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6. Chairman of the Fed
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.
Treasury-Federal Reserve Accord, March 4, 1951.

Our purpose is to lean against the winds of deflation or inflation, whichever way they are blowing …

William McChesney Martin, Jr., U.S. Senate Committee on Banking and Currency, Nomination Hearings, 1956, p. 15.

Martin rose rapidly through the ranks to become a colonel, liaison between the army and Congress for the lend-lease program (by which the United States supplied materials to its allies), and supervisor of the program for the Soviet Union.  One of his tasks was to persuade members of Congress that despite its ingratitude and misuse of funds to further its domination of Eastern Europe, Soviet assistance was in America’s interests.  In December 1945, Martin became chairman of the government’s Export-Import Bank, which extended credit to nations for postwar reconstruction and development.  It was another job filled with political controversy as he insisted on economically sound loans in conformity with genuine development programs, often in conflict with the State and other departments that wanted funds for other purposes, such as the support of Chiang Kai-shek in the Chinese civil war.  The Bank was in the Treasury Department, and Martin established a relationship with Secretary John Snyder, a Democrat, St. Louis banker, and long-time friend of Truman dating from their military service.
  

This chapter describes the Fed’s battle to end the government bond support program (the “peg”), the advent of the new fiat monetary standard with the enhanced responsibilities of central banks, a summary of the models of monetary policy available to the Fed in the 1950s, Martin’s model as revealed by his speeches and other statements, his application of that model as chairman of the Federal Reserve Board and Open Market Committee, and his defense of Fed policies to Congress.  It is a story of the relations between the head of the agency charged with the execution of Congress’s monetary powers and other groups – the public, banks, economists, the president, and Congress itself – and their diverse views of appropriate monetary policies.

The end of the peg

In April 1942, the Fed publicly committed itself to an interest rate of 3/8 percent on (3-month) Treasury bills, and a ceiling of 2½ percent on long-term (10 years and over) U.S. bonds.  T bill rates were allowed to rise slightly after the war – reaching one percent in 1950 – but the Treasury insisted on continuing the 2½ percent ceiling on long-terms.  Fed requests for the independence to fight inflation by raising rates took on a greater urgency with the outbreak of the Korean War in June 1950.
  The Fed was tired of subordinating price stability to the Treasury’s fiscal needs.  Its patriotic duty to submit had been lessened by the end of the world war, and was incompletely rejuvenated by the Korean War.  
“I don’t understand why the bankers want to upset the credit of the nation in the midst of a terrible national emergency,” President Truman wrote Russell Leffingwell, chairman of J.P. Morgan.  “That seems to be what they want to do and if I can prevent it they are not going to do it.”  Secretary Snyder believed that New York Fed president Allan “Sproul and New York bankers and brokers were trying to recapture the primacy in fiscal and monetary affairs that had been lost to Washington during the New Deal.”
  
Fed leaders believed price stability was important to American strength, but Truman and Snyder saw limited benefits to free markets and never a rate of interest that was too low.  It is common to attribute these views to populism, presumably in an attempt to justify them intellectually or at least socially, although the appellation was associated with sound money in the early 19th century.

Harry Truman was an interesting case.  He worked hard all his life without financial success.  He was pressed to forego college to help his father, whose financial speculations had failed, on the family farm.  His venture in a clothing store in Kansas City after World War I failed, not helped by fluctuating postwar prices, but he failed to apply the lesson to future monetary policy.
  He subscribed to the widespread view, especially in the corridors of power, that emergencies demand controls.  Or maybe they just serve as excuses to suppress free markets, in which there was scant belief..
In January 1951, Truman called Fed Chairman Thomas McCabe at home to urge him to “stick rigidly to the pegged rates on the longest bonds,” and followed up with a letter directing that 
… the Federal Reserve should make it perfectly plain … to the New York Bankers that the peg is stabilized…. I hope the Board will … not allow the bottom to drop from under our securities.  If that happens that is exactly what Mr. Stalin wants. (FOMC Minutes, 1/31/51).

Truman thus stood on its head the dictum attributed to Lenin that “the best way to destroy the capitalist system is to debauch the currency.”


The Fed’s resistance was strengthened by the president’s political weakness arising from the unpopularity of the Korean conflict, which was not going well, as well as concern about inflation in Congress.  A report of the Subcommittee on Monetary Credit and Fiscal Policies, chaired by Illinois Senator Paul Douglas, a former distinguished economist at the University of Chicago, stated:
As a long run matter, we favor interest rates as low as they can be without inducing inflation, for low interest rates stimulate investment.  But we believe that the advantages of avoiding inflation are so great and that a restrictive monetary policy can contribute so much to this end that the freedom of the Federal Reserve to restrict credit and raise interest rates for general stabilization purposes should be restored even if the cost should be a significant increase in service charges on the Federal debt and a greater inconvenience to the Treasury in its sale of securities for new financing and refunding purposes,
Long-time Fed critic, Texas Congressman Wright Patman, expressed the opposite position during an exchange with Federal Reserve Board member Marriner Eccles who was testifying before the Joint Economic Committee on the Economic Report (Jan. 25, 1951):
Patman: Don’t you think there is some obligation of the Federal Reserve System to protect the public against excessive interest rates?

Eccles: I think there is a greater obligation to the American public to protect them against the deterioration of the dollar.

Patman: Who is master, the Federal Reserve or the Treasury?  You know, the Treasury came here first.

Eccles: How do you reconcile the Treasury’s position of saying they want the interest rate low, with the Federal Reserve standing ready to peg the market, and at the same time expect to stop inflation?
Patman: Will the Federal Reserve System support the Secretary of the Treasury in that effort [to retain the 2½ percent rate] or will it refuse? … You are sabotaging the Treasury.  I think it ought to be stopped.
In addition to the control of interest rates, in September 1950, by Executive Order, the president brought back the wage and price control model developed during World War II, including the Office of Price Stabilization and the Wage Stabilization Board.  The regulations were controversial, complicated, with many exceptions, and ineffective.  Consumer and wholesale prices rose 9 and 15 percent, respectively, during the twelve months after June 1950, and wages were not far behind.  Corporate profits were high and labor advocates complained that the regulations discriminated against wages.  The United Steelworkers called a strike for higher wages, and instead of proclaiming a cooling-off period under the Republican-passed Taft-Hartley (Labor-Management Relations) Act, Truman declared a government seizure of the steel industry in April 1952, which in June, the U.S. Supreme Court decided was beyond his authority.  The administration also adopted credit controls.

Governor Eccles was a key player in the dispute.  He had been appointed to head the Federal Reserve Board in 1934, and was the driving force behind the Banking Act of 1935, and its intention to centralize the Fed’s power in the Board.  His guide to monetary policy in the 1930s and 1940s was subordination to the president.  Their relationship, Herbert Stein wrote, “seemed to include freedom for Mr. Eccles to argue and advise on all kinds of matters and ultimate authority for the president on everything.”  That loyalty was undermined in 1948, when without explanation he was not reappointed to the Board chairmanship – possibly because Fed decisions had provoked the enmity of one of the president’s financial supporters.  Nevertheless, Truman asked Eccles, whose term as governor extended to 1958, to remain on the Board, and he agreed.


Returning to the Treasury-Fed dispute, the Treasury feared that market concerns over possibly rising interest rates instilled a fear of capital losses that would threaten future refundings, and wanted a public commitment from the Fed.  Sproul and McCabe met with Snyder on January 3, 1951, and McCabe met with Snyder and Truman at the White House on January 17, during which the record was replayed: the Treasury demanded a commitment to the peg by the Fed, which replied with concerns about inflation.  Nevertheless, the next day Snyder publicly announced that he had received the desired commitment from McCabe.

The New York Times called this “the first occasion in history on which the head of Exchequer of a great nation had either the effrontery or the ineptitude, or both, to deliver a public address in which he has so far usurped the function of the central bank as to tell the country what kind of monetary policy it was going to be subjected to.”  In fact central banks have traditionally operated within narrow limits set by their governments.  The Treasury had been in control of monetary policy since 1933, as during and after World War I.  The Bank of England’s Bank Rate was the Chancellor’s decision between 1931 and 1997, as on several earlier occasions, and many central banks have been even more decidedly under their governments’ thumbs.  Nevertheless, the Times article represented support for the Fed’s position.

McCabe told the Federal Open Market Committee (FOMC, 1/31/51) that he was shocked by the inaccuracy of Snyder’s account of their position, and Senator Douglas questioned its authenticity in congressional hearings.  On January 29, “in an open challenge to the Treasury,” the Fed raised the bond yield.
  Although it remained under 2½ percent, the action prompted Snyder to ask the president, for the first time in history, to call a meeting at the White House with the entire FOMC on January 31.  

The FOMC worked on a joint statement for the meeting. Governor James Vardaman, Jr., said they should be guided by their commander-in-chief, to which Sproul objected that this “would make the Federal Reserve a bureau of the Treasury and, in light of the responsibilities placed in the System by the Congress, would be both impossible and improper.”  Work on a statement was dropped.
 


At the meeting, Truman said that “the present emergency is the greatest this country has ever faced, including the two World Wars and all the preceding wars…. If the people lose confidence in government securities, all we hope to gain from our military mobilization, and war if need be, might be jeopardized.”  Chairman McCabe responded by explaining the responsibility of the Fed “to promote stability in the economy by regulating the volume, cost, and availability of money, keeping in mind at all times the best interests of the whole economy.”


Nevertheless, the next morning 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.”  The Treasury made a similar announcement, and the president sent McCabe a letter to the same effect, which was released to the press.  Members of the Fed were reluctant to confront the president regarding his false statements, and decided that McCabe should meet with him privately.  However, McCabe had gone home to Philadelphia for the weekend.  

Eccles, who did not share his colleagues’ reluctance to make public the depth of the dispute, told reporters the administration’s releases were false.  He arranged to have the FOMC’s memorandum of its meeting with the president, which included a denial of the commitment, reported in the papers the next day.

The memorandum was headline news and an embarrassment to Truman.  However, the FOMC still had to be concerned with its relations with the administration, which had not admitted defeat – and never would.  Snyder defended his previous “understanding” of their January meetings to McCabe, and Truman told a press conference that “it was his understanding that a majority of the Reserve Board members sided with him on the interest rate question between the Board and the Treasury.”

Furthermore, the Fed was let down by a group of congressmen (members of the Committee on Banking and Currency), who advised it to yield to the Treasury for the present.  At this point, February 10, Snyder took his doctor’s advice to schedule cataract surgery the next day, and asked McCabe to do nothing the two weeks he expected to be in the hospital.  Snyder also asked three Democratic members of the House Committee to make the same request, with which they cooperated.  Further pressure on the Fed came from the refusal of support by the Federal Advisory Council (twelve bankers with the responsibility of advising the Fed), whom Eccles accused of a lack of “courage and realistic leadership.”  These positions were standard indications of the reluctance of the various segments of society to resist presidential claims of crisis powers.

Nevertheless, the Fed took action which “forced resolution of the dispute.  It informed the Treasury that as of February 19, it ‘was no longer willing to maintain the existing situation in the Government security market’.  [U]nless there was someone at the Treasury who could work out a prompt and definitive agreement with us … we would have to take unilateral action.”  The Treasury faced large debt issues on the immediate horizon and
decided it needed a resolution of the dispute to secure the public’s confidence.  
It is at this point that William McChesney Martin, Jr., took a  decisive role.  He had become Assistant Secretary of the Treasury for International Affairs in January 1949, encouraged Britain and other countries to join the United States’ commitment to convertible currencies and free trade (earlier than was realistic), and was drawn into the Treasury’s talks with the Fed regarding the peg.  While Snyder was hospitalized the Treasury’s team was headed by Martin, who notified the Fed that he desired negotiations based on the FOMC’s February 7 letter to Truman, which included the following:
We favor the lowest rate of interest on government securities that will cause true investors to buy and hold these securities.  Today’s inflation … is due to mounting civilian expenditures largely financed directly or indirectly by sale of Government securities to the Federal Reserve…. The inevitable result is more and more money and cheaper and cheaper dollars.

The letter followed from the belief, most often expressed within the FOMC by Sproul, that “the central bank controls inflation through the monetary control made possible by allowing market determination of the interest rate.”  He said the next month:
[T]he Committee did not in its operations drive securities to any price or yield…. [M]arket forces had been the determining factor, and only in resisting the creation of reserves had the committee been a party to an increase in interest rates.  That … was the result of market forces, and not the action of the Committee (FOMC, 3/1/51).
These statements reflected the classical economics view which Martin later expressed in the FOMC and his public speeches.  The FOMC was ready for him, and he for it.

Martin established staff connections between the Treasury and the Fed staffs, and on March 1, was able to present the compromise to the FOMC stated at the top of the chapter.  The Fed announced the Accord on March 4, although the administration’s agreement was grudging and in the future, as in the past, accompanied by continuing requests for support.  The administration also demanded the resignation of McCabe, with whom they were irritated, and his succession by Martin, one of their own, they thought.  It might get its way, after all.  
Martin recalled Truman’s efforts to preserve bond supports:
The president called me in and said he wanted to make me chairman of the Fed.  He told me a story.  He said that when he was in the Army in World War I he had bought Liberty Bonds, and when he got back to Kansas City the bonds were down to 82.  “You wouldn’t let that happen again, would you Bill?” he asked.
Martin could give no guarantee and the interview ended.

Later he called me back and said it just made him sick to think of the bonds going down.  He said: You will do the very best you can to see that doesn’t happen, won’t you?”  I said I would do my best but they might go down anyway.  So I got the job.”

Years later, Martin encountered Truman on the street in New York City.  Truman stared at him, said one word, “traitor,” and passed on.  Yet Martin’s acceptance speech had included the statement:
Unless inflation is controlled, it could prove to be an even more serious threat to the vitality of our country than the more spectacular aggressions of enemies outside our borders.  I pledge myself to support all reasonable measures to preserve the purchasing power of the dollar.
Federal Reserve Bulletin, April 1951, p. 377.
Congress’s monetary agency had a different view of its job than the executive or a considerable portion of Congress – a position not too different, as we saw, from the Securities and Exchange Commission.  Future presidents would pay lip-service to stable prices, but they continued to be more interested in the Fed as a means of monetizing the federal debt, that is, of avoiding the scrutiny of taxpayers.  Although the Accord has been celebrated, especially by the Fed, as a victory in its struggle for independence, that victory was limited, as has been forcibly demonstrated by continued inflation.
The new monetary standard
Central banking was different after World War II.  The end of the peg was an historic occasion.  For the first time, central banks had complete and permanent control of money and prices, which throughout history had been governed by market forces in commodity systems, most recently the gold standard.  Earlier fiat systems, such as Civil War greenbacks, had been temporary accommodations of (mainly wartime) government financial requirements.  The ends of the restrictions of the gold standard in the 1930s, and the Treasury’s directions in 1951, severed the technical limits on the Fed’s capacities to create money.  Gold reserve ratios on Fed deposits and currency remained on the books until the 1960s, but their elimination before they could bind was a foregone conclusion.
  

The 1944 Bretton-Woods treaty arranged an international gold exchange standard, overseen by the International Monetary Fund and often referenced in arguments for stable prices.  However, it contained too many internal inconsistencies to succeed.  Agreed fixed exchange rates could be relaxed for “good reason” (usually inflation which was supposed to be discouraged by fixed rates), and were therefore ineffective.  Inflationary Keynesian policies in fact took precedence over fixed exchange rates, the supply of gold fell as its cost of production rose, and the system collapsed in 1971.
The gold standard had as a practical matter, that is, as an effective constraint, ended in 1933, when the United States devalued the dollar (raising the dollar price of gold from 20.67 to 35).  Although dollar/gold convertibility was not formally abandoned until the 1970s, markets understood that it would not be allowed to restrain the monetary growth deemed necessary to full employment.  A constraint that will be relaxed when it threatens to bind is not a constraint.  

The resulting fiat-money system demanded answers to the questions of what Federal Reserve credit (and therefore money) should be, and what form it should take.  The Fed’s answers had to depend on its objectives and its model, that is, on its views of how the world worked, of the effects of its credit on the economic system.  That’s not all.  A variety of interests had to be considered.  The Fed was supposed to be independent – usually meaning independent of the government’s wish for cheap finance – and the Accord was a step in that direction.  However, even in the best of times, agencies must consider their political survival, which in the Fed’s case means good relations with their chief supporters in the banking industry, as well as the competing easy and sound money interests in the Executive and Congress.
The new situation required decisions about matters formerly made by markets.  The deflation from the 1870s to the 1890s, followed by rising prices to 1913, were due to changes in the relative costs of producing gold and other goods.  The function of the central bank under the gold standard was merely short-term finance to smooth the financial markets and facilitate the gold value of the currency.  After the 1930s, however, the monetary base shifted from market-determined gold to politically determined currency and bank reserves supplied by the Federal Reserve.  
We had lost (or pulled up) the gold anchor, but the new freedom possessed potential merits.  The gold standard had been criticized by its contemporaries – including prominent economists David Ricardo, Alfred Marshall, Knut Wicksell, and Irving Fisher
 -- for the instability of the price level caused by the variable price of gold. (They didn’t know how lucky they were.)  Martin and the Fed wanted to replace the constant dollar value of gold as a central bank objective by a stable index of prices in general.
This left the choice of monetary policy framework open, that is, the assumed relations between the Fed’s actions and its objectives.  The next section considers three overlapping theories or models available to Martin and the Fed.  Classical, Keynesian, and monetarist.  The following section connects these models with Martin’s. 
Models of monetary policy
The Classical model’s primary features are informed rational decision-makers who produce and consume in light of market-clearing prices.  The competitive Classical system is efficient in the sense that the prices to which producers and consumers respond equate utilities and costs.  Goods are produced at prices which consumers are willing to pay.  Interferences with this classical/competitive system (such as encouraging rice production in the desert by free water or demand in general by officially depressed interest rates) disrupts this process.  The proper role of government is to stay out of the way or at most encourage the system by assisting the enforcement of contracts.  


Prices of money are interest rates.  For given savings (which is a key source of loanable funds), an increase in profitable (in an expected sense) projects causes interest rates to rise as hopeful investors compete for funds.  Interest rates limit borrowing and spending to their most valued activities.

The Classical model was at least partly an invention of John Maynard Keynes, who claimed that it prevailed among his forebears and contemporaries and provided the foundation of their laissez faire approach to economic policy.  His General Theory of Employment, Interest and Money, written during the Great Depression and published in 1936, was an attack on existing policy views and the Classical model, which he argued was limited to a special case different from “the economic society in which we actually live, with the result that its teaching is misleading and disastrous if we attempt to apply it to the facts of experience.”
  The clearing of labor markets at equal real wages and marginal products of labor along with the absence of prolonged unemployment was, he said, the most dangerous assertion of the Classical model.

Keynesian models. Keynes sought to develop a general theory by introducing uncertainty and recognition of nominal (money) prices and wages in place of the classical focus on real values.  The unwillingness of labor to accept wage cuts even during deflations, and the failure of investment in the face of uncertainty – both violations of classical market-clearing – suggested a stimulus role for government, in particular, the promotion of demand during depression by increased government spending and reduced taxes. 

Keynes’s alleged followers did not develop his model but they liked his activist policy prescriptions, which they sought to apply to all phases of the business cycle.  The principal characteristic of the Keynesians has been their persistent commitment to government stimulus, especially spending.  The role of monetary policy in this view was to support that spending.


They ignored inflation except for blaming it on cost-push forces arising from the monopoly powers of unions and business corporations.  Recognizing the influence of money on prices would have raised doubts about the validity of their policy model.  They also ignored expectations and monetary credibility that had been important parts of Keynes’s discussions except during deep depression when the economy was stuck – and might be stuck for long periods.  The damages of Keynesian models arise from their general applications of policies appropriate to deep depression.

The inadequacy of fiscal policy forced its abandonment and the shift to monetary policy.  Fiscal policy would probably have been too cumbersome for countercyclical policy even if it had been tried, but it was never even tried as Congressional decisions continued to be based on political considerations.  Although Congress recognized the possibility of fiscal policy in the Employment Act of 1946, it made no provision for a timely fiscal policy.  In the 1960s Keynesians (a better term might be “interventionists”) turned to monetary policy, which might in principle be more timely.  They noticed the frequent inverse relation between inflation and  unemployment (the Phillips Curve) and hoped to influence it.

Monetarism emphasizes the importance of money and monetary policy in a classical model.  The policy emphasis is on the smoothness and predictability of money in the interests of the efficiency of the private economy.  A well-known policy implication of monetarism is Milton Friedman’s constant growth of money.
  Monetarism is Classical economics only more so, as its proponents seek to prevent erratic money and monetary policy from disrupting the system.

In conclusion, central bankers before World War II behaved roughly in line with the classical model.  From the Bank of England in the 19th century, most famously after Bagehot’s Lombard Street (1873) and the Federal Reserve in the 1920s, led by the New York Fed’s Benjamin Strong, their purpose was primarily the maintenance of the payments system.  Indeed the stated objective of the Federal Reserve Act of 1913 was an “elastic currency.”  
The New Classicals, bringers of the Rational Expectations Revolution that affected economic thinking from the 1960s, was well-named because they represented a return to the Classical system of rational decisions, market clearings, and accounting for the future.  Inflationary expectations and the credibility of monetary policy were important.  Martin was heavily criticized by both of the major groups of macroeconomists: Monetarists for not committing to a money rule (they particularly disliked Martin’s stated policy of “leaning against the wind,” LAW), and the Keynesians for not being sufficiently responsive to events.  In fact, Martin anticipated academics by behaving as suggested by the New Classical Economics, which took expectations and monetary credibility into account and saw no redeeming value in inflation.

Martin, McCabe, and Chief Justice Vinson administering the oath of office 
Martin’s model

Our detailed study of the Federal Reserve’s procedures reveals that their knowledge of the monetary process is woefully inadequate, unverified, and incapable of bearing the heavy burden that is placed upon it…. The Federal Reserve does not have a rational foundation for policymaking.  Two features of the Federal Reserve System seem to account for their failure to analyze and test their conception of the monetary process.  First, their analysis and their approach to monetary policy is dominated by extremely short-run week-to-week, day-to-day, or hour-to-hour events in the money and credit markets.  Second, their viewpoint is frequently that of a banker rather than that of a regulating authority for the monetary system and the economy.
Allan Meltzer, U.S. Congress, 1964, p. 932.

What’s wrong with that?  Central bankers have traditionally been drawn from the ranks of the banking and trading communities, and over time made responsible for the short-term continuity and stability of payments, to provide, in the language of the Federal Reserve Act, an “elastic currency.”  By the time Meltzer wrote, however, central banks were thought by many, perhaps most, responsible for a wide range of macroeconomic variables.  The Fed along with other government agencies was expected according to the Employment Act of 1946 “to promote maximum employment, production, and purchasing power.”  It was also expected, especially by economists, to possess, like themselves, an explicit (preferably mathematical) policy framework relating instruments and effects.  According to James Tobin, Yale professor, Nobel Laureate, and former member of the Council of Economic Advisors,


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.

It will be argued below that Martin had a model in all of Tobin’s senses.  Tobin’s criticisms were valid only if to be explicit requires economists’ terminology.  Martin did not use equations or diagrams, but it would be difficult to be more explicit about the effects (or lack thereof) of money and the determinants and effects of interest rates.  The real complaints of Meltzer and Tobin turn out to be their disagreements with Martin’s model, particularly his conservative views of the powers of monetary policy.  Tobin’s (Keynesian) criticism was of Martin’s beliefs that inflation was due to excessive money and did not promote output.  Meltzer’s criticism was that the Fed did not follow a Monetarist rule for money growth.  Monetarists were unhappy with the volatility of money, Keynesians with the lack of it.  Both assumed more power on the part of the Fed than Martin believed existed.  Let’s take a look at Martin’s model as reflected in his statements, followed by its applications to monetary policy and associated explanations to Congress. 
A classical model. “In thinking back through” meetings at the Treasury and other official organizations concerned with financial “controls during … and immediately after the war, the thing that struck me forcibly,” Chairman Martin told the stockholders of the Federal Reserve Bank of Boston, was “the fact that people … said at one time or another, there is one thing you must not permit to happen and that is to let interest rates fluctuate.  In the councils of government, … nobody thought it would be possible to unpeg the government securities market [which had been controlled by the Fed for a decade] without having disaster in the United States.”

However, Martin said, “the forces you have in a strong, growing, dynamic economy are too big for government controls unless you want to sacrifice all your freedoms.”  Freely fluctuating interest rates are essential for growth, and their control threatens totalitarianism.  “That is something that seems to be very difficult for a lot of people to comprehend.”
This speech to Boston bankers in 1960 was part of Martin’s campaign to persuade Congress and others that free markets – with flexible prices and interest rates -- were essential to strong and efficient growth.  He was part of a minority.  The New (Keynesian) economists were devoted to the stimulation of aggregate demand and the low interest rates that went with it, and politicians failed to understand why the Fed (a government agency, after all, which should be devoted to the public’s welfare) did not keep interest rates low for the benefit of their constituents.  These groups denied, implicitly or explicitly, that their policies led to inflation, which they blamed on cost-push even though increases in prices or wages cannot be maintained without the means to pay for them.
They denied the obvious.  The price level is the inverse of the purchasing power of money, whose value depends on its supply, increased by government deficits financed by money creation, Martin often pointed out.  Proposed cures that did not take this into account, which did not attack the problem directly, were ineffective.  “I attended a great many meetings where people would say, raise reserve requirements.”  Or use “selective controls.”  Nothing worked.
“Now there is a fiction,” he said, “that the Federal Reserve can control interest rates completely.  I happen to be one of those who still believe that the credit and money basis of this country is formed at the grass roots.  [T]he composite judgments which come up through groups in various towns and hamlets throughout this great country have more to do with [its] credit basis … than … the Treasury and the Federal Reserve put together, although damaging effects may be felt if we in the Federal Reserve miscast our policy at a given time.”  [
You come “back to the fact, with all due respect to those who say it is outmoded, to the law of supply and demand, which is still in operation.  You may be able to dam it up for various periods.  You may be able to change the nature of the supply and alter the composition of the demand” for a while.  “But the market forces are still at work and at certain points they get too big for government.”  
“I watched it carefully in the exchange control of the Bank of England immediately after the war,” when a condition of the American loan was the preservation of the gold convertibility of the pound at the overvalued rate of $4.03.  This led to a run on the pound and its devaluation to $2.80 in 1949, as surely “as night follows the day,” in the words of the Bank’s deputy governor, “when they thought they had an iron-clad exchange control.  All of a sudden, when the patriotism of the people began to wane, … as one official of the Bank of England said to me, the fish got too big for the net and went through it so rapidly that it was perfectly obvious there was absolutely no way to control it.  This is essentially what we faced when we unpegged the government securities market.  The alternative to doing this was unbridled inflation.  And despite the threats of dire disaster very modest adjustments in interest rates made it possible to reestablish market forces in such a way as to get this situation temporarily, at least, under control.”
Although interest rates rose after the end of the peg (short and long rates from 1.40% and 2.46%, respectively, in March 1951 to 1.73% and 2.70% in December), bringing down annual inflation from 8.8% to 1.4%, while the economic expansion continued.  Martin had thought that “we came through that period with some understanding of what was involved” in interest rate policy, but he had “been discouraged in recent years,” particularly because of the struggles over interest ceilings, which suggest “that by and large the community … does not understand interest rates, despite all we have gone through, and still has a belief [that] somebody, the Federal Reserve or somebody else, can produce with mirrors or magic a fixed interest rate and maintain it.”  The market professional cannot understand why people believe that market forces can be thwarted.
Martin’s monetary policy founded on an efficient price system was classical in its theory.  The Swedish economist Knut Wicksell proposed the following interest rule for banks in 1898:
So long as prices remain unaltered the banks’ rate of interest is to remain unaltered.  If prices rise, the rate of interest is to be raised; and if prices fall, the rate of interest is to be lowered; and the rate of interest is henceforth to be maintained at its new level until a further movement of prices calls for a further change in one direction or the other.
Knut Wicksell, Interest and Prices, p. 189.

Martin’s Fed was also similar to 19th-century central banking in its tardiness.  R.G. Hawtrey attributed Britain’s trade cycle to the Bank of England’s delayed responses to events.  The supplies and demands leading to price changes, then and now, are well underway before they are recognized, analyzed, and acted upon.

Martin shared Wicksell’s frustration with the public’s misjudgment of interest rates.  “A rise in prices is the result,” Wicksell wrote, of credit offered by monetary institutions on abnormally favorable terms.  “A tightening of credit has, of course, the opposite effect…. A very important qualification is, however, necessary.  Though it is called for by the very nature of these phenomena, it is frequently overlooked, and hasty conclusions, which the facts fail to support, are the result.”  The most frequently cited example of this error, after Wicksell, was the Fed’s belief during the Great Depression (and deflation) that the historically low interest rates of the time meant easy money.  “The rate of interest charged for loans can clearly never be either high of low in itself ,” Wicksell had written, but only in relation to the return which can, or is expected to, be obtained by the man who has possession of the money.”  If the rate of interest is 2%, for example, but the return expected on investments is 1%, interest is too high for price stability.  Money is tight even though the rate of interest may be “low” by historical standards.


Let “me make clear, as I always do to congressional committees,” Martin said, “I do not favor high interest rates.  I would like to see as low interest rates as it is possible to have without having inflationary pressures, but I know of no other way” than by interest high enough to bring stable prices today.  Congressmen shook their heads in disbelief when Martin told them the Fed could not control interest rates, because they did not consider the Wicksell/Martin qualification.

The Phillips curve? Policy activists believed easy money would be worth the costs of inflation because of its beneficial effects on output, giving the policy trade-off between inflation and output called the Phillips Curve.  Because it fails to account for expectations, however, the Phillips Curve crashed as a practical matter in the 1970s, and theoretically in the rational expectations revolution soon afterwards.  Martin anticipated this failure, or, we should say, followed the classics in rejecting the trade-off.  John Stuart Mill, for example, had denied the claims of inflationists in his Principles of Political Economy (1848, p. 550).  “It is unnecessary to advert to any other of the objections to this plan [growth through the stimulating effect of rising prices] than that of its total impracticality.  It calculates on finding the whole world persisting for ever in the belief that more pieces of paper are more riches, and never discovering that, with all their paper, they cannot buy more of anything than they could before.”

Similarly, Martin told the Joint Economic Committee in 1965:
 

If labor had reason to fear a persistent substantial rise in the cost of living, it would have felt compelled to seek compensatory increases in wages; and if management had had reason to expect a general increase in the price level, it would not have felt compelled to resist such demands.  In that case, wages would certainly have risen faster than productivity; prices would have been raised in consequence; and the feared inflationary spiral would have become actuality.
“One of the tragedies of the last ten years … is that the Federal Reserve has been asked to do more than it should, when we tended to rely too much on monetary policy to do things monetary policy simply could not achieve and was never designed to achieve,” which on their good days the Volcker (1979-87) and Greenspan (1987-2006) Feds appreciated. “Monetary policy basically is a single tool and you can only implement one goal consistently,” Greenspan said.  Volcker said that “price stability … is to be treasured and enshrined as the prime policy priority … inextricably part of a broader concern about the basic stability of the financial and economic system.
  


Martin was more sophisticated in his economics, even though not expressed in mathematics, than his critics or indeed the economics mainstream.  This view of Martin is not general.  A prominent economist wrote that “academic thinking about monetary economics … has altered drastically since [the early 1970s] and so has the practice of monetary policy…. The former has passed through the rational expectations and real-business-cycle revolution into today’s ‘new neoclassical synthesis’,” leading the latter “into an era of low inflation that emphasizes the concepts of central bank independence, transparency, and accountability (McCallum 2002).  Fluctuations in inflation since World War II, a team of leading economists patronizingly wrote, resulted from the applications of “a crude but fundamentally sensible model of how the economy worked in the 1950s to more formal but faulty models in the 1960s and 1970s to a model that was both sensible and sophisticated in the 1980s and 1990s.”


The same authors in the same year acknowledged that the good economic performance of the 1950s was at least partly due to the sophistication of monetary policy, particularly the Fed’s conviction that money caused inflation that was damaging and brought no lasting increase in output.  
Deficit finance. The only serious explanation of the persistent inflation since 1950 is found in the primary purpose of the Fed as financier of federal deficits.  Before the creation of the Fed, deficits were limited to wartime (when spending exploded) and depression (when revenue collapsed).  The discipline of the gold standard gave way to unrestrained government spending financed by inflation (“a thief in the night,” Martin called it) rather than taxes.  Lip service was paid to balanced budgets for a while, and central bankers were supposed to be guardians of their currencies.  The Fed with some independence was in a position to refuse to be an agent of inflation, but only in the short run because the legislature was in a position to have its way.  

Deficits cannot be blamed on Keynesianism stabilization because the implied budget surpluses in good times offset the deficits in bad times, although it has been argued that the removal of the onus from deficits in principle might have opened the door to the acceptance of deficits in general.
  With or without Keynes, the removal of the gold constraint made it politically safer to ease than tighten, giving the long-term inflationary bias that we have seen.  Martin resisted, but he was outnumbered even in the Fed.  His history is one of dragging his heels against inflation as much as he could without threatening the consensus within the Fed or the existence of the organization.

His Boston speech touched on these problems.  “I say that you have to have a tendency to [balance] over a period of years in your budget or you are not going to be able to pay your bills.  If when times are relatively good, you don’t provide anything in the way of a surplus, when times are bad and you are forced to adopt some deficit financing, you are in a pretty bad general position.”

The failure to take this advice had led to what some called the “wage-price spiral,” as if inflation could be explained without reference to money.  “Certainly the central bank has no control” over wages, which result from productivity  and collective bargaining, Martin said.  On the other hand, easy money supported the wage-price spiral.  “In 1956 I had the privilege of talking to a few people in both labor and management.  Both sides felt confident that they could pass on to the consumer whatever agreement they came up with.”
Martin v. Keynesians and Monetarists. The fine-tuning and rule-based policies of the Keynesians and the monetarists were unbelievable.  They lacked rigorous underpinnings.  The former ignored time, money, and expectations, blaming inflation on cost-push, and were guilty of repeated forecasting and policy errors.
  

The monetarist’s money-growth rule had no impact on Martin’s monetary policy for good reasons.  Friedman and Schwartz’s 1963 Monetary History of the United States did good service when it reminded the economics profession that money and prices went together.  A rule limiting money growth would probably limit inflation, although money was never identified by the monetarists.  Martin was ridiculed for claiming ignorance of money and avoiding policy discussions regarding it.  “Money supply is going to be an important issue in the years ahead,” Martin said to an advisor as they drove to a congressional hearing.  “If they raise questions about it, you will have to respond.”

Friedman and Schwartz’s empirical work, for example, was based on a quantity (M2, a large part of which was commercial bank time deposits, used in their empirical work because of its availability; time and demand deposits were often not reported separately before 1914).
Rules and other monetary constraints have been disastrous, evidenced by the British crises of 1847, 1857, and 1866, as bank gold reserves approached their limits, as well as the Fed’s concern for its gold reserve ratios during the Great Depression and American commercial banks’ concerns for their required reserves during the country’s many bank panics.
  “I would not like to see what would happen when it was learned that money was approaching its limits,” Friedrich Hayek wrote.  
In a world of uncertainty, including the effects of policy decisions, the central bank, whose primary function is the support of the payments system, had better be in touch with the market.  The information lags, pointed out by Friedman, to which Martin’s LAW is subject, exist but are not unique to that policy, and are less open to the disasters to which hard and fast rules are subject.

Perhaps the best case for a flexible but restrained monetary policy remains that of banker Henry Thornton, who wrote during the fiat-money inflation fter the wartime suspension of gold convertibility in 1797.  He pointed out that “the encrease of industry will by no means keep pace with the augmentation of paper,” and inflation with its attendant evils, including the inevitable reaction, will be the consequence.
  It was incumbent upon the central bank, therefore, 

To limit the total amount of paper issued, and to resort for this purpose, whenever the temptation to borrow is strong, to some effectual principle of restriction; in no case however, materially to diminish the sum in circulation, but to let it vibrate only within certain limits; to afford a slow and cautious extension of it, as the general trade of the kingdom enlarges itself; to allow of some special, though temporary, encrease in the event of any extraordinary alarm or difficulty, as the best means of preventing a great demand at home for guineas; and to lean on the side of diminution in the case of gold going abroad, and of the general exchanges continuing long unfavourable; this seems to be the true policy of the directors of an institution circumstanced like that of the Bank of England.  To suffer either the soliticians of merchants or the wishes of Government to determine the measure of the bank issues, is unquestionably to adopt a very false principle of conduct. 

Thornton, Paper Credit, p.259.

This is very like “leaning against the wind.”  It is essential to avoid being bound by specific rules of change.
It has been shewn already that in order to effect the vast and accustomed payments daily made in London, payments which are most of them promised beforehand, a circulating sum in bank notes nearly equal to whatever may have been its customary amount is necessary.  But a much more clear idea of this subject will be gained by entering into some detail.


There are in London between sixty and seventy bankers, and it is almost entirely through them that the larger payments of London are effected…. The notes in their hands form, probably, a very large proportion of the whole circulating notes in the metropolis.  [A] very small proportion of Bank of England notes circulate far from London, and that it is to the metropolis itself that all the larger ones are confined.  The amount of the bank notes in the hands of each banker, of course, fluctuates considerably; but the amount in the hands of all probably varies very little; and this amount cannot be much diminished consistently with their ideas of what is necessary to the punctuality of their payments and to the complete security of their houses.  Thus there is little room for reduction as to the whole of that larger part of the notes of the Bank of England which is in the hands of the London bankers: the notes which may chance to circulate among other persons, especially among persons carrying on any commerce, if we suppose the usual punctuality of payments to be maintained, and the ordinary system of effecting them to proceed, can admit also of little diminution…. A large proportion of the London payments are, moreover, carried on by a comparatively small quantity of notes; and they, perhaps, cannot easily be effected, with due regularity, by a much smaller number, so complete has been the system of economy in the use of them which time and experience has introduced among the bankers.  There is, moreover, no substitute for them…. They serve, at the same time, both to sustain and regulate the whole paper credit of the country.  It is plain from the circumstances which have just been stated that any very great and sudden diminution of Bank of England notes would be attended with the most serious effects …. A reduction of them which may seem moderate to men who have not reflected on this subject – a diminution, for instance, of one-third or two-fifths, might, perhaps, be sufficient to produce a general insolvency in London, of which the effect would be the suspension of confidence, the derangement of commerce, and the stagnation of manufactures throughout the country. Thornton, Paper Credit, pp.113-14.
Conditions are likely to be made worse by the hoarding of gold, and although the introduction of substitutes for the Bank’s notes might be attempted, their credit would be inferior to the Bank’s and have little effect.  Rising interest rates and falling prices might attract foreign gold -- after the damage had been done.


The idea which some persons have entertained of its being at all times a paramount duty of the Bank of England to diminish its notes in some sort of regular proportion to that diminution which it experiences in its gold is, then, an idea which is merely theoretic. 

Thornton, Paper Credit, p.116.
Martin was like Thornton in his belief that monetary policy should in the first instance maintain the continuity of payments.
Bills only
Martin’s first decade at the Fed was the time of “bills only.”  His belief in the efficiency of free markets had strong implications for the conduct of monetary policy.  A regrettable but unavoidable  problem with modern monetary policy was the necessity of official intervention, which should cause the least disruption to markets.  The purpose of the Federal Reserve, Martin said in remarks on “The transition to free markets” to the Economic Club of Detroit in 1953, was “to see that, so far as its policies are a controlling factor [Martin never conceded that the Fed had complete control over money], the supply of money is neither so large as to induce destructive inflationary forces nor so small as to stifle our great and growing economy…. Under our Governmental institutions and our economic system, the maximum benefits for all of us flow from utilizing private property, free competitive enterprise, and the private motive in accordance with the dictates of the market place – something that was almost forgotten for a period of years…. The process of returning to acceptance and use of the market place is slow, painful, and hard” has been “slow, painful, and hard.  It is not achieved because people necessarily like it; it is achieved because alternative ways don’t work.”


One of the problems with the restoration of competitive securities markets was uncertainty regarding the actions of the Fed.  Psychology is important in financial markets, and for that reason Martin wanted transparency in the sense of predictability and credibility.  It has been our purpose, therefore, “to develop methods of operation which … give those who participate in the market a familiarity with how the Federal Reserve may intervene, when it may intervene, for what how purpose it may intervene.”

Martin wanted interest rates to reflect their real values (as determined by private saving and investment), so that, “Since the unpegging, we have endeavored to confine open market transactions to the effectuation of credit policy, that is, to maintain a volume of member bank reserves consistent with the needs of a growing and stable economy.”  The regulation of money requires Fed participation in the money markets, but we should have as little effect on free-market prices, and therefore efficiency, as possible.  So “we have tried to confine our operations to short-term securities, … largely T bills, … which are the closest substitutes for cash, [and] least affected by open-market operations.”

The Fed had even backed away from assisting Treasury refunding (despite the assurance given in the Accord) because “we found … that when the Federal Reserve, with its huge portfolio and its virtually unlimited resources, intervened in the market during Treasury refundings, many investors … tended to step to the sidelines and to let the market form around the System’s bids.”

“Private investors, whose funds the Government seeks to attract, may now fairly appraise a new Government securities offering through market processes.  They may invest in the new issue with confidence that the market price reflects not just an arbitrary decision by the Treasury and the FOMC but instead the composite evaluation of its worth by thousands of investors in the light of their judgments as to the current and prospective demand and supply of credit.”

There would still be uncertainty about what the Fed might do to “maintain orderly conditions,” or “correct disorderly conditions,” but Martin believed the best approach came with the hands-off attitude that fluctuations tend to be self-correcting in well-organized markets.  “Of the movements that are not self-correcting, most reflect basic changes in the credit outlook that should be permitted to occur.  Only very rarely is there likely to be a disorderly situation that would require Federal Reserve intervention for reasons other than credit policy.”


The ‘bills only” policy was unpopular with interventionists, who believed it was the Fed’s job to enforce the “sizeable price changes” necessary to “achieving credit policy objectives.”  Another Keynesian described Martin’s position that money and credit are (or should be allowed to be) determined at some “mythical” roots as “cajoling oratory.”

Martin’s monetary policy. The FOMC
Bills only under President Eisenhower. With the principal monetary policy tool of the Fed becoming open-market operations, its principal decision-making arm became the Federal Open Market Committee.  The Reserve Banks were empowered by the Federal Reserve Act (Sec. 14) to buy and sell U.S. securities, bankers acceptances, and bills of exchange.  In May 1922, recognizing the national effects of regional operations, they agreed to coordinate their purchases and sales through a Committee on Centralized Execution of Purchases and Sales of Government Securities.  Decisions were not binding, but cooperation was substantial.

In April 1923, claiming the supervisory powers in the Federal Reserve Act, the Board declared the Governors Committee to be superseded by a new Open-Market Investment Committee of the Federal Reserve System, with the same functions and membership but regulated by the Federal Reserve Board.  The Board maintained that its supervision was necessary to assure compliance with the Federal Reserve Act, specifically,

… that the time, manner, character and volume of open-market investments purchased by Federal Reserve Banks be governed with primary regard to the accommodation of commerce and business, and to the effect of such purchases or sales on the general credit situation.
The Committee gained legal status in the Banking Act of 1933, and the Banking Act of 1935 provided for the FOMC whose membership was the seven members of the Board of Governors, the president of the Federal Reserve Bank of New York, and four of the remaining presidents on a rotating basis, the chairman being the chairman of the Board.


This section consists primarily of Martin’s applications of his model during FOMC meetings.  We begin in January 1953, just before the cyclical peak in May.  The Committee’s procedure adopted by the ever-courteous Chairmen Martin was a go-round in which every member stated his views of the economy and his preferred policy, with Martin’s summary statement of the consensus at the end.  If there was a consensus, one might question, but Martin usually managed to find one with which the Committee agreed.  His common opening – “Well we are not far apart,” “no matter how far apart the participants in fact were,” an advisor recalled – was a stretch at times, but was normally accepted.


There has been controversy over whether Martin was a strong leader of the Fed.
  There is no easy answer.  On the one hand, as normally somewhat more anti-inflationary than the Committee as a whole, he was able to tilt policy in that direction.  On the other hand, his desire for consensus pulled him into more inflation than he wanted.  The minutes stated:
1/9/53. The Committee decided to increase the discount rate, which should have been done some time before, Martin said.

Several members of Congress complained, including Senator Paul Douglas, who had supported the Fed’s independence in previous years.  Twenty senators and representatives introduced a resolution that would have required the Fed to support government securities at par.  Arthur Burns of the President’s Council of Economic Advisors advocated credit controls.

9/24/53. Chairman Martin’s understanding of the discussion was that the committee favored the continuation of its decision on June 11, which provided that transactions for the System account should be “with a view to avoiding deflationary tendencies without encouraging a renewal of inflationary developments (which in the near future will require aggressive supplying of reserves to the market).”

The cyclical peak had been reached in May, but the Committee, although with considerable easy sentiment, wanted to avoid the inflation of the preceding expansion, and easy money, with expectations of its continuation, is hard to stop.  Martin’s task was made easier, Christina and Paul Romer wrote, by the “fundamental abhorrence of inflation by virtually all members of the FOMC…. The discussion was often so fervent and the predictions so dire that it is hard to believe that inflation was actually very low.”


“This was the first recession under a Republican president since 1929,” and although the Eisenhower (1953-61) administration had stressed fiscal prudence and worried about the size of government, it was sensitive to critics’ claims “that it lacked concern about rising unemployment,” Alan Meltzer wrote.  Eisenhower “recalled the Republican party’s commitment to use the full resources of the federal government to prevent another 1929.”  The administration had a stand-by public works program (which was not used), and lowered tax rates in 1954 in line with its campaign promise to reduce wartime rates.
  
3/3/54. In a discussion of Fed procedures and effects and whether a free market existed, Martin said “We all mean the same thing.”

There was a running debate between Martin and Sproul about the range of Fed securities operations, that is, whether “bills only” should be continued.  
During the succeeding expansion, Martin expressed concern in the Executive Committee (11/9/54) about a speculative boom.  “[T]here were indications of an exuberance of spirit among intelligent businessmen with respect to 1953 business prospects that seemed to him dangerous.”  “Most other members did not share his concern.  They were wrong,” Meltzer wrote, and the economy picked up steam.
  (For more than twenty years after its formal establishment in 1935, the FOMC selected from its members an executive committee of five which met frequently and which supervised the execution of open-market operations within a broad framework of policy laid down by the full committee.”
)
12/7/54. With GNP rising at a 5 percent annual rate, Martin proposed to “re-examine the active part of the phrase ‘active ease’.”  Sproul agreed but Board Vice Chairman C. Canby Balderston opposed any announcement of a change on the grounds that it would confuse the public.  Martin felt strongly that the phrase should be removed.  His concern was inflation.  “[H]e did not believe that inflation provided jobs for people on a sustained basis, although it might temporarily promote jobs.”   “Active” was removed but “ease” was retained.

3/2/55. Sproul (whose view of money in the economy was similar to Martin’s): “Then, there is in the matter of expectations.  The general expectation in the market is that rates are bound to go up.  If we do too much to confirm and inflame those expectations, they may get out of hand.”
Martin stated that this had been an extremely good discussion of the economic situation and credit policy.  He felt that in general the policy the Committee had been following had come as close as possible to satisfying the various views presented at this meeting.  His own view would lean a little on the side of less ease, he said, his general feeling being one of a little more confidence in the economic situation than had been indicated by some of the views this morning…. He recognized the fears that the automobile industry might not be able to sell all of the cars it would produce this year ….  However, he thought there was an amazing exuberance and vitality in the economy.  While he wanted as much ease in interest rates as possible with a sustained economy, he hoped that ease would not go so far as to produce a level of activity that would have to be liquidated later on.  The Committee should be careful not to permit so much ease that people would think they should postpone doing the things needed in their business.
He invited the Committee to reexamine the first sentence of the directive, which included the decision “to arrange for securities transactions with a view “to fostering growth and stability in the economy by maintaining conditions in the money market that would encourage recovery.”

After all, the expansion was nine months old.  However, none of the other members indicated a desire for revision.  As a sample, the full FOMC’s directive to the Executive Committee was

The executive committee is directed, until otherwise directed by the Federal Open Market Committee, to arrange for such transactions for the System open market account … as may be necessary, in the light of current and prospective economic conditions and the general credit situation of the country, with a view (a) to relating the supply of funds in the market to the needs of commerce and business, (b) to avoiding deflationary tendencies, (c) to correcting a disorderly situation in the Government securities market, and (d) … provided that the aggregate amount of securities held in the System account …, other than [purchases] from time to time for the temporary accommodation of the Treasury, shall not be increased or decreased by more than $2,000,000,000.”
It should be noted that most open-market operations were in practice conducted to offset seasonal variations in financial variables.  Seasonal and trend variations in money (however defined) and other financial variables piled uncertainties and information problems on top of the cyclical difficulties on which economists’ analyses concentrated.

5/10/55. The business recovery being an accomplished fact, Martin and the Committee supported Sproul’s motion to alter the directive by changing “encourage recovery,” which had been added in January 1955, to “fostering growth and stability in the economy by maintaining conditions in the money market that would avoid the development of unsustainable expansion.”

At the June 1955 meeting Martin’s proposal to terminate the Executive Committee was agreed unanimously, including by the New York bank even though the measure might be interpreted as reducing New York’s influence.  In fact, most or all the members of the FOMC, as well as those Bank presidents not currently on the Committee, had been attending Executive Committee meetings.

8/2/55. To the argument that inflation was potentially a problem but not yet dangerous, Martin replied, “I think personally that all the danger signals … are now flashing red.  Inflation is a thief in the night and if we don’t act promptly and decisively we will always be behind.  All of us know that it sometimes takes a long time for seeds to germinate, but then they flower … with explosive force.”
Inflation cannot easily be turned off, and induces expectations of events that will have to be confronted in the future.  Martin’s model was dynamic, unlike Keynesian models of the day.
8/23/55. The staff opened the meeting with a report that “The economic situation continues to be one of demand pressure in the industrial sector … [generating] strong credit demands with accompanying upward pressures on interest rates ….”
Martin suggested the Committee would wish to continue the policy of restraint decided at the last meeting.  “I think the wage cost push is still with us and the psychology that that creates is still with us.  “[However] I would emphasize a point that I think we exaggerated at … the last meeting.  We used the terms ‘theatrical’ and ‘dramatic’ in connection in connection with the [small] discount rate increase…. What I was trying to say at the last meeting was that the action should be decisive and clear.”

“I want to comment on the philosophy of restraint.  Behind the wage cost push is a sort of general conviction, one that has been growing for a number of years, that inflation, if not desirable, is something that it is not politically feasible to hold down.  There are those in Wall Street who assume it will not be politically feasible to restrain inflation, that the economy has an inflationary bias, and that they might as well resign themselves and relax and enjoy it.  I want to present my own thinking on that point.  I have been in the Government now for ten years and I am fully aware of Government pressures.  There are margins of error in all these things, but it is perfectly clear to me that it is politically feasible and practicable, if judgment is sufficiently wise [and determined, that is, courageous, he might have added], to restrain a situation before it develops.  It is much more difficult in my judgment to restrain to restrain a condition after it has developed.  I believe we should approach the problem of credit policy with that philosophy.  In other words, it is possible to restrain a person before he does something, and while he may not like to be restrained he will forgive you for it later, but if he goes ahead and does something and then you act to pull him back your action becomes a form of punishment for what he has done that is not feasible in a democracy.

We can never recapture the purchasing power of the dollar that was lost because of the war.  That is not politically feasible or economically desirable [learned the lesson that countries ignored after WWI].  Such a loss usually occurs in a relatively short time.  In the present circumstances, when we are faced with another period of increases in prices, I believe that any margin of error should be resolved in the direction of tightness until we are certain that the policy should be changed.  [did no one else think about anything other than today?] [M interesting because only he was willing to take on the new orthodoxy] No one can project the future.  We don’t know whether we are going to have the high level of Fall and Christmas trade that we think we are but the production picture is moving upward and confidence is projected all along the line.  If we let it get out of hand we may be in a position of ‘too little too late’ for a long time to come and may be faced with the inevitable ‘bust’ that some people think will come in any event because of the inflationary bias in our economy.
Ralph Young and Winfield Riefler of the staff followed with a discussion of means of restraint, avoiding situations where the discount rate fell below market rates of interest, which encouraged bank borrowing that defeated open-market sales.  The discount rate should be a penalty rate.
10/25/55. “Martin went on to say that he was among those who believed the Committee had been dilatory in approaching the build-up in the spring and summer of the year.  If the System had acted more dramatically earlier it would have been in a better position at this time.  However, he agreed completely with Mr. Sproul that, even if this were true, that was not a reason at this later juncture to put more burden on monetary policy than that policy could bear.”
11/16/55. Governor J.L. Robertson said “I feel that there are inflationary pressures present which should be checked now
1/24/56. After the round-table Martin stated: “First, the Committee should be extremely careful in determining policy not to let it be weighted by apprehensions at to what the political implications of our decisions may be, … or because it might be interpreted by the public in terms of politics.  We should be objective about economic developments and about determining our policy for the good of the economy.


Also, I have the strong feeling that none of us can gauge the economy very accurately.  When we deal in fine degrees, we are falling into the error that Mr. Sproul has pointed out many times of giving a little credence to the idea that monetary policy can do more than it can, and we can turn on this faucet or turn off the faucet and can achieve a precise objective.”
Our concern should be stability.
I don’t think you can rely too much on analogies but sometimes I think they illustrate an idea.  My sixth sense has made me believe that in recent weeks the machine has been going forward, but it has reached a plateau and it is wobbling and the road before us has some rough spots.  If we can use the analogy of using the brakes on a machine, it may help to illustrate what I have in mind.  When you are driving a machine and when you reach a plateau and you are wobbling a little bit, the degree of pressure that you put on the brakes has quite a little influence on whether the wobbling continues or not.  I don’t for one moment intend to imply that I favor relaxation of credit restraint at this time …. I merely call attention to what I personally think we should be watching for.

If I were doing it over again, I would say that perhaps we followed a policy of active ease a little too long and we let ourselves get into a position of a strait jacket, of letting the [inflationary?] ‘even keel’ become the status quo rather than of having the flexibility we desire in monetary policy.
Meltzer maintained that “Martin’s desire to build a consensus slowed the” Fed’s responses.

3/6/56. The Committee reaffirmed its operation procedure adopted in 1953 and reaffirmed in 1954 and 1955, as well as later:

It is not now the policy of the Committee to support any pattern of prices and yields in the Government securities market, and intervention in the Government securities market is solely to effectuate the objectives of monetary and credit policy (including correction of disorderly markets).
This policy continued to be opposed by Sproul and his successor at the New York Bank, Alfred Hayes (August 1956), who wanted it modified by adding “as a general rule” or substituting “primarily” for “solely.”
Martin believed that the members of the Committee were in fairly close agreement on the existing economic situation and the credit policy called for.  All wanted no change in policy, although about half leaned towards more restraint, if they had to choose one or the other, and 1 or 2 towards ease.
3/27/56. Martin believed that the Committee “has had a tendency … to permit its directive to remain unchanged too long and not to recognize shifts in the economy.”  Specifically, it seemed to him that the Directive, which now required that operations take account of deflationary forces, was not in keeping with the majority sentiment.”
The expansion had picked up steam and Sproul discussed the wage cost spiral and the Phillips Curve.  A substantial readjustment in [capital market] rates is going on right now, and there has been some backing up of issues…. In such circumstances, as we know, there is always the possibility of expectations of difficulty outrunning the facts, and making acute what is already a difficult situation.  We do not want to precipitate such a development if we can avoid it.

An even more difficult problem [is] the possibility of our running into a cost-price spiral growing out of increased wages and other costs which producers attempt to pass on to consumers.  This might encounter consumer resistance which would have a dampening effect on production and employment, or what seems more likely in the present state of the economy it might generate an inflationary spiral.  In the first case, the question could be raised as to whether it is the responsibility of the central banking system to make credit easier and cheaper … to try to head off a decline in production and employment.  The second and more difficult case would raise questions as to whether the central banking system should make credit so dear and difficult to obtain as to cause a decline in production and employment as the lesser of two evils.  We haven’t yet had to run head-on into the philosophy of the Employment Act of 1946 to that extent and it wouldn’t be easy, so maybe we had better hope that some degree of economic responsibility on the part of management and labor will avoid presenting the problem in serious form.


There was discussion of the political costs to the Fed of restraining inflation (Sproul and Vardaman) and acknowledgment that the Fed was not in complete control.  Still, several members stated, the Fed should do all it could to restrain inflation.
“Chairman Martin [agreed that] the Committee should not expect monetary policy to achieve all of the tasks.  However, the threat of a wage-price spiral was so strong today that the System would be derelict in its duty and obligation if it did not so all that it could do.”

Martin commented that if plans for capital expansion should turn out to be as large as was now indicated, it might be desirable to give a warning at this stage to the firms planning to use the capital market for financing such expansion, rather than to wait until they had gotten into trouble through having made their plans in anticipation of being able to finance the expansion on a lower cost basis.
The Fed raised the discount rate seven times during the 1954-57 expansion, from 1½ to 3½ percent, much to the annoyance of the administration and Congress.  The Joint Economic Committee held hearings on the rise in 1956, and Arthur Burns and Secretary of the Treasury George Humphrey testified in opposition to the Fed’s actions.  At Eisenhower’s urging, Humphrey told Martin that he should resign instead of opposing the president.  Martin replied that he would resign if his leadership was opposed by the president, and informed the Board of his possible resignation.  However, after a conversation with Martin, who promised to ease credit if the economy slowed, Eisenhower gave him his confidence.  He decided against “overruling of the financial experts with a purely political judgment,” and in two press conferences expressed confidence in the Fed, and added: “I personally believe that if money gets … too tight, they will move in the other direction.”  “When the conflict became public,” that is, Eisenhower “supported the Federal Reserve’s independence, and the conflict ended.”
  Martin was appointed to a new fourteen-year term as a Governor, and a new four-year term as Chairman in February 1956.
5/23/56. The majority favored restoring the Directive’s reference  to deflation, although Martin warned that “The committee should make clear the direction in which it is going.”

6/26/56. Hayes (New York) said the System should supply sufficient reserves to take care of the credit expansion that was expected, but “lean back a little.”

Martin agreed.  The System would be criticized, but plant and equipment should not be financed out of bank loans.  Tight monetary policy would not hinder the economy.  We should delete the Directive’s statement to take account of deflation.

9/25/56. There was a discussion of money market conditions in light of the coming Treasury financings.  Some members worried about a panic in the government securities market.  If we are going to make errors in this case, Martin conceded, they should be on the side of ease.

1/8/57. Nevertheless, he said a few months later: “The consensus seemed to be that operations  should be directed towards recapturing the degree of restraint that existed early in December.
1/28/57. The Desk came under criticism as bank borrowing and Fed credit increased in spite of the Committee’s position of restraint (the cyclical peak would not come until August), but Martin defended them.  “The men on the desk have an extremely difficult problem …. The Committee has been trying to recapture something that perhaps could not be recaptured because of forces at work that were bigger that the System.  The future is especially uncertain and perhaps we should try to maintain the status quo until the picture became clearer.  

5/7/57. Martin: “Inflation is the most serious problem confronting the countries if the western world today.”  However, “Monetary policy could not be used to restore a price level that had been lost through inflation processes.”

The August 1957 – April 1958 recession was the shortest but sharpest downturn of the first postwar quarter century, when the FOMC remained concerned about inflation and was slow to ease.
9/10/57. Fed critics in recent Senate hearings had argued that raising interest rates caused inflation through their effects on costs.
  Advisor Winfield Riefler dismissed those ideas in the meeting, and no one on the committee disagreed.  They agreed that money and prices were positively related, and focused their attention on the proper measures of that relation.  The best indication of monetary tightness in their view was net borrowed reserves (bank borrowing from the Fed less excess reserves) or its negative, free reserves.  Connections were imprecise, and the Fed’s manager of the Desk in New York, who attended the meeting, had considerable discretion.  The FOMC’s directive to the manager on this occasion, unchanged from the previous meeting in August, was 
To make such purchases, sales, or exchanges for the System open market account … with a view (a) to relating the supply of funds in the market to the needs of commerce and business, [and] (b) to restraining inflationary developments in the interest of sustainable economic growth while recognizing uncertainties in the business outlook, the financial market, and the international position.

There were no specific money or interest-rate targets, although some members interpreted net borrowed reserves (commercial bank borrowing from the Fed less excess reserves) of $400-$500 as “firm restraint.”  Martin “could not but help but be conscious of the load that the committee placed on the manager of the System account, … noting that the committee issued a directive and then expected the manager to keep in mind the majority and minority views expressed.”

The economy had turned downward -- the cyclical peak was later designated as August – but the directive continued to emphasize the problem of inflation until December 17, when paragraph (b) was changed to:

… cushioning adjustments and mitigating recessionary tendencies in the economy.
There was criticism, in and outside the FOMC, of what many thought were vague and unhelpful directives, especially with the coming of interventionist (Keynesian) members in the 1960s.  Nevertheless, the directive did not change significantly until Congress required specific money and interest targets in the mid-1970s.

The FOMC was quicker to react to the 1958 expansion than it had been to the 1957 downturn.
 7/8/58. Although the recovery was only two months old, Martin favored an increase of one-half percent in the discount rate, but not before the next meeting.  It was raised from 1¾ to 2 percent in September, and in steps to 4 percent in September 1959 (the highest rate since early 1930).
8/19/58. Martin: Monetary policy cannot do “too much when budget decisions, debt management, and fiscal policy are all in the picture with monetary and credit policy.  The System didn’t create the recent recession.  In his opinion the discount rate should have been raised much earlier in 1957, but we deferred to the Treasury.  The 5 million unemployed are due to the dominance of inflation the last few years.  Monetary policy did its best to restrain but there were severe budget flip-flops, especially in defense.

The System has to stand up to inflation psychosis and psychology.  It had let the money supply run away with it.  Commentators and the public say the System starts a recession when they raise the discount rate.  “There is a distinct bias toward easy money, for when the System moves down everyone applauds…. [T]he other direction … runs into more resistance.”


Inflation might temporarily reduce unemployment.  But if inflation should get up a head of steam, unemployment might rise to 10 or 15 million.


Senator Proxmire’s opinion that there were “other means of controlling inflation” (meaning direct controls) was a prevalent attitude.


The System had not faced up to the problem, whether it be called inflation psychosis or inflation psychology.”

9/30/58. “In an introductory comment, Chairman Martin said that it was encouraging to note the degree of unanimity around the table this morning.” [after, apparently, a lack of consensus the previous meeting on how to respond to the faster than expected recovery.] “At the last meeting, he said, he was rather discouraged about the role of the Federal Reserve System…. While the Treasury had not been perfect in its analysis of the situation, within the System family emphasis should be placed on the System’s own faults first, rather than what other people do.  In his opinion, the System had not acted definitely, clearly, or sharply enough during the past two months to make possible the type of Government securities market that he regarded as necessary and essential.”
At the last meeting, Martin recalled, he had expressed himself to the effect that if he had been doing it on his own he would have moved the discount rate to 2¼% (It had been raised from 1¾% to 2% on September 12, then 2½% on November 7.)
He was disappointed at the recent irregular discount rate increases (even if caused by the lack of uniformity of scheduled directors’ meetings).  It was his opinion that if conditions call for an upward adjustment in the future, it should be by ½% [across the board] “so that there would be no misunderstanding of System policy.”
12/16/58. “He [Martin] too was anxious to get the unemployed back to work, but a balanced recovery would not come about if price pressures were ignored … or through easy money.”
5/26/59. “Martin agreed with the majority that the System has not been as restrictive as it desired to be.  However, that was hindsight and it was necessary to move with the ball.”  Uncertainty in markets should come from natural forces rather than activities of the Federal Reserve or the Treasury.  However we should not overdramatize the situation.  We should move in a perfectly normal way.”  The market expects a change in the discount rate to 3½%.

8/18/59. Martin noted that a bill authorizing the president to eliminate the interest rate ceiling on Treasury bonds had been tentatively approved by the House Ways and Means Committee (15-10), and then reversed.  It remained a matter of concern to him that little progress had been made in explaining the role of interest rates in the economy.  The result was a lack of interest in Treasury issues.  The Fed used the discount window to finance bank’s support of Treasury issues although the Secretary was  unhappy with the banks’ reluctance.

9/1/59. Martin noted that market interest rates (including bank prime rates) were rising, and the discount rate may have to be raised, although he was reluctant to do so.  In fact the discount rate was raised in September (before it was lowered the summer of 1960).
2/9/60. “The Chairman said he did not think the Committee was as far apart as might appear from the discussion.  All appeared to be leaning in the same direction.”  There was no change in the directive even though most seemed inclined towards ease.
The cyclical Peak came in April but:
4/12/60. Martin felt that any overt action on the part of the System in either direction would be unfortunate at this time.

7/6/60. Martin: All that was called for at present was to mark time, although errors “could be more on the side of ease than under other circumstances.”  The discount rate had been lowered in June and would be lowered again in August.
9/13/60. Martin said it was hard to know the effects of money, but he didn’t think money and credit policy could do the whole job [of recovery].  He didn’t want to repeat the easy money period of 1958, when the Fed went too far.


He referred to critics who said that if money had been expanded in exactly the right amount, there wouldn’t have been a recession.  If so, he said, the only thing necessary would be to keep the levers moving ad infinitum.
The Eisenhower administration increased spending, including the extension of unemployment compensation, but it did not propose a reduction in taxes or put pressure on the Fed, to the chagrin of Republican presidential candidate Richard Nixon.
10/25/60. The staff report referred to outside suggestions that the Fed should narrow the interest spread to encourage investment by buying long-term securities, but doubted that such artificial action would work [because it lacked permanence?]  There would be a loss of confidence if it were recognized that yields were artificially influenced by the Fed.  Martin agreed although Hayes and others thought long-term yields were too high for the prevailing stage of the business cycle.

11/22/60. M: We are on a modified gold standard.  We should not force money into the market when it was the competitive pricing of goods and services that was really the problem of the world at the moment.

People rant against the gold standard when they find the rules of the game are a little hard.

Martin had a sophisticated understanding of the gold standard, including its implication that money was demand-determined.


The System had played its part well in the current recession by providing the maximum stimulus it could to any economy that was bound to decline when it reached that particular stage.

Martin noted Hayes’ views on the possibility of dealings in long-term securities, “but we should be careful.  We don’t want to get back to pegged interest rates.”
President Kennedy and operation twist. In January 1961, the 43-year-old Democrat John Kennedy succeeded the 70-year-old Republican Dwight Eisenhower as president.  Although the economy had surpassed immediate postwar expectations, when a return of the Great Depression was feared, during the 1960 election, Democrats called attention to the underperformance of the economy under the Republicans, including three recessions (1953-54, 1957-58, and 1960-61), and a 2.5% per annum rate of growth during the Eisenhower years.  Unemployment was near a postwar high of 7% when Kennedy took office.  The Democrat platform had promised to “put an end to the present high-interest, tight-money policy and to double the growth rate to 5 percent, increase social security payments, raise the minimum wage to $1.25 per hour, and increase housing starts to two million a year using government loans if needed.”
On the other hand, the president inherited some traditional balanced-budget and sound money views, which, pressed by his Keynesian advisors, he sought to join with his growth objectives.  “I know everyone [his liberal advisors] thinks I worry about this [gold and the dollar] too much,” Kennedy said to a confidant “one day as we pored over what seemed like the millionth report on the subject.”
But if there’s ever a run on the bank, and I have to devalue the dollar or bring home our troops, as the British did, I’m the one who will take the heat.  Besides it’s a club that DeGaulle and all the others hang over my head.  Any time there’s a crisis or a quarrel, they can cash in all their dollars, and where are we?
“He also had some evidence to back his suspicions that the gloomy rumors which triggered the gold withdrawals of 1960 had been deliberately spread by American bankers to embarrass him politically, and he did not want to be vulnerable to the same tactic in 1964.”
  On the other hand, an advisor wrote, Kennedy “refused to believe that he had to choose between a weaker economy at home or a weaker dollar abroad.”  The Fed might help, or at least not oppose.

There was discussion of replacing Martin, but Walter Heller, soon to become chairman of the president’s Council of Economic Advisors, found him “cooperative, open-minded and cordial” in their discussions of prospective monetary policy.  Martin even agreed to regular luncheons with the Council as well as meetings with the president, the chairman of the Council, and the Secretary of the Treasury, called the Quadriad.
  Furthermore, his retention lent credibility to the administration’s fiscal and monetary soundness, the new Secretary of the Treasury, Republican financier Douglas Dillon, suggested, and he had not offered to resign.

The meetings were helpful politically, and Martin might have thought they would be means by which he might persuade the administration to the Fed’s monetary policy views.  In practice, however, they proved to be forums for the administration’s continuous harpings on the necessity of easy money. The administration’s understanding of cooperation was the Fed’s submission to (the financing of) its fiscal programs.  

For example, the new administration’s plan to achieve the potentially conflicting goals of growth and a strong dollar assigned Operation Twist to the Fed, which in the process was forced to abandon bills-only.  The Fed would twist the yield curve by buying long-term securities, putting downward pressure on long-term rates of interest to promote growth and selling short-terms to put upward pressure on short-term rates to attract short-term foreign investment.  The plan was consistent with the stability of money and prices because long-term open-market purchases would be offset by the sales of short-terms.

Dillon warned of “limitations to what can be accomplished,” and Martin tried to weaken the plan’s commitment, but agreed to abandon “bills only” in favor of “operation nudge” (which became “operation twist”), while asking for the avoidance of “any public implication that they are taking these new steps as a result of outside pressure.”  Kennedy ignored the request and announced the policy in his first economic message on February 2.  Martin had agreed although the FOMC had yet to consider the issue.
 
2/7/61.  Martin’s half-hearted effort to persuade the Committee, to change its operating procedure in the absence of new ideas or events, met considerable skepticism.  He was doubtful of the outcome but he was not sure it wouldn’t work, and in light of the criticisms of the Fed’s rigidity, he thought it was necessary to show that it was open-minded and willing to experiment “to enable the System to escape from the charge of doctrinaire commitment to a laissez faire, free private market position.”

Several regretted that they were shifting from a much-studied and successful method to one whose basis was unclear, but with one exception they went along (all the Bank presidents joined him) in the spirit of being willing to try an experiment.  The New York contingent had always want to operate across the full range of the securities market, but Governor Robertson probably expressed the feelings of several members when he said “that in deviating from its established policies the FOMC was asserting, without reason or conviction, that it made a critically incorrect judgment eight years ago and had pursued incorrect operating procedures since, and that critics of present methods … were relying on the simplest theories of determination of market interest rates and making allegations of postulates having little if any basis in empirical fact.”  

Robertson argued that “the Committee was running serious risk of undermining domestic and foreign confidence in the System’s integrity and judgment, and the reliability of the new administration’s assertions of an intent to maintain the stability of the dollar,” that is, substituting insubstantial tricks for genuine well-understood stable-price policies.  He also thought that such a radical reversal of policy should be accompanied by its announcement and reasons for it.  However, the Committee accepted Martin’s advice to do neither, possibly because there was little that could be said with which Martin wished to be associated.


In the event, operation twist’s critics need not have worried.  FOMC members often wondered what the policy was, whether it was being followed, and whether it was effective.  Martin referred to “groping” for a policy and doubted its effectiveness.  He told Heller that the FOMC was pursuing the policy against most of its members’ better judgment, and that he and the Committee had lost any conviction that it could succeed.

6/6/61. Yet in striving for the appearances of unity and cooperation, Martin, ever the diplomat, urged that “Those in the System should not go around saying the operation was a failure [even though] the so-called nudging effect was getting to be a matter of flying into the wind.  One could make a good case for getting out entirely but that could not be done at present in light of the public discussion.”
In fact, Operation Twist had no effect (the greater rise in short than in long rates during 1961-64 was normal for expansions), partly because it was not seriously tried.  The Fed’s efforts varied from “half-hearted” to “timid,” in Heller’s view, and the Treasury acted contrary to declared policy by issuing more long than short debt, normal policy when interest rates are expected to rise.  “As a result, the maturity of the debt lengthened appreciably, instead of shortened as the policy would require,” Chicago economist Harry Johnson noted.


Certainly, Martin’s performance as a team player was suspect.  It can be argued that he managed to keep the majority’s support of Operation Twist, weak though it was, by an execution that was almost imperceptible.  Heller recalled that “

… we’d have a meeting with Kennedy … and before the meeting Bill would be out there buying those long-term securities, but afterwards his buying would flag… Jim Tobin would keep track of this and he’d say, “Walter, you’d better arrange another meeting … because Martin isn’t buying enough long-term bonds.”  So I’d call a meeting and sure enough the purchases would rise again, and Martin would be able to tell Kennedy, “We’re doing everything we can.”

It was in any case impossible according to the dominant understanding (theory) of the term structure of interest rates, according to which market arbitrage equates long-rates with averages of current and expected short rates.  The theory was supported when the Treasury tried to peg long-rates at 2% and bills at 0.375% during World War II, and the public refused to buy the latter.  A policy that undertakes to raise short-rates without correspondingly raising long-rates is bound to fail.

So was the plan’s goal of establishing a spread between national short rates in the presence of fixed exchange rates.  All such attempts were sure to be defeated by arbitrage – something that Martin understood and Keynesian market skeptics did not.
Two wars at once.  Politics and monetary and fiscal policies were increasingly dominated by the Vietnam War and the War on Poverty as the 1960s wore on.  Government outlays doubled during the decade, 60% in real terms.  Defense spending rose 60%, most after the middle of the decade.  Government spending for education and health and human services increased more than five-fold.  President Johnson did not want to choose between war and social programs.  “I was determined to be a leader of war and a leader of peace.  I refused to let my critics push me into choosing one or the other, I wanted both.”  Believing that Congress would reduce spending for social programs if he proposed a tax increase, Johnson was slow to raise tax rates to pay for the spending programs and, for a time, hid the rise in defense spending to mislead the public, Congress, and the Federal Reserve.”  Federal Reserve holdings of the Federal debt more than doubled.

“For both strategic and political reasons, … this escalation was kept a closely held secret.  Along with numerous other government offices, the Federal Reserve was given no information on [the military] buildup…. Martin learned about the 1965 increase independently…. President Johnson apparently believed policy coordination should go one way only.”
  Martin might have hoped the regular meetings would give the Fed more of a say in overall policy, but the effect was the other way, particularly because the administration’s frequent promises of fiscal responsibility (as part of its pleas for monetary ease) were not kept.
Opposing the president is always difficult, even for an agency responsible to Congress.  The period of low inflation immediately after the Fed escaped its dominance by the Treasury in the Accord had increased its reputation as monetary manager and gave it a degree of political cover.  Inflation was unpopular and politicians had to take it into account in their statements and programs.  On the other hand, the real and immediate popularity of more spending and lower taxes were powerful threats to price stability, assisted by the Keynesian leanings of the Board’s new members.

There had been no academic economists on the Federal Reserve Board since Adolph Miller (1914-36), when Professor Sherman Maisel (1965-72) of the University of California was appointed by President Johnson.  George Mitchell (1961-76), Illinois Democrat and economic advisor to Adlai Stevenson, and Dewey Daane (1963-74), Harvard Ph.D. and Deputy Under Secretary of the Treasury (1960-63), had been appointed by Kennedy, and Johnson later appointed the Harvard Ph.D. and assistant Secretary of Commerce Andrew Brimmer (1966-74) and Texas businessman William Sherrill (1967-71).  Not all were Keynesians but the Fed became less conservative.

In 1958, Martin, born in 1906, was the youngest member of the Board and one of two who had not been born in the 19th century.  In 1970, at the end of his term, Martin was second oldest and surrounded by liberals, most of whom had studied economics after the publication of Keynes’ General Theory.
 So it is not surprising, given the Johnson administration’s pushes for more spending on the controversial War on Poverty and the increasingly unpopular Vietnam War, that the Federal Reserve was expected to provide a good part of the finance, and that it would oblige, although less than the administration desired.

Conflicts arose for several reasons.  First, a difference between views of the purpose of central banks had developed since the 1930s.  Historically (notwithstanding the Fed’s failure during the Great Depression) its purpose (at least in theory) had been to support the payments system, such as, in emergencies, acting as lender of last resort.  In recent years, however, money had become for economists a means of influencing output and employment.  This meant, in view of the administration’s economists’ constant concerns of low or slowing growth, persistent proposals for increased money, whatever its sufficiency for trade.  They were always able, by means of a perpetually insufficient Potential GNP, to ask for more government spending, lower taxes, and more money.


This increased emphasis on money as a macroeconomic tool defied historical views on economic and democratic grounds.  Alexander recommended the private ownership of the Bank of the United States to avoid political conflicts of interest:
The stamping of paper is an operation so much easier than the laying of taxes, that a government in the practice of paper emissions would rarely fail, in any … emergency [perhaps not necessarily an emergency] to indulge itself too far in the employment of that resource, to avoid, as much as possible, one less auspicious to present popularity.
Limits on lending to government without the express consent of the legislature had been written into the charter of the Bank of England in 1694, although it was violated by William Pitt’s government during the French wars, leading to the Bank’s suspension of gold payments in 1797 – not the first or last central bank to do so.


In July 1965, President Johnson was still doubtful of public support for the war – even after the staged Bay of Tonkin incident on August 2-4, 1964, which led Congress three-days later to endorse an increased American commitment, and his large election victory – and when he announced that more American troops would be sent to Vietnam, he did not reveal the size of his plans.  The then chairman of the Council of Economic Advisors remembered that “There was a period of a couple of months – six weeks maybe – in the summer in which there was, I think, a deliberate effort not to let anybody know what was going on.  But the people in Defense knew it, and the people in Budget and the Council did not know it.”

Whatever they knew, they promised not to tell the Fed.  Budget Director Charles Schultze memoed the president: “I have instructed my staff not to discuss the budgetary outlook with the Fed.  Quite apart from security considerations I am afraid that the budgetary outlook would be used as an excuse to tighten up on monetary policy.”

Johnson later said the reason for secrecy was to prevent Russia and China from increasing their support to North Vietnam.
  Word got around, however, including to Martin, who had connections in Congress and the Defense Department.  He confronted the president several times, and warned that interest rates might have to rise.  In fact, they were rising with inflation.  
One wonders how Johnson thought his projects would be financed if neither by taxes nor by private investors attracted by high returns.  The answer had to be money printed by the central bank.  The relations between monetary and fiscal policy changed radically in the 1960s.  Before then, increased spending was associated with increased taxes (although not equally), especially in wartime.  Under Johnson, Reagan, and the younger Bush, however, increased spending was accompanied by reduced taxation – with the budget deficit presumably being a responsibility of the Fed.
FOMC members opposed to tightening and even favoring more ease as the economy expanded during the early 1960s were in the minority, while Martin supported a policy of “firmness,” or “steady in the boat,” as he continued to be able to observe that “the members do not seem to be very far apart this morning” (FOMC, 3/6/62).  Dissents increased, however, and he felt called upon to issue admonishments such as: 
5/29/62. [Martin’s] view was that the System has gone as far as it should with a policy of easy money and that the policy had outlived its usefulness.  [The markets] reflected the backwash of speculation in a wholesale manner that had been going on all around the country…. The System could not just go along thinking that easy money would produce an exuberant economy.”
6/19/62. “It was time for members [who thought there was too much ease] to stand up and be counted.” (35)

7/10/62. “Monetary policy has done what it could to help the recovery and had about played itself out.  It was easy to think we can achieve certain things just by easing money or something."

In spite of Martin’s fears, inflation during the early 1960s was a fairly steady 1%, a better performance, in fact, than the 1950s, especially considering the continuous growth following the cyclical trough of February 1961.  In the summer of 1965, however, Johnson raised the stakes as actual and planned spending picked up.  Martin repeatedly warned the president of the need to restrain overall spending, by increased taxes preferably, or tighter monetary policy, but for several months there was no action by the FOMC.  Martin talked of the need for firmness, but as late as October 12, opposed an increase in interest rates.  He explained his position to the FOMC:
10/12/65. As Chairman, he had the responsibility for maintaining System relations within the Government – for getting the thinking of the President and members of the Administration, and for apprising them of the thinking within the Committee – and he had made that one of his principal concerns during the fourteen years he had held his present office.  Last week he had given the President a paper expressing his personal views [that tightening might have to occur].  [H]e had talked with the Chairman of the Council of Economic Advisors, with Treasury officials, and with the President.  They had all expressed the view that it would be unwise to change monetary policy now.  The President had not taken a rigid position on the matter [according to Martin’s generous interpretation] – he had not suggested that the Committee should abdicate its responsibility for formulating monetary policy…. At the moment, however, the Administration was strongly opposed to a change in policy…. With a divided Committee and in the face of strong Administration opposition he did not believe it would be appropriate for him to lend his support to those who favored a change in policy now.
So what was he to do?  The Federal Reserve Act of 1913 had assigned the Fed responsibilities for an elastic currency, its gold value, and bank supervision, but its primary objective soon became the monetization of the federal debt (during World War I and again during World War II).  The gold standard was abandoned in 1933 and the executive took control of the Fed without the benefit of legislation in 1933.  The Fed regained substantial (but uncertain) control in 1951, although the Employment Act of 1946 declared it to be “the continuing policy and responsibility of the Federal Government to coordinate and utilize all its plans, functions, and resources … to promote maximum employment, production and purchasing power.”

Whether the law implies an independent Fed focused on price stability or a monetary-and-fiscal policy coordinated by the executive depends on one’s macroeconomic model: the classical neutrality of money, with costly inflation, according to Martin; or Keynesianism which seemed to be implied by the Employment Act.  Perhaps the Fed should take its cues from Congress, whose creature it us, although that body has many spokesmen, and interpretations of its wishes in the absence of legislation are difficult.

There is also the argument, more political than economic, supported by a good deal of data, that American federal government deficits have simply been efforts to bypass the representative/democratic process, that is, to spend more than tax revenues, expecting the Fed to finance the difference regardless of economic conditions.  Information about spending is suppressed, not only under Johnson, and Keynesian stabilization policies have not been seriously tried.  High spending and low taxes are proposed regardless of circumstances.
  Monetary policy becomes a political an much as an economic decision.

In the Fall of 1965, however, having given up on the administration’s promises to exercise fiscal restraint, and unimpressed with its studies concluding that there was nothing to worry about, Martin stiffened.  “He was finally ready,” in Meltzer’s  words, “to accept the challenge.”  He knew the government’s spending plans had continued to grow, notwithstanding the president’s claims to the contrary, and so were inflationary pressures.  When on October 6, Martin told Johnson that a rate increase was necessary, the latter said: “I’m scheduled to go into the hospital tomorrow for a gall bladder operation.  You wouldn’t raise the discount rate while I’m in the hospital, would you?”  Martin replied: “No, Mr. President, we’ll wait until you get out of the hospital.”  After considerable lobbying by Martin and New York Fed President Al Hayes, on December 3, the Board voted 4-3 to recommend increases in discount rates, and the Reserve Banks acted accordingly, raising their rates from 4 to 4.5 percent.


Martin spoke last at the Board meeting, and warned of the risk to the System’s independence if it acted against the president’s wishes.  However, he said, “There is a question whether the Federal Reserve is to be run by the administration in office.” 

The Board also raised the maximum rate payable on bank time deposits, which threatened to fall below market rates and cause deposit drains.  The Banking Act of 1933 included Regulation Q, which prohibited interest on demand deposits and directed the Fed to fix ceilings on time deposits.  The maximum rate payable on savings deposits was 2½% from 1935 through 1956, when the Fed began to raise it in line with market rates.

Johnson summoned Martin to his ranch in Texas where he was recovering from his operation.  “You’ve got me in a position where you can run a rapier into me and you’ve done it,” the president said.  [Y]ou went ahead and did something that I disapproved of … and can affect my entire term …. You took advantage of me and I just want you to know that’s a despicable thing to do.”

The Fed continued its pressure into 1966, and short-term market rates began to exceed maximum rates on bank deposits.  Deposits fell, banks restricted credit, and on September 13, 1966, President Hayes told the FOMC “that the financial community was experiencing growing and genuine fear of a financial panic.”  However, the Committee stayed with the directive of “firm but orderly conditions.”  Martin was “impressed by its high degree of agreement on policy.”
10/4/66. The directive continued “firm but orderly conditions in the money market; provided, however, that operations shall be modified in the light of unusual liquidity pressures or of any significant deviation of bank credit from current expectations.

What actually happened, however, was monetary expansion.  The president got his way.  Money and prices accelerated, inflation rose from 1.3 per percent per annum during 1960-65 to 4.7 percent in 1968 and 6.2 percent in 1969.  The Fed financed half the deficits.  Martin said later that the Fed’s ease had partly stemmed from the disappointed hope that the temporary income tax surcharge pried from Congress would suppress demand.
 In Meltzer’s words, “Martin had shown courage and determination by refusing to back down under intense pressure from the president.  Then he retreated.”


In July 1966, the Board disapproved several Reserve Bank requests for rate increases.  Governor Robertson.  Governor Daane explained his position.  “Every economic ground said to increase the rate; his reluctance was because such an action would be harmful to relationships with the administration.”
  Martin explained his reluctance to take action against inflation:
10/24/67. Large deficits in the budget are rapidly generating inexorable forces that might prove more important than any decisions the committee would take.
The Fed did not tighten until December 1968, a month after Nixon’s election.
1/14/69. Martin reported that he had told the new president that inflation was the primary economic problem now facing the nation, and the administration would have to deal with it effectively from the beginning if it were not to get out of control.  He told the Committee that it would be better to risk overstaying, rather than understaying, a policy of restraint.
The Fed had caved in in 1966, which they partly blamed on their expectation/hope that the administration would keep its promises of fiscal restraint.  This time, Martin promised, they would stay the course whatever the administration said or did.

Richard Nixon did not like or trust Martin, whom he blamed for his defeat in the 1960 presidential election.  The economy had peaked in April 1960 and bottomed out in February 1961.  In his book Six Crises, Nixon described his friend Arthur Burns’s advice in March 1960 that monetary policy should be eased to avoid an “economic dip just before the elections.”  However, neither Eisenhower nor Martin could be persuaded to change course.

Nixon offered Martin, whose term as chairman extended to February 1970, the job of Secretary of the Treasury in order to open the Fed chairmanship to Burns, but Martin declared his intention to serve out the balance of his term.


The president and his Council of Economic advisors hoped to reduce inflation with minimal increase in unemployment.  Council Chairman Paul McCracken referred to their plan as “gradualism.”  A little bit of monetary tightening would slowly lower inflation towards price stability, which, when achieved, would promote the return to full employment.  This fine-tuning exercise in small, smooth, temporary movements along static, well-behaved curves did not take account of spenders’ expectations, Martin believed.  The failure of the income-tax surcharge to slow spending was a recent case of the futility of temporary measures.  He was not a gradualist.  The market needed to be shocked.
July 15, 1969. Martin observed that the go-around discussion of economic conditions revealed sentiment for shading monetary policy in both directions depending on the effects of the current policy of restraint.  His personal view was that policy should not be changed, primarily because he did not favor fine-tuning to the degree to which some apparently were inclined.  He did not agree with those who argued that it was necessary only for the System to pull the right levers to do an effective job of stabilization.

Shading towards ease, for example, because of the risk that it would be interpreted as a more significant move toward ease than would be intended.  Inflationary psychology remained the main economic problem.  It would be a mistake to take any action that might reinforce inflationary expectations just at the time they might be weakening.  The System had been overly hasty in moving toward ease in the summer of 1968, after the credit crunch and in response to the administration’s promise of fiscal restraint.

Accordingly the Committee voted unanimously for a directive which included:

System open market operations … shall be conducted with a view to maintaining the currently prevailing firm conditions.
Martin was anxious to inform Congress and the public of the Fed’s determination.  “There is no gadgetry in monetary mechanisms … that will save us from our sins,” he told a group of bankers.  Expectations of inflation were deeply embedded, and their elimination would require “a good deal of pain and suffering.”  The Fed had indicated, “perhaps unwisely,” after the 1966 credit crunch that “we don’t want a recurrence.”  However, “if you don’t take some risk in policy you never get any result.”  Martin strongly implied that the Fed would not back down again even in the event of increased employment, the New York Times reported.


The Fed persisted until Burns replaced Martin in February 1970, after which the Treasury bill rate, which had risen from 3.5% in 1967 to 8% in January 1970, fell back to 3.5% during the next year; although inflation, which had increased from 1.1% during 1966 to 2.2% during 1969, did not rise until it jumped nearly to double digits during 1973.

Martin and Congress

The Fed and Martin were under constant attack by critics in Congress for their tight money policies.  That was not unusual.  The advocacy of easy money has almost always been regarded as politically advantageous.  Wright Patman, chairman of the House Committee on Banking and Currency complained during hearings into “The Federal Reserve after Fifty Years” that
From the spring of 1951 [when Martin came on board] until now [1964] our great and essentially healthy … economy has three times been throttled by the … Federal Reserve…. I will let the facts speak for themselves.  The recession of 1953-54 began in July 1953.  Interest rates began to rise early in 1953.  The growth of the money supply fell steadily beginning in January 1953.
Rising interest rates had also preceded the 1957-58 and 1960-61 recessions.  Patman assembled several academic witnesses who supported his position that the Fed’s independence ought to be replaced by direction from a presumably activist/Keynesian government.  “No one but Mr. Martin knows,” according to Tobin, “how much slack the Federal Reserve is willing to force upon the economy in the effort to stop inflation.”


It is hard to take these complaints seriously in light of the inflation of the 1950s.  Yet Senator William Proxmire of the Joint Economic Committee was able to recite the stated preferences of several distinguished economists for low interest rates.  Martin responded by pointing out that easy money produced the opposite of the congressmen’s wishes.  “It is my conviction, Senator … that generally speaking we follow a too easy monetary policy.”  He had said two years earlier, as on other occasions,
I do want to point out that in eight years of experience in the Federal Reserve System, I am convinced that our bias, if anything, has been on the side of too much money rather than too little.


Martin denied the accusation of a “mystical attachment to high interest rates and deflation” at the Fed, and said:

I say respectfully that a mystical attachment to low interest rates can be just as misguided and harmful as mystical attachment to high interest rates.

In any case, “we want the right interest rates.”

We want the right interest rates to come out of a balance between the supply and demand for funds … so that the flow of funds is as appropriately adjusted as it can be in a free market economy to the needs and requirements of the economy.  That should be our goal.  I hope that all of us will stop shilly-shallying about this matter of interest rates because it is only a price attached to credit

Proxmire refused to be drawn into a discussion of the role of interest rates and chose to accuse Martin himself of generalities and questionable definitions so that trying to understand you “is like nailing a custard pie to the wall.”  “And frankly, Mr. Martin, without specific goals, criteria guidelines, it is impossible to exercise any congressional oversight over you, and I think you know it.”

The Senate Banking and Currency Committee held hearings in 1958 in connection with the Committee’s Report on “Federal Reserve policy and economic stability.”  The Report was critical of slow Fed responses to developments, particularly leading up to the contractions of 1953-54 and 1957-58 and during the expansion of 1955-56, adding to inflationary pressures in the latter case and the depths of the declines in the other cases.

Martin and other Fed witnesses conceded that the Fed had been too slow on occasion, mainly due to data difficulties: including the slow arrival and interpretation of information and the normal human hesitancy to act, as well as an excessive reliance on the power of small changes in interest rates.  The Report quoted an exchange between Senator Edward Martin, Republican from Pennsylvania, and the Fed chairman during a Finance Committee hearing in 1957:
Senator Martin: “When did this current inflation begin?”
Chairman Martin. We began to get worried in 1955, but let me go back just a little.  Our initial approach to the 1953 inventory recession began well, but by the end of 1953 and the early part of 1954, I personally think that we were overdoing it a bit.  We were using the phrase “active ease.”


One thing you find out about this is that while your weapons may be more effective in inducing restraint than in galvanizing the economy, nevertheless it is more difficult to get people to recognize the need for action when it comes to restraint.  We got a little bit enthusiastic about increasing money in 1954, when we lowered the discount rate from 2 to 1¾ to 1½ in February and April.  


It took us from April 1954 to April 1955, – “a whole year” -- to move back to 1¾ “because the constant discussion in the System was, ‘Well, better not take a step, you had better not do anything to slow things down.  You see, everybody likes expansion.”
Senator Martin. Do you feel you acted soon enough?

Chairman Martin. No.

The Finance Committee Report was a composite of the standard criticisms of the Fed.  For example, the section on “The mistaken credit policies after mid-1957,” referenced Fed critics and Harvard Professors John K. Galbraith and Seymour Harris.  However, a response by the Federal Reserve Board’s staff, largely consistent with Martin’s views, was allowed at the end of the document.

The Fed Staff responded to the Report’s criticisms by pointing to the mildness of post-war recessions compared with pre-war.  The Report had also ignored the problem of inflation, which was “the most persistently grave threat to economic stability during the postwar period…. It … ignores the growing tendency on the part of business management in this period to anticipate future construction needs in an effort to avoid expected future increases in construction costs, and the effects of these anticipatory decisions on construction costs and surplus plant capacity.  As a result the paper gives inadequate recognition to the effect of the developing inflationary psychosis on the prices of fixed-interest securities, and on the level of long-term interest rates.”

The price level rose 15 percent during the 1950s, now thought low but large by the standards of the day, and doubled during the quarter century after the war.  Someone buying a twenty-five-year $1,000 bond at the end of the war would receive half that in real terms on maturity.


The Committee Report also “appears to favor a sledgehammer approach of sharper and more active [countercyclical] actions on the basis of forecasts presumed to be accurate.”  Martin in his testimony had indicated that the Fed had been too quick to expand although too slow to apply restraint – the opposite of Keynesian criticisms.

The Report concluded with the lack of transparency on the part of the Fed.  When the Chairman of the Banking and Currency Committee questioned why on occasion the Fed had not explained its actions, Martin had replied that “Our actions should speak louder than our words.  [I]t is by action rather than by announcement and statement that we get our results.”

Congressional criticism of bills-only as too restrictive increased in 1960.  Twenty-one senators sent a letter to the Fed urging four reforms: (1) tighten regulation of securities dealers, including margin requirements for their customers; (2) end bills only; (3) permit money to grow at the rate of output growth; (4) increase money by means of open-market operations rather than lowering reserve requirements.
  Regarding the last, after reserve requirements were raised during the 1930s and 1940s, they began a downward movement in the 1950s that continued for decades.  This improved bank profits and was mostly in response to Fed concessions to bank lobbying.  Congress would have preferred to retain the tax implicit in high bank demands for government currency, but they accommodated the political influence of banks.

At the June 1961 FOMC meeting, Martin and Hayes relayed messages from members of the Joint Economic Committee which reminded Martin of the president’s statement that “the full financial influence of government must be exerted in the direction of credit ease and money growth while the economy is growing.  Henry Reuss, democrat from Wisconsin, asked Hayes to pass on to the FOMC the message that it should adopt the suggestion of the majority of the JEC that the Federal Reserve “abandon its inflexible portfolio policy and, at least, weigh the desirability of its portfolio alignment,” and if it didn’t, tell the JEC why it had not done so.” 
In 1964, the Fed’s most determined critic in Congress, House Banking Committee Chairman Wright Patman, presided over hearings on The Federal Reserve System after Fifty Years.  Pointing to a half-century in which these unelected officials had “throttled” the economy, he looked forward to “answers to our questions” about the Fed’s policies “and on how much independence it needs.”  All 23 professors who testified (17 in economics, 3 in law, and 3 in political science) answered “none.”  Four, including Milton Friedman, favored money rules, and the rest recommended the subordination of monetary policy to the president.  

MIT’s Paul Samuelson said that “A central bank that is not responsible is irresponsible, rather than independent.  To be responsible means to be responsive” to the citizenry as embodied in the Executive.  Stanford’s John Gurley said that Fed independence “is like having two managers for the same baseball team, each manager independent of the other.”  It was unthinkable, even “ludicrous,” that monetary policy did not conform to the program of elected officials.”  Bankers, on the other hand, who expressed satisfaction with the structure and policies of the Fed, were rebuked by Patman as a “special interest … with an ax to grind.”

Martin’s response consisted of part of his 1957 testimony before the Senate Finance Committee:

Senator Russell Long. Would you elaborate upon … the degree to which the Federal Reserve Board [he equated the Federal Reserve System with the Board] exercises its judgment … with regard to the direction of our economic and fiscal policies? 

Martin. Well, we feel ourselves bound by the Employment Act and by the Federal Reserve Act.  And in the field of money and credit, we consider ourselves to be, regardless of what the decisions of the administration may be – we consult with them but we feel that we have the authority , if we think that in our field, money and credit policies, that we should act differently than they, we feel perfectly at liberty to do so.
Long. In other words, you feel that you have freedom in promoting what you believe to be the full employment policy of the law?

Martin. That is right.

Long. To adopt policies that may not be the policy of the administration itself?

Martin. That is right.

Long. And you feel that there is the right within the Board to adopt a policy that may be completely at variance with the attitude and the direction of the policy of the administration?
Martin. Well, I wouldn’t say that – we will discuss it at considerable length.

Long. You have the right to disagree with them?
Martin. Exactly.

Long. And you believe that the Federal Reserve Board, if it does disagree, has the right to pursue a policy that is completely contrary to the policy that the administration proceeds to follow, … you feel that under the law you have that right?

Martin. Under the law we feel it is our prerogative; yes, sir.

Strong words, stronger than the Fed’s actions, as we have seen.  The Fed’s compromises with (or concessions to) the Kennedy and Johnson administrations could have been the results of persuasion or, more likely, perceived as necessary to preserve the institution.
Summary and conclusion.
Martin was not a professional economist, and he steered away from their graphical and mathematical expressions.  However, he demonstrated a knowledge of economic relationships at least as sophisticated as the professionals, and applied that knowledge to monetary policy, modified, however, by the compromises necessary to survival in the political environment of the day.

The legislation of 1913 (the Federal Reserve Act), 1933 (effectively ending the gold standard), and 1946 (the Employment Act) had tremendous effects on the monetary system, which were offset to some extent by Martin who leaned towards traditional methods – similar to the Securities Acts.  But he was playing a losing game.  It has been said, as biographers like to do, that Martin had a permanent effect on the Fed, but inflation has continued, although sometimes more rapidly than others.  The chairman of the Fed, or even the Fed in its entirety, has less effect on inflation than the underlying influences at work, especially the growing desire of administrations and Congress to prefer the monetization of their spending to taxation.
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