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Abstract 

The idea of central bank autonomy enjoyed a global renaissance in the early 1990s.  
Central bank autonomy was prescribed by international lending authorities, championed 
in the economics literature, and relentlessly impressed on voters and investors by the 
financial market press.  Despite this attention, the domestic politics of the public policy 
choices implicit in broadening central bank autonomy are not well understood.  Drawing 
on archival material from the Carter and Reagan Presidential libraries, I identity key 
choices and conflicts that culminated in the (at least short-term) capitulation of central 
bank critics on the left and the right.  Neither the monetarist experiment (a conservative 
prescription to limit central bank discretion) nor the Humphrey-Hawkins Act (an effort to 
increase representative control over monetary policy) proved to be successful challenges 
to the idea of central bank autonomy.   A number of events (global capital mobility and 
flexible exchange rates, financial market deregulation and changes in the banking 
industry) shaped the incentives and constraints facing White House and congressional 
actors and ultimately contributed to the maintenance of the monetary framework of the 
1970s.  Decisions by the White House and the Congress reinforced the monopoly of the 
Federal Reserve over the supply of money and inflation. 
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The revitalized role of money in the American macroeconomy 

The global and abject failure of Keynesian demand management strategies to stimulate 
economic growth in the 1970s and the inability of Keynesian economic theory to explain 
the coincidence of prolonged unemployment and inflation led a wholesale search for 
alternative ways to fashion prescriptions for governance of the economy.  Keynesian 
approaches (as defined in practice in the United States, in particular) place a premium on 
the use of public sector deficit spending to stimulate aggregate economic growth.   The 
rapid diffusion of Keynesian ideas, labeled as the" Fiscal Revolution" by Herbert Stein, 
affected the way that economic policy choices were evaluated and promoted in the White 
House and the Congress, as well as public expectations about the proper role of 
government in the economy.  The public, the Congress and the White House focused on 
the utility and implications of changing the levels of taxes, spending, and deficits.  Before 
the 1970s, the intellectual and practical supremacy of considerations related to fiscal 
policy and fiscal stimulus subordinated considerations of what constitutes proper 
monetary policy and appropriate links between state actors and monetary policy 
authorities (Hall 1989).  The undoing of Keynesian demand management brought 
monetary policy choices and consequences to the center of the economic debate of the 
1970s. 

Changes in the international political economy also led to a new and controversial role 
for domestic monetary policy choices.  In response to increasingly steep balance of 
payments deficits, the Nixon Administration  suspended dollar convertibility to gold in 
1971.  Calleo (1982) claims the domestic political origins of this devaluation of the dollar 
represented basic mercantilism: major trading partners exploited the overvalued dollar to 
support exports.  The overvalued dollar was an artifact of postwar efforts to boost 
production in Japan and Germany.  In addition to the crass motivation for reform, floating 
exchange rates became part of American economic orthodoxy.  Liberals applauded the 
relaxation of balance of payments constraints on Keynesian demand side activism.  
Conservatives heralded the expansion of free markets (Calleo, 1982).  The 1971 
repudiation of Bretton Woods institutions and the introduction of floating exchange rates 
contributed to a renewed focus on the proper role of monetary policy.   Proponents of the 
gold standard as a tool for maintaining price stability viewed flexible exchange rates as a 
dangerous complement to central bank discretion.  Many economists apparently 
underestimated the extent to which the imperfect gold standard of Bretton Woods 
constrained global inflation (see Gordon 1982). 

The growing importance of monetary policy in national economic debates triggered a 
very visible and often polemic dispute over the proper role of the central bank.  In the 
1970s, three central reforms efforts attempted to redefine the role of the Federal Reserve 
System in a new economic world where monetary policy was perceived as paramount.  a 
monetarist prescription for a fixed rate of money growth, populist efforts to introduce 
representative control of monetary policy, and supply side attempts to re-introduce a gold 
standard.   The sense that current institutional arrangements and expertise were 
insufficient and that change was necessary is reflected in the range of prescriptions 
offered by economist Robert Barro in 1982.  He suggested reforms as diverse as 
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commodity standards (such as a gold standard to anchor the value of money), a monetary 
constitution (which could include a fixed rate for money growth) , or wage and price 
controls (which Barro dismisses).  The range of options reveals the potential for new 
ideas and the uncertainty over the future course of U.S. monetary policy at the time 
(Barro, 1982).  Yet, twenty years later, none of these reforms have been adopted.  The 
central bank still employs a judgmental or eclectic  (and, some would say, inscrutable) 
approach to monetary policy, exchange rates are not fixed (in fact, currency intervention 
is quite rare), and there is no search for an alternative monetary regime.  Why did ideas 
and demands for reform fail to transform the Fed?  Why is the idea of central bank 
autonomy, which describes the early 1970s monetary framework, so resilient? 

This paper offers some answers to these questions with a particular focus on the role of 
the Carter and Reagan administrations in the promotion or rejection of specific ideas for 
monetary reform.  The experiences of the Fed under Presidents prior to Carter have 
informed the most frequently cited works on monetary policy in the U.S. (Woolley, 1984; 
Kettl, 1982)  The contributions of Carter and Reagan (and the wealth of data that their 
Presidential Libraries have to offer) have not been closely examined.  After briefly 
reviewing the role of ideas in policy innovation and the particular monetary policy ideas 
that motivated reform in the 1970s, I examine the actions of the Carter and Reagan White 
House in four areas: the role of monetary policy in White House economic plans,  the 
link between monetary policy and financial market deregulation, structural reform of the 
Fed, and attempts to reintroduce fixed exchange rates.  Two conclusions are notable.  
First, no political actor in the period (1976-1988) advocated an independent central bank 
of the form we see today -- Democrats and Republicans, Congress and the White House, 
liberals and conservatives each envisioned some type of restraint to discipline monetary 
policy choices.  Second, while the Reagan White House identification of monetary 
stability as primary a goal of economic policy was novel, the basic structural framework 
for evaluation of monetary policy choices and the critical personnel at the Fed were in 
place by the end of the Carter Administration.  Overall, the idea of central bank 
autonomy did not triumph over monetarism and other ideas because of entrepreneurial 
actions of proponents of autonomy.  Instead, reform efforts failed for two distinct 
reasons.  First, unanticipated technical changes in financial markets made rule-based 
monetary constitutions appear as both unreliable and, possibly, inimical to economic 
growth.  Second, the period of price stability and progressively lower inflation rates 
(beginning in 1979) undermined the basic empirical foundations for the major critics of 
Fed discretion..  Absent a compelling problem of inflation, advocates for monetary 
reform found few audiences for their prescriptions. 

The role of ideas in public policy innovation 

The role and importance of ideas in policy innovation has generated a substantial amount 
of interest from scholars examining economic policy (see Hall, 1999) and foreign policy, 
in particular (recently Drezner 2000).  Ideas, as both tools used by political entrepreneurs 
and obstacles to the adoption of innovative practices, are typically grouped with 
fundamental social interests and stable institutions as the building blocks for explaining 
social and political change.  The debate over what is primary- ideas, institutions, or 
interests -- motivates much of the empirical investigation. 
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Derthick and Quirk (1985) describe how the idea of deregulation first originated as a 
technical solution prescribed by economists to problems of regulatory capture.  The Ford 
and Carter White House then adopted deregulation as a solution to problems of inflation 
and, finally, a diverse group of policymakers and elites adopted the deregulation solution.  
The idea was not fashioned to satisfy a diverse coalition but instead emerged as an 
alternative satisfactory to a number of diverse actors.  Kingdon (1984) identifies ideas, in 
the form of solutions to problems, as the primary resource that political entrepreneurs 
bring to the policy process.  Ideas can be central to explaining the direction and pace of 
change across a variety of different types of policy areas. 

The spread and diffusion of Keynesian economic ideas across a number of countries has 
triggered extensive inquiry into the politics of the diffusion of new ideas (for a 
comprehensive treatment see the collected essays in Hall, 1989).  The hegemony of 
Keynesian ideas and practice in the United States has been variously traced to the 
dominance of Keynesian ideas in the economic profession, to the placement of 
Keynesians in top positions in the multitude of agencies and organizations that affect 
economic policy, and a broad compromise between Republicans and Democrats over the 
scope of government intervention in the economy.  Salant (1989) describes the influence 
of Keynesian ideas on the basic macroeconomics textbook that educated a generation of 
postwar decision makers and government officials.  Weir (1989) identifies a series of 
administrative appointments and institutional choices that introduced advocates of 
Keynesian ideas to the White House, the Federal Reserve, and the Joint Economic 
Committee in Congress.  The cross-country adoption and diffusion of monetarist ideas, 
the principal intellectual challenge to Keynesians in the early 1970s, has also received 
attention from political scientists and economic historians.  Johnson (1998) compares the 
slow and fitful adoption of monetarists practices in the United States with the rapid and 
more comprehensive endorsement of monetarism in Germany.  Hall (1992) identifies key 
institutional features of the British state that led Conservatives to champion (and 
successfully implement)  monetarism as an alternative to failing Labor party proposals.  
Adoption of new economic policy tools, grounded in new ideas, is both substantively 
important and offers an opportunity to learn why some ideas ultimately influence 
outcomes and others do not. 

The idea of central bank autonomy - two variants 

Two distinct ideas have motivated U.S. monetary reform since 1975.  One is the idea that 
central banks perform best when insulated from democratic politics.  The second is that 
central banks perform best when constrained by fixed and public rules.  The two ideas are 
not at all complementary.  The first idea implies that central bankers have a better 
judgment about optimal policy choices than a democratic public or it's elected 
representatives.  The second implies that central banks cannot be trusted to follow a 
public interest, even when that interest is clearly defined and objectively desirable (a 
stable rate of money growth).  One of these ideas, the central bank cannot be trusted, has 
all but vanished from monetary policy exchanges in Congress and academe.  The other 
idea, that monetary policy cannot be subject to democratic influence, has not only 
persisted but flourished.  And, more paradoxically, no political elites in the late 1970s or 
early 1980s endorsed this now fashionable idea. 
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Partisan and political business cycles 

A trio of claims about democratic control of the economy underpins demands for central 
bank autonomy.  First, elected officials relish positive economic performance near 
elections (and will subvert long run stability to achieve this short run growth).  Nordhaus 
(1974) develops a formal model of the costs of election surprises and estimates the 
benefits to be gained from delegation of economic policy to a benevolent planner.  
Second, major political parties of the left and the right have different optimal monetary 
policy choices and alternate control of government can produce cyclical changes in 
monetary policy choices.  Hibbs (1989) develops a the distinction between Republicans 
and Democrats that hinges on the over-representation inflation-averse wealth holders in 
the Republican Party and the over-representation of unemployment-averse lower income 
worker in the Democratic Party.   For both Nordhaus and Hibbs, goals of politicians 
dictate manipulation of economic policy instruments (such as the supply of money) to 
achieve electoral or partisan ends.  A third, and related, literature suggests that 
democratic competition over scarce resources will induce democratic legislatures to 
inflate the size of government relative to tax capacity and subsequently pressure a 
politically dependent monetary authority to "monetize" or accommodate this debt.  The 
result is high and persistent inflation (Buchanan and Wagner, 1977).  In each of these 
three cases, central bank reform is prescribed to insulate the central bank from the 
demands of politicians.  The central bank is a commitment device that binds politicians to 
long-run monetary policy choices that pareto-superior to short-run partisan or electoral 
manipulation.  Delegation to an autonomous inflation-averse central banker is the 
preferred solution to democratic control over the money supply (Rogoff 1985).  The 
diffusion of this idea -- that autonomous central bankers can insure growth and stability - 
has only recently been subjected to empirical or theoretical scrutiny (see McNamara 2000 
and Boylan 2001).  But central bank autonomy has nevertheless become the preferred 
method of signaling by governments to world capital markets that the government is 
committed to price stability and fiscal fidelity.  Maxfield (1995) describes how 
developing countries that require access to global capital markets endorse central bank 
autonomy as a way to attract investment.  The idea that central banks must be segregated 
from democratic politics is powerful and pervasive. 

Rules versus discretion: the public choice tradition and monetarism.   

Central bankers enjoy a monopoly on the supply of money to consumers and financial 
markets.  Public choice critics of central bank autonomy complain that this monopoly, 
like all monopolies, will be exploited.  For the explicit and well-developed treatment of 
this theme, see Buchanan and Brennan (1981).  The ultimate result of central bank 
discretion is the over-supply of money (which creates opportunities for central bankers to 
generate income to the bank) and persistently high levels of inflation (Barro and Gordon 
1983).  The prescription for these critics is a fixed rule for the growth of the money 
supply (or some other type of monetary constitution).  A growth rate target both 
constrains rent-seeking by Federal Reserve policymakers and introduces, in the long-run, 
price stability.  The fixed rate policy also introduces transparency to central bank 
deliberations -- all economic actors know with certainty the long run growth rate of the 
money supply and can therefore plan with foresight.  Adding to the case for rules, Kyland 
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and Prescott (1977) identified a basic time consistency problem facing planners with 
discretion.  Optimal planning fails to produce social beneficially outcomes in dynamic 
systems when planners have the discretion to update choices over time.  Fixed and known 
rules are preferable to discretionary actions. 

Proponents of fixed money growth rates, monetarists, were united by both the economic 
conviction that inflation was ultimately rooted in money growth and a belief that the 
Federal Reserve System could not produce a fixed and stable rate of monetary growth.  
When Arthur Burns, Nixon's 1969 choice for Fed chair, failed to advance the monetarist 
cause within the Fed, monetarists organized a Shadow Open Market Committee to 
evaluate monetary policy choices from  a monetarist perspective (Johnson, 1998).   
Advancing the monetarist cause, in the Congress, the White House, and the Federal 
Reserve became a fundamental goal of critics of Fed discretion.  A number of the 
technical prescriptions of monetarists, such as the extension of reserve requirements to all 
depository institutions, were eventually passed.  Even the Congress institutionalized 
monetarist prescriptions, requiring the Fed to report and defend annual targets for growth 
of the monetary aggregates.  But the original public choice claim, that central bankers 
with a monopoly of the supply of money will exploit that monopoly, no longer motivates 
advocates of monetary reform. 

What happened? 

The curious aspect of this "clash" of ideas about central bank reform is that the idea of an 
independent central bank was not advanced or taken seriously in the late 1970s or early 
1980s.  In fact, the idea of delegation to an independent central bank was viewed with 
suspicion, at best.  In contemporary American politics, the central bank operates with 
considerable discretion, bound by neither a commodity standard nor a fixed money 
growth rate.  The public choice criticism, part of the original motivation for greater 
representative control, has been largely forgotten.  The idea of central bank independence 
from representative influence, however, is more popular than ever.   

What explains this outcome?  I examine the treatment of monetary policy choices and 
reform in two Presidential Administrations -- Reagan and Carter -- to offer some insights 
into how some ideas were championed and others neglected.  The irony is that there were 
no proponents of central bank autonomy in either the Carter or the Reagan White House. 
Yet all of the alternatives envisioned by either White House either failed technically or 
failed politically.  And, analogous to the outcomes observed by Derthick and Quirk 
(1985), central bank autonomy became an idea which both conservatives and liberals 
could endorse as a compromise between strict rules or representative control. 

Monetary policy innovation under Carter 

Economic policy: the role of monetary policy 

Plagued by economic performance problems, the Carter Administration first advocated a 
series of dirigiste prescriptions for revitalization -- elaborate wage and price standards to 
restrain inflation and an industrial development bank to channel scarce credit and capital.  
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In 1978 the Administration strategy to combat inflation was developed in the Economic 
Policy Group chaired by Treasury Secretary Michael Blumenthal.1  The comprehensive 
plan, anticipating the firm-level monitoring of wage and price agreements, included only 
a cursory nod to monetary policy (a single paragraph in a fifteen page memo to the 
President).  The action plan was described by CEA Chairman Charles Schultze as a 
combination of voluntary wage and price standards, use of federal procurement 
regulations to induce compliance with wage and price standards, a federal hiring freeze 
and a "statement of intent" about the contents of the FY 1978 budget.2   The plans 
required addition of 100 staff to the Council on Wage and Price Stability, an office dating 
back to the Nixon Administration, to implement anti-inflation policy.   The Secretary of 
Labor advocated a tripartite (Labor/Management/Government) sectoral approach to 
insure that every wage and price decision in each sector of the economy was consistent 
with federal guidelines.  In short, monetary policy choices were not considered 
instrumental to containing inflation.  This view, ultimately challenged by advocates of 
supply side solutions to economic performance problems, was grounded in the 
expectation that excessive government spending (measured by the federal budget deficit) 
ultimately led to inflation.  To control inflation, the budget deficit must be reduced.  This 
principal was the backbone of Republican economic orthodoxy in the 1970s and 
motivated the Carter Administration economic blueprint early in his term.  Roberts 
(1984) attributes the neglect of money and monetary policy to this "unsophisticated" view 
of inflation.  Monetarists, who trace the root cause of inflation back to unrestrained 
growth of money aggregates, do not share these reservations about large budget deficits. 

In addition to considering a number of different policy instruments, the Carter 
Administration made an early commitment to endorse both price stability and job 
creation as goals of the Administration.  Fed chair Arthur Burns did not share the 
Administration concerns about unemployment and, very early in Carter's term, Treasury 
Secretary Blumenthal and CEA chair Schultze both counseled Carter to replace Burns as 
Fed chair.  They argued that Burns was completely unsympathetic to a joint program of 
price stability and maximum employment and that Burns has stirred opposition to 
fundamental goals -- Burns, they claimed, "positively relishes in leading the opposition."  
Schultze recommend a business executive (rather than a financial executive) to champion 
economic expansion coincident with the drive to lower inflation.3 

Only in the second half of his term did Carter both identify inflation as the primary 
economic problem facing his Administration and appoint a central banker to combat 
inflation.   Carter Administration principals were highly critical of Fed monetary policy 
choices under former Textron executive William Miller (appointed in 1978).  The CEA 
and the Treasury concluded that the economy required substantially more monetary 
restraint in early 1979. Schultze and Blumenthal both recommended a media campaign 
the pressure the Fed to act to restrain money growth , but Carter rejected the strategy.4  
Blumenthal recommended direct controls on the expansion of consumer credit (under the 
Credit Control Act of 1969) to complement other Board efforts to reduce credit 
expansion.5   

But in mid-1979 Schultze and Blumenthal dismissed a strategy of severe monetary 
restraint (implying Treasury bill yields of 13 percent more) as both costly, unlikely to 
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reduce inflation and likely to meet resistance from the Fed.6  They did advocate 
identifying the reduction of inflation as the central goal of the Administration and 
substantially reducing government spending to balance the budget and finance modest tax 
cuts to stimulate savings  This combination, advocated by the principals on the Council 
on Wage and Price Stability, was to be accompanied by monetary ease.  Also part of the 
macroeconomic strategy was a balanced budget for 1980 -- a goal that would both alter 
public expectations regarding inflation and permit the Fed to relax restraints on money 
growth.7  The Economic Policy Group Steering Committee considered a host of 
additional inflation initiatives: regulatory reform, consumer credit controls, and the wage 
and price standards advocated by "inflation czar" Alfred Kahn.8 The Administration 
considered product line price standards -- specifying permissible price increase for some 
300 products distinguished in the Standard Industrial Code (SIC).9 

Carter took the drastic step of summarily dismissing his entire cabinet in July,1979 and 
used that opportunity to place Fed chair Miller in the Treasury Department and appoint a 
new Fed chair.  Carter's choice, Paul Volcker, was somewhat isolated in his pursuit of 
price stability, as both remaining White House staff (the Committee on Wage and Price 
Stability, in particular) and key congressional Democrats (Edward Kennedy, notably) 
were reluctant to abandon the planning and spending initiatives championed early in the 
term.  And even in his 1980 plan for economic recovery, Carter advocated the creation of 
the "President's Economic Revitalization Board."   So, despite the appointment of 
Volcker, the Administration was never committed to using monetary policy as the 
principal tool to fight inflation and restore price stability. 

Reform of the Federal Reserve 

Jimmy Carter proposed basic structural changes to the Federal Reserve System in his 
1976 campaign.  The Democratic House considered and passed a number of reforms 
consistent with Carter's goals before the election (in May, 1976).  The reforms, passed by 
a wide margin, included provision for coterminous terms (permitting new Presidents to 
select a Fed chair), GAO audits of the Federal Reserve System, expanded Boards of 
Directors at the regional banks, and regular appearances of the Chairman before the 
Banking Committees of the House and Senate.  The bills were tabled in the Senate, then 
revitalized as HR 7646 in 1977, and finally passed as a trio of bills:  the Federal Reserve 
Reform Act, the Humphrey-Hawkins Act and the GAO audit bill. 

The only campaign reform not ultimately enacted was the provision for coterminous 
terms.  Coterminous terms were advocated as a way to formally enhance the coordination 
of Administration objectives and monetary policy choices.  The reform was proposed 
during the campaign and actively promoted by Carter.  The House Banking Committee 
did in fact send legislation implementing coterminous terms to the floor in October, 1977.  
But critical components of financial market deregulation were coupled with a different 
package of Fed reforms that excluded coterminous terms.  Fed Chair Arthur Burns 
undercut Administration objectives by supporting the alternative set of reforms.10  The 
Administration also supported an effort by the Parron Mitchell (D-MD) to enact 
coterminous terms in 1979.  Overall, the types of reforms advocated by the Carter White 
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House were clearly more consistent with the idea that the Fed required closer monitoring 
and supervision, rather than more insulation or independence. 

The Humphrey -Hawkins Act, passed by Congress in 1978, has two components.  The 
Act institutionalized reporting requirements that mandate the Fed appear before Congress 
twice annually.  The Act also set specific targets for levels of unemployment and 
inflation.  The White House Economic Policy Group considered a number of alternative 
target ranges and timelines, but the consensus view was to seek major substantive 
revisions to both the price and employment goals originally contained in the Act.  The 
Administration supported language that emphasized price stability to a greater degree 
than the Congressional language and deferred specific employment goals.11  The 
Administration did succeed in modifying some aspects of the employment goals, but the 
original targets (4% total unemployment rate within five years) were retained.  Neither 
component of the Act is consistent with the idea that central banks should have discretion 
over either outcomes (inflation and unemployment) or policy instruments (growth rate of 
the money supply). 
The reporting requirements mandated in the Act were less controversial than the 
outcomes targets, but reflected the prescriptions of monetarists.  Humphrey-Hawkins 
required, first, that the Fed report twice annually to the banking committees in Congress 
and, second, that the Fed report the annual growth rate of M1.   This reporting convention 
was mandated by the act and continued even after the Fed rejected M1 as a reliable target 
fro monetary policy choices (see below).  Ranges for monetary aggregates were dropped 
from the report to Congress only in August of 2000.  Recent amendments to the Federal 
Reserve Act require the Fed is to report twice annually to the banking committees of the 
Congress,.  But the new "Section 2b" requirement extends the scope of the report from 
monetary aggregates to "past and prospective developments in employment, 
unemployment, production, investment, real income, productivity, exchange rates, 
international trade and payments, and prices." 
Carter campaign promises and legislative efforts both indicate that the 
Administration was not sold on the idea of central bank autonomy.  As noted by 
others (see Johnson, 1998), actions of a perverse alliance of monetarists and 
populist critics of the Fed culminated in Humphrey-Hawkins requirements for 
reporting annual changes in the monetary aggregates.  Monetarists praised the 
constraints that would discipline the Fed.  Populists praised the new role for 
Congress and the endorsement of a road map to full employment.  There was not 
even a whisper of intellectual or political support for the idea of a central bank 
independent from or autonomous of representative control. 

Financial market deregulation 

Treasury Secretary Blumenthal and the Economic Policy Group recommended extensive 
deregulation of thrifts and other depository institutions in early 1977.  Proposed reforms 
included elimination of ceilings on interest rates paid to on checking accounts (phase out 
of Regulation Q) and provisions to pay interest on bank reserves held by the Federal 
Reserve System.12   By 1979, Administration principals were also considering reducing 
restrictions on interstate branch banking and electronic funds transfer.  This wholesale 
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commitment to bank deregulation was identified as a key component of the Carter anti-
inflation program in the second half of his term.   The twin reforms of eliminating interest 
rate ceilings and addressing the Fed membership problem were finally realized with the 
passage of the Depository Institutions and Monetary Control Act (DIDMCA) in April, 
1980.  One reform, new requirements for Fed membership, contributed to the 
introduction of monetarist practice to contemporary monetary policy.  The second 
reform, removal of interest rate ceilings, led to a complete and unanticipated technical 
breakdown of monetarism. 

The Fed experienced a serious decrease in the number of member banks in the 1970s and 
there was some concern that membership attrition would make it more difficult to use 
changes in reserve requirements and other monetary policy instruments to affect money 
growth rates.  Permitting interest rates to be paid to member banks would reduce the 
membership problem.  Ultimately, Congress elected to simply require all institutions to 
join the Federal Reserve System with coincident reductions in reserve requirements for 
existing member banks, rather than paying interest to the voluntary members.  DIDMCA 
reforms were wholly consistent with the prescriptions of monetarists, who advocated a 
variety of technical changes in Fed operating procedure to permit higher precision in Fed 
control over various measures of money.  In a partial concession to advocates of a gold 
standard, DIDMCA also established a commission to study the role of gold in the 
monetary system.  The commission issued a final report in early 1982 (see below).   

The second component of the deregulation initiative was the elimination of ceilings on 
the rate of interest that could be paid to holders of checking accounts. The phaseout of 
these ceilings, Regulation Q, posed a regulatory dilemma for the Administration.  The 
Council on Wage and Price Stability proposed specific limits on the fees and service 
charges banks could use to generate income.  Repeal of Regulation Q ceilings would 
increase the costs of funds for banks.  So the Carter administration was simultaneously 
working to regulate (prices) and deregulate (costs).  Coordination of deregulation and 
wage and price standard presented a considerable administrative challenge.13   The Carter 
White House championed banking deregulation of in 1980 State of the Union address and 
initiated the phase out of Regulation Q under DIDMCA in 1980.  The Administration 
advocated a gradual, five year phase out of interest rates ceilings.  A more aggressive 
implementation of the phase out by the committee of bank regulators charged with 
implementing the Ac caused considerable tension in the White House.14   The Carter 
Administration was forced to strike a difficult election year balance between the demands 
for deregulation and the stiff resistance of a savings and loan industry that was reluctant 
to embrace market interest rates.  But the Carter Administration maintained public 
support for deregulation and fully supported movement toward market-based fees and 
interest. 

Exchange rates and capital mobility 

The dollar declined precipitously (by historical standards) in 1977 and 1978, confirming 
the fears of critics of Fed discretion without a commodity standard (see Figure 1, below)  
In late 1978, Blumenthal and Miller announced direct currency mobilization measures to 
prop up the dollar.  The currency intervention, coordinated with the governments and 
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central banks of Germany, Japan, and Switzerland, was expected to stabilize currency 
valuations.  The Fed also raised the discount rate and placed new reserve requirements on 
large time deposits.15    Intervention stabilized the value of the dollar which remained 
close to 1978 levels until after the inauguration of Reagan when the dollar began an 
appreciation of nearly 40% in Reagan's first term.  

Schwartz (2000) identifies a number of periods of intense foreign intervention activity 
between 1973 and 1981, with day-to-day intervention in the late Carter Administration 
but little activity in Reagan's first term.  Campagna (1995) and Calleo (1982) highlight 
the contradiction between liberal internationalism that informed endorsement of flexible 
exchange rates and interventionist domestic economic policies considered by Carter staff 
a the time (firm-level standards for price and wage increase, for example)  The dollar 
intervention, coupling currency intervention with rising interest rates, lasted from August, 
1978 to March, 1979.   From March through the summer of 1979, the Administration 
retreated from the stringent anti-inflationary measures and the money aggregates grew at 
an annul rate of over twelve percent.  Finally, in what Calleo labels the "Carter cycle," the 
Fed introduced severe monetary restraint again in the fall of 1979. 

Carter and the central bank 

Carter endorsement of wage/price guidelines, mandatory credit controls, and budgetary 
balance handicapped efforts to focus on money growth and the Fed as the source of 
solutions for the problem of inflation.  Although inflation was the number one problem, 
monetary policy was never a primary solution.  Internal schisms in the Carter 
Administration foreclosed a generous grant of autonomy to the Fed.  Efforts to move 
toward endorsement of monetary restraint were foreclosed by a commitment to and 
dependence upon dirigiste economic controls (wage and price standards and a proposed 
industrial development bank).  This represents one key distinction between the Carter and 
Reagan Administrations. 

But Carter endorsement of banking deregulation and extension of the reserve requirement 
to all depository institutions increased the influence of the Fed over bank reserves and 
moved Fed operating procedure closer to the prescriptions of monetarists.  Also 
consistent with monetarist prescriptions, Carter endorsed a series of structural changes 
that implied a new level of representative or political control over monetary policy 
choices -- Senate confirmation of the chairman of the Board of Governors, GAO audit of 
non-monetary policy financial transactions, mandatory hearings before the banking 
committees, and expansion of the Class C directors of the Reserve banks.  The 
administration's major initiative -- coterminous terms for President and Chairman of the  
Board of Governors - failed.  And absent a commitment to monetary policy as principal 
tool for reducing inflation, the utility of representative control over Fed instruments and 
autonomy would have been limited. 

Monetary policy innovation under Reagan 

Economic policy: the role of monetary policy 
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The reduction of the rate of growth of the money supply was a central feature of the 
Reagan economic plan, second in importance only to the massive tax cuts promised in the 
1980 campaign.  Consistent and predictable Fed action to reduce money growth rates was 
expected to contribute to a sharp reduction in inflationary expectations, permitting a 
return to price stability without severe unemployment (Stein 1992).  Proponents of supply 
side reforms, including Murray Weidenbaum in the CEA, were the core of the early 
Reagan administration economic policy advisors.   Reduction of the growth rate of the 
monetary aggregates and subsequent reduction of the inflation rate were a primary goals 
of both these supply side reformers and the monetarists who made substantial 
contributions to White House and Fed choices before the inauguration of Reagan. 

The White House faced extraordinary criticism for permitting continued high interest 
rates under Volcker in 1981 and 1982.  Reagan questioned both high interest rates and the 
necessity for the Fed monetary restraint.  In correspondence with Gordon Luce, the CEO 
of San Diego Federal Savings and Loan Association, Reagan explained: 

"I did spend my time in Ottawa telling the others the Fed high interest 
rates were not part of our economic package.  I've passed your essay on to 
our economic types to see if they have an answer to whether the Fed is 
really necessary."16 

CEA chairman Murray  Weidenbaum recommended that Reagan take every opportunity 
to reaffirm administration commitments to price stability in order to enhance Fed 
credibility.  Further, Weidenbaum suggested the Gold Commission might recommend 
policy changes that could involve a "lessened role for Fed."17  After this exchange, the 
White House maintained a commitment to stable money growth until 1984 and the re-
election campaign.  In the Congress, support for monetary restraint was quicker to ebb, as 
midterm elections compelled both Republicans and Democrats to address historically 
high interest rates and recession.  Representative Jim Wright called on Fed chair Volcker 
to resign in 1982.  Preparing for meetings with Volcker, Reagan was encouraged by some 
advisers (Regan) to reinforce Administration commitments to slow and stable money 
growth, while others (Meese and Baker) wanted Volcker to deliver lower interest rates.  
Despite the persistence of high interest rates, CEA Chair Martin Feldstein advocated 
Volcker reappointment in 1983 --noting he was able to "persuade Congress to accept the 
monetary policies that the Administration basically prescribes."18 

White House commitment to low money growth rates and price stability was severely 
challenged in early 1984.  Both internal disagreements and congressional initiatives in 
1983 and 1984 challenged the choices of Volcker.  The White House was concerned 
about the limited influence of Reagan's Fed appointee Preston Martin.  White House staff 
wanted to prevent Martin from being co-opted by the senior staff at the Board of 
Governors.19  Correspondence between Republican Senators and the White House notes 
that Reagan appointee Preston Martin was a minority in FOMC deliberations aimed at 
increasing rates and restricting money supply growth and cautions against repeat of 81/2 
recession.20  Jack Kemp also questioned Fed decisions to let interest rates rise during 
1984. He was convinced that Fed policy threatened both Congressional election 
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objectives and the Reagan reelection..21  The dispute between the Fed and the White 
House in 1984 attracted substantial media attention (Newsweek, 21 May 1984). 

Undercutting Reagan's macroeconomic strategy, CEA chair Weidenbaum, his replace 
Martin Feldstein and Fed chair Volcker began to question the ability of the Fed to 
counteract the enormous deficits the Administration faced in the second term.  Volcker 
demanded a fiscal "down payment" to precede monetary easing.  Feldstein advocated 
increasing taxes and reducing the defense outlay to bring the budget into balance.  
Volcker and the Reagan CEA implicitly endorsed the Keynesian view that inflation could 
be linked to large budget deficits and rejected the monetarist claim that deficits were 
always and everywhere a monetary phenomena.   Feldstein resigned as CEA chair in 
July, 1984 after a series of public disagreements with other White House Staff over the 
need to reduce spending and increase taxes.22  Press coverage in the NYT speculated that 
the disagreements reflected growing conflict between Treasury Secretary Regan and 
Feldstein over who should be the senior economic adviser.  Feldstein was replaced at 
CEA with one of the original monetarists from the Shadow Open Market Committee, 
Beryl Sprinkel..  The transfer of Sprinkel from Treasury to the CEA in 1985 represented 
a monetarist breakthrough, but technical setbacks had already severely compromised 
prescriptions for fixed rates of money growth. 

Financial market deregulation and demise of monetarism 

The Federal Reserve System abandoned a formal commitment to targeting the narrow 
money aggregate, M1, in October, 1982.  This step was not a complete repudiation of 
monetarism, but a technical necessity given the changing definitions of money in the 
American economy.  DIDMCA, the act that deregulated the banking industry, established 
new types and forms of time and deposit accounts (most notably, NOW accounts).  As 
savers and investors shifted money across the new types of financial instruments, the 
various measures of money (M1, M2, and the monetary base) grew in ways that were 
inconsistent with long run growth targets.  Further, the basic relationship between the 
various measures of money and nominal income (the velocity of money) was also 
affected by the new financial instruments.  Fed decision makers could not confidently 
link particular rates of growth in money to any particular set of nominal economic 
outcomes. 

There was a heated  internal debate in the FOMC over the extent to which these financial 
market changes justified rejection of monetarists principles.  In the October, 1982 FOMC 
meeting, Reagan's senior appointee to the Board of Governors, Preston Martin, and 
Chairman Volcker both endorsed an at least temporary departure from aggregate 
targeting of M1.  The FOMC transcripts reveal that the decision was largely based on the 
intuition that M1 growth levels were not consistent with other indicators of economic 
growth and contraction.  Volcker viewed increases in the federal funds rate, which the 
current growth rate of the narrow money aggregate prescribed, as unacceptable.  Preston 
Martin was more explicit -- that Fed judgment should not be bound by technical 
prescriptions.  Statements of Martin and Volcker are excerpted from the transcripts, 
below as Appendix I. 
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Both Volcker and Martin viewed the departure from monetarism as a temporary one  The 
White House, in fact, continued to monitor monetary aggregates to measure and prescribe 
monetary policy actions.  The decision by the Fed to abandon monetary aggregate 
targeting warmed the relationship between the Fed and the White House.  After a 1982 
campaign to lower interest rates and serious consideration of replacing Volcker as Fed 
chair, Reagan nevertheless chose to reappoint Volcker in the summer of 1983. 

The Congress continued to require the Fed to report and defend growth paths for the 
monetary aggregates.  But the Fed never formally reintroduced M1 growth rates as the 
basis for FOMC policy choices, reverting to language that appealed to general levels of 
demand, supply, and investment in the economy.  But the idea that fixed growth rates of 
money aggregates should inform monetary policy choices, technically frustrated in the 
early 1980s, has visible proponents today.  Feldstein (1994), for instance, advocates a 
simple money growth rule for M2.   But the corollary criticism of the Fed, that monetary 
growth rules are required due to basic structural and institutional flaws of the Fed, has 
been largely abandoned. 

Fixed exchange rates and the Louvre agreement 

The Reagan Administration took two steps to influence the value of the dollar -- first to 
counteract the surging value of the dollar against the currencies of major trading partners 
and then to stabilize the dollar at the new, lower levels.  Currency intervention to affect 
exchange rates was very low during the first Reagan Administration, but negotiated 
agreements in 1985 and 1987 led to higher levels of intervention (Schwartz, 2000).  
Major exporters (especially Caterpillar) were particularly influential in focusing White 
House attention on the implications of the over-valued dollar for export and trade.23  
After the dollar rose to historical highs in concert with the Fed's anti-inflation program,. 
the Administration negotiated with Japan and Germany for active currency market 
intervention to devalue the dollar.  The Plaza Accord in September, 1985, introduced 
explicit consideration of exchange rate implications to Fed deliberations.  (See Figure 1, 
below, for the dramatic effects of these policy choices on the value of the dollar). 

After the dollar value returned exchange values consistent with 1980 levels, the Reagan 
Administration (principally, Treasury Secretary Baker) endorsed a new currency 
intervention agreement (the Louvre agreement)that would maintain the value of the 
dollar.  White House staff described the destabilizing effects of volatile, floating 
exchange rates on both trade and the domestic economy.  Proponents of the gold standard 
viewed the Louvre stabilization initiative as a first step toward fixed exchange rates 
(which implied a new, external constraint on the growth rate of the money supply).   
Lewis Lehrman and others supply side reformers who were in the minority on the Gold 
Commission advocated a fixed exchange rate regime (and indicted arbitrary and 
inconsistent Fed policy to manage the dollar) (Paul and Lehrman 1882).  Beryl Sprinkel 
and other monetarists disputed the utility of a gold standard on historical grounds -- 
prices were more volatile and incomes generally lower in the periods that the United 
States adopted a strict gold standard (1879-1913).24 
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The appointment of Alan Greenspan (whose favorable disposition to free and floating 
exchange rates was well known) and poor market reaction to the Louvre accord signaled 
the end of the move toward fixed exchange rates (Beckner, 1996)    Advocates of supply 
side reform, such as Jude Wanniski and Robert Bartley (at the Wall Street Journal), 
warned that monetarists would push return to a monetary aggregate targeting as way to 
depart from the Louvre Agreement.25  The Louvre agreement prescribed an increase in 
interest rates to prevent the dollar from falling against the Deutsche Mark, while the 
recent growth rates in the monetary base prescribed interest rate reductions to prevent a 
recession  (New York Times, 11/2/87).  Ultimately (and conveniently, given the 
implications for the 1988 election), the Reagan Administration commitment to floating 
exchange rates overcame conservative advocates of the gold standard and more nostalgic 
(Keynesian) advocates of a return to the Bretton Woods conventions. 

Reform of the Federal Reserve System 

In the early 1980s, policy makers confronted a trio of monetary reform alternatives: -- a 
gold standard (endorsed by Representative Jack Kemp and other supply siders), stable 
money growth rates (endorsed by the monetarists), and judgmental Fed action (advocated 
by Volcker and Greenspan). 

Milton Friedman was the most visible and influential proponent of a fixed rule for 
monetary growth and his prescriptions for reform of Fed were seriously entertained by 
the Reagan White House.  In a confidential memo to Ed Meese in 1982, Friedman 
suggested that a fundamental structural change was necessary to improve the conduct of 
monetary policy  --"at the very least, ending the sham "independence" of the System and 
making it a bureau in the Treasury Department."26   The monetarist prescription was 
certainly not independence or autonomy for the central bank, but strict subordination of 
the Fed to political principals that could enforce a money growth target. 

Jack Kemp advocated a gold standard in 1981 and 1982 and his prescriptions represented 
the basic supply side call for a commodity standard to restrain inflation.27    Weidenbaum 
advised Reagan to await the report of the Gold Commission chaired by Treasury 
Secretary Regan before prescribing Fed reform.  The Gold Commission rejected 
commodity standard proposals and supply side advocates outside the Administration 
viewed the failure to return to commodity standard as a serious threat to U.S. economic 
stability.  The monetary plank in the 1980 Republican Party Platform emphasized the 
need to return to a "dependable monetary standard" to restore price stability (a plank 
written jointly by Jeffrey Bell, Jude Wanninski, and David Stockman). 

Although a number of proposals to restructure (or abolish) the Fed were introduced in 
Congress in the early 1980s, it does not appear that the Administration seriously 
(specifically, Donald Regan) seriously entertained either a gold standard or a radical 
restructuring as suggested by Friedman.  In 1983, the Administration was asked to 
comment on proposals in the Senate to subject the Fed to the appropriations process, 
shorten the terms of the Board of Governors, and require coterminous terms.28 The bill, 
introduced by Alan Cranston, was ultimately tabled in the Banking Committee.  The 
proposed reforms were not supported by the White House. 
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Appointments to Fed did not champion new ideas either.  Supply side enthusiasts sensed 
a major favorable shift at the Federal Reserve when Reagan appointed Manley Johnson to 
the Board of Governors.   Johnson was part of a coalition of Reagan appointees that 
overruled Volcker in a 1986 Board vote, but he too adopted a "judgmental" approach to 
the management of monetary policy.  Johnson teamed with Alan Greenspan to promote 
monetary policy strategy that targeted a menu of domestic and international financial 
market indicators (Business Week, 4/25/88).  So neither the appointment nor structural 
choices made in the Reagan Administration championed monetarists or supply side 
monetary reform. 

Conclusion 

The key challenge that now faces us in reforming our monetary and fiscal institutions is to 
find a substitute for convertibility into specie that will serve the same function: maintaining 
pressure on the government to refrain from its resort to inflation as a source of revenue. To 
put it another way, we must find a nominal anchor for the price level to replace the physical 
limit on a monetary commodity (Freidman, 1992) 

As late as 1992, Milton Freidman was still the standard bearer for monetary reform.  
Contrary to the new view that informs monetary policy in the economics literature, 
Friedman maintains that  the central bank is inherently flawed as a guardian of price 
stability.  But the case for monetary reform has been a failure.  The failure of monetary 
reform efforts can be principally tied to two factors.  First, the technical unraveling of 
monetarism that occurred during the implementation of bank deregulation.  Second, the 
surprising (given the public choice criticism) reduction in inflation after 1979.  

The technical failure of monetary targeting undercut the case for a monetary constitution.  
In practice, advocates of monetarism prefer broader and different money aggregates than 
the narrow measure of money (M1) that was problematic in the early 1980s.  But failure 
to agree on another measure of money (the monetary base, M2, or more exotic 
alternatives such as the divisia index) reduces the practical distinction between 
proponents of rule-based monetarism and advocates of discretion.  Who decides which 
measure of money sends the appropriate signal to policy makers?    

The surprising reduction in inflation in the 1990s both undermined the public choice 
critique in an important empirical sense and provided an opportunity for advocates of 
central bank discretion (not surprisingly, past or present central bankers) to strengthen the 
case for discretion The critics of Fed discretion were and remain completely disarmed by 
the secular reduction in inflation and, until inflation again becomes problematic, reform 
efforts are unlikely to succeed.  In the interim, members of the Board of Governors 
promote Fed autonomy and discretion as an important barrier to the exercise of short-
term political interference in long run stability and economic growth (see Meyer, 2000, 
for a representative defense of the independent central bank). 

Neither the Reagan Administration nor the Carter Administration set out to manage 
monetary policy in a way that ceded control over macroeconomic outcomes to the 
Federal Open Market Committee.  The technical prescriptions of monetarist reformers 
(extension of the reserve requirement, adoption of aggregating targeting by the FOMC) 
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did insulate the Fed from criticism related to high interest rates.  The political 
prescription of monetarists, the subordination of the Fed to the Treasury, was never 
entertained.   After the Fed rejected monetarists operating practices, it retained universal 
membership requirements and continued to report money aggregates in reports to 
Congress, but returned to judgmental targeting of the federal funds rate, a practice that is 
both vulnerable to same types of public choice criticisms that persuaded a generation of 
monetary economists to advocate structural reform of the Fed. 

There are contemporary concerns about monetary policy institutions -- about both the 
need for greater transparency and need for explicit outcomes targets (like a target for the 
inflation rate)  Jim Saxton (R-NJ) proposed to institutionalize price stability as central 
bank target in the late 1990s.  The Joint Economic Committee of Congress also has an 
ongoing campaign to increase the transparency of Fed actions, an effort that has led the 
Fed to accelerate both the release of FOMC meeting minutes and related transcripts.  The 
Congress also updated the Federal Reserve Act in December, 2000 to require Fed 
reporting to the banking committees (PL 106-569) after Humphrey-Hawkins reporting 
requirements expired.   But demands for major monetary reforms seem historically quite 
remote and the idea of central bank autonomy enjoys an at least temporary dominance 
over competing visions of the appropriate relationship between government and money. 
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APPENDIX I 

From the transcripts of the October 5, 1982 FOMC meeting 
CHAIRMAN VOLCKER. Yes. I am totally dissatisfied. What 
we 
did last time was unacceptable to me. I just want to 
make that plain.  I think we made a mistake last time. 
I think we would not have so difficult a problem 
psychologically this time if we had not done what we 
did last time. It wasn't that big a mistake in some 
sense. But it's unfortunate that we ended up at this 
meeting with the federal funds rate and private rates 
about 1 percentage point higher than they were at the 
time of the last meeting because we had a high M1 
figure in September. That was the only reason it 
happened. 
 

From the transcripts of the October 5, 1982 FOMC meeting 
Governor Martin: I think the best thing we can do is 
to bring rates down and help reliquify so that 
sometime out in 1983 or even 1984 we will have a 
recovery in the private sector. I would support a 
temporary moving away from an M1 target. I believe 
that is consonant with maintaining our integrity as a 
central bank. We would be making a real mistake if we 
become too mechanical in the application of a policy 
in a multi- trillion dollar economy. So. I would like 
to see this directive, perhaps with the Corrigan 
codicil adding language pointing toward the reduction 
in the growth of the money supply over time. I would 
also like to see a borrowing level of $200 to $300 
million with a verbal directive. if you will, that 
interest rates be brought down, but in a gradual way, 
echoing a previous comment here. [Unintelligible] that 
we temporarily target interest rates and that we be 
overt and candid in our specifications. 
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