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Chair Huizenga and members of the Subcommittee, thank you for the opportunity to
share some thoughts with you on the Federal Reserve.

Let me begin with two important points that illustrate the challenges to central bank
reforms. Central banks for the most part are given the responsibility to preserve the purchasing
power of a nation’s currency. One way the Fed does this is by buying and selling securities in
the open market to control the growth of money and credit. This gives the Fed extraordinary
powers to intervene in financial markets, not only though the quantity of purchases but also
through the types of assets it chooses to buy.

The second point is that history teaches us that economic stability and prosperity are far
more likely when there is a healthy degree of separation between government officials who are
responsible for tax and spending policies and those in charge of printing money. Otherwise,
printing money simply becomes an easy substitute for tough fiscal choices. Argentina, for
example, has been stagnant and rife with periods of inflation and financial turmoil over the last
three decades. In large part, this is due to the lack of an effective separation between the
central bank and the fiscal authorities.

These two points highlight a major tension in discussions of central bank reform. How,
in a democratic society, do you preserve central bank independence while ensuring it has
adequate tools for success and can be held accountable to the public?

| believe there are three ways to address this tension in a responsible manner: Simplify
the goals; constrain the tools; make decisions more systematic. All three steps can lead to
clearer communications, and a better understanding of monetary policy on the part of the
public without undermining political independence.

In my brief time let me touch on the first two of these strategies.
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The Fed is said to have a “dual mandate” — price stability and maximum employment.
Yet, the broader the mandate, the more opportunity there is for discretion, and more
discretion means there’s more scope for political interference and uncertainty over the
direction of policy. Policymakers can find themselves futilely chasing one goal after another.

Unfortunately, over the last decade, the Fed’s mandate seems to have experienced
mission creep, expanding the scope for discretionary action and the opportunity for political
interference. The public and the Fed talked as if monetary policy should be responsible for
stock market valuations, income inequality, labor force participation rates, real wage growth,
and an expanding list of other dubious objectives. Indeed, around the world it seems that
central banks are being asked to solve all manner of economic ills — from fiscal crises in Europe
to low productivity and structural challenges in Japan and the U.S. | think this is a mistake and
potentially dangerous for the institution and the economy. Moreover, these broad mandates
make it extremely difficult to hold the central bank accountable. I’'m reminded of the old
saying: “responsible for everything but accountable for nothing.”

Institutions are guaranteed to fail when they are assigned responsibility for outcomes
that they cannot substantially influence.

The hubris of central bankers and the unrealistic expectations of the public and
governments are out of line with what we can realistically expect from monetary policy. As the
Nobel Laureate Milton Friedman warned almost 50 years ago; “...we are in danger of assigning
to monetary policy a larger role than it can perform, in danger of asking it to accomplish tasks it
cannot achieve, and, as a result, in danger of preventing it from making the contribution that it
is capable of making.”

One way to address these concerns and to help reset expectations is to narrow the
monetary policy mandate to focus solely, or at least predominately, on price stability. Many
major central banks around the world already have just such a narrow or hierarchical mandate.
It would focus the Fed’s attention, reduce the opportunity for discretion, and make it easier to
hold the Fed accountable for its actions. It would also provide some protection for the Fed
from demands arising from inside and outside the central bank to pursue other, mostly
unachievable, objectives.

A second way to restrict central bank interventions is to limit the types of assets that
can be purchased, thus constraining the composition of its balance sheet. For the U.S., |
suggest that the Fed be restricted to an all-treasury portfolio. During the crisis and recession,
the Fed engaged in large scale purchases of mortgage-backed securities in an effort to help the
housing sector. It also purchased distressed securities during the rescue of Bear Stearns and
AlIG. Such actions are a form credit allocation and thus a type of fiscal policy. Fed
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independence should not include making fiscal policy decisions as it undermines the separation
of authorities and thus independence. If the Fed is to engage in the purchase of private sector
securities or credit allocation, it should do so at the request of the fiscal authorities. The
Treasury should then take possession of those assets in exchange for treasury securities so the
central bank is free to conduct monetary policy and the separation of fiscal and monetary policy

remains intact.

Thank you for your attention and | would be happy to answer any questions.
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Douglass C. North, co-winner of the 1993 Nobel Prize in
Economics, argued that institutions were deliberately devised to con-
strain interactions among parties—both public and private (North
1991)." In the spirit of North’s work, one theme of this article will be
that the institutional structure of the central bank matters. The cen-
tral bank’s goals and objectives, its framework for implementing pol-
icy, and its governance structure all affect its performance.

The Importance of Institutions

Central banks have been around for a long time, but they have
clearly evolved as economies and governments have changed. Most
countries today operate under a fiat money regime, in which a
nation’s currency has value because the government says it does.
Central banks usually are given the responsibility to protect and pre-
serve the value or purchasing power of the currency.? In the United
States, the Fed does so by buying or selling assets in order to manage
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?Countries can and do pursue different means of setting the value of their cur-
rency, including pegging their monetary policy to that of another country, but I

will not concern myself with such issues.
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the growth of money and credit. The ability to buy and sell assets
gives the Fed considerable power to intervene in financial markets
not only through the quantity of its transactions but also through the
types of assets it can buy and sell. Thus, it is entirely appropriate that
governments establish their central banks with limits that constrain
the actions of the central bank to one degree or another.

Yet, in recent years, we have seen many of the explicit and implicit
limits stretched. The Fed and many other central banks have taken
extraordinary steps to address a global financial crisis and the ensu-
ing recession. These steps have challenged the accepted boundaries
of central banking and have been both applauded and denounced.
For example, the Fed has adopted unconventional large-scale asset
purchases to increase accommodation after it reduced its conven-
tional policy tool, the federal funds rate, to near zero. These asset
purchases have led to the creation of trillions of dollars of reserves in
the banking system and have greatly expanded the Fed’s balance
sheet. But the Fed has done more than just purchase lots of assets; it
has altered the composition of its balance sheet through the types of
assets it has purchased. T have spoken on a number of occasions
about my concerns that these actions to purchase specific (non-
Treasury) assets amounted to a form of credit allocation, which tar-
gets specific industries, sectors, or firms. These credit policies cross
the boundary from monetary policy and venture into the realm of
fiscal policy (Plosser 2009, 2012). I include in this category the pur-
chases of mortgage-backed securities as well as emergency lending
under Section 13 (3) of the Federal Reserve Act, in support of the
bailouts, most notably of Bear Stearns and AIG. Regardless of the
rationale for these actions, one needs to consider the long-term
repercussions that such actions may have on the central bank as an
institution.

As we contemplate what the Fed of the future should look like, T
will discuss whether constraints on its goals might help limit the
range of objectives it could use to justify its actions. I will also con-
sider restrictions on the types of assets it can purchase to limit its
interference with market allocations of scarce capital and generally to
avoid engaging in actions that are best left to the fiscal authorities or
the markets. I will also touch on governance and accountability of the
Fed and ways to implement policies that limit discretion and improve
outcomes and accountability.
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Fed Goals and Objectives

The Fed’s goals and objectives have evolved over time. When the
Fed was first established in 1913, the United States and the world
were operating under a classical gold standard. Therefore, price sta-
bility was not among the stated goals in the original Federal Reserve
Act. Indeed, the primary objective in the preamble was to provide an
“elastic currency.”

The gold standard had some desirable features. Domestic and
international legal commitments regarding convertibility were
important disciplining devices that were essential to the regime’s
ability to deliver general price stability. The gold standard was a de
facto rule that most people understood, and it allowed markets to
function more efficiently because the price level was mostly stable.

But, the international gold standard began to unravel and was
abandoned during World War I (Bernanke 2013, Lacker 2013). After
the war, efforts to reestablish parity proved disruptive and costly in
both economic and political terms. Attempts to reestablish a gold
standard ultimately fell apart in the 1930s. As a result, most of the
world now operates under a fiat money regime, which has made
price stability an important priority for those central banks charged
with ensuring the purchasing power of the currency.

Congress established the current set of monetary policy goals in
1978. The amended Federal Reserve Act specifies the Fed “shall
maintain long-run growth of the monetary and credit aggregates
commensurate with the economy’s long-run potential to increase
production, so as to promote effectively the goals of maximum
employment, stable prices, and moderate long-term interest rates.”
Since moderate long-term interest rates generally result when prices
are stable and the economy is operating at full employment, many
have interpreted these goals as a dual mandate with price stability
and maximum employment as the focus.

Let me point out that the instructions from Congress call for the
Federal Open Market Committee (FOMC) to stress the “long-run
growth” of money and credit commensurate with the economy’s
“long-run potential.” There are many other things that Congress
could have specified, but it chose not to do so. The act doesn’t talk
about managing short-term credit allocation across sectors; it doesn’t
mention inflating housing prices or other asset prices. It also doesn’t
mention reducing short-term fluctuations in employment.
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Many discussions about the Fed’s mandate seem to forget the
emphasis on the long run. The public, and perhaps even some within
the Fed, have come to accept as an axiom that monetary policy can and
should attempt to manage fluctuations in employment. Rather than
simply set a monetary environment “commensurate” with the “long-
run potential to increase production,” these individuals seek policies
that attempt to manage fluctuations in employment over the short run.

The active pursuit of employment objectives has been and contin-
ues to be problematic for the Fed. Most economists are dubious of
the ability of monetary policy to predictably and precisely control
employment in the short run, and there is a strong consensus that, in
the long run, monetary policy cannot determine employment. As the
FOMC noted in its statement on longer-run goals adopted in 2012,
“the maximum level of employment is largely determined by non-
monetary factors that affect the structure and dynamics of the labor
market.” In my view, focusing on short-run control of employment
weakens the credibility and effectiveness of the Fed in achieving its
price stability objective. We learned this lesson most dramatically
during the 1970s when, despite the extensive efforts to reduce unem-
ployment, the Fed essentially failed, and the nation experienced a
prolonged period of high unemployment and high inflation. The
economy paid the price in the form of a deep recession, as the Fed
sought to restore the credibility of its commitment to price stability.

When establishing the longer-term goals and objectives for any
organization, and particularly one that serves the public, it is impor-
tant that the goals be achievable. Assigning unachievable goals to
organizations is a recipe for failure. For the Fed, it could mean a loss
of public confidence. I fear that the public has come to expect too
much from its central bank and too much from monetary policy in
particular. We need to heed the words of another Nobel Prize winner,
Milton Friedman. In his 1967 presidential address to the American
Economic Association, he said that “we are in danger of assigning to
monetary policy a larger role than it can perform, in danger of asking
it to accomplish tasks that it cannot achieve, and as a result, in danger
of preventing it from making the contribution that it is capable of mak-
ing” (Friedman 1968: 5). In the 1970s we saw the truth in Friedman’s
earlier admonitions. I think that over the past 40 years, with the excep-
tion of the Paul Volcker era, we failed to heed this warning. We have
assigned an ever-expanding role for monetary policy, and we expect
our central bank to solve all manner of economic woes which it is

204



A LIMITED CENTRAL BANK

ill-suited to address. We need to better align the expectations of mon-
etary policy with what it is actually capable of achieving.

The so-called dual mandate has contributed to this expansionary
view of the powers of monetary policy. Even though the 2012 state-
ment of objectives acknowledged that it is inappropriate to set a fixed
goal for employment and that maximum employment is influenced
by many factors, the FOMC's recent policy statements have increas-
ingly given the impression that it wants to achieve an employment
goal as quickly as possible (Thornton 2012).

I believe that the Fed's aggressive pursuit of broad and expansive
objectives is quite risky and could have very undesirable repercus-
sions down the road, including undermining the public’s confidence
in the institution, its legitimacy, and its independence. To put this in
different terms, assigning multiple objectives for the central bank
opens the door to highly discretionary policies which can be justified
by shifting the focus or rationale for action from goal to goal.

I have concluded that it would be appropriate to redefine the Fed’s
monetary policy goals to focus solely, or at least primarily, on price sta-
bility. I base this on two facts: Monetary policy has very limited ability
to influence real variables, such as employment. And, in a regime with
fiat currency, only the central bank can ensure price stability. Indeed,
it is the one goal that the central bank can achieve over the longer run.

Governance and Central Bank Independence

Even with a narrow mandate to focus on price stability, the insti-
tution must be well designed if it is to be successful. To meet even
this narrow mandate, the central bank must have a fair amount of
independence from the political process so that it can set policy for
the long run without the pressure to print money as a substitute for
tough fiscal choices. Good governance requires a healthy degree of
separation between those responsible for taxes and expenditures and
those responsible for printing money.

The original design of the Fed’s governance recognized the
importance of this independence. Consider its decentralized, public-
private structure, with governors appointed by the U.S. president
and confirmed by the Senate, and Fed presidents chosen by their
boards of directors. This design helps ensure a diversity of views and
amore decentralized governance structure that reduces the potential
for abuses and capture by special interests or political agendas. It also

205



CATO JOURNAL

reinforces the independence of monetary policymaking, which leads

to better economic outcomes.

Implementing Policy and Limiting Discretion

Such independence in a democracy also necessitates that the cen-
tral bank remain accountable. Its activities also need to be con-
strained in a manner that limits its discretionary authority. As I have
already argued, a narrow mandate is an important limiting factor on
an expansionist view of the role and scope of monetary policy.

What other sorts of constraints are appropriate on the activities of
central banks? I believe that monetary policy and fiscal policy should
have clear boundaries (Plosser 2009, 2012). Independence is what
Congress can and should grant the Fed, but, in exchange for such
independence, the central bank should be constrained from conduct-
ing fiscal policy. As I have already mentioned, the Fed has ventured
into the realm of fiscal policy by its purchase programs of assets that
target specific industries and individual firms. One way to circum-
scribe the range of activities a central bank can undertake is to limit
the assets it can buy and hold.

In its System Open Market Account, the Fed is allowed to hold
only U.S. government securities and securities that are direct obliga-
tions of or fully guaranteed by agencies of the United States. But
these restrictions still allowed the Fed to purchase large amounts of
agency mortgage-backed securities in its effort to boost the housing
sector. My preference would be to limit Fed purchases to Treasury
securities and return the Fed’s balance sheet to an all-Treasury port-
folio. This would limit the ability of the Fed to engage in credit poli-
cies that target specific industries. As I've already noted, such
programs to allocate credit rightfully belong in the realm of the fiscal
authorities—not the central bank.

A third way to constrain central bank actions is to direct the mon-
etary authority to conduct policy in a systematic, rule-like manner
(Plosser 2008, Kydland and Prescott 1977). It is often difficult for
policymakers to choose a systematic rule-like approach that would tie
their hands and thus limit their discretionary authority. Yet, research
has discussed the benefits of rule-like behavior for some time. Rules
are transparent and therefore allow for simpler and more effective
communication of policy decisions. Moreover, a large body of
research emphasizes the important role expectations play in
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determining economic outcomes. When policy is set systematically,
the public and financial market participants can form better expecta-
tions about policy. Policy is no longer a source of instability or uncer-
tainty. While choosing an appropriate rule is important, research
shows that in a wide variety of models simple, robust monetary pol-
icy rules can produce outcomes close to those delivered by each
model’s optimal policy rule (Orphanides and Williams 2002).

Systematic policy can also help preserve a central bank’s inde-
pendence. When the public has a better understanding of policymak-
ers” intentions, it is able to hold the central bank more accountable
for its actions. And the rule-like behavior helps to keep policy focused
on the central bank’s objectives, limiting discretionary actions that
may wander toward other agendas and goals.

Congress is not the appropriate body to determine the form of such
arule. However, Congress could direct the monetary authority to com-
municate the broad guidelines the authority will use to conduct policy.
One way this might work is to require the Fed to publicly describe how
it will systematically conduct policy in normal times—this might be
incorporated into the semiannual Monetary Policy Report submitted
to Congress. This would hold the Fed accountable. It the FOMC
chooses to deviate from the guidelines, it must then explain why and
how it intends to return to its prescribed guidelines.

My sense is that the recent difficulty the Fed has faced in trying to
offer clear and transparent guidance on its current and future policy
path stems from the fact that policymakers still desire to maintain dis-
cretion in setting monetary policy. Effective forward guidance, how-
ever, requires commitment to behave in a particular way in the future.
But discretion is the antithesis of commitment and undermines the
effectiveness of forward guidance. Given this tension, few should be
surprised that the Fed has struggled with its communications.

What is the answer? I see three: Simplify the goals; constrain the
tools; and make decisions more systematically. All three steps can
lead to clearer communications and a better understanding on the
part of the public. Creating a stronger policymaking framework will

ultimately produce better economic outcomes.

Financial Stability and Monetary Policy

Before concluding, I would like to say a few words about the role

that the central bank plays in promoting financial stability. Since the
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financial crisis, there has been an expansion of the Fed’s responsibili-
ties for controlling macroprudential and systemic risk. Some have even
called for an expansion of the monetary policy mandate to include an
explicit goal for financial stability. I think this would be a mistake.

The Fed plays an important role as the lender of last resort, offer-
ing liquidity to solvent firms in times of extreme financial stress to
forestall contagion and mitigate systemic risk. This liquidity is
intended to help ensure that solvent institutions facing temporary lig-
uidity problems remain solvent and that there is sufficient liquidity in
the banking system to meet the demand for currency. In this sense,
liquidity lending is simply providing an “elastic currency.”

Thus, the role of lender of last resort is not to prop up insolvent
institutions. However, in some cases during the crisis, the Fed played
a role in the resolution of particular insolvent firms that were deemed
systemically important financial firms. Subsequently, the Dodd-Frank
Act has limited some of the lending actions the Fed can take with indi-
vidual firms under Section 13 (3). Nonetheless, by taking these actions,
the Fed has created expectations—perhaps unrealistic ones—about
what the Fed can and should do to combat financial instability.

Just as it is true for monetary policy, it is important to be clear
about the Fed’s responsibilities for promoting financial stability. It is
unrealistic to expect the central bank to alleviate all systemic risk in
financial markets. Expanding the Fed’s regulatory responsibilities too
broadly increases the chances that there will be short-run conflicts
between its monetary policy goals and its supervisory and regulatory
goals. This should be avoided, as it could undermine the credibility
of the Fed’s commitment to price stability.

Similarly, the central bank should set boundaries and guidelines
for its lending policy that it can credibly commit to follow. If the set
of institutions having regular access to the Fed’s credit facilities is
expanded too far, it will create moral hazard and distort the market
mechanism for allocating credit. This can end up undermining the
very financial stability that it is supposed to promote.

Emergencies can and do arise. If the Fed is asked by the fiscal
authorities to intervene by allocating credit to particular firms or
sectors of the economy, then the Treasury should take these assets
off of the Fed’s balance sheet in exchange for Treasury securities. In
2009, T advocated that we establish a new accord between the
Treasury and the Federal Reserve that protects the T ed in just such
a way (Plosser 2009). Such an arrangement would be similar to the
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Treasury-Fed Accord of 1951 that freed the Fed from keeping the
interest rate on long-term Treasury debt below 2.5 percent. It would
help ensure that when credit policies put taxpayer funds at risk, they
are the responsibility of the fiscal authority—mnot the Fed. A new
accord would also return control of the Fed’s balance sheet to the
Fed so that it can conduct independent monetary policy.

Many observers think financial instability is endemic to the finan-
cial industry and therefore it must be controlled through regulation
and oversight. However, financial instability can also be a conse-
quence of governments and their policies, even those intended to
reduce instability. I can think of three ways in which central bank poli-
cies can increase the risks of financial instability. First, by rescuing
firms or creating the expectation that creditors will be rescued, poli-
cymakers either implicitly or explicitly create moral hazard and exces-
sive risking-taking by financial firms. For this moral hazard to exist, it
doesn’t matter if the taxpayer or the private sector provides the funds.
What matters is that creditors are protected, in part, if not entirely.

Second, by running credit policies, such as buying huge volumes
of mortgage-backed securities that distort market signals or the allo-
cation of capital, policymakers can sow the seeds of financial instabil-
ity because of the distortions that they create, which in time must be
corrected.

And third, by taking a highly discretionary approach to monetary
policy, policymakers increase the risks of financial instability by mak-
ing monetary policy uncertain. Such uncertainty can lead markets to
make unwise investment decisions—witness the complaints of those
who took positions expecting the Fed to follow through with the
taper decision in September 2013.

The Fed and other policymakers need to think more about the
way their policies might contribute to financial instability. I believe it
is important that the Fed take steps to conduct its own policies and
help other regulators reduce the contributions of such policies to
financial instability. The more limited role for the central bank I have
described here can contribute to such efforts.

Conclusion

The financial crisis and its aftermath have been challenging times
for global economies and their institutions. The extraordinary actions
taken by the Fed to combat the crisis and the ensuing recession and
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to support recovery have expanded the roles assigned to monetary
policy. The public has come to expect too much from its central bank.
To remedy this situation, I believe it would be appropriate to set four
limits on the central bank:

e First, limit the Fed’s monetary policy goals to a narrow mandate
in which price stability is the sole, or at least the primary,
objective.

e Second, limit the types of assets that the Fed can hold on its bal-
ance sheet to Treasury securities.

e Third, limit the Fed’s discretion in monetary policymaking by
requiring a systematic, rule-like approach.

e Fourth, limit the boundaries of its lender-of-last-resort credit
extension and ensure that it is conducted in a systematic
fashion.

These steps would yield a more limited central bank. In doing so,
they would help preserve the central bank’s independence, thereby
improving the effectiveness of monetary policy, and, at the same
time, they would make it easier for the public to hold the Fed
accountable for its policy decisions. These changes to the institution
would strengthen the Fed for its next 100 years.
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Over the years, calls to reform the Fed have come and gone. We have seen periods when the Fed has been praised and vilified, sometimes
simultaneously. In the best of times, central banks go about their business of stabilizing the value of the nation’s currency with little attention from the
broader public or from politicians. In recent years, however, the Fed has become a favorite whipping boy in some quarters. Indeed, whether it comes
from the left or the right, criticism and the calls for reform have grown.

A number of proposals have been put forward to reform the Fed. But | see disturbing trends in how Congress and others seem to envision the

appropriate role for our central bank. In particular, Congress has been using the Fed to explicitly avoid tough fiscal choices. This undermines the
independence of the Fed with potentially dangerous repercussions.

For example, in December 2008, several members of Congress wrote a letter to then Chairman Ben Bernanke. In that letter they indicated that
Congress couldn't decide what to do about the failing automobile companies. They inquired whether the Fed would loan money to the companies
directly to keep them afloat while Congress took more time to think about what to do. This was not as ridiculous an idea as it might seem. After all, the
Fed, mostly on its own, had already loaned money to aid the rescue of Bear Stearns and AlG. These were loans that were funded directly by the Fed’s
balance sheet. It was therefore not surprising that a number of individuals in Congress supposed that the Fed might allocate credit to help the
automobile firms.

Fortunately, Chairman Bernanke gave the correct response. No! Yet this was an omen of things to come.

In 2010, with the passage of the Dodd-Frank legislation, Congress required the Fed to provide funding for the Consumer Financial Protection Bureau.
Congress did not want to fight over appropriations for the CFPB so it funded it out of the Fed with a fixed percentage of the Fed's expenditures even
though the Fed was not given any control or oversight responsibilities for the new bureau. The Fed acquiesced without a fight.

Of course this does not mean that the CFPB isn’t being funded at taxpayer expense because the Fed will simply return less money to the Treasury than
it otherwise would. But Congress was more interested in constructing a smoke screen to avoid having to pass annual appropriations for the new
controversial agency. So now the expenses of the Bureau are not part of the appropriations process but are automatically paid by the Fed. Moreover,
the legislation explicitly specified that the funds expended by the Bureau are not reviewable by Congress.

The most recent encroachment on Federal Reserve independence is perhaps the most serious. Last fall, Congress chose to fund a portion of a highway-
transportation bill using the capital surplus account at the Fed and reducing the dividend payments to those large banks that have chosen to be
member banks. This is poor policy from a number of perspectives. First, transportation infrastructure spending has typically, and correctly, been funded
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by taxes on users. This practice has now been abandoned. Worse, this action is further evidence that Congress increasingly seems fo think of the Fed
as a source of funding for fiscal initiatives. Central bank independence is incrementally being eroded.

Particularly troubling is the fact that the Fed has not put up much of a fight. Independence is a fundamental principle of sound central banking. The Fed
should protest more vigorously and make clear to the American public the risks of such actions.

Good governance requires a healthy degree of separation between those responsible for taxes and expenditures and those responsible for printing
money. The temptation of the fiscal authorities to resort to the printing press for short term relief from fiscal discipline becomes even more important
when it is recognized that monetary policy works with considerable lags, be it on inflation or, perhaps, real activity.

It is instructive to review a case in point—Argentina. In 2010, the Central Bank of Argentina lost its last shred of independence. The central bank
became the piggy bank of the government.

What led to this change? In early 2010, the governor of the bank, Martin Redrado, was forced from office by then president Cristina Kirchner. The
governor was dismissed because he refused to turnover reserves of the central bank in order to fund huge government deficits created in part by
corruption and unsustainable subsidies to nationalized industries.

With a new governor in place, transfers to the government from the central bank doubled from about 12 billion pesos in 2009 to about 25 billion pesos
in 2010. By 2015, the annual transfer had grown to over 150 billion pesos. It is not hard to imagine the consequences. Inflation was reported to be less
than 10 percent in 2009, but by 2015, it had risen to more than 25 percent.

Kirchner was ousted from office last fall and the new government is working to rectify this disaster. For their sake, let's hope they are successful.

Are we Argentina? Hardly, but the current cavalier attitude toward Fed independence is not encouraging. If a new Administration or Congress calls for
massive amounts of infrastructure spending, don’t be surprised if it asks the Fed to “share the burden.” Who will protect Fed independence if the Fed
itself won't stand up for the principles of sound central banking?

http:/iwww.hoover.org/resear ch/argentina-redux



When a monetary solution is a road to
perdition

Central banks cannot resolve unsustainable fiscal policies

Financial Times - May 17, 2012

by: By Charles Plosser

Governments can finance expenditure in only three ways: taxation, debt (future taxes), or
printing money. In this sense, monetary and fiscal policy are intertwined. Yet there are good
reasons for separating the functions and responsibilities of central banks and fiscal authorities.

History teaches us that unless governments are constrained institutionally or constitutionally,
they often resort to the printing press to avoid making tough fiscal decisions. But history also
teaches us that this can create high inflation and, in the extreme, hyperinflation. Thus it is wise
policy to maintain a healthy separation between those responsible for tax and spending and those
responsible for money creation.

Independent central banks must be responsible and accountable, but also constrained in the use
of their powers. Otherwise, they risk their legitimacy, credibility and ultimately their
independence.

What steps can be taken to draw clear boundaries between monetary and fiscal policy? One, give
the central bank a narrow mandate — such as making price stability its sole or primary objective.
Mandates that are too broad or vague invite excessive discretion and reduce accountability. Two,
restrict the types of assets a central bank can hold on its balance sheet. This limits its ability to
allocate credit to specific markets, a decision that rightfully belongs to fiscal authorities or the
private sector. Three, conduct monetary policy in a more systematic manner, limiting the scope
for discretionary actions that might blur boundaries between monetary and fiscal policy.

Unfortunately, the financial crisis and unsustainable fiscal policies have led to a breakdown of
these barriers. Governments are pushing central banks to exceed monetary boundaries, and
independent central banks are stepping into areas previously viewed as outside the scope of
accepted practice.

For example, despite the known benefits of maintaining stable prices, there are calls in Europe
and the US for central banks to abandon this commitment and create higher inflation. Such an
inflation tax would devalue outstanding nominal government and private debt, and thus transfer
wealth from those who have lent money in good faith to borrowers. Inflation is a blunt
instrument for assigning winners and losers from excessive borrowing. Forced redistributions of
this kind, if undertaken at all, should be done by the fiscal authorities, not through the backdoor
by central banks.
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In some circles, it has become fashionable to invoke “lender of last resort™ arguments as a
rationale for central banks to lend to failing businesses or, in some cases, failing governments.
Yet this breaches the accepted principle outlined by Walter Bagehot in 1873, that central bankers
can limit systemic risk in a banking crisis by “lending freely at a penalty rate against good
collateral”. Efforts to subvert this traditional role of central banking will encourage excessive
risk-taking, sowing the seeds of the next crisis.

The Federal Reserve and other central banks have also taken actions that blur the lines between
monetary, credit and fiscal policy. They did so in the belief that these actions were essential
during the financial crisis. For example, the Fed announced in November 2008 that it would
purchase housing agency mortgage-backed securities and agency debt to increase the availability
and reduce the cost of credit in the housing sector. Yet when the Fed engages in targeted credit
programmes that seek to alter the allocation of credit across markets, it is engaging in fiscal
policy. While it is popular to view such blurring of the boundaries as “co-operation™ or “co-
ordination” between the monetary and fiscal authorities during a crisis, ignoring the boundaries
puts an economy’s longer-term performance at risk.

Once a central bank ventures into fiscal policy, it is likely to face pressure from the private
sector, financial markets or the government to use its balance sheet to intervene in markets or
substitute for other fiscal decisions. Such demands undermine the fiscal authorities’ discipline
and the central bank’s independence.

Central banks and monetary policy cannot resolve unsustainable fiscal policies. The only real
solution lies in the fiscal authorities” ability to make credible commitments to long-term fiscal
sustainability. It is a difficult task. But a monetary solution is a bridge to nowhere at best; at
worst a road to perdition — a world of rising and costly inflation and weakening fiscal discipline.

The writer is president and chief executive of the Federal Reserve Bank of Philadelphia
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OPINION | COMMENTARY

The Veneer of Consensus at the Fed

An urge to show a united front can mask wide disagreements, misleading markets and the
public.

PHOTO: GETTY IMAGES/AKON IMAGES

By CHARLES I. PLOSSER
Dec. 9, 2015 6:52 p.m. ET

When the Federal Open Market Committee voted Sept. 17 not to raise its target for the
federal-funds interest rate (the interest rate banks borrow and lend reserves to each

other), the tally was a lopsided 9-1. Yet I suspect that the debate was quite lively, and the
outcome a closer call than the final count suggests.
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Why? The fed-funds target rate typically moves in tandem with the discount rate (the
rate the Fed lends reserves to commercial banks). In the two weeks before the FOMC
meeting, eight of the 12 Reserve Bank boards, in consultation with their presidents,
recommended an increase in the discount rate. Thus at least eight of the 17 participants
in the FOMC meeting had a predilection to move forward with a rate increase. Of those
eight, three were voting members.

Why was the vote one-sided in the end? One factor might be the desire, inside and
outside the Fed, for consensus decision-making. Markets don’t like dissent or
indecision, goes the argument. Some say that the presidents of the 12 Reserve Banks
should quit talking to reporters and giving speeches, or at least refrain from questioning
actions taken by the FOMC or the Fed chairman. By the same token, any opposition
from the members of the Board of Governors might be seen as signaling a lack of
confidence in the chairman.

This is not the way it used to be. Under Arthur Burns and Paul Volcker, disagreement,
even by Fed governors, was not uncommon. From 1976-95 governors registered 101
dissents over FOMC decisions and presidents another 88. Since 1996 there have been
two dissents by a governor and 77 by presidents.

The change in voting patterns is remarkable. Yet it is hard to imagine that 19 intelligent
and capable people have simply ceased to hold different ideas about monetary policy—
especially how to proceed during and after a crisis.

There is a downside to the desire for a consensus vote. Fed decisions that convey virtual
unanimity require the policy statement following the meeting to be sufficiently vague
and generic to elicit broad support. This is neither transparent nor informative, and it
can mislead the public into believing in a sense of agreement and a degree of certainty
that do not exist.

It also makes it difficult for the FOMC to articulate a coherent strategy or rationale
since the statement must necessarily serve as a “big tent” that is unable to differentiate
among competing views. Markets may move on the understanding that alternative
policies are not under serious consideration or from the lack of a clear strategy. That in
turn makes it difficult to pursue any alternative policies, for fear of upsetting
expectations.

There is another way. Each member of the Monetary Policy Committee of the Bank of
England has the responsibility to vote his or her views and is expected to explain and
justify them to the public. And it is not unusual to see 7-2, 6-3 or 5-4 votes.
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When this arrangement was put in place in 1998, many participants in financial markets
worried that it would create confusion. It hasn’t. The differing views help the public
better understand the challenges and uncertainties facing policy makers, and highlight
alternative approaches that are being considered.

There is nothing wrong with consensus per se. The danger is acting as if it exists when it
really doesn’t. How is the public to tell the difference? You might think the minutes of
FOMC meetings are a vehicle for further enlightenment, but they rarely convey
effectively the depth or breadth of alternative views.

Fed officials often speak of the credibility of the institution. They recognize that the
public trust must rest with the institution and how it operates and not just with the
individual that happens to occupy the chair. This is an important concept that is worth
reinforcing.

Members of the FOMC should feel comfortable disagreeing with the leadership on
occasion, without this being interpreted as an attack on the chairman. Mervyn King,
governor of the Bank of England from 2003-13, frequently faced dissenting views;
occasionally he was even on the losing side of a vote. Such behavior by a leader builds
public trust and confidence in the institution and the decision-making process.

The Federal Reserve and the public should be more tolerant of tight votes and public
expression of differing views, especially by members of the Board of Governors. The Fed
leaders I served under— Ben Bernanke and Janet Yellen—cared, and care, more about
getting it right than about who votes with whom. The talented and dedicated individuals
who contribute to debates on the appropriate monetary policy should not feel
hamstrung by a demand to reach an artificial consensus. Far healthier that their views
be expressed, that they feel free to vote for them and tell the public why.

Mr. Plosser was president and CEO of the Federal Reserve Bank of Philadelphia, 2006-15.
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