fed to open its discount window to New York, but the Fed refused. Peter Sternlight (Board of Governors, FOMC Memorandum of Discussion, April 15, 1975, 70), deputy manager for domestic operations, told the FOMC, “It has been made clear . . . that there is no likelihood of direct Federal Reserve assistance to New York City.”

        FOMC chairman Jerome Powell (2020a) engaged in the following exchange with congresswoman Rashida Tlaib (D-MI):

        
          Tlaib: Can you explain to me why we shouldn’t, the Federal Reserve, ensure that state and local governments have access to funding during time of stress.

          Powell: As you know, we have limited authority. . . . A series of FOMC chairs in all kinds of different political environments have thought of that as something that’s not appropriate really for us in the sense that it’s government. . . . It’s to be dealt with by fiscal authorities rather than the monetary authority. We focus on the job you’ve given us . . . as opposed to the solvency of state and local governments. . . .

          Tlaib: Yes or no, does the Federal Reserve retain the ability to give emergency lending facilities? Is that accurate in stabilizing the economy?

          Powell: Yes, to financial institutions, we do.

          Tlaib: So, when the Fed steps in to rescue banks in a crisis is that because you believe their role in the economy is vital? . . . Do you not believe that the governments of Detroit and Puerto Rico also play a vital role that should be preserved even if a financial crisis makes it hard for them to borrow money?

          Powell: What I believe is that’s not a job for the Fed. It has a particular role and particular authorities. Lending to state and local governments and supporting them when they are in bankruptcy. . . .

          Tlaib: Yeah. . . . I’m afraid that’s simply not good enough. . . . Look, the federal government is supposed to be about people.

        

      
    
  
    
      
        [ Chapter 26 ]

        Covid-19 and the Fed’s Monetary Policy

        Flexible-Average-Inflation Targeting

      
      
        Summary: In August 2020, FOMC chair Jerome Powell announced a strategy for achieving an inclusive value of the FOMC’s goal of maximum employment. The strategy rested on discovering the minimal value of sustainable unemployment by running the economy above potential until the unemployment rate declined to a level that initiates an inflation overshoot from the FOMC’s longer-run 2 percent target. There was no contradiction with an FOMC target for inflation of 2 percent. The new strategy of average inflation targeting (AIT) required that an inflation overshoot would compensate for prior undershoots of the 2 percent target.

        The framework is reminiscent of the 1970s. With a country fractured over the Vietnam War and a militant civil rights movement, a socially desirable low unemployment rate became a political imperative. FOMC chairman Arthur Burns accepted the challenge (Hetzel 1998; 2008, chap. 8). The Keynesian consensus of the time promised to deliver a socially desirable rate of unemployment at least as low as 4 percent at the cost of only moderate inflation. This desirable Phillips curve trade-off between unemployment and inflation became the centerpiece of monetary policy. Modigliani and Papademos (1975; 1976) provided the organizing principle for monetary policy. Namely, there is a predictable and “exploitable” trade-off in which changes in inflation depend on the difference between the unemployment rate and a full-employment rate termed “the nonaccelerating inflation rate of unemployment” (NAIRU).

        The intellectual and political environment were also reminiscent of the earlier Keynesian environment. The Powell Fed reverted to its 1950s “cost and availability” view of monetary transmission. There was also a widespread belief that inflation is a nonmonetary phenomenon. In Keynesian terms, because the Phillips curve, which relates inflation and unemployment, was presumed to be flat, the Fed could push the unemployment rate down to at least its prepandemic low without raising inflation. FOMC chair Jerome Powell asserted that the course of the recovery would be dictated by the behavior of the virus. That made sense in that the recession arose as a shock to potential output. Powell and the FOMC, however, treated the recession as if it originated in a large negative aggregate-demand shock requiring stimulative monetary policy.

      

      On August 27, 2020, FOMC chair Jerome Powell (Board of Governors 2020f) announced a revision to the FOMC’s Statement on Longer-Run Goals and Monetary Policy Strategy termed “flexible-average-inflation targeting” (FAIT). The revision entailed an aggressive monetary policy to restore the prepandemic low level of unemployment reinforced by a willingness to raise inflation above the FOMC’s 2 percent target for some persistent period. This change in monetary policy came from mistakes presumed to have been made in the prior economic recovery that left inflation below the 2 percent target. Namely, the FOMC should not have engaged in preemptive increases in the funds rate. That is, it should not have raised the funds rate off the zero lower bound (ZLB) based on sustained growth in output above potential but instead should have waited for inflation to increase.

      The chapter starts by summarizing the Powell view of the world. It reflects a nonmonetary theory of inflation summarized in the assumption that the empirical correlations of the Phillips curve relating unemployment to inflation are structural.

      
        26.1. FOMC Commentary

        Chair Powell (2021a) explained how the new strategy is based on a structural Phillips curve that is flat down to a low level of unemployment and that lacks inflation persistence. Similarly, Powell (LHM 2021a, 3) testified to Congress:

        
          We have had inflation dynamics in our economy for . . . three decades, which consists of a very flat Phillips curve, meaning a weak relationship between high resource utilization, low unemployment, and inflation. But also low persistence of inflation critically. You go back to, when you and I were in college, you had a steep Phillips curve. But you also had the situation where, if inflation went up, it would stay up, because expectations were not anchored. And so people would expect inflation and that would make it go up.

        

        An implication of a flat Phillips curve is that an expansionary monetary policy can push the unemployment rate to low levels without danger of an undesirably large increases in inflation. Richard Clarida (2021), Board of Governors vice chair, explained how this assumption meant that the FOMC would not raise the funds rate off the ZLB in response to declines in the unemployment rate. He highlighted the change in the wording of the FOMC’s Statement on Longer-Run Goals and Monetary Policy Strategy of “‘shortfalls’ of employment from its maximum level’—not ‘deviations.’ This language means that going forward, a low unemployment rate, in and of itself, will not be sufficient to trigger a tightening of monetary policy” (Clarida, 2021, 4, italics in original).

        Specifically, the FOMC rejected the Volcker-Greenspan policy of preemptive increases in the funds rate to prevent the emergence of inflation. As summarized by Larry Meyer (LHM 2020l): “The switch to a maximum employment threshold reflects that, while a rise in the unemployment rate is always ‘bad’ in the normal [new] regime, a decline in the unemployment rate is always ‘good.’ Given that a lower unemployment rate is recognized as always good, there is no preemptive rise in the funds rate when the unemployment rate falls” (italics in original).

        Governor Lael Brainard (2021) made clear that the FOMC treats inclusive employment as an independent goal:

        
          Two years ago, the Federal Reserve began an in-depth review of its monetary policy framework. . . . Our review was prompted by changes in key long-run features of the economy: The recognition that price inflation is much less sensitive to labor market tightness than historically—that is, a flat Phillips curve. . . . In response, we have made changes to monetary policy that can be expected to support fuller and broader-based employment than in earlier recoveries, improving opportunities for workers who have faced structural challenges in the labor market. . . . The new policy approach, by avoiding the need to tighten preemptively, could support labor market conditions that help to reduce persistent disparities.

        

        Even before Powell’s Jackson Hole speech, Brainard (2020) had rejected a policy of preemptively raising the funds rate before the emergence of inflation:

        
          And with inflation exhibiting low sensitivity to labor market tightness, policy should not preemptively withdraw support based on a historically steeper Phillips curve that is not currently in evidence. Instead, policy should seek to achieve employment outcomes with the kind of breadth and depth that were only achieved late in the previous recovery.

        

        Mary Daly (2021), president of the San Francisco Fed, reiterated the abandonment of preemption:

        
          We are not going to . . . take the punch bowl away from the economy when we have inflation running consistently below 2 percent . . . just because we get to the levels of unemployment that have traditionally, historically meant that wage inflation would push up and that price inflation would be right behind it. . . . In an era when we have a pretty flat Phillips curve, and I want to add for full disclosure I still believe in the Phillips curve, . . . what we have learned [is that] the labor market is far more elastic than we thought.

        

        The new strategy built in the committed forward guidance that makes monetary policy expansionary at the ZLB. In a June 10, 2020, press conference, Powell (Board of Governors 2020d) noted that in the prepandemic period the unemployment rate was extremely low (3.5 percent in February 2020) and inflation never exceeded 2 percent. The implication was that the FOMC could maintain the funds rate at the ZLB at least until the unemployment rate approached its prepandemic level. Powell (Board of Governors 2020b, 9–10) stated:

        
          We saw a lot of great things happening in the [prepandemic] labor market, things that we’d love to get back to. We didn’t see any problems with price inflation. . . . We’d . . . welcome very low readings . . . on unemployment just based on what we . . . saw . . . in the last expansion. . . . We’re not even thinking about thinking about raising rates.

        

        Charles Evans (2021, 7–8), president of the Chicago Fed, explained the strategy:

        
          The first prong calls for the federal funds rate to remain at the effective lower bound until our employment mandate is met and inflation reaches 2 percent and is on target to overshoot. Then, the second prong involves increasing the federal funds rate slowly enough to maintain the accommodation needed to achieve moderate overshooting for some time, so that inflation actually averages 2 percent. And last month we augmented this with guidance saying we will maintain our current pace of asset purchases until substantial further progress has been made toward our maximum and inclusive employment and price stability goals. For this approach to be successful, economic agents must have strong confidence that policy will remain sufficiently accommodative to generate these outcomes.

          It will take years to get average inflation up to 2 percent, which means that monetary policy will be accommodative for a long time. This translates into low-for-long policy rates, and indicates that the Fed will be continuing our current asset purchase program for a while as well. So economic agents should be prepared for a period of very low interest rates and an expanding Fed balance sheet.

        

      
      
        26.2. An Evolving Phillips Curve Sidelines Inflation

        The revised strategy announced by Chair Powell came in the context of the deep recession and loss of employment due to the Covid-19 virus. It also reflected the prior recovery from the Great Recession during which for an extended period the funds rate was near the ZLB, and inflation fell short of the FOMC’s 2 percent target. The revised strategy comprised two related changes. First, the FOMC abandoned the Volcker-Greenspan policy of preemptive increases in the funds rate intended to forestall the emergence of inflation. Second, the FOMC aimed to raise inflation above the 2 percent target for an indeterminate period. Taken together, they outlined a strategy of pursuing an expansionary policy to produce a sustained decline in the unemployment rate until inflation rose persistently above 2 percent.

        FAIT represented a rejection of the earlier interest-rate “normalization” policy pursued after December 2015 and especially after December 2016 of raising the funds rate in response to sustained growth in output above potential (sustained declines in the unemployment rate). The earlier policy carried over the Volcker-Greenspan policy of preemptive tightening in response to labor market tightness to avoid the emergence of inflation (see chaps. 19 and 20; and Hetzel 2008, chap. 21). A rationale for FAIT and for abandonment of the preemptive policy was the constraint placed on monetary policy by a secular decline in the risk-free (“natural”) rate of interest.

        The argument was that periodically negative aggregate-demand shocks will require lowering the funds rate to the ZLB. (The acronym ELB represents “effective lower bound,” which can be negative. However, the FOMC has refused to consider a negative funds rate.) In these periods at the ZLB, because monetary policy is constrained, inflation will decline below the FOMC’s 2 percent target. Without the expectation that the FOMC will compensate in the future with inflation above 2 percent, the public will expect inflation less than the 2 percent target. In his NPR interview, Powell (2020e) commented:

        
          When inflation is very, very low, it means lower interest rates. . . . If people expect inflation to be very low, then interest rates will keep going down. Again, we’ve seen this around the world, lower and lower interest rates, lower and lower inflation. When interest rates get very low, the Fed will have less room to cut interest rates to support the economy. That means that unemployment will be higher, more of the time.

        

        Evaluation of the likely success of FAIT requires assessment of the framework it embodies for trade-offs between its dual objectives of price stability and maximum employment. In the NPR interview, Powell (2020e) predicted a favorable trade-off. NPR’s Steve Inskeep asked him if the following was an accurate summary of Powell’s Jackson Hole speech: “You’re going to worry less about the economy overheating. If inflation gets a little high, if employment gets a little high, you’re going to be less quick to stamp on it. Is that a fair summary?” Powell replied, “Yes, it is. . . . What we’ve learned is that unemployment can be even lower than we thought and not result in troubling levels of inflation. . . . We had 3.5% unemployment . . . and we didn’t see inflation result.”

        Powell explained inflation within the framework of a Phillips curve, which summarizes the empirical relationship between slack in the economy (unemployment) and inflation. A Keynesian Phillips curve endows these empirical correlations with structural significance. The policy maker can manipulate the joint behavior of inflation and unemployment with predictable results. In that sense, the Phillips curve is “exploitable.” In contrast, Friedman (1968 [1969]) argued that the empirical correlations summarized in Phillips curves are a reduced form generated by unpredictable monetary policy and cannot serve as a reliable basis for policy.

        Within the framework of a Keynesian Phillips curve, there is a taxonomic classification of the causes of inflation, which includes two broad categories: demand-pull and cost-push (Ackley 1961). The first captures real expenditures by the public in excess of the economy’s ability to produce goods and services. The second measures the extent to which relative prices (prices determined by supply and demand factors particular to individual markets) pass through to the price level.

        In 2021, the FOMC believed that demand-pull inflation was not a problem because of the large amount of slack in the economy and because the Phillips curve is flat reaching down to low levels of unemployment. Cost-push inflation was not a problem because of globalization. Powell (2020e) commented:

        
          If you go back 50 years, inflation would have reacted very strongly to low levels of unemployment. . . . The economy’s ever evolving and the Fed has to have a framework for reacting to changes in the economy. . . . So, low and declining inflation has been a phenomenon really around the world for the last few decades. . . . With globalization, things can be made anywhere, and that means it’s difficult to raise wages or prices. . . . So those factors are just very important in establishing a mindset where prices and wages don’t go up. . . . So inflation—high inflation—has not been a problem in the United States. It’s a different economy.

        

        Given the assumption that the FOMC is operating on a flat section of the Phillips curve, there is presumably no way to predict inflation. What then determines inflation? It is whatever the public expects it to be. Powell (2020e) commented:

        
          Both wage and price inflation are a bit of a mental phenomenon. If people believe that prices will be pretty stable, then they will be—because they won’t ask for very high wage increases and people who sell things won’t be asking for high price increases. So, once that psychology sets in, it tends to perpetuate itself.

        

        With FAIT, the FOMC committed to implementing an expansionary monetary policy to restore unemployment to its prepandemic level. It would push down the unemployment rate until reaching an upward sloping section of the Phillips curve that raises inflation above 2 percent. Given the FOMC’s forecast of protracted high unemployment, the FOMC could provide the forward guidance that the funds rate would be near zero for a long time. Powell (2020e, 4) commented: “The economy’s going to need low interest rates, which support economic activity, for an extended period of time. . . . It will be measured in years. . . . We’re not going to prematurely withdraw the support that we think the economy needs. . . . There’s still another 10 or 11 [million] who are not back to work.”

        Powell accepted the Keynesian assumption that raising interest rates slows the growth of the economy and raises unemployment. In populist terms, “The Fed controls inflation on the backs of the working man.” The unemployment rate is a target, not simply one indicator of whether through sustained declines output is growing unsustainably fast. In the 1970s period of stop-go monetary policy, the FOMC acted on this assumption by raising interest rates only hesitantly in economic recoveries until inflation emerged and it had a rationale to raise rates. Out of fear that higher inflation would pass into expected inflation, it then raised rates sufficiently to cause a recession. Volcker and Greenspan rejected these attempts to manipulate Phillips curve trade-offs through the policy of preemption. That is, they raised interest rates vigorously enough in economic recovery to prevent the emergence of inflation in favor of maintenance of price stability.

      
      
        26.3. The Return of the Phillips Curve

        With the onset of the pandemic and the decline in employment, the FOMC decided to pursue an expansionary monetary policy to hasten a return to the low unemployment rate that existed in early 2020. The issue then arose of how to implement the required stimulus in a controlled way, that is, in a way that would also limit an undesirable rise in inflation. The theoretical construct that promises such control is the Phillips curve. A Phillips curve captures a nonmonetary view of inflation in which there exists a predictable relationship between slack in the economy, presumed under the control of the FOMC, and inflation.

        However, the issue then arises, what Phillips curve? Chair Powell (2021a) pointed out that no such empirical relationship exists in the data:

        
          We have a flat Phillips curve, meaning there’s still a small connection [“between slack in the labor market and inflation”] but you need a microscope to find it. We’ve also got low persistence of inflation, so that if inflation were to go up for any reason it [inflation] . . . doesn’t stay up. . . . Remember, we’re a long way from maximum employment. There’s plenty of slack in the labor market.

        

        The FOMC needed such a Phillips curve relationship to ensure its achievement of inclusive maximum employment with only a moderate increase in inflation. If the relationship is needed, it must exist.

        However, not only was there no Phillips curve in the empirical data; also there was no historical precedent for successful use of a Phillips curve. In the recovery from the recession with a trough in March 1991, just as in the recovery from the Great Recession, a falling unemployment rate failed to predict an increase in inflation. The Modigliani-Papademos framework failed as the unemployment rate declined from 7.8 percent in June 1992 to 3.8 percent in April 2000 while inflation changed only minimally. Inflation, measured by the core PCE deflator, went from 2.2 percent in 1992Q2 to 1.3 percent in 2000Q2. Measured by the headline PCE deflator, it remained unchanged over this period at 1.8 percent.1

        The Greenspan FOMC, however, did not abandon a policy of preemptive increases in the funds rate. Greenspan (Board of Governors, FOMC Transcript, June 27–28, 2000, 25, 24) told the FOMC: “The law of supply and demand says that there is a level of the unemployment rate that must of necessity drive compensation increases beyond the rate of increase in productivity. . . . The gap between the NAIRU, as defined in the model, and the unemployment rate has been very large for a very long period. And, clearly, we have not seen the process that is described in the Greenbook forecast emerge.” Nevertheless, in 2020, the FOMC placed its bets on the existence of a structural Phillips curve.

      
      
        26.4. Monetary Policy Becomes Expansionary

        The open market purchases starting in March 2020 increased monetary stimulus. Between the statement weeks ending March 11, 2020, and June 11, 2020, the amount of securities held outright by the Fed increased by almost $2.1 trillion. Much of the increase was in longer-term Treasury securities and MBS. Treasury securities with maturities of five years or longer increased by $661 billion, while MBS with maturities of five years or longer increased by $463 billion (Board of Governors, Statistical Release H.4.1).2 One reason that these open market purchases are stimulative is that the FOMC has signaled that they are unlikely to be reversed for a long time. By announcing at its June 2020 meeting that net asset purchases would continue “at least at the current pace” (Board of Governors, FOMC, statement) the FOMC signaled to markets that it would not unwind the prior large expansion in its securities holdings. LHM (2020j) reported that the FOMC wanted “to reassure markets that the premature Fed withdrawal is not likely.”

        The “dot plot” for the June 10, 2020, Summary of Economic Projections (Board of Governors 2020e, fig. 2) showed that only two FOMC participants believed that the funds rate should increase from its near-zero value before the end of 2022. Selling securities would be inconsistent with maintaining a stimulative policy. This kind of Fed communication to markets effectively committed the FOMC to an expansionary monetary policy. Backing away from such communication would produce a discrete change in market expectations that could cause the yield curve to rise and produce an unpredictable tightening of monetary policy. The “taper tantrum” of May 2013 offers an example of a discrete rise in bond yields when markets interpreted the reduction in the pace of the FOMC’s QE purchases as an earlier-than-anticipated liftoff of the funds rate.

        The FOMC also used forward guidance to commit to an extended expansionary policy by emphasizing the Fed’s commitment to use monetary policy to achieve socially desirable unemployment goals. LHM (2020k, 3–4) reported:

        
          Powell has repeatedly emphasized that the Fed can contribute to lowering income inequality and narrowing unemployment rate gaps by a monetary policy that lowers the overall unemployment rate to a very low level. And the FOMC had done this during the long expansion, during which the unemployment rate declined from 10% to 3½%. All those gains have been reversed in just a couple of months. As a result, Powell has now seemingly set a 3½% target for the unemployment rate because of the social benefits of such a tight—let’s say “hot”—labor market. Of course, there is a caveat that the policy must not undermine the Fed’s inflation mandate. But his attitude about the NAIRU [nonaccelerating inflation rate of unemployment] seems to be that “you’ll know it when you see it.” And the FOMC didn’t see it when the unemployment rate was 3½%.

        

        The strong endorsement by Chair Powell of an expansionary fiscal policy also effectively committed the FOMC to maintaining the funds rate at the ZLB for a significant period. In a press release issued on March 17, 2020, Speaker of the House Nancy Pelosi (2020) reported, “I spoke with Federal Reserve chairman Powell. . . . I was encouraged by the Chairman’s perspective that with interest rates at nearly zero, Congress is enabled to think big fiscally as we craft a robust response.” LHM (2020c) noted:

        
          The new troika in D.C. is now Mnuchin-Powell-Pelosi. . . . Bernanke gave the most relevant speech of 2020 in 2002. . . . As Bernanke noted, “a pledge by the Fed to keep the Treasury’s borrowing costs low . . . might increase the willingness of the fiscal authorities to [provide fiscal stimulus]. . . .” That’s exactly what Powell said to Pelosi today.

        

        Chair Powell obviously cares deeply about his role in dealing with the crisis. Powell (2020b) said, “None of us has the luxury of choosing our challenges; fate and history provide them for us. Our job is to meet the tests we are presented.” Probably for that reason, he has departed from the prior Fed practice of not commenting on fiscal policy. Implicitly, however, he is jeopardizing Fed independence by communicating that Congress need not worry that a significant deficit will raise the interest costs of financing the government deficit.

      
    
  
    
      
        [ Chapter 27 ]

        How Can the Fed Control Inflation?

      
      
        Summary: Starting in March 2020 as the Covid-19 pandemic affected the United States, money surged at a historically rapid pace.1 Historical experience, most recently with the Great Inflation lasting from the mid-1960s through the 1970s, suggests that an uncontrolled surge in inflation will result. If left intact, the bulge in money in spring 2020 creates the outcome of inflation from “too much money chasing too few goods.”

        The bulge in M2 represents a significant increase in purchasing power. That bulge in purchasing power can be reversed in one of two ways, either through a reduction in the nominal quantity of money (M2) or through significant inflation. The increase in M2 occurred through the bookkeeping operations of banks as the public received government transfer payments and as the Fed engaged in quantitative easing (QE) with the purchase of government Treasury securities and of mortgage-backed securities (MBS). To the extent that the QE purchases matched the increase in the bank deposits in M2, the government did not have to issue debt to the public to finance its transfer payments. The Fed monetized the government deficit.

        Reversing the increase in the nominal quantity of M2 requires undoing the bookkeeping operations of the banks that created the deposits. For that to happen, the Fed will need to keep short-term real rates of interest (the funds rate) in line with the “natural” rate of interest, the real rate of interest that keeps savings equal to investment. That is, as the public attempts to spend down its M2 balances (dissave), interest rates must be sufficiently high that the public also pays down bank debt (saves) and thus extinguishes bank deposits.

        Inflation then will depend on how the purchasing power embodied in the 2020 bulge in money (M2) is unwound. If it is unwound through a reduction in the nominal quantity of bank deposits, then any significant price rise will be a one-time event. However, simply spending funds in a bank deposit does not make the deposit disappear. The deposit is transferred to the recipient of the expenditure. Without a reduction in the aggregate quantity of money, money is a hot potato, and its purchasing power will have to be run down through an inflation rate higher than the inflation predicted by a Phillips curve and the level of unemployment.

      

      Starting in March 2020, money growth surged. For the three months ending in June 2020, the annualized growth in M2 amounted to 56 percent. From February 2020 through May 2021, M2 rose by 31.6 percent. In the past, most recently over the decade and a half starting in 1965, rapid money creation led to high inflation.

      As of mid-2021, financial markets were assuming that the bulge in liquid savings built up during the pandemic would result in a surge of spending due to pent-up demand as the service sector reopened. There would be a desirable one-time increase in spending and in the price level. For a one-time increase in spending and the price level to occur, however, the FOMC must eliminate the additional purchasing power represented by the bulge in M2 through reducing its nominal quantity. The alternative is for the additional purchasing power to dissipate through an undesirably large increase in inflation. To reduce the nominal quantity of M2, the FOMC must be ready to implement some combination of asset sales and of increases in interest rates sufficient to cause households to repay bank debt.

      In fall 2008, Chairman Bernanke introduced credit policy as a significant component of policy. Because monetary policy understood as control over money creation as opposed to credit policy understood as control over financial intermediation is the central part of policy required for the control of inflation, it is essential to distinguish the two kinds of policy. Section 27.1 asks when government monetization of debt is inflationary. Section 27.2 discusses how to separate monetary control from financial intermediation given the complicating factor of the payment of interest on reserves (IOR) by the Fed. Section 27.3 explains when money is a useful indicator of the future behavior of the economy.

      
        27.1. Is Monetizing Government Debt by the Fed Inflationary?

        In response to the Covid-19 epidemic and the initial decline in employment by 22 million, the government initiated broad income support payments. Stanley (2021a and 2021b) summarized:

        
          The first round of rebate checks distributed in April and May of 2020 totaled about $268 billion. . . . In January 2021, Treasury distributed about $139 billion in the second round of checks. . . . The latest round of rebate checks [March and April 2021] is easily the largest yet. . . . When all is said and done, close to $400 billion may be disbursed.

          Households’ liquid assets, as defined by the Fed’s count of currency, bank deposits, and money market funds, has surged since the end of 2019. . . . For much of the past decade, the gauge [of liquid assets] rose by roughly $500 billion per year. In contrast, in 2020, it surged by $2.7 trillion. Then, in the first quarter of 2021 alone, partly on the back of yet another round of rebate checks (the largest yet) and the reinstatement of supplementary unemployment benefit checks ($300 per week), liquid assets soared by $1 trillion to over $17 trillion. Thus, since the end of 2019, households’ holding of liquid assets have risen by nearly $4 trillion in just 5 quarters.

        

        Taken together, these two excerpts demonstrate not only the enormity of the fiscal stimulus but also how the Fed monetized much of the associated debt issuance. Significant debt monetization started in March 2020 with Fed purchases of the Treasury securities and agency MBS disgorged by hedge funds and real estate investment trusts. To preserve “market function,” the New York Desk bought huge quantities of these securities (chap. 25). Over the two-month period from the statement week ending March 11, 2020, to the week ending May 13, 2020, securities held outright by the Fed (Treasury securities and MBS) increased by $1,783 billion (from $3,890 billion to $5,673 billion). (The Fed also added $44 billion of corporate securities to its portfolio as of July 23, 2020.) As Hilsenrath and Timiraos (2020) reported, “Between March 16 and April 16 [2020], it [the Fed] bought Treasury and mortgage securities at a pace of nearly $79 billion a day. By comparison, it bought about $85 billion a month between 2012 and 2014, the third QE program (QE3).” At its December 16, 2020, meeting, the FOMC regularized its open market purchases at a monthly pace of $80 billion of Treasury securities and $40 billion of MBS.

        In 2021, households were sitting on a massive amount of liquid assets accumulated since the start of the pandemic in March 2020. That accumulation of liquid assets reflected an exceptionally high personal saving rate out of disposable personal income. Opportunity Insights (Chetty et al. 2021) used estimates of spending from the initial CARES stimulus checks showing that higher-income households saved most of their rebate checks.2 The increased saving in the form of bank deposits appeared in a decline in the velocity of money (the ratio of expenditures to money). A similar decline in velocity occurred in World War II. Friedman and Schwartz (1963a, 559) attributed it to the unavailability of consumer durables. Because interest rates were low, money balances were a convenient way to save for purchases when the war ended. It follows that households will spend down the savings accumulated since March 2020 on services not currently available when confidence returns with widespread vaccination.

        As of mid-2021, there was a vigorous debate over whether the significant increase in inflation that began with the core CPI in April was transitory or persistent. No doubt, there was a transitory element to price increases related to the reopening of the service sector. However, the expansionary character of monetary policy militated in favor of a persistent increase in underlying inflation. First, even though households saved a significant part of their transfer payments, the liquid character of those savings made monetary policy expansionary. Second, debt monetization that creates money is inflationary if not unwound.3

        As background, consider how the Fed’s open market purchases of Treasury securities and MBS make the asset portfolios of households more liquid and set off a portfolio rebalancing effect. Consider first the counterfactual of a CARES Act payment made in March 2020 financed entirely by issuance of government debt. The household receives an electronic deposit, and its bank receives an equal amount of reserves at the Fed. The payment reduces the Treasury’s account at the Fed (the Treasury General Account or TGA). By assumption, the Treasury issues a security to the public to replenish the account. Bank deposits and reserves then decline to their original level while the public holds more Treasury debt. When confidence returns in the postpandemic world, households will attempt to increase their spending by selling the Treasury securities they acquired. Because there must be buyers for those securities, saving accompanies dissaving, which moderates the increased postpandemic spending. However, for such sales to find buyers other than the Fed, interest rates must rise.

        As actually happened, however, the Fed replenished the TGA by buying Treasury securities and MBS from the public. Bank deposits and reserves then increased through the bookkeeping operation of the Fed. The exchange of a relatively long-term asset (a Treasury or MBS) for a bank deposit made the asset portfolio of the public more liquid. The attempt to restore the desired degree of liquidity to the asset portfolio set off portfolio rebalancing in which the public attempts to exchange a deposit for an alternative illiquid asset. The first round effect is simply to bid up the price of these alternative illiquid assets.

        In the language of the market, the Fed’s open market purchases reduced the “duration” of the public’s asset portfolio. Removing duration by adding long-term bonds to the Fed’s portfolio makes the portfolios of investors more liquid by replacing illiquid, long-term bonds with liquid bank deposits. The counterpart to reducing the maturity of the public’s portfolio is the lengthening of the maturity of the Fed’s portfolio. That lengthening can be summarized in terms of the addition of ten-year securities. Lorie Logan (2020), executive vice president of the Federal Reserve Bank of New York’s Markets Group, reported that “the total duration included in our Treasury purchases so far [through mid-July 2020] represents the equivalent of about $1 trillion in 10-year securities.”

        Friedman (1961 [1969], 255) explained the portfolio rebalancing that occurs when the central bank undertakes open market purchases (quantitative easing or QE) and how that rebalancing ultimately stimulates expenditure:

        
          The [public’s] new balance sheet [after an open-market purchase] is in one sense still in equilibrium . . . since the open-market transaction was voluntary. . . . An asset was sold for money because the terms were favorable; however . . . from a longer-term view, the new balance sheet is out of equilibrium, with cash being temporarily high relative to other assets. Holders of cash will seek to purchase assets. . . . The key feature of this process is that it tends to raise the prices of sources of both producer and consumer services relative to the prices of the services themselves; for example, to raise the prices of houses relative to the rents of dwelling units, or the cost of purchasing a car relative to the cost of renting one.4 It therefore encourages the production of such sources (this is the stimulus to “investment” . . .) and, at the same time, the direct acquisition of services rather than the source (this is the stimulus to “consumption” . . .).

        

        The prices of assets like equities must rise to make investors willing to hold a more liquid asset portfolio.5 The rise in asset prices is expansionary. The expansionary impact of the Fed’s QE purchases is cumulative in that continued purchases make investors’ portfolios increasingly liquid and thus make monetary policy increasingly expansionary. Undoing the impact of an expansionary monetary policy is not like turning off a water spigot. Asset prices must come down, and that can take time and be disruptive.

        Friedman also pointed out the difficulty of implementing an activist monetary policy to control gaps in macroeconomic variables, that is, a feedback policy of changing the central bank’s instrument to eliminate differences between the values of actual and targeted macroeconomic variables. The example used below is for a target for the price level. The important point is that monetary stimulus and contraction work only with “long and variable lags.” Friedman (1960, 87–88) wrote:

        
          The Federal Reserve System does not control the price level. It controls the volume of its own earning assets and, at one remove . . . the stock of money. . . . The link between the stock of money and the price level . . . is not direct and rigid, nor is it fully understood. While the stock of money is systematically related to the price level on the average, there is much variation in the relation over short periods of time. . . . There is much evidence that monetary changes have their effect only after a considerable lag and over a long period and that the lag is rather variable. . . . I find it virtually impossible to conceive of an effective procedure [for making the price level “or for that matter any other set of economic indicator . . . an effective guide”] when there is little basis for knowing whether the lag between action and effect will be 4 months or 29 months or somewhere in between. (italics in original)

        

        No doubt there is agreement that the hyperinflation in countries like Zimbabwe and Venezuela arises from the monetization of government debt by the central bank. Is there an analogue with the monetization of the government debt that occurred through the massive QE that began in March 2020? Everything will depend on how the purchasing power embodied in the 2020 bulge in money (M2) is unwound. If it is unwound through a reduction in the nominal quantity of bank deposits, then any price rise associated with the end of the pandemic will be a one-time event. However, simply spending funds in a bank deposit does not make the deposit disappear. The deposit is transferred to the recipient of the expenditure. Money is a hot potato. With no reduction in the nominal quantity money, the purchasing power embodied in the bulge in M2 will have to be run down through inflation.

        For the nominal quantity of money to decline, the FOMC must have procedures that cause the real funds rate to track the natural rate of interest. The natural rate of interest is the real rate of interest that eliminates excess demand in the goods market. Alternatively, equality between the real rate of interest and the natural rate of interest implies that savings equals investment. With that equality, there is no excess supply of bonds for the central bank to monetize in the bond market as a consequence of defending its rate peg. Without such debt monetization, there is then no excess supply in the market for the quantity of money requiring an increase in the prevailing price level.6 When households attempt to run down their excess money balances, they dissave. A sufficiently high real rate of interest causes a corresponding amount of saving in the form of paying down bank debt and extinguishing bank deposits (money). Of course, the process of unwinding the M2 bulge is aided if the Fed sells securities.

      
      
        27.2. The Control of Money Creation and Inflation with IOR (Interest on Reserves)

        In a regime of fiat money creation, what makes a central bank unique and what gives it its power to determine the behavior of the price level and its power to disrupt the operation of the price system and the economy are its ability to create and destroy the reserves of the banking system. Because bank reserves are the instrument for effecting finality of payment, the central bank exercises power over broader measures of money used to make payments. Because the central bank possesses a monopoly over the bookkeeping operations that create and destroy reserves, only it can control reserves creation. With an interest-rate instrument, this monetary control works through the discipline placed on the demand for money. With a monetary rule that maintains price stability, operating procedures that keep the real rate of interest equal to the natural rate of interest cause real and nominal money demand to grow in line with real and potential output. The banking system accommodates the demand for money, and the central bank accommodates the derivative demand for bank reserves. With nominal money growing in line with real money demand, price stability obtains. Money is a veil.

        Money (deposits) is created through the bookkeeping operations of banks when they credit customer accounts by extending loans or when they buy an asset such as a Treasury security. Banks creating deposits are concerned about the loss of reserves when customers draw on their deposits. They need to maintain a ratio of reserves to deposits sufficiently large to allow them to clear interbank transactions. An individual bank can replace lost reserves in numerous ways. Since the 1960s, the federal funds market has been the most important. To control the reserves creation of the banking system, the Fed must set its interest-rate target, which sets the marginal replacement cost of reserves for banks, in a way that controls credit creation by banks. Nothing changes in this respect with the payment by the Fed of interest on bank reserves, IOR. There remains an opportunity cost to the loss of reserves (the IOR).

        With the funds rate equal to the natural rate of interest, money is not helicopter money (determined independently of real money demand). Assume, for example, that households desire to reduce their money holdings. They spend the excess money, and it passes to other parties. They also buy Treasury debt, which raises its price and lowers its yield. To preserve its interest-rate target, the Fed sells securities and extinguishes bank deposits. Households pay down bank debt and thus extinguish deposits.7 However, if the central bank maintains the short-term real interest rate below the natural rate of interest, the resulting money creation is helicopter money. QE adds to the amount of helicopter money.

        The payment of IOR complicates the story without altering any basic principles. What changes with IOR is that the Fed can make an open market purchase of, say, an MBS, which increases bank reserves, without reducing the funds rate. IOR effectively sterilizes the additional reserves by paying banks to hold them. IOR can give the central bank the character of a GSE (government-sponsored enterprise like Fannie Mae). To understand this point, assume that the FOMC follows a monetary policy that ensures price stability. The policy not only causes the interest rate to track the natural rate of interest, r*, but also provides for a stable nominal anchor in the form of nominal expectational stability. Both real and nominal market interest rates are then equal to r*.

        Nominal money demand and the associated reserves demand are then determined by the value of market interest rates and income. When the Fed uses an interest-rate instrument, commercial banks create the demandable deposits desired by the public. The New York Desk supplies the associated amount of reserves demanded by banks, Res*. Res* allows banks to clear the interbank-deposit flows associated with the payments made using bank demand deposits. It measures the reserves creation that the central bank needs to fulfill its responsibility as a central bank charged with price stability. Assuming the Fed creates the reserves demanded only through the purchase of Treasury bills, the Fed is engaged solely in monetary policy.

        With IOR, the Fed can create additional reserves beyond Res* without lowering short-term interest rates below its interest-rate target, taken here as the benchmark natural rate, r*.8 The reason is that the Fed sterilizes that additional reserves creation by paying banks interest on the reserves. Beyond the amount of reserves required to support the clearing of deposits associated with the nominal money stock, Res*, the reserves created by the purchase of assets, say, MBS, by the Fed are liabilities associated with financial intermediation. On the Fed’s balance sheet, the MBS are assets, and the interest-bearing reserves of banks are liabilities.

        To illustrate, consider figure 27.1 which displays the pre-IOR reserves market. With an amount of reserves consistent with the funds-rate target, Res*, the purchase of an MBS by the Fed causes the supply of reserves to exceed the amount of reserves associated with the funds-rate target and the funds rate falls below the target rate. The Fed must sell a Treasury security to restore the initial condition in the reserves market. Consider now the reserves market with IOR shown in figure 27.2. The Fed can buy MBS to provide for an amount of reserves greater than Res* without lowering the funds rate. Now, in contrast to the pre-IOR case, the public exchanges an MBS for additional bank deposits. However, those additional deposits are matched on the bank’s balance sheet by additional excess reserves. There is no increase in financial intermediation—the transfer of real resources from households to investors. The increase in reserves from the MBS purchase, however, measures the extent to which IOR allows the Fed to engage in financial intermediation.

        
          [image: ]

          
            Figure 27.1. Market for Reserves without IOR

          
            Diagram from Keister et al. (2008).
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            Figure 27.2. Market for Reserves with IOR (or IORB, Interest Paid on Reserve Balances)

          
            FFR is federal funds rate. ON RRP is overnight reverse repurchase rate. Diagram from Ihrig and Wolla (2020).

          
        
      
      
        27.3. Restoring Money as an Indicator

        To prevent an uncontrolled surge in inflation, as argued here, the FOMC needs to unwind the bulge in M2 that arose starting in March 2020. It needs to follow some combination of raising the funds rate and reducing the size of its asset portfolio by selling Treasury securities and MBS. However, why should the FOMC use M2 as an indicator when it has lacked predictive power since 1980? The answer is that the reasons that money lost predictive power earlier do not hold in the special postpandemic situation. To explain, one must understand why money lost predictive power.

        First, as explained in section 14.2, with passage of the Depository Institutions Deregulation and Monetary Control Act in 1980, real money demand became interest sensitive. M1 especially ceased to be useful as an indicator of the stance of monetary policy by moving countercyclically. When the economy weakens, money market interest rates decline. Banks, however, lower the interest rates they pay on deposits only with a lag. Consequently, funds from the money market flow into bank deposits. This reintermediation causes the monetary aggregates to grow. It would of course be a mistake for the Fed to raise the funds rate. (At a deeper level, the demand for liquidity by the public remained a stable function, but the measured monetary aggregates, M1 and M2, became defective measures of the amount of that liquidity.)

        Second, especially in fall 2008, with the turmoil in financial markets, an increased demand for liquidity caused inflows into demand deposits that increased money without making monetary policy expansionary. Finally, as explained in section 27.2, when the Fed follows a rule that keeps the real rate of interest equal to the natural rate of interest, money is a veil. It has no independent predictive power.

      
      
        27.4. Concluding Comment

        With the Volcker disinflation, with brief exceptions, monetary policy remained focused on restoring and then maintaining price stability. During the recovery from the Great Recession, the funds rate remained at the ZLB for seven years. The unemployment rate fell to 3.5 percent in February 2020 while inflation remained below the FOMC’s 2 percent target (chap. 24). Based on these experiences, policy makers and markets forgot that sustained expansionary monetary policy causes inflation. At the onset of the Covid-19 crisis in March 2020, it was important for monetary policy to be expansionary to avoid deflation. Monetary stability, however, required that monetary policy cause the March 2020 bulge in money to unwind. If significant inflation does emerge, the country is unlikely to tolerate another recession to eliminate it. The United States will then be in danger of moving from a monetary environment of price stability to one of endemic inflation and price controls.

      
    
  
    
      
        [ Chapter 28 ]

        Making the Monetary Standard Explicit

      
      
        Summary: An enduring debate in monetary economics is the desirability of conducting monetary policy based on a rule as opposed to discretion.1 In the traditional debate, a rule is associated with a formula for setting the central bank’s instrument to ensure achievement of desirable long-run goals. Discretion is associated with a lack of discipline over time on the period-by-period choice of the central bank’s instrument. The goal here is to formulate a rule based on the consistent (rule-like) behavior of the FOMC in the Volcker-Greenspan era of the Great Moderation.

        With this era taken as a template, one can understand FOMC debate as organized around two forecasts: the behavior of inflation and the behavior of real GDP growth. The discipline this exercise imposes is that the FOMC communicates to financial markets a path for the funds rate that will make these forecasts compatible with its dual objective. First, forecasts of inflation should end with price stability (low, stable inflation). Second, forecasts of real GDP should end with a sustained zero output gap, that is, with output growing at potential. The FOMC makes these forecasts based on an implicit model that explains the relationship between inflation and real output.

        The assumption here is that there exists considerable stability in the formulation of monetary policy. The proposal is to elucidate this rule-like behavior by requiring that the FOMC move to a committee SEP (Summary of Economic Projections) as opposed to the current collection of individual participant forecasts. This FOMC SEP would start with a Board staff forecast of inflation and output based on a model. The committee would choose the nature of the model and the reaction function used in the model forecast. The result would clarify the character of the monetary standard that the Fed has created. The resulting FOMC SEP would enable the FOMC chairs in their communications to place FOMC actions in the context of a rule that imposes consistency over time in those actions.

      

      The Federal Reserve System operates under a “dual mandate” from Congress to provide for stability in prices and maximum employment. Because the mandate is so general, it provides no guidance as to the actual monetary standard that policy makers have determined. The failure of policy makers to articulate the monetary standard means that it can evolve in unpredictable and disruptive ways. Moreover, it has been difficult to learn what sort of rule is stabilizing.

      
        28.1. Why the FOMC Communicates the Way It Does

        Proponents of a rule often want a numerical rule for determining monetary policy actions that eliminates all judgment. Such a rule is not feasible. FOMC decision-making is based on forecasts, and those forecasts inevitably involve judgment. The proposal here argues for using the FOMC’s SEP forecasts to move toward rule-based decision-making. The change requires moving from an exercise based on forecasts of individuals to an exercise based on an FOMC forecast.

        Regardless of the extent to which one can characterize FOMC decision-making as rule-like, the FOMC chair does not characterize it as such. To understand why, it is useful to note that the chair communicates on two channels: one to financial markets and one to Congress and the public. The way in which communication takes place depends on the channel. To markets, the FOMC communicates its view of the most likely path for the funds rate. Because that path is contingent on incoming information on the economy, the FOMC must also communicate an understanding of its strategy. Communication via the financial market channel takes place through the FOMC statement, minutes, and speeches. It requires inference about the systematic part of monetary policy strategy.

        To understand FOMC communication to the Congress and the public, it is important to appreciate that the Fed is trapped in a bad political equilibrium. All monetary policy strategies since the Treasury-Fed Accord are based on the lean-against-the-wind (LAW) procedures initiated by FOMC chairman William McChesney Martin. With these procedures, in response to sustained growth in output above potential measured by increased rates of resource utilization (sustained declines in the unemployment rate), the FOMC raises the funds rate above its prevailing value in a measured, persistent way. Explicitness about LAW would limit the ability of the chairman to communicate through the public channel in a way that deflects populist attacks. Populist congressmen would claim that the Fed is controlling inflation “on the backs of the working man” by retarding the growth of the economy and raising unemployment. “Allowing the price system to work in an unfettered way by tracking the natural rate of interest” is hardly a cogent argument to a populist.

        The language of discretion, in contrast, allows the chair to communicate policy in terms of the desirability of individual policy actions. An increase in the funds rate can be defended as acting against “inflationary pressures.” Criticism of individual policy actions requires maintaining an ongoing knowledge of the economy that is possible only for full-time business economists or Fed staff. Politicians are immediately out of their depth in a debate over the economy. Ultimately, the issue is whether to trust open debate and the American political process.

        To avoid communication that could be used to attack the Fed for raising unemployment to control inflation, the FOMC communicates its presumed successful pursuit of the dual mandate. This communication takes the form of long-run forecasts of the economy in which both objectives (price stability and maximum employment) are achieved. Shocks to unemployment and inflation arise externally. The FOMC then packages individual policy actions as optimal in the context of the contemporaneous behavior of the economy. The implicit assumption is that they concatenate to an optimal monetary policy strategy and successful fulfillment of the dual mandate.

        The FOMC renders the two channels of communication compatible by lack of explicitness over its strategy. The chair controls the format of FOMC meetings to produce a monetary policy action combined with language in the statement, which, when followed over time, allows markets to infer the monetary policy strategy (reaction function or rule). However, nothing in the format of FOMC meetings or the resulting statement and minutes makes that strategy explicit. The format of FOMC meetings is not organized around a monetary policy strategy. FOMC chairmen impose the continuity required to implement the strategy through the way in which they control over time individual monetary policy actions. As a by-product of this format for FOMC meetings, the chairmen enhance their control over FOMC decision-making.

      
      
        28.2. Rules versus Discretion as Seen by a Fed Insider

        The summaries offered below of the speeches by Stanley Fischer appear to place him on both sides of the rules versus discretion debate.2 The resolution offered here for the apparent conundrum provides insight into how to place FOMC decision-making along a continuum running from discretion (judgment) to rules.

        Fischer (2017b, 1) appeared to come down in favor of rules:

        
          It has been increasingly acknowledged that monetary policy implementation relies importantly on the management of market expectations. . . . Clarity about the central bank’s reaction function . . . helps meet the central bank’s policy targets, with the result that the markets are working in alignment with the policymaker’s goals. . . . Clear communication of the Federal Open Market Committee’s (FOMC’s) views on the economic outlook and the likely evolution of policy is essential in managing the market’s expectations.

        

        The spirit of Fischer (2017b, 1) is that the FOMC should “avoid unintended surprises in the conduct of policy.” That spirit argues for consistency in and explicitness about an FOMC strategy.

        Fischer appeared to make the case for implementation of a policy based on rules when he talked about the Board of Governors’ staff model, FRB/US. Fischer (2017a, 6–7) said:

        
          An increase in the federal funds rate affects expectations of future values of that rate, which in turn affect interest rates on longer-term bonds, equity prices, and the exchange value of the US dollar. Households and firms are forward looking. . . . [They] set out a plan—a contingency plan—for consumption, savings, and employment for the future. . . . So the expectations of decisionmakers, be they households, firms, or investors, are at the center of how monetary policy works—both in the real world and in FRB/US.

        

        The FOMC must impose a consistency on its decision-making that causes the public to make forecasts of its future actions based on an explicit FOMC strategy. For financial markets, that consistency is a prerequisite for causing the term structure of interest rates to respond in a stabilizing way to incoming news about the economy.

        In contrast, Fischer also discounted the use of models in favor of judgment. Fischer (2017a, 1) recounted how, when he was a student at the London School of Economics in the early 1960s, he believed that economists could construct econometric models that would “accurately predict the future course of the economy.” Given their objectives, policy makers could use the model to solve for “the desired values of the target variables.” He then added that “it has not yet happened.”

        In another venue, the Hoover Institution, Fischer (2017c, 1) gave a speech, “Committee Decisions and Monetary Policy Rules,” that carried the message that the FOMC, at its meetings,

        
          should consult the prescriptions of policy rules, but . . . should avoid applying them mechanically. . . . Policymakers might have good reasons for deviating from these rule benchmarks [interest-rate rules]. . . . They could appropriately behave in ways that are not very well characterized by simple monetary policy rules.

        

        Fischer (2017c, 3) cited commentary by Don Kohn (1999) to say that policy makers “do not see their past actions as a very firm guide to current or future policy.”3 Fischer drew the conclusion that “policymakers will from time to time change their assessment of what rule they regard as the appropriate benchmark.” The thrust of Fischer’s speech was that decision-making by committee is desirable but that it precludes use of a rule. Fischer (2017c, 4) argued that “committee decision-making is, on average, preferable to the use of a rule. . . . Adherence to a simple policy rule is not the most appropriate means of achieving macroeconomic goals.”

        Fischer (2017a, 3) asked the central question, “How does the FOMC choose its interest rate decision?” In response to his rhetorical question, Fischer (2017a, 4) responded that its members look at the prescriptions of rules and model simulations as inputs. “In reaching its decision, the Committee will examine the prescriptions of different monetary rules and the implications of different model simulations.” However, Fischer did not address why such models would be useful in predicting the impact of the FOMC’s decision. In the spirit of Lucas (1980 [1981]), to yield reliable forecasts, the FOMC must have articulated the rule embodied in the model and have committed to it so that it knows with certainty that the rule shapes the expectations of the “decisionmakers, be they households, firms, or investors.”

        Fischer’s characterization of FOMC decision-making was that at each meeting members consider a variety of rules and model simulations, but then decide on a monetary policy action based on criteria unrelated to those rules and simulations. Fischer (2017c) left unanswered the question of how the FOMC fulfills the imperative stated in Fischer (2017a) and Lucas (1980 [1981]) of disciplining the expectations of the public. What imposes the required consistency to policy?

        A reading of FOMC transcripts suggests that policy makers do not make policy using an analytical framework. They make it judgmentally. There is no explicit framework to relate objectives to the instrument (the funds rate). FOMC participants believe they will make the right decision each period provided they have information on the near-term evolution of the economy. Models are useful only if they predict the near-term behavior of the economy. Meltzer’s (2009, 82) assessment still holds: “In the 1950s, there was neither a common framework nor a common set of beliefs about monetary policy.”

      
      
        28.3. A Case Study in FOMC Decision-Making: The August 2011 Meeting

        Governor Fischer used the August 2011 FOMC meeting as a case study in FOMC decision-making. As with other meetings, FOMC decision-making was not guided by a commonly accepted framework or model. The forecast by the staff of the Board of Governors contained in Tealbook Book A organized FOMC discussion.4 The forecast is judgmental. The staff imposes consistency in the components of GDP through accounting identities, but the forecast does not come from a model. Tealbook Book B does contain model simulations and estimated policy rules like the Taylor rule that yield funds-rate forecasts. However, in the 162 pages of the FOMC transcript there were almost no references to these simulations or estimated policy rules.

        From the June to the August Tealbook, predicted inflation for the year 2011 remained stable, going from 1.7 percent to 1.8 percent (personal consumption expenditures chain-weighted price index excluding food and energy). The key fact for the August 2011 meeting was the decline in forecasted real GDP growth from the June Tealbook. For the year 2011, predicted real GDP went from 2.7 percent to 1.8 percent while annualized real GDP growth predicted for 2011Q3 fell from 3.9 percent to 2.9 percent. As is generally the case, the change from one meeting to the next primarily reflected the incorporation of new data. The FOMC go-around on the economy started with a staff summary of the Tealbook Book A. David Wilcox (Board of Governors, FOMC Transcript, August 9, 2011, 17), director of the Division of Research and Statistics, reported on “a seemingly unrelenting stream of negative news about the pace of the recovery that we received during the intermeeting period.”

        The Board staff estimated a growth gap of −0.3 percent: 1.8 percent minus 2.1 percent. The 1.8 percent figure is the predicted growth in real GDP for 2011, and the 2.1 percent figure is estimated potential growth for 2011 (Board of Governors, Tealbook Book A, 22, table “Decomposition of Potential GDP”). It would have been desirable for that figure to be positive given that the estimated output (GDP) gap was −6.0 percent. The estimated unemployment gap was 3.2 percent: 9.2 percent minus 6.0 percent. The 9.2  percent figure was the estimated unemployment rate for 2011Q3, and the 6.0 percent figure was the estimated NAIRU, or nonaccelerating inflation rate of unemployment, measuring full employment (the latter figures come from Board of Governors, Tealbook Book A, August 3, 2011, 101, table 3, “Other Macroeconomic Indicators”).

        As an indication of the difficulty of forecasting in real time, the Tealbook (Book A, August 11, 2011, 1) offered only conjectures for the halting recovery:

        
          The specific identity of the forces imposing greater-than-expected restraint on the expansion is not readily apparent. One possibility is that the shocks that have hit the economy are more severe and more persistent in their effects on aggregate demand than we previously recognized. Another possibility is that the self-equilibrating tendency of the economy has been greatly weakened by the damage resulting from the financial crisis. A third possibility is that the economic weakness reflects structural factors—and a lower path of potential GDP—to a greater degree than we had been assuming.

        

        As illustrated by the decline in the forecasted value of real GDP for 2011 from 2.7 percent in the June 15, 2011, Tealbook to 1.8 percent in the August 3, 2011, Tealbook, forecasting even the near-term evolution of the economy is problematic (see figure 14.9).5

        FOMC debate at the August 2011 meeting concentrated on the causes of the slowdown in the economy. The hawks argued that potential growth had also slowed. The growth gap therefore was zero. Jeffrey Lacker (Board of Governors, FOMC Transcript, August 9, 2011, 43), president of the Federal Reserve Bank of Richmond, argued that structural change in the labor market due to worker mismatch and a low probability of exiting long-term unemployment had raised the natural rate of unemployment. Charles Plosser (Board of Governors, FOMC Transcript, August 9, 2011, 53), president of the Federal Reserve Bank of Philadelphia, argued that recent downward revisions to GDP growth by the Bureau of Economic Analysis reflected a lower rate of growth of potential output. James Bullard (Board of Governors, FOMC Transcript, August 9, 2011, 57–58), president of the Federal Reserve Bank of St. Louis, argued that the promise of a low funds rate for a long time would cause markets to expect deflation. That expectation would raise the real rate of interest and make policy tighter. Narayana Kocherlakota (Board of Governors, FOMC Transcript, August 9, 2011, 59), president of the Federal Reserve Bank of Minneapolis, talked about an “erosion of skills . . . translating into a corrosive effect on the supply side of the economy.”

        Thomas Hoenig (Board of Governors, FOMC Transcript, August 9, 2011, 61), president of the Federal Reserve Bank of Kansas City, argued that “flooding more liquidity into the market” would not deal with the fundamental problem, which was the need for households to reduce debt burdens. Richard Fisher (Board of Governors, FOMC Transcript, August 9, 2011, 44, 116, 127), president of the Federal Reserve Bank of Dallas, contended that the slowdown in spending came from an undermining of confidence due to nonmonetary factors, namely, government negotiations over the debt ceiling. He argued that there was nothing the Fed could do to correct problems created by uncertainty over fiscal policy. Ultimately, presidents Fisher, Kocherlakota, and Plosser dissented. Lacker and Bullard were not voting members.

        The doves prevailed. The FOMC consensus was that there existed a cyclically high negative output gap, which called for a positive growth gap. Sandra Pianalto (Board of Governors, FOMC Transcript, August 9, 2011, 123), Cleveland Fed president, summarized the supporting consensus forecast of how the economy would evolve with a lower expected funds-rate path. “If the FOMC was currently publishing the fed funds rate path that underlies our current economic projections, then the public would already know that we don’t expect to raise the fed funds rate until about mid-2013, that we expect at that time the unemployment rate is going to be at 7½ percent, and that we anticipate having subdued inflation until mid-2013.” William Dudley (Board of Governors, FOMC Transcript, August 9, 2011, 130), New York Fed president, concurred: “The Committee has a forecast. Now, people may disagree with the forecast, but is it unreasonable for the Committee to have a view, that the Committee, in its totality, today anticipates that this is what is likely?”

        What can one conclude from this case study? There is no numerical rule or structural model of the economy that provides the FOMC with the actual-natural benchmarks for the growth gap and the output (unemployment) gap. There is a need for judgment in implementing the lean-against-the-wind procedures, which call for tightening in response to persistent above-trend growth in real output, and conversely for below-trend growth. The need to make decisions contemporaneously renders difficult the identification of persistent as opposed to transitory strength (weakness).

        At the same time, the FOMC does arrive at a near-term forecast of the economy based on a consensus understanding of these guideposts. To arrive at a monetary policy action, the FOMC uses LAW rules of thumb, which rely on estimates of the strength of economic activity and the implications for the change in the rate of resource utilization. Although the starting point for discussion is the staff’s judgmental forecast in the Tealbook Book A, the FOMC employs a myriad of pieces of information on the economy.

        At the August 2011 meeting, the statement read, “The Committee decided today to keep the target range for the federal funds rate at 0 to ¼ percent. The Committee currently anticipates that economic conditions . . . are likely to warrant exceptionally low levels for the federal funds rate at least through mid-2013.” The FOMC substituted “at least through mid-2013” for the prior in the June statement “for an extended period” (Board of Governors, FOMC Transcript, August 9, 2011). In reference to the language in the first two paragraphs of the statement, Chairman Bernanke (Board of Governors, FOMC Transcript, August 9, 2011, 87) stated, “Simply darkening our statement . . . and taking no action [would] have one big . . . disadvantage. The big disadvantage is that I think the markets and the economy would react very poorly to that. It seems as though the Fed is saying that the situation has gotten significantly worse, but we’re not willing to do anything about it.” Bernanke’s recommendation reflected the “lean-against-the-wind” (LAW) tradition of William McChesney Martin.

        The communication to financial markets occurs through the postmeeting statement.6 The first paragraph summarizes the change in economic activity since the last meeting. The second paragraph provides the committee’s near-term outlook for the economy. The next paragraph places the decision on the funds rate and its likely path in the context of the characterization of the economy provided in the first two paragraphs. In August 2011, given the existing ZLB, the FOMC communicated its intention to implement a lower funds-rate path not through a funds-rate reduction but instead through language indicating a longer period before liftoff of the funds rate from the ZLB (see figure 24.6). Markets infer the FOMC’s reaction function by observing the consistency in FOMC behavior over time as registered in the statement.

        Communication with financial markets requires an FOMC consensus and clarity about that consensus. The FOMC needs to reach a consensus so that the language of the statement and the public commentary of the chairman convey a clear message to financial markets. Using the example of the May 2013 taper tantrum in which bond rates rose when Chairman Bernanke mentioned phasing out the FOMC’s policy of quantitative easing, Fischer (2017b, 1–2) stressed how strongly the FOMC works to avoid “market surprises.” Avoiding market surprises requires consistency in the FOMC’s monetary policy strategy over time. Because the FOMC does not articulate that consistency as a rule, Fed watchers must infer it.

        Policy has the spirit of “guess and then correct” as new information arrives. It entails a search procedure for the natural rate of interest. Although there is no numerical formula that reveals the natural rate to the FOMC or the associated actual-natural rate benchmarks for growth and the output gap, the search procedure imposes discipline and consistency. The issue then is to discover how to make that consistency and discipline explicit. The answer provided here is to adopt an FOMC Summary of Economic Projections (SEP) based on an explicit reaction function.

      
      
        28.4. Using the SEP to Move toward Rule-Based Policy

        The FOMC also uses the quarterly SEP exercise to communicate to financial markets. It shows median values of the forecasts submitted by FOMC participants.7 Forecasts comprise the four-quarter growth rate of real GDP ending in the fourth quarter, the fourth-quarter unemployment rate, and headline and core PCE inflation over the four-quarter interval ending in the fourth quarter. The so-called dot plot displays by year the individual forecasts for the funds rate for the fourth quarter. Forecasts are for the contemporaneous year, for three additional years, and for a “longer run.”

        The SEP communicates to two different audiences. One audience is financial markets. Markets focus on median values under the assumption that they reflect the consensus view achieved by the FOMC chair. Markets are interested in the FOMC’s estimate of the likely funds-rate path. They are also interested in how the path is likely to change in response to incoming information on the economy. The dot plot offers information on the estimate of the likely funds-rate path. Markets also watch how the quarterly changes in the economic forecasts affect this estimated path.

        The other audience for the SEP is Congress. The SEP builds in the message that the FOMC is pursuing the dual mandate. As Fischer (2017a, 2) put it:

        
          [SEP] projections are based on each individual’s assessment of appropriate monetary policy. Each FOMC participant writes down what he or she regards as the appropriate path for policy. They do not write down what they expect the Committee to do. . . . “Appropriate monetary policy” is Fedspeak for a policy that delivers on the Committee’s interpretation of its legislated mandate. The fact that FOMC participants’ forecasts are conditional on each participant’s conception of the appropriate monetary policy . . . means that their forecasts will tend to converge over time to the Committee’s 2 percent inflation objective and to each individual’s interpretation of maximum employment.

        

        As Fischer noted, the SEP records individual participants’ forecasts based on an assumption of “appropriate monetary policy.” Unfortunately, the term “appropriate monetary policy” is without content. Each participant simply choses a funds-rate path that makes his or her forecasts converge to the FOMC’s inflation target and puts unemployment at its full-employment level. What model, if any, that conditions those forecasts is lost.

        There is no way to separate the forecasts made by individual FOMC participants much less evaluate them for internal coherence. The individual forecasts are jumbled together as separate forecasts of real GDP, prices, the unemployment rate, and the funds rate. There is no identifiable, common set of conditioning variables (behavior of the exchange rate, stock market, etc.). There is no way to associate participants’ funds-rate paths with their forecasts of the economy. Fed watchers cut through the disconnected mass of information presented in the SEP by looking at median values under the assumption that they portray the consensus views of the FOMC achieved by the chair.

        Any meaningful reform of FOMC communication should start by making the SEP an FOMC forecast. An FOMC SEP would make explicit what the FOMC must do in any event, namely, reach a consensus on a funds-rate path and a consistent forecast of the near-term evolution of the economy that it can communicate to financial markets. However, at present, that consensus is only implicit. Also implicit is the underlying consistency the chair imposes on how the FOMC changes its projected funds-rate path in response to incoming information on the economy—the FOMC’s reaction function.

        What would be required to implement an FOMC SEP? At its initial meeting of the year, the FOMC would debate and presumably reaffirm its preferred reaction function. The first-difference rule shown in formula 28.1 is illustrative.8

        
          (28.1) it = it−1 + 0.5(πt+3|t − π*) + 0.5(yt+3|t – y*t+3|t) + 0.5ogt+3|t,

        

        Where it is the funds rate for quarter t. πt+3|t is forecasted quarterly inflation three quarters ahead, and π* is the inflation target. Quarterly real GDP and potential real GDP (in logarithms) are qt and q*t, respectively. Quarterly annualized real GDP growth is yt = (qt − qt−1) × 400, and the potential growth counterpart is y*t = (q*t − q*t−1) × 400. (The logarithmic differences are percentage changes.) (yt+3|t – y*t+3|t) is forecasted three-quarters-ahead quarterly real GDP growth relative to potential growth. The output gap is ogt = (qt − q*t) × 100.

        Formula 28.1 captures the FOMC’s LAW procedures. The FOMC moves the funds rate relative to its current value to counter sustained changes in the economy’s rate of resource utilization. That is, it moves the funds rate to maintain (yt+3|t – y*t+3|t) = 0. Output cannot grow indefinitely above trend without raising inflation; conversely, output cannot grow indefinitely below trend without causing disinflation. The FOMC gauges expectations of inflation in bond markets to check that markets do not believe that it is “behind the curve.”

        Orphanides (2019, 26) estimated a reaction function like formula 28.1:

        
          (28.2) it = it−1 + 0.5(πt+3|t − π*) – (ut+3|t − ut−1|t).

        

        The forecasted change in the unemployment rate, (ut+3|t − ut−1|t), captures whether the economy is growing faster or slower than potential, as measured by whether the rate of resource utilization in the labor market is declining or rising. As a proxy for the forecasted values, Orphanides used the Survey of Professional Forecasters (SPF) and, when it became available, the quarterly FOMC SEP forecasts. Orphanides (2019, 26) wrote:

        
          Evidently, even though the FOMC has not clearly articulated a policy strategy, its policy decisions can be broadly characterized with a simple and robust monetary policy rule that is based on participants’ economic projections. Simple policy rules based on near-term projections of inflation and economic activity can serve as a useful tool to communicate the Federal Reserve’s strategy and provide a rationale for policy decisions.

        

        The terms in the reaction function shown in formula 28.1 are forecasts, not hard data. That fact reflects actual practice, which, in part, reflects lags in the availability of data. Forecasts also possesses the advantage that a forecast removes the idiosyncratic noise of the contemporaneous behavior of the economy. The issue is how to make the FOMC accountable for those forecasts through public scrutiny. The proposal here builds on that concern. At its first meeting of the year, FOMC participants would articulate a reaction function. For the remainder of the year, the Board of Governors staff would prepare their forecasts using that reaction function.9 As at present, at quarterly meetings, the FOMC would release an SEP, but the SEP would be a consensus FOMC forecast. As essential background, the FOMC would also release the Tealbook Book A, containing the Board of Governors staff forecasts. At present, Tealbooks are released only with a lag of five calendar years.

        As captured by formulas 28.1 and 28.2, the FOMC works off forecasts of the economy. There is no feasible way, however, that the nineteen participants sitting around the boardroom table in Washington could by themselves arrive at a consensus forecast of the economy. Necessarily, they start with and then modify the Tealbook forecast. In the case of the regional bank presidents, contacts in the business community furnish additional near-real-time information on the economy. Scrutiny of the consensus FOMC SEP forecast of the economy by outside observers, therefore, would necessarily start with the detailed base forecast in the Tealbook and then examine the plausibility of the FOMC’s modification.

        At the chair’s press conferences with an SEP, both the consensus FOMC SEP and the Tealbook Book A with the staff forecast would be available. The FOMC forecast could be more optimistic or more pessimistic about the economy than the staff’s forecast. The chair would explain differences between the FOMC’s outlook and the Tealbook’s outlook and the corresponding difference in the projected funds-rate path. Because the consensus FOMC SEP forecast presented by the chair would not be constrained by the reaction function in 28.1, the FOMC would not be strictly constrained to follow a rule but would possess room for judgment. However, the chair would discuss the funds-rate decision in the context of a rule.

        The proposal for an FOMC SEP would allow the chair to talk about the strategy for monetary policy in terms of a reaction function. It would make available to the public the nature of the consistency already conveyed implicitly to financial markets. At the same time, the chair can treat the reaction function as a guidepost that yields a consistent strategy over time rather than a definitive numerical formula for the funds-rate target. Reasons for deviating from the reaction function could include unusual uncertainty over the international situation or turmoil in financial markets.

      
      
        28.5. Using a Model to Explain the Monetary Standard

        When central banks make mistakes, the results are catastrophic. Significantly contractionary monetary policy brings down the world economy. Significantly expansionary monetary policy creates inflation. At the same time, monetary policy is effectively determined by a small number of individuals: the FOMC chair and vice chair, the vice chair of the Board of Governors, and typically a few forceful governors and regional Bank presidents. There is a need for more of a vetting of monetary policy—a vetting that needs to come from a more robust interaction between Fed policy makers and academics versed in monetary economics. The proposal here is that on a quarterly basis the Fed organize an exchange between key policy makers, obviously including the FOMC chair, and academic economists known for their work in monetary economics. For a useful exchange to occur, policy makers must communicate using the language of economics, that is, in terms of a model.10

        At present, the Fed communicates only in general terms its objectives and its near-term forecasts of the economy. It does not communicate how its behavior translates into stabilizing behavior for the economy. Such communication requires a model that explains the relationship between the FOMC’s response to the behavior of the economy (its rule) and the resulting behavior of the economy (summarized in the operation of the price system). In short, the Fed needs to communicate its understanding of the monetary standard that it has created. The following attempts to construct the implicit model underlying the monetary standard put in place formally with the Jackson Hole speech of Chair Powell (2020d). The contention here is that the model is Keynesian in spirit. If this characterization is correct, then an academic exchange could focus on why such a model failed in the 1970s and what is different in the pandemic period.

        With the onset of the virus, employment (total nonfarm payroll) plummeted by 22.4 million from February 2020 to April 2020. Richard Clarida (Timiraos 2020), Board of Governors vice chair, interpreted the decline in employment as an aggregate-demand shock requiring an expansionary monetary policy: “I always thought if we got hit with a virus spread that it would, in net, be a shock to aggregate demand, and that’s what I think it is.” The resulting commitment to an expansionary monetary policy to stimulate aggregate demand came at a time of social tension encapsulated in the Black Lives Matter movement. A highly expansionary monetary policy, unseen since the 1970s, then occurred in the context of the establishment of a socially desirable low rate of unemployment as an objective on an equal footing with long-term inflation of 2 percent.

        LHM (2021b) summarized remarks of Chair Powell (2021c):

        
          Powell gave remarks yesterday focused on disparities in economic circumstances across educational levels, racial groups, genders, and income levels. He said that “The Fed can contribute as well” to addressing these disparities through its monetary policy. He tied this objective to the design of the new framework: “We view maximum employment as a broad and inclusive goal. Those who have historically been left behind stand the best chance of prospering in a strong economy with plentiful job opportunities.”

        

        Comments by John Williams, president of the New York Fed, illustrate the Keynesian character of policy. The Fed controls inflation through its control over the amount of slack in the economy. With job loss above prepandemic levels, there is sufficient slack in the economy to prevent a sustained, high rate of inflation. Given significant slack, the inflation that does occur must be cost-push, reflecting relative price changes in particular markets, and, as such, must be transitory. Slack is defined by employment relative to a socially desirable low rate of unemployment. Implicitly, monetary policy needs to be expansionary because the price system by itself would work too slowly to restore full employment. Monetary policy works through its influence on financial intermediation.

        J. C. Williams (2021) remarked:

        
          Let’s not forget that there are about eight and a half million fewer jobs today [May 3, 2021] than before the pandemic. . . . This means we will need big jobs numbers for some time to fully get the country back to work. . . . The labor market indicator that gets the most media attention is the unemployment rate. But that statistic may not be the best measure of the overall health of the labor market because people who temporarily drop out of the labor force don’t get counted as unemployed. . . . One measure that I find useful is the employment-to-population ratio, or “EPOP.” . . . Before the pandemic, when the labor market was quite strong, EPOP was about 61 percent. . . . It’s still more than three percentage points below pre-pandemic levels.

          Once the price reversals and short run imbalances from the economy reopening have played out, inflation will come back down to about 2% next year. . . . The data and conditions we are seeing now are not nearly enough for the FOMC to shift its monetary policy stance. . . .

          Maintaining very low interest rates serves two purposes. First, it makes it easier for households and businesses to meet their borrowing needs, for things like opening businesses and buying homes. Second, low interest rates foster broader financial conditions that help promote the rebound in spending and investment needed to return the economy to full strength.

        

        Chair Powell (Board of Governors 2021, 6) commented:

        
          It seems unlikely frankly that we would see inflation moving up in a persistent way that would move inflation expectations up while there’s still significant slack in the labor market. . . . It’s much more likely that . . . having achieved maximum employment conditions we would also be seeing 2% inflation.

        

        With a structural Phillips curve used as the construct for FOMC control of inflation, no FOMC participant ever mentions money. Friedman’s (1963 [1968], 39) dictum “Inflation is always and everywhere a monetary phenomenon” never appears. Governor Quarles (2021, 8) commented:

        
          I am not worried about a return to the 1970s. We designed our new monetary policy framework for the very different world we live in now, which involves an equilibrium for the economy with slow workforce growth, lower potential growth, lower underlying inflation, and, therefore, lower interest rates. One of those differences is that the kinds of “wage-price spirals” that characterized inflation dynamics in the 1970s have not been present for a long time. It’s quite possible that this situation now prevails because inflation is never high enough for long enough to enter decision making in a material way.

        

        The analytical construct within which the FOMC conducted monetary policy with the start of the pandemic may turn out to have been optimal. The point here is that one must infer it. It is then extremely hard to learn from experience because of the need to infer the monetary standard. The FOMC should make it explicit and have a regular forum for debating it with academic economists.

      
      
        28.6. Rules, Independence, and Accountability

        Central bankers emphasize the need for independence. Public support for that independence rests on a sense of legitimacy, which in turns comes from a belief that policy makers are accountable. For that to happen, there must exist clarity about their objectives and their strategy for achieving those objectives.

        The Constitution of the United States assigns to Congress the power “to coin money and regulate the value thereof.” Originally, that meant the Congress could establish a mint that would provide dollars in specie in return for a specified weight in gold or silver. That assignment of powers came out of the British system of government in which Parliament had control of the mint. In the United States, this assignment of powers ensures that Congress retains control over fiscal policy through the control of the seigniorage that comes from money creation.

        Congress, however, lacks the capacity to direct the operation of monetary policy. It has delegated that responsibility to the Federal Reserve. At the same time, it has also effectively delegated to the Fed the responsibility for determining the nature of the monetary standard not just the responsibility to run it. This delegation is awesome, and debate over accountability is natural. One proposal is to limit the regional character of the Fed either by removing the regional Reserve Bank presidents from the FOMC or by requiring their appointment by the president. Given the short tenures of most governors and the four-year terms of the chair and vice chair of the Board of Governors, the practical result would be to increase the influence over monetary policy of the administration relative to Congress. To date, Congress has not removed the checks and balances of a regional system.

        A long-standing proposal for reform is to require the formulation of monetary policy subject to an explicit rule. Fed spokespersons have protested that the rules proposed entail an arithmetical formula for the determination of the funds rate. They are correct in asserting that setting the funds rate involves ongoing judgment about the evolution of the economy. Forecasting the economy entails a process of trial and error with continual feedback from financial markets and incoming news about the economy. However, when successful, that process is disciplined by a fixed north star in terms of maintaining expected inflation equal to target and of maintaining growth of output along its potential path. The proposal here makes that discipline explicit and provides for the formulation of monetary policy in the spirit of a rule.

        The proposed FOMC SEP would make monetary policy more transparent and would facilitate communication using the language of economics. The absence of clarity about the strategy of monetary policy obscures the nature of the monetary standard and its evolution over time. As a result, the FOMC possesses no systematic way to learn from historical experience. Bad outcomes can always be rationalized as due to a bad shock. Moreover, the absence of an intellectual consensus over the nature of the monetary standard makes the regime fragile. Given the vagaries of the political appointments process, there is little to ensure institutional continuity. Because Congress delegated responsibility for the design of the monetary standard to the Fed, the Fed has a responsibility to explain the nature of the standard it has created. To do so, it must communicate using the language of rules and economics.

        The FOMC “Statement of Longer-Run Goals and Monetary Policy Strategy” includes the language: “The Committee seeks to explain its monetary policy decisions to the public as clearly as possible. Such clarity facilitates well-informed decision-making by households and businesses, reduces economic and financial uncertainty, increases the effectiveness of monetary policy, and enhances transparency and accountability, which are essential in a democratic society.”11 The most important step the FOMC could take toward fulfillment of this statement of intent would be to move toward an explicit FOMC SEP.

        The proposal here builds on existing practice. It is radical only in that it moves the FOMC toward greatly increased transparency and accountability. However, the additional explicitness is important. Monetary stability is the ultimate prize.

      
    
  
    
      
        [ Chapter 29 ]

        What Is the Optimal Monetary Standard?

      
      
        Summary: The New Keynesian (NK) model is the big-tent model used by macroeconomists. It is the starting point for clarifying one’s views about how the world works but must be supplemented by empirical generalization. The assumption of rational expectations rules out monetary instability as a cause of real instability. All the agents (households, firms, and the central bank) know the structure of the economy. Because the central bank understands the structure of the economy, it will always implement a stabilizing monetary policy. Monetary policy can never cause a serious recession.

        The version of the NK model consistent with the monetarist tradition is the Goodfriend and King (1997) version. In this version, price stickiness is the key friction. A policy of price stability then removes the friction, and the real business cycle core of the economy determines real variables. In this sense, the economy exhibits a “classical dichotomy” in that real variables are determined independently of the price level. A central bank with a target for price stability does not literally have a simple feedback rule with which it moves its instrument (the funds) rate in response to deviations of the price level from a fixed value. The basic NK model needs to be supplemented with the Aoki (2001) version containing a sticky-price sector and a flexible-price sector. Firms in the sticky-price sector are constrained to change prices only infrequently. Firms in the flexible-price sector operate in auction markets in which prices are determined continuously.

        To allow the price system to determine relative prices, the central bank should control inflation in the sticky-price sector and allow inflation originating in the flexible-price sector to pass through to headline inflation. It can do so indirectly through a credible rule that conditions the price setting of firms in the sticky-price sector. The central bank then turns the determination of real variables over to the operation of the price system through procedures that cause the real funds rate to track the natural rate of interest, where the latter is the real interest rate (actual and expected) that maintains real aggregate demand equal to potential output (maintains the output gap equal to zero).

        This monetary policy characterized the Volcker-Greenspan era. In that era, the discipline required to restore the nominal expectational stability lost in the stop-go era required abandonment of the prior activist aggregate-demand management policy in which the FOMC tried to balance off the two assumed competing goals of price stability and full employment. That discipline required the FOMC to follow a rule to restore nominal expectational stability while allowing the price system an unfettered ability to determine real variables like employment and output. The central bank controls trend inflation through a credible rule that causes firms in the sticky-price sector to coordinate on the same expectation of inflation in setting prices for multiple periods. The control of inflation then does not require that the FOMC exercise control over the real-nominal trade-offs summarized in Phillips curves.

      

      The monetary standard explains how the actions of the central bank translate into the behavior of firms and households. To understand the nature of the monetary standard, one must explain how the central bank varies its instrument in response to incoming information on the economy given its objectives: the reaction function. One must then explain how the reaction function works to produce the desired collective behavior of firms and households given the structure of the economy.

      In particular, the monetary standard elucidates the influence of the central bank over the nominal (dollar) expenditure of households and firms. That influence must be indirect rather than one of direct control. There is no wartime rationing or centralized control of production. There are no wartime price controls. The central bank does not directly control the nominal expenditure of agents and the price setting of firms. That is, it must work through the operation of the price system and through expectations of its (the central bank’s) future behavior.

      A monetary standard that provides for macroeconomic stability incorporates a rule that disciplines the consistency of the behavior of the central bank over time (its reaction function). Implicit in the choice of an optimal rule is an understanding of the structure of the economy. The monetarist-Keynesian debate advanced competing visions.

      Monetarists placed monetary control at the center of central bank decision-making. The responsibility of the central bank is to discipline the bookkeeping operations of banks that create bank deposits (money). The implication of controlling something nominal rather than real is giving the price system an unfettered ability to work to control real variables. In contrast, Keynesians placed nominal-real trade-offs at the center of monetary policy. The responsibility of the central bank is to vary nominal expenditure to balance off competing goals between a real variable (unemployment) and a nominal variable (prices). The Phillips curve expresses the relevant trade-offs. Keynesians believed that the central bank should supersede the working of the price system to achieve a desirable balance between inflation and unemployment.

      One needs a model to understand the monetary standard both in terms of how the actual standard has evolved over time and in terms of an optimal standard by which to assess the impact of the different actual standards. The big-tent model used by economists is the New Keynesian (NK) model. However, such models are completely general. The issue is how to choose between competing versions under the assumption that formal methods of estimation will fail to distinguish between alternative versions but rather will fit all versions to the same historical time series.

      
        29.1. From Monetarism to the “Basic” New Keynesian DSGE Model

        Friedman (1960) is famous for his advocacy of a rule for steady money growth. What does the rule imply about a monetarist model of the economy? A core principle of monetarism is that the ideal monetary standard implements a “classical dichotomy.” The central bank should provide a stable nominal anchor and then turn the determination of real variables over to the unfettered operation of the market economy. The price system works well to stabilize the economy provided the central bank operates with a rule that supplies a stable nominal anchor.

        Friedman’s steady-money-growth rule would provide a nominal anchor. At the time of its formulation, given the stability and interest insensitivity of real money demand and given steady growth in potential real output, the rule would have ensured steady trend growth in nominal expenditure and in inflation. That is, it would have supplied a stable nominal anchor. The rule would have turned over to the price system the sole determination of relative prices and real variables. The separation of the determination of relative prices from the behavior of the absolute price level has always been the desideratum of quantity theorists. Of course, controversy arose from the challenge by the Keynesian consensus that a free market economy was inherently unstable and left alone would yield long periods of unemployment above full employment.

        Friedman proposed his rule as an alternative to Keynesian activist aggregate-demand management. With the latter, the Fed sets an explicit target for a macroeconomic variable and then uses a feedback rule to eliminate deviations of the variable from its targeted value. In the 1970s, although the FOMC never articulated explicit values for targets for unemployment and inflation, it understood policy as targeting the competing goals of price stability and full employment (4 percent unemployment) subject to the trade-offs embodied in the Phillips curve. Friedman illustrated his critique using an explicit value for a stable price level as the target variable. The critique later gained the moniker of “long and variable lags” (see Friedman 1960, 87–88, quoted in sec. 27.1).

        The New Keynesian (NK) model as exposited by Goodfriend and King (1997) makes price-level stability optimal. This version embodies the “classical dichotomy” advanced by monetarists. It will, however, be necessary to explain how the FOMC can implement a rule that provides for price-level stability without running afoul of the Friedman long-and-variable-lags critique.

      
      
        29.2. The NK Model

        Understanding the monetary standard requires a model to separate causation from correlation. That is, a model is about identification. A model organizes variables into those that are endogenously determined as part of the working of the price system and those that are exogenously determined outside of it. One of the great intellectual achievements of modern macroeconomics is the DSGE (dynamic, stochastic, general equilibrium model) model. Such models with their forward-looking agents are ideal for studying monetary economics. One reason is that money possesses value in exchange because people expect it to possess value in the future.

        At the same time, NK models are completely general. An NK model is not identified in that one can take it to the data and reject it or evaluate it relative to other models. All models fit the data in the sense of explaining the historical time series. The model builder (the econometrician) chooses equations with an eye to the data. For consumption, there is habit persistence, for investment there is time to build, for inflation there are rule-of-thumb price setters, and so on. Most important, each sector of a DSGE model comes with its own shock, and there will always be some constellation of shocks that will make the model explain the historical time series. An illustration used by Chari, Kehoe, and McGrattan (2009) is that the Great Contraction, from 1929 to 1933, can be explained equally well in DSGE models by an increased preference for leisure or by increased monopoly power of wage setters (unions). In the absence of a supportive narrative (increased demand for resorts or increased unionization), they regard neither explanation as credible.

        Moreover, the reaction functions chosen for the central bank by the econometricians who construct models are reduced forms not structural equations. The reactions functions assume a knowledge of the structure of the economy not possessed by policy makers. In real time, policy makers do not know the output gap. They do not know the values of any natural variables, that is, the market-determined values of real variables in the absence of nominal price rigidities. By default, in actual practice, a central bank reaction function must constitute a search procedure to discover the natural rate of interest.

        One way to choose between versions of the NK model is to determine which one is most useful in organizing a historical narrative explaining when the behavior of the central bank has been stabilizing and when it has been destabilizing. A historical narrative imposes a discipline that shocks cannot be completely ad hoc but must accord with a variety of information contemporaneously available. The version of the NK model exposited by Goodfriend and King (1997) usefully organizes a monetarist narrative. It supports the monetarist hypothesis that the optimal rule is one in which the central bank implements the classical dichotomy by maintaining a stable nominal anchor in the form of the expectation of price stability and then by allowing the price system an unfettered ability to work to determine real variables.

        In the Goodfriend-King version of the NK model, there exists only one nominal friction. Namely, firms can reset dollar prices only at infrequent intervals. If the central bank follows a rule that implements price stability, it neutralizes the friction. As shown in equation 29.3 in footnote 1, with actual and expected inflation equal to zero, the output gap, which is the difference between actual and potential output, is zero.1 Relative prices and real variables then are determined solely by the real business cycle core of the economy. The term “classical dichotomy” refers to this characteristic of the model. The empirical assumption that the price system works well to mitigate the impact of real shocks on the output gap given such a rule makes the model monetarist in spirit.

        As shown in equation 29.2 of footnote 1, a rule that maintains the output gap equal to zero through price stability is equivalent to a rule that maintains actual and expected real rates of interest equal to their natural counterparts. As Barsky et al. (2014, 38) noted, “[An] interest rate path in which the actual real rate is always equal to the natural rate achieves both an output gap of zero . . . and zero inflation.” Because the Fed does not literally target a constant price level, one must explain when its procedures do and do not work to track the natural rate of interest. Since the 1951 Treasury-Fed Accord, the Fed has followed lean-against-the-wind (LAW) procedures (chap. 14). Giving empirical content to the Barsky et al. statement therefore requires an empirical generalization identifying a baseline LAW procedure that is consistent with economic stability and that flags departures from the baseline that predict instability. When do LAW procedures track the natural rate of interest, and when do they fail? Addressing this question explains how the Fed can pursue the goal of price stability while avoiding Friedman’s long-and-variable-lag critique.

      
      
        29.3. LAW with Credibility and LAW with Trade-Offs (Cyclical Inertia)

        Formula 29.4, which reproduces formula 28.1 in sec. 28.4, serves as a benchmark for the FOMC’s LAW procedures. They can be understood as a search procedure for discovering the natural rate of interest (chap. 14):

        
          (29.4) it = it−1 + 0.5(πt+3|t − π*) + 0.5(yt+3|t − y*t+3|t) + 0.5ogt+3|t.

        

        As expressed in formula 29.4, with LAW, the FOMC moves the funds rate relative to its current value to counter sustained changes in the economy’s rate of resource utilization. It moves the funds rate to maintain (yt+3|t − y*t+3|t) = 0. Sustained changes in rates of resource utilization indicate a real interest rate that differs from the natural rate of interest. Output cannot grow indefinitely above trend without raising inflation; conversely, output cannot grow indefinitely below trend without causing disinflation. Translating that assumption into practice leads to two different versions of LAW: LAW with credibility and LAW with trade-offs (chap. 14). These different versions form the basis for the identification scheme used to determine when FOMC procedures are stabilizing (track the natural rate of interest) and destabilizing (fail to track the natural rate of interest).

        Consider how LAW with credibility works in practice starting from the trough of a recession. When the FOMC feels assured that the recovery is sustainable, that is, the second right-hand term in formula 29.4, (yt+3|t − y * t+3|t) > 0 will remain positive despite measured, persistent increases in the funds rate, it begins to raise its funds-rate target. In the background, the FOMC has an estimate of the magnitude of the output gap, ogt, but measured only with great imprecision. As the recovery proceeds and when the FOMC sees signs of stress on rates of resource utilization, especially overheating in the labor market, it forecasts inflation, that is, (πt+3|t − π*) > 0. With both terms in formula 29.4 positive, the FOMC raises the funds rate in a decided way to avoid the actual realization of inflation. The intention is to achieve a glide path that causes real output to move to potential without an overshoot and then for output to grow at potential.

        In the contrasting monetary standard, the FOMC believes that it can manage inflation-output trade-offs. In practice, LAW with trade-offs is the equivalent of LAW with cyclical inertia in the funds-rate target. In an economic recovery, the FOMC’s behavior is different in response to signs of stress on rates of resource utilization. Now, the FOMC acts not based on forecasts of inflation but rather based on actual inflation. During economic recovery, the predominant concern is with raising the funds rate too strongly and slowing the recovery before attaining full employment (the go phases). The FOMC becomes willing to raise the funds rate significantly only with the actual appearance of inflation.

        The FOMC then raises the funds rate until recession develops (the stop phases). Out of fear of sending the wrong signal about the inflation rate it would tolerate and thus risking a permanent rise in expected inflation, the FOMC lowers the funds rate only when a serious recession becomes evident. The narrative here associates LAW with credibility with the Volcker-Greenspan era known as the Great Moderation. It associates LAW with trade-offs with the stop-go era when the FOMC attempted to balance off objectives for inflation and an output gap.

        Lean-against-the-wind with credibility emerged during the Volcker-Greenspan era. The objective of policy changed to maintaining low, stable expected inflation—that is, to the restoration of the nominal expectational stability lost with the prior stop-go monetary policy. LAW with credibility imposed two kinds of discipline. The first came from the need to eliminate the market’s association between cyclical strength in the economy and the later emergence of inflation. To eliminate this association, the FOMC had to remove from its interest-rate target the cyclical inertia that had characterized the earlier period. The second kind of discipline came from the need to eliminate the extrapolation by financial markets of actual inflation to expected inflation. The FOMC moved therefore to a policy of preemptive funds rate increases so that the inflation did not emerge. During economic recoveries, it raised rates in response to cyclically tight labor markets, treating them as a harbinger of inflation and a disappearing negative output gap.

      
      
        29.4. The Optimal Rule

        The optimal monetarist rule is that the FOMC should provide a stable nominal anchor and allow markets complete freedom to determine real variables like unemployment. To understand why the FOMC can treat the inflation and output terms in formula 29.4 as determined independently, it is useful to supplement the basic NK model as exposited by Goodfriend and King (1997) with the Aoki (2001) version containing a sticky-price sector and a flexible-price sector. Firms in the sticky-price sector are constrained to change prices only infrequently. Firms in the flexible-price sector operate in auction markets in which prices are determined continuously. To allow the price system to determine relative prices, the central bank should focus on inflation in the sticky-price sector and allow inflation originating in the flexible-price sector to pass through to headline inflation.

        The central bank does not trade off between inflation and output (unemployment) gaps. In this Goodfriend-King/Aoki world, the optimal rule provides a stable nominal anchor in the form of nominal expectational stability and then allows the price system complete freedom to determine real variables—a classical dichotomy. It turns the determination of real variables over to the unfettered operation of the price system through procedures that cause the real funds rate to track the natural rate of interest, where the latter is the real interest rate (actual and expected) that maintains real aggregate demand equal to potential output (the output gap equal to zero). In this way, LAW with credibility avoids the Friedman long-and-variable-lags critique. Because the rule causes the real funds rate to track the natural rate, it does not introduce monetary policy actions as a distinct source of disruption to the operation of the price system.

        In this monetary standard, the FOMC controls trend inflation through its control of the difference between nominal and real expenditure. The price system determines real expenditure. The FOMC controls trend inflation through a credible rule that causes firms in the sticky-price sector to coordinate on the same expectation of inflation in setting prices for multiple periods. Nominal expenditure is determined as the sum of real expenditure and the inflation set by this expectation (plus the noise in the inflation series). The control of inflation does not require that the FOMC exercise control over the real-nominal trade-offs summarized in Phillips curves.

        With the classical-dichotomy version of the NK model, monetary stability eliminates the correlations of the Phillips curve. The revision to the FOMC’s Statement on Longer-Run Goals and Monetary Policy Strategy announced August 27, 2020 by Chair Powell however, made a flat Phillips curve a key element of FOMC strategy.2 The FOMC interpreted the decline in unemployment without a corresponding increase in inflation in the recovery from the Great Recession as evidence of a flat Phillips curve with an upward sloping section starting at a historically low unemployment rate. The issue is whether the correlations expressed in such a Phillips curve are structural. That is, do they represent a relationship between unemployment and inflation that the policy maker can use as the basis for a controllable and predictable trade-off between the two variables?

        The alternative to a flat Phillips curve as an explanation for the disappearance of a predictable relationship between falling unemployment and rising inflation is that monetary instability produced the correlations formerly observed in the data (Friedman 1968 [1969]). A policy of price stability removed those correlations. Atkeson and Ohanian (2001) made this point when they observed that lagged inflation did a better job of predicting inflation than did Phillips curves, which include resource slack as an explanatory variable. In terms of the Lucas (1976 [1981]) critique, the empirical correlations captured by Phillips curves are a reduced form that depends on the behavior of monetary policy. The disappearance of an upward sloping Phillips curve emerged from the monetary policy pursued in the period known as the Great Moderation.

        Robert Lucas (2007, 92) expressed the idea:

        
          We now understand that there is no tradeoff [between inflation and employment] and periods of price stability are not periods of high unemployment or low growth. There is no systematic connection between these two variables. So when it comes down to the central bank, central bankers can and should be and mostly are focusing on the control of inflation. That is their job. That is their only job.

        

        In terms of the classical-dichotomy New Keynesian model, in the Great Moderation, the nominal expectational stability that stabilized inflation in the sticky-price sector meant that the real sector would operate based on the real business cycle core of the economy. The prior relationship between inflation and unemployment would disappear. That changing relationship did not reflect an evolving economy but rather an evolving monetary policy.

      
      
        29.5. Money and the NK Model

        In the New Keynesian model, money is a veil. With the assumption of rational expectations, households, firms, and the central bank understand the structure of the economy and know the natural values of real variables. With these assumptions, the central bank will follow a rule that causes the real rate of interest to track the natural rate of interest. Excess demand in the goods market will not depart from zero, and consequently excess demands in the bond market and in the market for the quantity of money will be negligible. One can ignore these markets. It follows that the NK model by itself cannot explain serious monetary disturbances. To explain phenomena like the Great Depression and the Great Inflation, it is necessary to resort to the earlier monetarist literature, for example, Friedman and Schwartz (1963a and 1963b) and Poole (1978).

      
      
        29.6. Concluding Comment

        The New Keynesian (NK) model is the big-tent model used by macroeconomists today. It is the starting point for clarifying one’s views about how the world works but must be supplemented by empirical generalization. The reason is that the assumption of rational expectations rules out monetary instability as a cause of real instability. All the agents (households, firms, and the central bank) know the structure of the economy. The result is built in that money is basically a veil.

        A central bank with a target for price stability does not literally have a simple feedback rule with which it moves its instrument (the funds) rate in response to deviations of the price level from a fixed value. The basic NK model needs to be supplemented with the Aoki (2001) version containing a sticky-price sector and a flexible-price sector. To allow the price system to determine relative prices, the central bank should control inflation in the sticky-price sector and allow inflation originating in the flexible-price sector to pass through to headline inflation. It can exercise this control indirectly through a credible rule that conditions the price setting of firms in the sticky-price sector. The central bank then turns the determination of real variables over to the unfettered operation of the price system through procedures that cause the real funds rate to track the natural rate of interest, where the latter is the real interest rate (actual and expected) that maintains real aggregate demand equal to potential output (maintains the output gap equal to zero).

        Lean-against-the-wind with credibility characterized the Volcker-Greenspan era. In that era, the discipline required to restore nominal expectational stability lost in the prior era required abandonment of the policy of activist aggregate-demand management in which the FOMC tried to balance off the two assumed competing goals of price stability and full employment. That discipline required the FOMC to follow a rule to restore nominal expectational stability while allowing the price system complete freedom to determine real variables like employment and output. The FOMC controls trend inflation through a credible rule that causes firms in the sticky-price sector to coordinate on the same expectation of inflation in setting prices for multiple periods. Trend inflation emerges as the difference between nominal and real expenditure while the price system determines real expenditure. The control of inflation then does not require that the FOMC exercise control over the real-nominal trade-offs summarized in Phillips curves.

      
    
  
    
      
        [ Chapter 30 ]

        Why Is Learning So Hard?

      
      Central banks possess no institutional procedures for systematic learning from past experience. Learning requires that central banks admit that they make mistakes and that they can learn from those mistakes. Such an admission would lessen the cost of populist attacks and does not happen. Furthermore, to a significant extent, the academic literature has shifted away from examination of monetary policy. As a result, despite accumulated historical experience, there is no accumulation of accepted knowledge about what constitutes stabilizing (or destabilizing) monetary policy. There is no generally accepted body of tested hypotheses applicable to the design of the optimal monetary standard. What role does the Fed play in the determination of aggregate nominal demand (spending)? What is the optimal monetary policy for controlling inflation? What role, if any, does money play in the transmission of monetary policy? These questions are as contentious in 2021 as they were during the 1960s–70s monetarist-Keynesian debate.

      In monetary economics, the main impediment to learning is the absence of the controlled experiments available in much of the sciences. For this reason, it is inherently hard to disentangle causation from correlation. Inevitably, any one episode of economic instability will possess multiple plausible explanations. The approach in this book generalizes the Friedman and Schwartz (1963a) approach. For recessions, they documented the empirical regularity that monetary decelerations preceded business cycle peaks. They then documented information specific to the episodes that provided information about the direction of causation, namely, the motivation behind the behavior of the Fed. A concatenation of episodes of recession should reveal a persistence for a particular candidate for a causal factor not evident in alternative candidates. For example, one can run a horse race between monetary deceleration and fiscal retrenchment as the most persistent feature across recessions.

      Because of the instability in real money demand that developed in the 1980s, money no longer serves as a useful measure of the impact of monetary policy on aggregate demand. The approach here expands the work of Friedman and Schwartz beyond money. It treats recessions as a control group and periods of economic stability as a comparison group. The generalization that emerges, entitled the monetary contraction marker (chap. 3), is the cyclical behavior of the short-term interest rate controlled by the Fed. Prior to a business cycle peak, as the economy weakens, the Fed prevents a decline in its policy instrument—a short-term interest rate. The reasons it has done so derive from a concern for a level of expected inflation considered undesirably elevated, concern for presumed speculation, or concern for weakness in the foreign exchange value of the dollar. Finally, a model puts the generalizations into a form that is useful for forecasting, that is, for generating testable hypotheses capable of being refuted by data not available at present.

      The Fed has provided striking semicontrolled experiments in the form of different monetary policies. A major example is the contrast between pre–World War II and post–Treasury-Fed Accord policies. Prewar monetary policy derived from the belief that recession and deflation occur because of the collapse of speculative excess. The organizing principle of the Fed was to restrict the extension of credit to “real bills” (short-term commercial paper). Presumably, investment would then be limited to “legitimate” (productive) uses rather than to the speculative uses presumed to cause the boom-bust cycles inherent in a capitalist society. Real bills would tame the “animal spirits” of investors.

      In the post-Accord period, lean-against-the-wind replaced real bills. With the latter policy, the Fed moved short-term interest rates in a way that offset sustained weakness or strength in the real economy. In terms of a model, this policy did a better job of allowing the price system to work to stabilize economic activity.

      Another major example occurred with the policy of activist aggregate-demand policy in the 1970s. Premised on the need to provide a socially desirable low rate of unemployment taken to be at least as low as 4 percent and premised on the assumption that inflation was due to cost-push pressures, the Fed followed a policy of attempting to trade off between its goals of price stability and low unemployment, subject to the assumed constraint of the Phillips curve. In the post-Volcker disinflation, the Volcker-Greenspan era, the overriding desire to reestablish a stable nominal anchor led to the abandonment of the policy of activist aggregate-demand management. Abandonment of any attempt to exploit a Phillips curve trade-off required a policy of preemptive changes in the funds rate to stabilize inflationary expectations and then to preserve relative price stability. The result was the Great Moderation.

      Each recession and each inflation constitutes a semicontrolled experiment within the major experiments just described. Given the accumulation of such episodes over time, why has not monetary economics built up a consensus over what causes real and nominal instability and accordingly a consensus over the optimal monetary standard? The reason is that expositions of models, for example, as in Gali (2008), do not come with a standard, widely accepted list of the semicontrolled experiments delivered by central banks. Through their use of the language of discretion, central banks make such identification difficult and contentious. Knowledge does not accumulate over time. Models then remain general and incapable of discrimination among different hypotheses about the causes of economic instability. Hopefully, this book will help to organize the historical experience that models need to explain.
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        Footnotes

      
      
        Chapter 1

        
          
            1 Wicksell first published his lectures in 1906. The reference here is to a 1935 translation.

          

        

      
      
        Chapter 2

        
          
            1 Lloyd Mints (1945) first used the term “real bills doctrine.” Before Mints, the term used was “the commercial loan theory.”

          

          
            2 “The Great Contraction” refers to the period from August 1929 to March 1933. “The Great Depression” refers to the period from August 1929 until the end of the decade of the 1930s.

          

        

      
      
        Chapter 4

        
          
            1 The charter of the First Bank of the United States had expired in 1811. When the United States entered the War of 1812, it lacked the resources to finance the war. The Treasury issued Treasury notes, which served as money. A rise in the price level forced the United States off the gold standard. Congress chartered the Second Bank of the United States in 1816, and it began operation in 1817. The last sentence of the Jackson speech refers to the way in which the Second Bank of the United States helped to enforce the deflation required to return to the gold standard. See Timberlake (1993) and Hetzel (2014a).

          

          
            2 On the Panic of 1907, see Bruner and Carr (2007) and Tallman and Moen (2012). On early reform movements, see Wicker (2005).

          

          
            3 Jacob Viner (1937, 148) summarized real bills views, which were held by the Bank of England and were criticized by the Bullionists in their celebrated Report on the High Price of Bullion (1810) (quoted in Cannan 1969, 48–49). The Bank of England “claimed that as long as currency was issued only by banks, and was issued by them only in the discount of genuine and sound short-term commercial paper, it could not be issued in excess of the needs of business, since no one would borrow at interest funds which he did not need.” John Wood (2005, 14) reproduced some of the testimony before the Bullionist Committee by Governor Whitmore of the Bank of England: “We never forced a Bank note into circulation, and the criterion by which I judge of the exact proportion to be maintained is by avoiding as much as possible to discount what does not appear to be legitimate mercantile paper.”

          

          
            4 Paul Warburg was an original member of the Federal Reserve Board. He had been a partner in the New York firm of Kuhn, Loeb, and Company. Warburg had campaigned for a bank modeled after the German Reichsbank or Bank of England. By making a liquid market for discounted paper, New York would become a rival to London as a financial center. See also Roberts (1998).

          

          
            5 Carter Glass was elected to the House of Representatives as a Democrat in 1902. Glass became chairman of the House Committee on Banking and Currency in 1913. He and his assistant H. Parker Willis helped to pass the Federal Reserve Act, which is known as the Glass-Owen Act. Robert Latham Owen had been elected as a senator in 1907 from Oklahoma. In 1913, he became chairman of the Senate Banking Committee.

          

        

      
      
        Chapter 5

        
          
            1 Figures from Balke and Gordon (1986).

          

          
            2 In terms of the modern understanding of the operation of the international gold standard, the combination of a real bills guide to monetary policy and the gold standard is incoherent (Bordo, Edelstein, and Rockoff 1999). However, early policy makers understood the world without the benefit of an understanding of the price system.

          

        

      
      
        Chapter 6

        
          
            1 These procedures also had political economy advantages. The criticism of the Fed for raising the discount rate to engineer the deflation of the 1920–21 recession could be diffused by procedures that caused an increase in the discount rate to follow an increase in market rates. That is, the New York Fed sold government securities to cause an initial rise in money market rates by shifting the reserves supply schedule leftward (figure 6.1). It then subsequently raised its discount rate. According to the Fed, it was simply “following” market rates.

          

          
            2 Friedman and Schwartz (1963a, 399ff.) argued that at no time did a lack of free gold force policy makers to adopt a policy they otherwise would not have followed. That contention is consistent with the view here that the regional Reserve Bank governors viewed an ample cushion as providing them with resources to lend in an economic recovery and, by assuring convertibility, as protection against the overissue of currency, that is, managed money. Friedman (1960, 79) wrote that apart from the special cases of 1919–20 and fall 1931, “it is hard to see any close connection between the internal behavior of the money supply and the needs of external equilibrium.”

          

          
            3 However, Keynes continued by stating that the Fed’s policy aimed at internal economic stability had been possible only because gold inflows in the early 1920s had been absorbed by significant increases in the demand for currency. Never did Keynes consider floating exchange rates as a desirable and necessary condition for a monetary policy directed toward domestic stability.

          

          
            4 In the library of the Philadelphia Fed, there are posters from the 1920s showing the individual Fed banks as giant reservoirs of funds available to member banks in time of need. Louis T. McFadden (US Congress 1926, April 8, 274), chairman of the House Committee on Banking and Currency in reference to participation of the Federal Reserve System in a loan to Great Britain, commented: “If this Federal reserve system is the sacred reservoir for the maintenance of the liquid reserves of the banks of this country for use in emergency, is it proper that those reserves shall be invested in a foreign credit of this kind?”

          

          
            5 For example, at the July 16, 1924, OMIC meeting, Governor Strong (Federal Reserve Board 1924b, 3) recommended and the other governors concurred that

            
              the situation in the New York money market was now such that it would be more advantageous to have purchases made as largely as possible in Federal reserve cities other than New York for the reason that the New York banks are discounting practically nothing and purchases at this time in New York would have a tendency to increase the volume of loanable funds in New York, whereas purchases made in other districts would have a tendency to increase the volume of loanable funds in other sections of the country.
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            1 “Index of the General Price Level for United States,” NBER Macrohistory Data Base, St. Louis FRED.

          

          
            2 See also W. P. G. Harding (1925, 157) and Harris (1933, 1:224).

          

          
            3 One dissimilarity with other recessions is that the commercial paper rate at the cyclical trough while below the cyclical high is still somewhat above the rate at the prior cyclical peak. Monetary policy was likely easier at the cyclical trough because of the end of Reserve Bank coercion of the member banks to contract their lending. Real M1 growth turned positive in 1920Q3 well before the cyclical trough in 1921Q3.

          

          
            4 Board of Governors 1943, table 93, “Deposits, Note Circulation, Reserves, and Reserve Percentages of Federal Reserve Banks, Monthly, November 1914 to December 1941.”

          

          
            5 The NBER cycle troughs and peaks are as follows: July 1921 (T), May 1923 (P), July 1924 (T), October 1926 (P), November 1927 (T).

          

          
            6 One can find the logic in Douglas (1935, 114):

            
              The ability of the Federal Reserve System to sell government securities is strictly limited by the amount of such securities which they have previously accumulated. As Keynes puts it, “The Reserve Banks can only fire off against an incipient boom such ammunition as they have been able to pick up whilst resisting the slump.” The reference is to Keynes 1930, 259.

            

          

          
            7 Miller comes across as inconsistent if not hypocritical. Meltzer (2003, 193) cited interviews from the Committee on the History of the Federal Reserve System. Charles J. Rhoads, who was the first governor of the Philadelphia Fed, described him as “didactic” and “quite sure he knew the answer to every question.” Governor Harrison, who had worked as a Board lawyer before going to New York, said that Miller was unwilling “to admit that he was ever wrong.” Also, he listened little to others.

          

          
            8 Wicker was the first scholar to obtain unfettered access to Board records. Like Friedman and Schwartz, he had access to the George Leslie Harrison papers at Columbia University and to the detailed diary of Charles S. Hamlin, member of the Federal Reserve Board. He also obtained access to the papers of E. A. Goldenweiser, director of the Board’s Division of Research and Statistics from 1927 through 1945. Finally, he had access to Federal Reserve Board correspondence.
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            1 “HPNY” indicates Harrison papers in the New York Fed archives.

          

          
            2 Seymour Harris (1897–1975) became an instructor at Harvard in 1922 and remained there until 1964. He became one of the foremost exponents of Keynesian ideas. His two-volume book (Twenty Years of Federal Reserve Policy) is invaluable for capturing the understanding of policy makers in the Great Depression. In writing the book, Harris had free access to internal documents at the Federal Reserve Board.

          

          
            3 This paragraph benefited from discussion with Ben Chabot. The recent analogous event was the way in which the failure of Lehman Brothers on September 15, 2008, disrupted the RP (repurchase) market (Gorton 2010). Overnight RPs, which provided funding from cash investors to investment companies and brokers and dealers in the government securities market, became problematic because of uncertainties associated with the haircuts (discounts) required to render the collateral safe.

          

          
            4 Another more recent analogy would be the Fed’s response to the Penn Central crisis in May 1970. When the commercial paper market shut down with the failure of Penn Central, the Fed made clear that banks would have free recourse to the discount window to accommodate any increased loan and associated reserves demand. In 1929 and 1930, that did not happen. Recourse to the window continued to carry stigma.

          

          
            5 Data from Federal Reserve Board, “C.5 Bank Debits and Demand Deposits, 1920–1977, Debits to Individual Accounts,” from St. Louis Fraser.

          

          
            6 From Board of Governors 1943, table 49, “Weekly Reporting Banks in New York City—Principal Assets and Liabilities,” 174.

          

          
            7 The equation of exchange is M = k(py), with M money, k the fraction of nominal expenditure the public desires to hold in the form of cash balances, p the price level, y real income, and (py) nominal expenditure. An increase in k in fall 1929 increased M but only transitorily as contractionary monetary policy over the longer run forced a reduction in M. Although contractionary monetary policy was the dominant factor, both factors forced a decline in nominal expenditure, (py).

          

          
            8 H. Thornton (1802 [1939], 227 and 253–54, cited in Hetzel 2016, 289) wrote:

            
              Every additional loan obtained from the Bank . . . implies an encreased issue of paper. In order to ascertain how far the desire of obtaining loans at the Bank may be expected at any time to be carried, we must enquire into the subject of the quantum of profit likely to be derived from borrowing thereunder the existing circumstances. This is to be judged of by considering two points: the amount, first, of interest to be paid on the sum borrowed; and, secondly, of the mercantile or other gain to be obtained by the employment of the borrowed capital. . . . Any supposition that it would be safe to permit the Bank paper to limit itself, because this would be to take the more natural course, is, therefore, altogether erroneous.

            

          

          
            9 In the 1920s, banks in New York traded reserves in a federal funds market (Goodfriend and Whelpley 1993).
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            1 Later, after his inauguration, Franklin Roosevelt would restore that confidence but, ironically, by standing on its head the assumption that the maintenance of the gold standard was a bedrock of the required confidence.

          

          
            2 Charles O. Hardy (1844–1948) was a member of the research staff at the Brookings Institution from 1924 through 1943. His book Credit Policies of the Federal Reserve System, published in 1932, offers insight into contemporary thinking by economists about the Fed. The director of the Brookings Institute of Economics (Edwin G. Nourse) wrote in the preface to the book (Hardy 1932, ix) that in the 1920s the Federal Reserve System came “to be looked to by a considerable number of people as an instrumentality for accomplishing business and price stability.” The book was an attempt to use the postwar experience “to test the ability of a central banking system in the United States to accomplish the ends of economic stabilization” (Hardy 1932, ix). Contemporaries believed the experiment had failed.

          

          
            3 Note included in the original in this spot reads, “The Glass-Steagall bill has corrected this defect, but only for a period of one year.”

          

          
            4 Open market purchases reduced discount window borrowing and thus the real bills used as collateral for that borrowing. Note issue had to be backed by gold and real bills. Fewer real bills meant that the Reserve Banks had to back the note issue with additional amounts of gold.

          

          
            5 Eichengreen (1995) is the most comprehensive summary of the collapse of the international gold standard. See also Hetzel (2002a).

          

          
            6 The account follows Yeager (1966).

          

          
            7 The hyperinflation of the early 1920s arose because of the unwillingness of the German public to pay taxes for reparations and the consequent use of the printing press to finance deficits. Hitler effectively abandoned the gold standard with price and exchange controls (Hetzel 2002a).

          

          
            8 “On any given day [in the 1920s], about one-third to one-half of them [individual banks] were likely to be borrowing. Large banks were expected to repay their loans within a few days, while smaller banks could borrow for a couple of weeks at a time” (Meulendyke 1998, 24).

          

          
            9 Harris (1933, 635–56) pointed to the reduction in the discount rate in 1932 by the New York Fed from 3.5 percent in December 1931 to 2.5 percent by July 1932 and the fact that the other Reserve Banks failed to follow as evidence that the open market purchase program was exclusively a New York Bank affair (figure 6.3). With the benefit of hindsight, 2.5 percent hardly seems to be aggressive, but New York banks were out of the window.

          

          
            10 Friedman and Schwartz (1963a, 311) argued that “under the pre–Federal Reserve banking system, the final months of 1930 would probably have seen a restriction, of the kind that occurred in 1907, of convertibility of deposits into currency. By cutting the vicious circle set in train by the search for liquidity, restriction would almost certainly have prevented the subsequent waves of bank failures that were destined to come in 1931, 1932, and 1933.” However, if the bank runs were the consequence of the way in which a contractionary monetary policy weakened banks by weakening the economy rather than the cause of contractionary policy, albeit a factor that exacerbated monetary contraction, suspension would not have worked as it had in the pre-Fed era.

          

          
            11 Temin (2007, 39, 44–45) argued that the United States was on a gold standard and policy makers did not make “policy mistakes.” They knowingly accepted that the gold standard required deflation. As argued in chapter 11, in fall 1931, policy makers thought in terms of maintaining the confidence of the financial establishment assumed to be a prerequisite for economic recovery. They did not understand monetary policy as highly contractionary. More fundamentally, Temin’s assumption that policy makers understood the nature of the monetary regime implies that they understood the alternative of stabilizing the price level. There is no support for these assumptions in the historical record.
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            1 Based on the assumption that the secular trend in annual output growth was 1.9 percent, Ohanian (2013, 165–66) estimated that “per capita GNP was 26 percent below trend in 1939, compared to its trough value of 38 percent below trend in 1933. In terms of final expenditure, there was virtually no recovery in consumption of nondurables and services, which was little changed between 1933 and 1939.”

          

          
            2 NBER Macrohistory Data Base, St. Louis FRED: “Ratio of Reserves to Net Deposits, National Banks, Central Reserve Cities (Reserve Cities other than Central) for United States.”

          

          
            3 George Selgin has an excellent series of essays entitled “The New Deal and Recovery” available in the blog post Alt-M.

          

          
            4 Monetization of gold occurs when the Treasury issues a gold certificate to the Fed in return for adding to its Fed deposit. From January 1934 through January 1937, gold certificates held by the Federal Reserve Banks increased at an annualized rate of 36 percent, and the monetary base increased at an annualized rate of 18.4 percent (Board of Governors, 1935 Annual Report and 1938 Annual Report; Friedman and Schwartz 1963a, appendix B, table B-3).

          

          
            5 Fed policy makers felt passionate about the dangers of inflation. Carl Snyder (1940, 331), a quantity theorist at the New York Fed, wrote:

            
              One symptom of this money madness is the frequently expressed view that we need a “good inflation” to end the depression which we have suffered for a decade. But inflation can never cure anything. The effect of a large increase in the quantity of money—whether greenbacks or deposits—is to give a temporary feeling of elation, much the same as that of several drinks of good whiskey.

            

          

          
            6 Producer price index for all commodities monthly, NSA, 1982=100, St. Louis FRED.

          

          
            7 Industrial production, SA, 2012=100, St. Louis FRED.

          

          
            8 “SPNY” indicates material from the Sproul papers in the archives of the New York Fed.

          

          
            9 Representative T. Alan Goldsborough introduced an amendment to require the monetary authority to restore the price level to its 1921–29 average and then to maintain it at that level. By a vote of 128 to 122, the amendment was defeated (R. Phillips 1992, 38).

          

          
            10 “HPC” refers to the George Leslie Harrison collection at the Columbia University Rare Book Room.

          

          
            11 From January 1937 through January 1938, gold certificates held by the Fed declined slightly while the monetary base increased by only 3.7 percent (Board of Governors, 1935 Annual Report and 1938 Annual Report; Friedman and Schwartz 1963a, appendix B, table B-3).

          

          
            12 See table 3.5 in chapter 3.

          

          
            13 Figure 10.10 uses monthly data for weekly reporting member banks in 101 leading cities. As of June 1934, these banks held 69 percent of all member bank loans and investments. Member banks constituted 86 percent of all insured bank loans and investments as of this date. Figures are from Board of Governors (1943, table 10, “Principal Assets and Liabilities of Banks by Population of Place in Which Located, All Insured Commercial Banks”; table 18, “All Member Banks Principal Assets and Liabilities”; and table 48, “Weekly Reporting Member Banks and 101 Leading Cities”).

          

          
            14 For these banks, the ratio of reserves to assets increased from 13.3 percent in January 1934 to 25.1 percent in October 1936. It then stabilized but began rising again after October 1937. It peaked at 46.2 percent in October 1939.

          

          
            15 For Treasury bills, rates were as follows: for July 1936, 0.141 percent; for April 1937, 0.696 percent; and for September 1937, 0.53 percent. After that date, rates fell as the economy slowed following the May 1937 cycle peak. Figures for three-to five-year tax-exempt Treasury notes were as follows: for July 1936, 1.17 percent; for April 1937, 1.59 percent; and for September 1937, 1.5 percent. For the Depression, these increases were quite large.

          

          
            16 The references in this section are to the draft document in the Sproul papers at the New York Fed: noted as SPNY, Questionnaire, 1939. The document is undated, but there is a table with numbers from 1940. The document is in a folder for 1939, so that is the date used here.
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            1 Advocacy of open market purchases did not mean disagreement with the policy of providing for economic stability by squelching speculation. Burgess (HPC, Executive Committee, June 19, 1933, 214) commented later on an increase in the index for the NYSE:

            
              An unstable condition, if too long continued, might build up a top-heavy speculative situation which could not be supported and would crash. In this connection he said the security markets seem to have gone wild today. Mr. Woodin [Treasury secretary] asked what is meant when you say a market has gone wild. Does it mean, he said, that something which once sold for $10,000 and which subsequently dropped in price to $500, is now selling for $1,000? . . . Mr. Burgess suggested that, nevertheless, we now have an inflation psychology and that there is danger of the movement attaining such momentum that we shall have neither the power nor, perhaps the will to stop it.

            

          

          
            2 Roy Harrod was a Keynesian and did not accept the gravamen of A Monetary History that contractionary monetary policy caused the Depression. Harrod (1964, 190) highlighted the Friedman and Schwartz critique of “the feeble inertia of the Federal Reserve System in allowing the stock of money to run right down.” Harrod (1964, 192), however, in his later Keynesian incarnation, questioned whether “a thing so small in relation to the world wide scene” (a $1 billion open market purchase) could have ended the recession and pointed to “more intractable forces, such as the balance between investment and saving in the world as a whole.”

          

          
            3 “BoD” refers to the full Board of Directors.

          

          
            4 Eugene I. Meyer was governor of the Federal Reserve Board from September 16, 1930, to May 10, 1933.

          

          
            5 Charles E. Mitchell was chairman of the City Bank of New York (now Citibank) and a director at the New York Fed from 1929 through 1931. In 1933, he was indicted for tax evasion but was found not guilty. Mitchell was the first witness in the 1933 Pecora Commission Hearings. “In November 1929, Senator Carter Glass said of him, ‘Mitchell more than any 50 men is responsible for this stock crash’” (Wikipedia n.d.).

          

          
            6 The Goldsborough bill would have required “the Federal Reserve Board, the Federal reserve banks, and the Secretary of the Treasury” to “restore and maintain the average purchasing power of the dollar . . . for the year 1926.” In pursuit of the goal of reflation, the Fed would provide Federal Reserve notes in exchange for the deposit with it of government securities. Hearings were held in mid-May 1932.

          

          
            7 Friedman and Schwartz (1963, 399) argued that at no time did a lack of free gold force policy makers to adopt a policy they otherwise would not have followed. That statement seems too strong. The regional Reserve Bank governors viewed an ample free gold cushion as providing them with resources to lend in a recovery and as protection against the overissue of currency, that is, managed money. The need to redistribute gold among the Reserve Banks to protect the New York gold reserves ratio gave Boston and Chicago, which were strong real bills adherents, veto power over open market purchases.

          

          
            8 Eugene R. Black was governor of the Federal Reserve Board from May 19, 1933, to August 15, 1934.

          

          
            9 Goldenweiser and J. H. Williams provided the economic briefings and policy recommendations before FOMC meetings. Goldenweiser was the Board of Governors’ director of research and statistics. Williams was a vice president of the New York Fed and a professor at Harvard.
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            1 The result was a caricature of the quantity theory. I am indebted to Tom Humphrey for these points.

          

          
            2 See also Humphrey (2001a, 293–94).

          

          
            3 Lauchlin Currie was the only American economist to blame the initiation of the Great Contraction on the Fed. In the 417 pages of Stable Money, Fisher references Currie’s accusation only in a brief footnote (page 262) and does so without comment.

          

          
            4 Currie (1933b) and James Angell were the first to construct series on the income velocity of money, which were published in the Quarterly Journal of Economics in November 1933. Currie’s series was the forerunner of the current M1 and Angell’s the forerunner of the current M2.
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            1 See the history of Fed-Treasury relations in US Treasury (1951, 258).

          

          
            2 The material in this section summarizes Hetzel (2008), chap. 4.

          

          
            3 After August 1947, the Fed with Treasury permission gradually raised the ⅜ percent bill rate. Banks sold their short-term debt and bought long-term debt, which was just as liquid given the peg. As a result, the Fed ended up with all the short-term debt. The 2½ percent ceiling on bonds remained sacrosanct.

          

          
            4 Data from NBER Macrohistory Data Base, St. Louis FRED.

          

          
            5 Friedman and Schwartz (1963a, 561) argued that during the war consumers held cash in their portfolios in place of then unavailable consumer durables. After the war as consumer durables became available, they reduced their holdings of cash by purchasing consumer durables. Given the Fed’s interest-rate peg, the Fed would have accommodated the reduced demand for money.

          

          
            6 Starting in 1946, the Board of Governors’ Survey of Consumer Finances (SCF) conducted annual surveys of households including the expectation of inflation. Starting in late 1946, the Livingston Survey conducted biannual surveys of business economists including their expectations for CPI inflation for future six-month and twelve-month intervals.

          

          
            7 See Federal Reserve Bank of St. Louis, Fraser, William McChesney Martin Jr. Papers: Reports, 1949–51, box 15, folder 4.

          

          
            8 Truman failed to reappoint Eccles as Board chairman. Eccles, however, remained on as a governor.

          

          
            9 The paper is in the New York Fed archives in the Sproul papers (SPNY, FRB, “Credit Policies of the Federal Reserve System 1914–1934,” December 5, 1934). A graph in the paper contains the date March 14, 1934. “FRB” pertains to papers dealing with the Federal Reserve Board.

          

          
            10 When the author joined the Fed in 1975, employees still viewed an old black-and-white movie that explained monetary policy by analogy to an irrigation canal. The Fed regulated the opening of a sluice gate to even out the flow of water (credit). That idea was compatible with Martin’s views.
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            1 Fève et al. (2009, 13) repeated for Europe this monetarist critique: “The form of monetary policy, namely monetary policy inertia, has played an important role in the large and persistent increase of the real interest rate and the sizeable output losses that have followed from disinflation policies of the eighties.” See also Fève et al. (2010) and chapter 23.

          

          
            2 The year 1981 uses “shift-adjusted” M1, which removed from demand deposits the deposits transferred from savings instruments, which were not included in M1 (Bennett 1982). In February 2021, the Board ended the monthly limit on transfers of funds from savings deposits to other checkable deposits (retail demand deposits). With savings deposits treated as transactions deposits, the Board then combined savings deposits with other checkable deposits. Savings deposits are huge, and that caused a significant jump in M1. M2 is not affected.

          

          
            3 An exception is the January–July 1980 recession produced by the credit controls imposed by the Carter administration on March 15, 1980 (Hetzel 2008, 155–60). Friedman and Schwartz (1963b, chart 3) created the original step function graph for money.

          

          
            4 Episodes in which the FOMC has based policy on forecasts have not turned out well. In June 1968, in response to passage of the income tax surcharge, it inappropriately forecast a weakening of the economy requiring a reduction in the funds rate. After the October 1987 stock market crash and after the summer and fall 1998 Russia and Asia crisis, it similarly forecast a weakening of the economy, which did not occur.
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            1 For an overview of the life and career of Martin, the best reference is Bremner (2004).

          

          
            2 Wheelock (1991, 477) explained:

            
              The notion that banks are reluctant to borrow reserves, and do so only when forced to, is fundamental to the Fed’s use of borrowed reserves as a policy guide. If this theory is correct, then the level of borrowing will indicate accurately the degree of monetary ease or restraint. Relatively heavy borrowing will reflect pressure on bank reserve positions and tight money, while little borrowing will reflect monetary ease.

            

          

          
            3 The Executive Committee comprised the FOMC chairman (Martin) and vice chairman (Sproul) and three governors.
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            1 Romer and Romer (2002 and 2004) express a similar view.

          

          
            2 See Hargrove and Morley 1984, Saulnier interview, 150–51; H. Stein 1990, 344. The best overview of this period is Burns and Samuelson (1967).

          

          
            3 The New York Fed had an especially strong aversion to the use of money in formulating monetary policy or to the idea of rules. In a letter dated April 27, 1959, former New York Fed president Allan Sproul wrote to Roosa in regard to Atlanta Fed president Malcolm Bryan, who had expressed concern over the lack of money growth, that Bryan’s views were “a legacy of a fundamentalist religious slant as bent and twisted by the University of Chicago, but it is also a consequence of his having had no experience in a money market” (cited in Meltzer 2009, 81).
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            1 The following draws on Hetzel (1998).

          

          
            2 “Incomes policy” is a general expression for various forms of direct intervention by the government in the price setting of firms to control prices from public pressure to actual controls.

          

          
            3 See also Burns (1946 [1954], 4).

          

          
            4 In reality, deficits had not been especially large. As a percentage of GNP, the government (federal, state, and local) surplus or deficit (−) was 1.1 in 1969, −1.0 in 1970, −1.7 in 1971, −0.3 in 1972, 0.5 in 1973, and 0.2 in 1974. The 1970 and 1971 deficits resulted from recession. Burns made the deficits appear larger by including the lending of government-sponsored agencies like the Federal National Mortgage Association.

          

          
            5 The expression that serves as the heading for this section is from Lucas and Sargent (1978 [1981], 303).
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            1 The history in the remainder of the chapter summarizes Hetzel (2008, chaps. 8 and 10). Nelson (2005) emphasized the prevalent Keynesian view of inflation as a nonmonetary phenomenon. Orphanides (2002 and 2003b) emphasized how a policy of aggregate-demand management requires information on the structure of the economy such as the level of employment corresponding to full employment not possessed by the policy maker. More generally, the era of stop-go monetary policy reflected the Keynesian temper of that time not just the mistakes of Arthur Burns.

          

          
            2 The four squares shown in the figure may indicate incipient recessions forestalled by other events. The November 1951 increase demarcated the date when the Korean War intensified with the entry of the Chinese in crossing the Yalu River. It set off fears of World War III with the return of price controls and created an intense demand for any goods that could be stockpiled. The August 1952 increase occurred during the Korean War. The February 1963 increase marked an economic slowdown, which convinced President Kennedy of the need for a tax cut. January 1967 does not meet the criterion for a nontrivial increase in the unemployment rate although the downward movement in the unemployment rate stalled. However, in summer 1966, the Fed tightened to snuff out a rise in inflation. When President Johnson agreed to a tax hike, the Martin FOMC backed off tightening. The July 1976 increase remains a puzzle. The economy seemed to stall but then picked up again in the fall after the election.

          

          
            3 This appendix is adapted from Hetzel 2008, chap. 4 appendix.
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            1 The narrative draws on Hetzel (2008, chap. 13). See also Goodfriend and King (2005).

          

          
            2 For 1981, the Board staff constructed a “shift-adjusted” M1 series that removed such transfers. In 1981, the FOMC targeted this shift-adjusted series (Bennett 1982). Using shift-adjusted M1 for 1981 makes it possible to extend by one year the time over which M1 growth could serve as a measure of the stance of monetary policy.

          

          
            3 For the way in which the Louvre Accord initiated inflationary monetary policies in Japan and Germany, see Hetzel (1999, 2002b, 2003, and 2004).

          

          
            4 Taylor rules embed the assumption that the FOMC controlled inflation in the Volcker-Greenspan era through responding to realized inflation combined with a willingness to increase the funds rate more than increases in realized inflation. However, the Taylor rule fails to capture the preemptive character of policy according to which the FOMC raised the funds rate in response to increases in expected inflation signaled by inflation scares even when actual inflation remained quiescent. To test this feature of the Taylor rule, the regression equation included a proxy for the gap between actual inflation and a proxy for an implicit FOMC inflation target. The implicit target keeps inflation on a path consistent with a longer-run target of price stability. The proxy for the miss between actual and targeted (implicit) inflation was constructed analogously to the proxy for actual and sustainable real output growth. The statistically insignificant coefficient on the inflation gap contradicts the Taylor rule assumption that the FOMC responded directly to observed inflation.
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            1 Greenspan (US Congress 2004, 29) testified, “We know there are significant biases remaining in the price indexes we use so that true price stability would be reflected in price indexes which are positive, probably somewhere between .5 percent and a little under a full percentage point.”

          

          
            2 More specifically, the issue is whether policy makers should respond directly to asset prices or only indirectly as they influence real output.

          

          
            3 These concerns implicitly assume that at the ZLB a policy of money creation through open market purchases of illiquid assets will be ineffective in stimulating aggregate nominal demand.
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            1 The unwillingness to consider a negative funds rate reflected the Fed’s credit view. Former Fed governor Alan Blinder (2012) remarked that a negative IOER (interest on excess reserves) is “viewed at the Fed as a frightening prospect . . . but for the life of me I can’t understand why.” The article that quoted Blinder also quoted a Fed official: “‘You’re going to put the money funds out of business’ if the Fed stops paying a positive IOER. . . . Cutting the IOER to zero or making it negative ‘takes away the margin they need to keep going.’”

          

          
            2 At the initiative of Chairman Bernanke, the Open Market Desk began buying MBS and agency debt in late November 2008. However, the purchases were intended solely to help the mortgage market because financial institutions “were actively dumping MBS on the market” (Bernanke 2015, 32).

          

          
            3 For the chronology of the Great Recession, see Hetzel 2012a and 2020; and Hetzel and Richardson 2018. Sumner (2021) offers a critique similar in spirit.

          

          
            4 FOMC “minutes” refers to the summary of an FOMC meeting released shortly after an FOMC meeting. An FOMC “transcript” is released only with a lag of five calendar years.

          

          
            5 See Federal Reserve Bank of St. Louis US Financial Data, various weekly issues.

          

          
            6 Figures are from Board of Governors, Statistical Release H.15, “Selected Interest Rates.”

          

          
            7 The omission is indicative of the range of FOMC participants’ attitudes. Input from the regional Reserve Bank presidents as part of the creation of the Bluebook assures that the Bluebook alternatives span their views.

          

          
            8 The Financial Services Regulatory Act of 2006 had granted the Fed authority to pay interest on reserves starting in October 2011. The Emergency Economic Stabilization Act of 2008, which created TARP (Troubled Asset Relief Program), moved the date up to October 1, 2008.

          

          
            9 The Troubled Asset Relief Program consisted of the $700 billion Congress appropriated initially to buy mortgage-backed securities (MBS) from banks. In the event, the Treasury used the money to put equity into banks.

          

          
            10 Fettig (2002) wrote, “Tucked inside a highway construction bill in 1932 was an amendment to the Federal Reserve Act [section 13(3)] allowing the Fed to allocate credit to individuals, partnerships and corporations in emergency situations. . . . This 1932 emergency authority . . . was used sparingly, and just 123 loans were made over four years by all 12 banks, totaling about $1.5 million.” See also Selgin (2020b).

          

          
            11 Measured by the Federal Finance Housing Agency (FHFA) index, which excludes wealthy households that are not credit constrained, from 1997Q1 to 2007Q1, house prices rose 92 percent. House prices then fell 1.4 percent from their 2007Q1 peak prices to the 2007Q4 cycle peak. The minimal size of the decline seems hardly likely to have initiated the recession although the Mian-Sufi evidence indicates that declines in house prices depressed output during the recession.

          

          
            12 The Fed, the Bank of England, and the ECB cut their rates on October 8, 2008, by ½ a percentage point. The Bank of Japan did not follow. “The BOJ decided it was better to stand pat and guard against the potential risks of any rate cut, such as an asset bubble” (Nikkei Weekly 2008).

          

          
            13 They contrasted the experience of the United States with that of Canada, which experienced no bank runs or bank closures. Because of its fixed exchange rate with the dollar, Canada endured the same contractionary monetary policy as the United States. Friedman and Schwartz (1963a, 352) wrote: “If the bank failures deserve special attention, it is clearly because they were the mechanism through which the drastic decline in the stock of money was produced.” That is, Friedman and Schwartz dismissed a credit channel.

          

        

      
      
        Chapter 22

        
          
            1 The 1998 Asian crisis illustrated the pattern (Hetzel 2008, chap. 16). The banks in Asian countries like Thailand and Korea with fixed exchange rates had borrowed short term from American banks to finance illiquid loan portfolios. Foreign debt holders ceased rolling over debt when it became clear that the exchange rates of these countries were overvalued. This “carry trade” was made possible by the assumption, which turned out to be correct, by the debt holders that the IMF would bail them out in the event of a crisis. In 2008, the Fed played the role of the IMF. During the Asian crisis, Tim Geithner worked with Treasury Secretary Rubin. In 2008, Geithner was president of the New York Fed and worked to bail out the financial institutions abandoned by the short-term debt holders.

          

          
            2 Books on the financial crisis include Ball (2018), Bernanke et al. (2019), Blinder (2013), Paulson (2013), Sorkin (2018), Tooze (2019), and Wessel (2009).

          

          
            3 For example, for a maturity of one month, the interbank-deposit rate is the rate paid by a bank to borrow funds for one month from another bank. The OIS rate is the rate paid in return for the average funds rate realized for the month.

          

          
            4 Only in 1991 did the Fed obtain authority to lend to investment banks and insurance companies. Ironically, the authority came in a provision of FDICIA—legislation intended by Congress to eliminate future bailouts such as the S&L bailout it had just legislated. Wessel (2009, 161) wrote that it was inserted “at the urging of Goldman Sachs lobbyists.” Morgenson and Rosner (2011, 41) attributed the language to H. Rodgin Cohen, whose law firm represented all the large financial companies including AIG, Goldman Sachs, Bear Stearns, and Lehman Brothers. See Todd (1993). Morgenson and Rosner (2011, 43) wrote, “Even as Congress was writing legislation to allow investment banks and insurance companies to tap the Federal Reserve in times of crisis, the Federal Reserve Bank of New York . . . was reducing its oversight of the Wall Street firms it did business with.”

          

          
            5 The data are “loans and leases in bank credit, all commercial banks” from St. Louis FRED taken from the Board of Governors release H.8. Because of reclassification, there is a significant discontinuity on March 31, 2010, with an increase of $442 billion. The cited decline abstracts from this increase.
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            1 This chapter reproduces material from Hetzel (2019).

          

          
            2 Rivas and Perez-Quiros (2015, 557) are critical of incorporating macroprudential policy:

            
              The comparison of the forecast performance of models that include credit with other global models shows that there is no significant gain from introducing credit. . . . Our results indicate that the role of credit in the identification of the economic cycle . . . is very limited. . . . Credit can describe the past but not infer the future.

            

          

          
            3 The analytical distinction made here is not common among policy makers. The more common practice is to characterize monetary policy in terms of the level of the interest rate and to characterize credit policies as “liquidity” enhancing programs that facilitate the “transmission” of monetary policy. In the United States, it is natural to think about how the Federal Reserve’s reaction function shapes the behavior of the risk-free term structure of interest rates because there is a term structure for government securities. In the Eurozone, in contrast, with the absence of a supranational risk-free Euro bond, the focus of attention is more naturally on the disparate banking systems of each member of the Eurozone. Credit market interventions appear attractive as a way of facilitating the “transmission” of monetary policy and appear less abstract than monetary policy. The arguments here, however, point to the importance of a clear distinction between monetary and credit policy and to the importance of getting monetary policy right as the foundation.

          

          
            4 For an overview of the latter, see European Central Bank (2010b) and Gonzalez-Páremo (2013).

          

          
            5 The authors use a dynamic, stochastic, general equilibrium model (DSGE) in which credit policies are stimulative by reducing the interest-rate wedge imposed by banks on financial intermediation. Cahn et al. (2014, 2) find that the LTROs (long-term refinancing operations) “can have large macroeconomic effects . . . when the separation principle is breached . . . that is to say when we force monetary policy not to react to the stimulative effects of LTROs.”

          

          
            6 One common explanation for the Great Recession points to a collapse of speculative excess in the peripherals characterized as a “boom-bust cycle . . . not unlike the subprime bubble” (Honkapohja 2014, 261–62). This explanation suggests counterfactually that for the first recession the initial decline in output should have started in the peripheral countries and spread subsequently to the core countries and that the decline in output should have been significantly more pronounced in the peripheral countries.

          

          
            7 The Markit purchasing manager’s index, PMI, and industrial production yield similar graphs.

          

          
            8 In early 2004, the price of oil was €25 per barrel. It rose to €85 per barrel in June 2008. The growth of emerging market economies, especially China, India, and Brazil, accounted for the increase in the relative price of commodities. For example, in 2000, China accounted for 12 percent of global consumption of copper. In 2012, the number had grown to 42 percent (Financial Times 2013a).

          

          
            9 Initially, the commodity-price shock did not pass through to headline inflation presumably because of an offsetting appreciation of the euro. From 2002 until mid-2008, the euro appreciated from less than 0.9 dollars/euro to almost 1.6 dollars/euro.

          

          
            10 Over the interval 2004Q4 through 2007Q3, real personal consumption expenditures (PCE) grew at an annualized rate of 2 percent. Annualized real PCE growth then declined as follows: 1.6 percent (2007Q4), 0.2 percent (2008Q1), −0.6 percent (2008Q2), and −1.9 percent (2008Q3).

          

          
            11 Data from Economic and Financial Affairs page of the European Commission website, https://ec.europa.eu/info/departments/economic-and-financial-affairs_en.

          

          
            12 As shown in figure 23.9, the persistent decline in real income after 2007Q3 is consistent with households forecasting a persistent decline in their income and consequently a reduction in the natural rate of interest. Blanchard and Gali (2007, 36) noted, “The effects of changes in factors such as the price of oil . . . appear through their effects on natural output.” The persistence of the commodity price shock first from 2004 through summer 2008 and then from 2009 through 2011 suggests a reduction in the natural rate of interest through pessimism about growth in natural output. It is also plausible that the risk of a disastrous outcome due to the possible breakup of the Eurozone in 2011 and 2012 exacerbated pessimism about future growth. For a discussion of how left-tail risk can lower the natural rate of interest, see Rietz (1988) and Guvenen et al. (2014).

          

          
            13 See Financial Times (2013b). Lucas Papademos (2013, 510), vice president of the ECB, explained, “For more than a year after the outbreak of the global financial crisis, the ECB did not ease monetary policy, as determined by its key interest rates, mainly because it was concerned about the materialization of second-round effects of supply shocks on wage- and price-setting and the potential unanchoring of inflation expectations.” The ECB (European Central Bank July 2008a, 6) noted: “This worrying level of inflation rates results largely from sharp increases in energy and food prices at the global level. . . . There is a . . . very strong concern that price and wage-setting behaviour could add to inflationary pressures via broadly based second-round effects.”

          

          
            14 M1 includes currency in circulation and overnight deposits. M3 includes M1 plus time deposits with maturity up to two years, deposits redeemable given notification up to three months, repurchase agreements, money market fund shares, and debt instruments with maturity up to two years.

          

          
            15 In May 2003, the ECB demoted the behavior of money (M3) to a “cross-check” from one of its two “pillars,” the other pillar being the behavior of the economy (Deutsche Bank 2013). For example, despite the absence of M3 growth, the editorial in the July 2010 ECB Monthly Bulletin (European Central Bank 2010a, 6) noted, “The annual growth rate of M3 was unchanged at −0.2 percent in May 2010. . . . These data continue to support the assessment that the underlying pace of monetary expansion is moderate and that inflationary pressures over the medium term are contained.” The ECB Governing Council left its policy rate unchanged.

          

          
            16 Before Lehman, swap amounts outstanding averaged about $50 billion (Goldberg et al. 2010).

          

          
            17 In recession, it is hard to separate disruption to financial intermediation as a causal factor from reduced demand due to a weakening economic outlook. The July 2008 Euro Area Bank Lending Survey (European Central Bank 2008b) reported:

            
              The most important factor in the net tightening continued to be a deterioration in expectations about the economic outlook. . . . Banks reported that net demand for loans to enterprises and households continued to be negative in the second quarter of 2008.

            

          

          
            18 De Andoain et al. (2014) sought instances of “fragmentation”: episodes in which banks in some Eurozone countries paid a premium to borrow in the interbank market. The most significant occurred at year-end 2011 before the introduction of LTROs (long-term refinancing operations) on December 8, 2011, providing three-year financing to banks by the ECB. They concluded, that “overall, the evidence suggests that non-standard measures such as long-term liquidity operations were broadly effective in dampening market tensions” (De Andoain et al. 2014, 11).

          

          
            19 Kang et al. (2015) documented that equity markets responded positively to the Fed’s interest-rate cuts but negatively on average to the ECB’s rate cuts. They attributed the difference to the belief by markets that the cuts by the Fed manifested its commitment to restore full employment while the cuts by the ECB simply conveyed pessimism about the economy. Kang et al. (2015, 45) used ECB communication to argue that “when commodity prices were pushing inflation up, the ECB sought to nip it in the bud; but when commodity prices pushed inflation down, the ECB preferred to wait in anticipation of a return to more normal inflation rates.” In contrast, after the 2009 cycle trough, the FOMC sought to anchor expected inflation while using forward guidance to stimulate the economy.
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            1 A version of this chapter first appeared as Robert L. Hetzel, “Recovery from the Great Recession” (Mercatus Working Paper, Mercatus Center at George Mason University, Arlington, VA, February 2021).

          

          
            2 The annual growth rate of real GDP in China rose from 7.6 percent in 2008 to 13 percent in 2010. Yearly M2 growth for China, which had averaged 16.6 percent for the years 2004 through 2008, rose to 26.5 percent and 20.6 percent, respectively, in 2009 and 2010. Annual changes in the world price of commodities averaged 19.6 percent for the years 2003 through 2008, fell to −28.4 percent in 2009, and then rose back to 25 percent in 2010 and 2011. The world commodity inflation rate then subsided to −10.6 over the years 2012 through 2016. The figures are from St. Louis FRED: (1) 2010, University of Groningen and University of California, Davis, real GDP at constant prices for China; (2) IMF, M2 for China; (3) IMF Global Price Index of All Commodities.

          

          
            3 In five major countries, central banks instituted a negative-rate policy in which commercial banks pay to maintain their reserves at the central bank. In the Eurozone, year-over-year growth in real GDP in 2015Q4 was 1.6 percent, barely enough to lower an unemployment rate of 10.3 percent in early 2016. The Eurozone year-over-year growth in the CPI through March 2016 was −0.1 percent. The other countries with negative policy rates (and their corresponding year-over-year figures) were Japan (0.7 percent GDP growth through 2015Q4 and 0.3 percent CPI inflation through February 2016); Denmark (0.5 percent GDP growth through 2015Q4 and 0 percent CPI inflation through March 2016); and Switzerland (0.4 percent GDP growth through 2015Q4 and −0.9 percent CPI inflation through March 2016). (Sweden is an outlier. Despite strong real GDP growth for 2015 near 4 percent and inflation near 1 percent, the Riksbank implemented negative interest rates to prevent an appreciation of the Krona.

          

          
            4 Swanson (2017) found that both forward guidance and QE raised stock prices. That is, markets did not interpret them as information that the economy was worse than had been expected.

          

          
            5 The model of D. Kim and Wright (2005) yields a value of −0.91 for July 24, 2020. See Board of Governors, “Term Premium on a 10 Year Zero Coupon Bond [THREEFYTP10],” available on FRED (Federal Reserve Bank of St. Louis), https://fred.stlouisfed.org/series/THREEFYTP10.

          

          
            6 On November 26, 2008, the reserve bank credit in the Fed’s portfolio was $2.1 trillion, and securities held outright was just less than 0.5 trillion. On November 3, 2010, reserve bank credit was only slightly larger at $2.3 trillion, and securities held outright came to about $2 trillion. The increase in securities mainly replaced the bank reserves that had been supplied by the FOMC’s credit programs.

          

          
            7 Measurement of price stability must take account of upward bias in the price indices due to inadequate controls for quality changes in goods and services. The Boskin Commission (1996) estimated the bias at 1.1 percent.

          

          
            8 Data are from St. Louis FRED. From August 2020 through November 2020, the five-year, five-year forward expectation of inflation averaged 1.8 percent. The reason for omitting the observations at the start of the pandemic is that in times of financial stress, TIPS become relatively illiquid so that their yield rises. At the same time, the on-the-run ten-year Treasury yields decline because of the demand for safety and liquidity. It then appears as though expected inflation has declined.

          

          
            9 The heavy preponderance of purchases of MBS as opposed to Treasury securities reflected the belief that the problem was not contractionary monetary policy but rather a failure of financial intermediation centered on the housing market. QE1 still caused many in financial markets to worry about “runaway inflation” (Torres and Boesler 2016). Purchasing Treasury securities was presumed inflationary because it financed the government’s deficit.
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            1 A version of this chapter first appeared as Robert L. Hetzel, “COVID-19 and the Fed’s Credit Policy” (Mercatus Working Paper, Mercatus Center at George Mason University, Arlington, VA, July 2020).

          

          
            2 Through its influence on the term structure of interest rates, in contrast, monetary policy influences the intertemporal distribution of the aggregate demand for resources in a way that aids in maintaining that demand equal to potential output and that maintains price stability.

          

          
            3 ICE BofA US High Yield Index Effective Yield [BAMLH0A0HYM2EY], St. Louis FRED.

          

          
            4 Board of Governors of the Federal Reserve System, “Overnight A2/P2 Nonfinancial Commercial Paper Interest Rate,” St. Louis FRED.

          

          
            5 Data from www.tracktherecovery.org, which tracks real time data. The website is Opportunity Insights Economic Tracker, put together by Raj Chetty, John N. Friedman, Nathaniel Hendren, and Michael Stepner of Harvard University.

          

          
            6 The LCR for large systemically important financial institutions (SIFIs) emerged as a reform after the fall 2008 financial crisis. Some individual banks and investment houses lacked sufficient liquid assets to survive a funding shortfall. Under Basel III, banks with more than $250 billion in assets had to hold enough high-quality liquid assets (HQLA) to substitute for a lack of short-term funding for thirty days. Level 1 HQLA, whose value is not discounted, include deposits with the Fed (reserves). The SLR, which requires a minimum ratio of capital to total assets, was intended to provide an additional safeguard to prevent banks from manipulating capital ratios based on risk weightings for assets.

          

          
            7 As of May 6, 2020, the total of lending by the CPFF, the PDCF, the PPPLF, and the MMLF amounted to only $91 billion (Board of Governors, Statistical Release H.4.1). The MLF, MSLF, PMCCF, SMCCF, and TALF were not yet operational.

          

          
            8 Jeremy Stein (2012, 3, 6) wrote:

            
              In the second half of 2011, when the credit quality of a number of large euro-area banks became a concern . . . US prime money market funds sharply reduced their lending to those banks. In a span of four months, the exposure of money funds to euro-area banks fell by half, from about $400 billion in May to about $200 billion in September.

              The central role played by money market funds in the 2011 episode is a reminder of the fragility of these funds themselves—and of the risk created by their combination of risky asset holdings, stable-value demandable liabilities, and zero-capital buffers. The events following the Lehman Brothers bankruptcy in 2008 provide even starker evidence of the risks that money market funds pose for the broader financial system.

            

          

          
            9 “Mr. Clarida (vice chair of the Board of Governors) also dismissed a question about whether the central bank had created a ‘moral hazard’ that encouraged risky investor behavior when the Fed moved quickly to backstop swaths of credit markets. ‘This is entirely an exogenous event,’ said Mr. Clarida, noting how the virus—not private-sector behavior—had forced widespread business closures and revenue losses” (Wall Street Journal 2020c). This argument is like claiming that, if one builds a house in a flood plain because of government insurance, there is no moral hazard because floods are exogenous events.

          

          
            10 The obvious reform is to regulate the money funds as banks as suggested in the Group of 30, Working Group on Financial Reform (2009). By offering transaction services, withdrawal on demand, and a stable net asset value, they offer the services of banks. However, they do so as the modern equivalent of “wildcat” banks.

          

          
            11 Under pressure from Congress, the Fed bought some FNMA and Freddie Mac debt in the 1970s. The Fed ceased the purchases in the 1980s but then revived them in November 2008 at the instigation of FOMC chairman Bernanke.

          

          
            12 The Wall Street Journal (Baer 2020) reported:

            
              Senior executives . . . wouldn’t trade. . . . There was no room to buy bonds and other assets and still remain in compliance with tougher guidelines imposed by regulators after the previous financial crisis. In other words, capital rules intended to make the financial system safer were . . . draining liquidity from the markets. One senior bank executive leveled . . . “We can’t bid on anything that adds to the balance sheet right now.”

            

          

          
            13 One measure of stress in the short-term funding markets is the amount of overnight RPs made by the New York Desk with broker-dealers. Over the period March 3 to March 17, overnight RPs averaged $68 billion. Fall 2019 was also a period of stress due to a maldistribution of reserves. From October 16 to December 5, overnight RPs averaged $57 billion. Although somewhat less than in March 2020, the RPs persisted over a longer period (data from St. Louis FRED).

          

          
            14 Of course, the Fed’s bond-buying programs for corporate bonds boosted the prices of bonds because the Fed took the tail risk. That fact does not imply any kind of breakdown in bond markets.

          

          
            15 Lack of planning for the response of monetary policy to a pandemic is consistent with Fed practice of treating monetary policy as made discretionarily period by period. With the language of discretion, the Fed can control the historical narrative. That is, each period, it responds optimally to shocks arising externally. In contrast, thinking about policy as a rule requires examination of how the rule produces a mutual interaction between the behavior of the Fed and the behavior of the economy. One can then learn from the past about which rules stabilized or destabilized the economy.

          

          
            16 The Wall Street Journal (Baer 2020) reported:

            
              The Federal Reserve set the stage for the downturn on Sunday, March 15. Most investors were expecting the central bank to announce its latest response to the crisis the following Wednesday [the date of the FOMC meeting]. Instead, it announced at 5 p.m. that evening that it was slashing interest rates and planning to buy $700 billion in bonds to help unclog the markets. Rather than take comfort in the Fed’s actions, many companies, governments, bankers and investors viewed the decision as reason to prepare for the worst possible outcome from the coronavirus pandemic. A downdraft in bonds was now a rout. The Dow Jones Industrial Average plunged nearly 13% that day [Monday, March 16], the second-biggest one-day fall in history. . . . “On that first day, the Fed got completely run over by the market,” said Dan Ivascyn, who manages one of the world’s biggest bond funds.

            

          

          
            17 LHM (2020h) reported, “Powell noted the powerful easing effect of the mere announcement of such facilities. He pointed to the easing in market conditions that has occurred even though the facilities are not even operational yet.”

          

          
            18 S&P Global (2020) reported:

            
              The credit quality of US ABCP issuance remains stable. From the total outstanding 48 ABCP programs, 85% are fully supported by liquidity, while the remaining 15% are well-diversified partially supported assets. . . . Banks and non-bank institutions providing liquidity to US ABCP programs are diversified and highly-rated entities. . . . The credit quality of the [structured finance] issuances remains stable.

            

          

          
            19 The Wall Street Journal (2020h) reported:

            
              The aviation industry is selling debt at a record pace, reflecting investors’ continuing willingness to buy debt from companies hard-hit by the pandemic—at the right price. “The investor base is not fixated on the status quo, it’s focused on where these companies will be when the virus is managed,” said Mr. Foley, whose team helped lead the debt sales on behalf of Boeing and Delta. . . . The market is saying this is inherently a good business and willing to price that risk,” said Mr. Foley.

            

          

          
            20 See Board of Governors of the Federal Reserve System, News and Events, Press Releases for the selected dates on the website, https://www.federalreserve.gov/.

          

          
            21 For example, the PMCCF (Primary Market Corporate Credit Facility) accepted corporate bonds rated at least BBB/Baa3, that is, investment grade (Board Press Release March 23, 2020). The MMFLF (Money Market Mutual Fund Liquidity Facility), which opened March 23, accepted ABCP (asset-backed commercial paper) “in the top rating category (not lower than A1, F1, or P1)” (Board Press Release March 18, 2020). The CPFF (Commercial Paper Funding Facility) accepted commercial paper rated at least A1/P1/F1) (Board Press Release March 17, 2020). For the SMCCF (Secondary Market Corporate Credit Facility), “The preponderance of ETF [exchange traded funds] holdings will be of . . . investment-grade corporate bonds” (Board Press Release March 23, 2020).

          

          
            22 Davies et al. (2020, 3) wrote, “One of the Fed’s programs buys new commercial paper from companies and banks that had top credit rating when the program was announced. . . . That excludes lower-rate companies such as Marriott International Inc. that need cash the most. . . . It’s the tier-two guys: They’re the ones that will need the cash.”

          

          
            23 The Board announced its SIV to buy corporate bonds on Monday, March 23. On Friday, March 20, the AAA corporate bond yield was 3.36 percent, and on Tuesday, March 24, it was 2.776 percent, a decline of 0.6 percentage points. Over this same interval, the junk bond yield rose from 10.75 percent to 11.13 percent.

          

          
            24 LHM (2020f) printed an informal transcript of the exchange between Powell and the moderator:

            
              Savannah: . . . “You do have the ability to conjure money out of thin air. . . . Is there any limit to the amount of money the Fed is willing to put into this economy . . . ?

              Powell: Essentially, the answer to your question is . . . “No.” . . . Effectively, $1 of loss absorption of backstop from the Treasury is enough to support $10 worth of loans. . . . When it comes to this lending, we’re not going to run out of ammunition. . . . We’ve cut them [short-term interest rates] to 0 now. We still have policy room in other dimensions to support the economy but the main thing we’re doing now is really with our lending programs.

            

          

          
            25 For the author, the analysis here came from the money and banking course offered by Milton Friedman at the University of Chicago in 1967.

          

          
            26 Seigniorage does not change the situation. As the economy grows, the public desires to hold additional currency. The Fed adds that currency by purchasing Treasury securities from the public. With less debt now held by the public, the Treasury can issue debt to restore the original total. At this point, the Treasury has additional funds in its Fed account and the public, which has bought the Treasury security, no additional currency. When the Treasury spends those funds, it obtains real resources in exchange for adding the additional currency demanded by the public. (Up to a point, higher inflation increases seigniorage revenues; however, an inflation target eliminates that option.)

          

          
            27 There is a reverse process. As confidence returns, corporations will attempt to reduce their cash balances. The corresponding reduction in the demand for bank reserves will lower the funds rate below the IOR of 0.1 percent. The New York Desk will then undertake ON RRPs (overnight reverse repurchase agreements) with the money funds to drain reserves. Deposits will be extinguished. Note that if the real interest rate dictated by the price system, the natural interest rate, rises and the FOMC does not follow that rise by raising the funds rate, the decline in money demand can still produce a decline in the money stock. At the same time, the nominal quantity of money will exceed the nominal quantity of money demanded and nominal expenditure and ultimately inflation will rise. The fact that money declines while inflation rises does not mean that inflation is not a monetary phenomenon.

          

          
            28 The discount window can be used to keep insolvent banks afloat as was the case with banks in New England in the late 1980s with the real estate slump (Schwartz 1992). To prevent moral hazard, it is appropriate that there is a stigma attached to borrowing at the window. However, in a financial panic, lowering the discount rate to the funds rate appropriately removes that stigma.

          

          
            29 The Wall Street Journal (2020d) reported:

            
              Working to the industry’s advantage is a record-high mountain of unspent cash—around $2 trillion across global private markets, with most of that dedicated to private equity, according to investment-advisory firm Hamilton Lance Inc. Blackstone could be among the best positioned to capitalize on market disruption: It has yet to spend a dollar of the record $26 billion private-equity fund it raised last year. . . . Buyout firms have submitted proposals to invest in cruise lines, casinos, airlines and other hard-hit sectors of the economy, but corporate chefs have so far been hesitant to accept financing under their onerous terms.

            

            It continued four days later (Wall Street Journal 2020e):

            
              As of December, private investment firms of all types, including venture capital and private equity, were sitting on around $2.5 trillion in unspent capital, according to a Bain & Co. report released in February. It said buyout firms held $830 billion.

            

          

          
            30 For additional commentary on the political economy of credit policy, see Broaddus and Goodfriend (2004); Goodfriend and King (1988); Schwartz (1992); Goodfriend (1994); Cecchetti and Schoenholtz (2020); Todd (2019); and Selgin (2020a).

          

          
            31 Fully levered up, the MSLF (Main Street Lending Facility) could loan up to $600 billion and the MLF (Municipal Liquidity Facility) up to $500 billion.
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            1 In a letter published in the Wall Street Journal, Daniel Thornton (2018) wrote: “Prof. Blinder suggests nobody knows what the nonaccelerating rate of unemployment (Nairu), the neutral (natural) rate of interest (aka r-star or r*) and the Phillips curve are today. This is hardly new. Estimates of Nairu and the Phillips curve have changed constantly over the last 50 years. Alan Greenspan noted this fact at the December 1995 Federal Open Market Committee meeting: ‘saying that the Nairu has fallen, which is what we tend to do, is not very helpful. That’s because whenever we miss the inflation forecast, we say the Nairu fell.’ Other FOMC participants made similar comments at other meetings, e.g., at the February 1999 meeting William Poole, president of the St. Louis Fed, said, ‘the Phillips curve is an unreliable policy guide’; Edward Boehne, president of the Philadelphia Fed, said ‘Nairu . . . has about zero value in terms of making policy.’”

          

          
            2 See Board of Governors, Statistical Release H.4.1, sec. 2, “Maturity Distribution of Securities, Loans, and Selected Other Assets and Liabilities.”
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            1 This chapter uses material from the author’s working paper “Will the Pandemic Bulge in Money Cause High Inflation?,” Studies in Applied Economics 180, May 2021, Johns Hopkins Institute for Applied Economics, Global Health, and the Study of Business Enterprise.

          

          
            2 Coibion, Gorodnichenko, and Weber (2020, Abstract) found that “using a large-scale survey of US consumers, we study how the large one-time transfers to individuals from the CARES Act affected their consumption, saving and labor-supply decisions. Most respondents report that they primarily saved or paid down debts with their transfers, with only about 15 percent reporting that they mostly spent it.”

          

          
            3 A normal amount of debt monetization occurs in the form of seigniorage. The Fed can buy Treasury securities to accommodate a regular increase in the demand for currency without inflation.

          

          
            4 This phenomenon is also known as “Tobin’s Q.”

          

          
            5 The transmission of monetary policy cannot be completely described by the behavior of “the” interest rate relative to the natural rate of interest but must include a complex of real yields, including the exchange rate of the dollar. Brunner and Meltzer (1968) stressed this point in discussing money creation in the context of a liquidity trap. See also Melcangi and Sterk (2020).

          

          
            6 An analogy is price fixing in an individual market in which a below-market fixed price creates excess demand. To extend the analogy to the macroeconomy, consider Patinkin (1965), who exposits the macroeconomy in terms of three markets: a goods market, a bond market, and a market for the quantity of money. If the central bank maintains an interest rate below the natural rate of interest, it raises the price of bonds with an artificially low rate of interest. There is then an excess supply of bonds, which the central bank must monetize to maintain its interest-rate peg. Money creation becomes an independent source of disturbance. The resulting excess supply in the market for the quantity of money spills over into the goods market.

          

          
            7 If the natural rate of interest and the yield on Treasury debt are all zero, there will still exist credit card debt, car loans, home equity lines of credit, etc., which pay positive interest. If a household pays down this debt, bank deposits and money are extinguished.

          

          
            8 The Fed introduced IOR in October 2008. The original purpose was not to turn the Fed into a financial intermediary. The “problem” was that programs established to lend to various segments of the financial system created reserves. The FOMC, still concerned with inflation, did not want markets to misinterpret the reduction in the funds rate due to this reserves creation as an easing of monetary policy (chap. 22).

            In actual practice, IOR is an instrument used to control the targeted funds rate set by the FOMC. The reason for targeting the funds rate has to do with the political economy fact that the Board of Governors not the FOMC sets IOR. However, simplifying without any loss of insight, it is convenient to assume that the FOMC uses the IOR rate as its instrument. Based on the current and forecasted value of IOR, markets arbitrage other interest rates and transmit monetary policy.
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            1 This chapter is based on the author’s papers “Rules vs. Discretion Revisited: A Proposal to Make the Strategy of Monetary Policy Transparent,” Mercatus Working Paper, Mercatus Center at George Mason University, Arlington, VA, June 2019; and “A Rule to Preserve Monetary Stability,” Mercatus Center Working Paper, Mercatus Center at George Mason University, Arlington, VA, October 2020.

          

          
            2 Fischer was vice chair of the Board of Governors from May 2014 to October 2017. He had previously served as governor of the Bank of Israel from January 2005 to June 2013.

          

          
            3 Donald Kohn was FOMC secretary from 1987 to 2002 and director of the Division of Monetary Affairs from 1987 to 2001. He became a member of the Board of Governors in 2002 and was vice chair from 2006 to 2010, when he retired from the Board.

          

          
            4 Prior to FOMC meetings, the staff of the Board of Governors distributes briefing materials informally termed the “Tealbook”: “Report to the FOMC on Economic Conditions and Monetary Policy.” Forecasts of the economy are contained in the Tealbook part A (formerly called the Greenbook): “Book A—Economic and Financial Conditions: Current Situation and Outlook.” Policy alternatives and simulations of the economy based on different rules are contained in the Tealbook part B (formerly called the Bluebook): “Book B—Monetary Policy: Strategies and Alternatives.” They are available with a lag of five calendar years on the Board of Governors website.

          

          
            5 Hetzel (2012b) used forecasts from the Tealbooks (formerly Greenbooks) from January 1980 through December 2005 and showed that, even for forecasts of GDP growth made in the last month of a quarter for the succeeding quarter, the accuracy of the forecasts was only slightly better than a simple extrapolation of past data. Simulations from the publicly available Federal Reserve System DSGE models always show a quick reversion to trend growth.

          

          
            6 The Tealbook Book B contains three alternatives, which span FOMC sentiment from dovish to hawkish as determined informally by the chair and the FOMC presidents before the FOMC meeting. Alternative B is the likely consensus statement in an approximate form. At the FOMC meeting, the chair adjusts the language in an attempt to avoid dissents.

          

          
            7 “Participants” are all the governors and regional Reserve Bank presidents while “members” are only those voting.

          

          
            8 It is from “Analysis of Policy Paths and Confidence Intervals” in Tealbook Book B, August 4, 2011, 43. For a discussion of the rule, see Orphanides (2003a). See also Orphanides (2001, 2002, 2003b, 2003c, and 2004a) and, especially for first-difference rules, Orphanides and Williams (2002).

          

          
            9 Tealbook forecasts are judgmental. As at present, Board staff would base their initial forecast of the economy by starting with a funds-rate path decided on by senior staff. Using the resulting initial forecast of the economy, staff would calculate the funds-rate path based on formula 28.1. If, say, the funds-rate path calculated using the formula were to lie above the initial preliminary path, the staff would repeat the forecasting process imposing a somewhat lower growth rate for GDP and its constituent parts. Through an iterative process, the staff would arrive at a forecast for the economy and a path for the funds rate consistent with formula 28.1.

          

          
            10 As background for the academic economists, the FOMC should release transcripts of its meetings with a short lag, say, three months. At present, transcripts are released only with a lag of five calendar years.

          

          
            11 See Board of Governors, Monetary Policy, About the FOMC, FOMC Longer-Run Goals and Monetary Policy Strategy, https://www.federalreserve.gov/.

          

        

      
      
        Chapter 29

        
          
            1 The exposition here uses the notation in Barsky et al. (2014). The real rate of interest, rt, is rt = it − Etπt+1, where it is the market rate of interest and Et πt+1 is expected inflation. The natural rate of interest, rnt, equals equation 29.1,

            
              (29.1) rnt = ρt + s−1Et(Δynt+1),

            

            where ynt is the natural rate of output, ρt is the subjective rate of time preference, s is the intertemporal elasticity of substitution in consumption, and Δ is a first-difference operator. The output gap equals [image: ] ≡ yt − ynt. yt is real output with the variables expressed as logarithms. Using equation 29.1 and its counterpart for actual real values and solving forward yields equation 29.2:

            
              (29.2) [image: ] = −s∑∞k=0Et(rt+k − rnt+k).

            

            That is, the output gap equals the sum of future interest-rate gaps. Finally, equation 29.3 expresses the NK Phillips curve:

            
              (29.3) πt = βEt[πt+1] + k[image: ].

            

          

          
            2 See Board of Governors, Monetary Policy, About the FOMC, FOMC Longer-Run Goals and Monetary Policy Strategy, https://www.federalreserve.gov/.
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