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Central banks…will do wisely to lay aside their 
inexpert ventures in half-baked monetary theo-
ry, meretricious statistical measures of trade and 
hasty grinding of the axes of speculative inter-
ests with their suggestion that by so doing they 
are achieving some sort of vague “stabilization” 
that will, in the long run, be for the greater good.

—H. Parker Willis, 
first Secretary of the Federal Reserve Board, 

principal architect of the 
Federal Reserve System, 1936

Good monetary policy helps Main Street Ameri-
ca—its workers, retirees, and savers—by ensur-

ing that the economy does not stall due to an insuf-
ficient supply of money. It also ensures that the 
economy does not overheat due to an excessive sup-
ply of money. To accomplish this task, the Federal 
Reserve needs to supply the amount of money the 
economy needs to keep moving, no more and no less. 
It needs to do so in a neutral fashion, rather than 
allocate credit to preferred sectors of the economy. 
This standard dictates that the Fed maintain a mini-
mal footprint in the market so that it does not create 
moral hazard problems, crowd out private credit and 
investment, or transfer financial risks to taxpayers. 
Finally, the Federal Reserve should conduct mone-
tary policy in a transparent manner, with maximum 

accountability to the public through their elected 
representatives. Through much of its history, and 
particularly since the 2008 financial crisis, the Fed-
eral Reserve has failed on all of these measures.

A central bank’s policy failures are particularly 
damaging because money is the means of payment 
for all goods and services. The Fed’s misguided poli-
cies have long distorted prices and interest rates, 
thus causing people to misallocate resources in ways 
that have exacerbated business cycles. The Fed’s 
regulatory failures have also led to resource misal-
location and increased moral hazard, a most unfor-
tunate outcome given that a central bank does not 
need to be a regulator to conduct monetary policy. 
Aside from these regulatory failures’ contribution 
to the 2008 crisis, the Fed’s monetary stance was 
too accommodative, thus fostering overinvestment 
in areas people would not have otherwise invested 
in, such as housing. After the crash, the Fed failed 
to supply enough money when it was most needed, 
contributing to one of the worst crashes and slowest 
recoveries on record.

The Fed’s post-crisis policies have also contrib-
uted to interest rates on safe assets remaining at 
historically low levels, mostly harming retirees and 
others who depend on such assets for their income. 
Simultaneously, the Fed has essentially been paying 
large financial institutions to refrain from lending 
to Main Street businesses by paying them risk-free 
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interest to sit on cash. These policies may very well 
have artificially boosted equity prices, thus sowing 
the seeds for another major disruption that could 
further damage the retirement savings of Main 
Street’s workers. The Fed has been able to con-
duct these experimental monetary policies largely 
because Congress has given the Fed so much poli-
cy discretion. To correct these problems, Congress 
must first recognize that the Federal Reserve is not 
an indispensable part of the economy.

Too many policymakers view the Fed as a tem-
ple of scientists who know exactly which dials to 
turn to speed up or slow down the economy at pre-
cisely the right time, even though there is more than 
enough evidence to question this idea. Indeed, the 
minutes of the Federal Open Market Committee 
(FOMC) meetings frequently contain a list of rea-
sons to doubt this proposition. For instance, in July 
2015, long after the financial crisis and recession had 
passed, the FOMC minutes reported that:

The staff viewed the uncertainty around its July 
projections for real GDP growth, the unemploy-
ment rate, and inflation as similar to the average 
of the past 20 years. The risks to the forecast for 
real GDP and inflation were seen as tilted to the 
downside, reflecting the staff’s assessment that 
neither monetary nor fiscal policy was well posi-
tioned to help the economy withstand substan-
tial adverse shocks. At the same time, the staff 
viewed the risks around its outlook for the unem-
ployment rate as roughly balanced.1

So more than half a decade after it failed to pre-
vent the worst economic slowdown since the Great 
Depression, the Fed still believed its monetary 
policies were unlikely to help the economy “with-
stand substantial adverse shocks.” And the Fed’s 
official view was that its economic forecasts were 
just as uncertain as they had been during the past 
two decades. These facts, along with the Fed’s long-
term track record, should put to rest the notion that 
the central bank can fine-tune the economy. Con-
gress has an obligation to oversee the Fed, and it 
is clear that the Fed has not, even according to its 

own projections, delivered on its economic prom-
ises. Congress should hold the Fed accountable, and 
ensure that it no longer has the discretion to “man-
age” the economy however it sees fit through some 
vague macroeconomic mandate.

The Fed Has Not Tamed the Business 
Cycle

It is widely believed that the Federal Reserve has 
tamed financial crises, business cycles, and inflation. 
In 1960, for example, economist Arthur Burns noted 
that the Federal Reserve had fulfilled its promise 
by helping to “ease the transition from the expand-
ing to the contracting phase of business cycles.”2 
More recently, Harvard professor Martin Feldstein 
noted that the Fed “[h]as learned from its past mis-
takes and contributed to the ongoing strength of the 
American economy.”3 A close look at the evidence 
suggests that the conventional view should be re-
evaluated. The savings and loan crisis, as well as the 
Great Depression and the recent Great Recession—
two of the worst slowdowns in U.S. history—all hap-
pened on the Federal Reserve’s watch.

Many claims of Fed success depend on compari-
sons of pre-WWI data to post-WWII data, but sev-
eral studies suggest that data deficiencies caused key 
pre-Fed-era data to appear more volatile than their 
Fed-era counterparts. There is, in fact, evidence that 
the Fed has not been as effective as once thought in 
accomplishing its stabilization goals, and even some 
evidence that the Fed era has had more economic 
instability than there was before the Fed’s creation.

Most modern macro-level data, as well as the pro-
cedures for compiling the data, did not exist before 
the Great Depression. The economists who began 
compiling these data series in the 1920s and the 
1930s did the best they could to estimate data from 
earlier time periods, and they clearly understood 
that their approximations were rife with potential 
errors. For the most part, however, their warnings 
have gone unheeded, as the conventional view that 
business cycles have been tamed solidified.

The National Bureau of Economic Research 
(NBER), a nonprofit research organization consist-
ing mostly of academic economists, provides the 

1. Federal Reserve Board of Governors, Minutes of the Federal Open Market Committee, July 28–29, 2015, 
https://www.federalreserve.gov/monetarypolicy/files/fomcminutes20150729.pdf (accessed June 23, 2017).

2. In the 1970s, Burns became the Chairman of the Federal Reserve Board of Governors. See Arthur F. Burns, “Progress Towards Economic 
Stability,” The American Economic Review, Vol. 50, No. 1, March 1960, pp. 1–19.

3. Martin Feldstein, “What Powers for the Federal Reserve?” Journal of Economic Literature (March 2010), 
http://www.nber.org/feldstein/fedpowers.pdf (accessed September 30, 2014).
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official U.S. business cycle dates. These dates, start-
ing with 1854, were first compiled during the Great 
Depression. The official dates show that economic 
expansions have become longer, and also that eco-
nomic contractions have become both shorter and 
less frequent in the post-WWII era than before the 
creation of the Fed. Many economists have attribut-
ed this improvement to “better” economic stabiliza-
tion policies employed in the postwar era, including 
those implemented by the Federal Reserve. Recent-
ly published research suggests, however, that such 
conclusions should be tempered because of prob-
lems with the prewar data.4

One contribution of this research is to simply 
remind people that the economists who compiled 
the NBER dates during the Depression provided us 
with a major caveat. The 1946 NBER book Measur-
ing Business Cycles, a highly detailed description of 
the NBER’s original methodology, states:

This is not to say that the reference dates must 
remain in their present state of rough approxi-
mation. Most of them were originally fixed in 
something of a hurry; revisions have been con-
fined mainly to large and conspicuous errors, 
and no revision has been made for several years. 
Surely, the time is ripe for a thorough review that 
would take account of extensive new statistical 
materials, and of the knowledge gained about 
business cycles and the mechanics of setting ref-
erence dates since the present chronology was 
worked out.5

The revisions were never made because NBER 
economists were diverted from that task in service 
of WWII-related economic problems.6 It is also 
incontrovertible that the NBER chose the pre-WWII 
business-cycle dates years before the procedures 

described in Measuring Business Cycles were estab-
lished.7 Statistically, the key problem is that the 
pre-1927 NBER dates are based on de-trended data, 
while the post-1927 dates are derived using data that 
include a trend.8 Properly accounting for this differ-
ence alters the NBER prewar dates and challeng-
es the conventional wisdom that recessions have 
become shorter in the postwar period.

The evidence suggests that the data used to derive 
the official NBER dates systematically biases the 
NBER’s pre-WWII cycles so that they appear more 
severe, in several ways, than they really were. Alter-
native dates show that many of the “new prewar 
peaks are several months later than the NBER peaks 
and many of the new troughs are several months 
earlier.”9 The study’s main findings can be summa-
rized as follows:

 ■ The official NBER dates show a dramatic decline 
in the length of contractions over time. The new 
dates show that the average length of recession-
ary periods in the post-WWII period is slight-
ly longer than the average for recessions that 
occurred prior to WWI.

 ■ The new dates suggest that the average loss of 
economic output is similar in the post-WWII era 
relative to the typical loss prior to WWI. Howev-
er, the length of time it took for the economy to 
return to its previous peak level was nearly three 
months shorter in the pre-WWI period.

The new dates confirm that recessions were 
indeed more frequent in the pre-WWI era relative 
to the post-WWII time frame. However, when the 
entire Federal Reserve period is compared to the full 
pre-Fed period, the frequency of recessions does not 
decrease. Regardless, even excluding the interwar 

4. See, for example, Christina D. Romer, “Remeasuring Business Cycles,” The Journal of Economic History, Vol. 54, No. 3 (September 1994), pp. 
573–609, and George Selgin, William Lastrapes, and Lawrence White, “Has the Fed Been a Failure?” Journal of Macroeconomics, Vol. 34 (2012), 
pp. 569–596. Also see Norbert J. Michel, “Federal Reserve Performance: Have Business Cycles Really Been Tamed?” Heritage Foundation 
Backgrounder No. 2965, October 24, 2014, http://www.heritage.org/debt/report/federal-reserve-performance-have-business-cycles-really-been-
tamed; and, Norbert J. Michel, “Federal Reserve Performance: What Is the Fed’s Track Record on Inflation?,” Heritage Foundation Backgrounder No. 
2968, October 27, 2014, http://www.heritage.org/debt/report/federal-reserve-performance-what-the-feds-track-record-inflation.

5. The original quote, included in Romer, “Remeasuring Business Cycles,” appears in Arthur F. Burns and Wesley C. Mitchell, Measuring Business 
Cycles, NBER, 1946, p. 95, http://www.nber.org/chapters/c2983.pdf (accessed August 21, 2014).

6. Ibid., p. 574.

7. Romer, “Remeasuring Business Cycles,” p. 574.

8. The term “trend” generally refers to a long-term pattern in a data series separate from any cyclical or seasonal characteristics.

9. The study also notes that these conclusions hold up when using an alternative prewar index of industrial production, and also that a 
qualitative examination of news stories suggests that the new prewar dates match the perceived conditions of that time period better than the 
traditional NBER dates. Romer, “Remeasuring Business Cycles,” p. 575.
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period, the new dates suggest that economic con-
tractions were shorter, and recoveries were faster, 
in the pre-Fed era than previously believed.10 The 
study’s author concluded:

Thus, the changes in recessions revealed by the 
new chronology do not show an obvious improve-
ment in business cycles over time. Although the 
time separating contractions has become lon-
ger between the pre–World War I and postwar 
eras, recessions themselves have not on average 
become shorter, less severe, or less persistent 
over time.11

Newer research even suggests that the NBER 
should reclassify four recessionary periods during 
the late 19th century as growth periods.12 More gen-
erally, this study reports shorter recessionary peri-
ods between the Civil War and WWI. For example, 
the NBER dates show a recession lasting from Octo-
ber 1873 to May 1879 (by far the longest recession 
in the nation’s history), but the newer research sug-
gests the 1873 recession lasted only two years.

Another way of assessing stabilization policies is 
to examine the volatility in specific macroeconom-
ic aggregates, such as unemployment and output, 
regardless of the official NBER business-cycle dates. 
Applying the Hodrick–Prescott filter, a widely used 
technique designed to better estimate the “true” 
trend in the data and capture short-term variation,13 
to the standard historical GNP series (known as the 
Kuznets series), shows somewhat more output vola-
tility in the Federal Reserve era than in the pre-Fed 
era. The percentage standard deviation of GNP from 
its Hodrick–Prescott filter trend is 5.06 from 1869 

to 1914. This metric increased to 5.76 between 1915 
and 2009.14 However, the same statistical technique 
reveals that GNP volatility declined to 2.55 percent 
in the post-WWII era, a dramatic decline from the 
pre-Fed period.15

Given the economic turmoil caused by the two 
world wars, many economists argue that the inter-
war period should be ignored. Consequently, the 
post-WWII figure is typically used as evidence 
that stabilization policies—both monetary and fis-
cal—have reduced economic volatility.16 Published 
research suggests, however, that even this claim 
should be re-evaluated because the standard pre-
WWI estimates of output and employment overstate 
the volatility of the prewar economy. In general, this 
research shows that the apparent decline in postwar 
volatility (in both output and employment) is “a fig-
ment of the data.”17 In fact, the prewar economy can 
look more than twice as volatile as the economy after 
WWII simply because of data problems.

Alternative Aggregates. During the 1920s 
and 1930s, economists estimated pre-WWI aggre-
gates, such as for GNP and unemployment, but they 
were forced to approximate these figures without 
using the surveys and data-processing techniques 
employed now. Simon Kuznets and William Shaw 
compiled prewar GNP data, Edwin Frickey esti-
mated prewar industrial output figures, and Stan-
ley Lebergott approximated various labor statistics 
for the early 1900s. Although many researchers use 
these prewar data sets as if they were consistent 
with their postwar counterparts, newer studies have 
shown that doing so is unwise because the methods 
used to construct these prewar data series accentu-
ate cyclical movements.18

10. These estimates do not include the contraction surrounding the 2008 financial crisis, an event which would only further strengthen the 
findings that prewar recoveries were faster than those during the postwar era.

11. Romer, “Remeasuring Business Cycles.” p. 606.

12. Joseph H. Davis, “An Improved Annual Chronology of US Business Cycles Since the 1790s,” Journal of Economic History, Vol. 66, No.1 (2006), 
pp. 103–121. It appears that this result is mainly due to a sharper (than Romer’s) distinction between negative output growth and falling prices 
caused by beneficial productivity increases.

13. Robert M. de Jong and Neslihan Sakarya, “The Econometrics of the Hodrick-Prescott Filter,” Ohio State University Working Paper, September 
22, 2013, http://econ.ohio-state.edu/seminar/papers/131007_Sakarya.pdf (accessed September 4, 2014).

14. These statistics are reported using the standard Kuznets series. Selgin, Lastrapes, and White, “Has the Fed Been a Failure?” p. 575.

15. Ibid.

16. See, for example, J. Bradford DeLong and Lawrence Summers, “The Changing Cyclical Variability of Economic Activity in The United States,” 
NBER Working Paper No. 1450, September 1984, http://www.nber.org/papers/w1450.pdf (accessed September 4, 2014).

17. Christina Romer, “Is the Stabilization of the Postwar Economy a Figment of the Data?” The American Economic Review, Vol. 76, No. 3 
(June 1986), pp. 314–334.

18. Christina Romer, “New Estimates of Prewar Gross National Product and Unemployment,” Journal of Economic History, Vol. 46, No. 2 
(June 1986), pp. 341–352.
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19. The other widely used series is the Kendrick/Gallman series. Ibid., p. 342.

20. These prewar commodity output estimates were derived from William Shaw’s estimates published in 1947. Ibid.

21. Selgin, Lastrapes, and White, “Has the Fed Been a Failure?” p. 575.

22. Ibid.

23. Ibid., p. 579. Another view gives most of the credit for the moderation to a decline in the number or magnitude of negative economic shocks 
as well as financial innovation and other changes. For a list of studies supporting this position, see ibid., pp. 579 and 580.

24. Romer, “New Estimates of Prewar Gross National Product and Unemployment,” p. 343.

25. Ibid., p. 345. Romer does not compare the full pre-Fed and post-Fed eras, but including the interwar years presumably increases the 
employment volatility in the post-Fed era, as it does with most macroeconomic variables.

26. Romer, “New Estimates of Prewar Gross National Product and Unemployment,” p. 347. The period from 1951 to 1980 is as reported in Romer, 
and excludes the WWII period. Including the war years, of course, increases the variation in unemployment relative to the shorter post-WWII 
time frame.

Gross National Product, Alternate Esti-
mates. The standard prewar GNP series is the 
Kuznets series, published in 1961. Another widely 
used prewar series derives nearly all of its cyclical 
movements from the Kuznets series.19 The chief 
problem with the Kuznets series is that it derives 
prewar GNP (for 1869 to 1919) by relying on disag-
gregated commodity output data. Kuznets assumed 
that the percentage deviation of GNP from its trend 
in any given sector of the economy was equal to the 
percentage deviation from trend-in-commodity 
output for a corresponding sector.20 As time pro-
gressed, it became possible to better evaluate this 
assumption, and research shows that correcting 
this issue results in new prewar GNP estimates 
that are only slightly more volatile than the official 
postwar series.

For instance, the original Kuznets GNP series 
shows a standard deviation from trend of 4 percent 
for 1893 to 1927. This figure is roughly twice as vol-
atile as the 2.1 percent variation in the U.S. Com-
merce Department’s official GNP series from 1951 
to 1980. The estimates that adjust to account for the 
data bias, on the other hand, exhibit only a 2.8 per-
cent standard deviation in GNP from trend between 
1893 and 1927. Including the interwar period in these 
comparisons shows a post–Federal Reserve econo-
my that is much more volatile (5.7 percent variation 
from trend) than it was in the pre-Fed period.21

It is true that the data also shows less overall 
volatility beginning in the mid-1980s. In fact, the 
period from Fed Chairman Paul Volcker’s second 
term through the Greenspan-led Federal Reserve 
is typically referred to as “the great moderation.” 
From 1984 to 2009, for instance, the official GNP 
series exhibited a standard deviation from trend of 
approximately 1.7 percent.22 Throughout this period, 
average inflation also declined to lower single dig-
its, a welcome change from the high inflation of the 

1970s. Many economists have credited the results of 
this era to the supposed improvement of the Fed’s 
monetary policies.23

Unemployment Rates, Alternate Estimates. 
The standard prewar unemployment series, pub-
lished in its completed form in 1964, is the data 
set constructed by Stanley Lebergott.24 Lebergott 
essentially estimated the prewar labor force and 
employment figures first, and then approximated 
the unemployment rate as a residual. There are sev-
eral sources of excess volatility in these estimates, 
such as the reliance on disaggregated employment 
data for various sectors and types of workers. Leb-
ergott also relied on the assumption that deviations 
from trend in employment were perfectly correlated 
with deviations from trend in output, an assump-
tion that (it is now known) does not hold in the post-
war data.

Research shows that correcting some of these 
issues results in unemployment rate estimates that 
are much less volatile than the original data set indi-
cates. For instance, the original Lebergott series 
shows a standard deviation from trend of 2.5 percent 
for 1893 to 1927. The estimates that adjust to account 
for the data bias, however, exhibit only a 1.4 percent 
standard deviation from trend between 1893 and 
1927.25 The corrected figure is only moderately more 
volatile than the 1 percent variation from trend in 
the U.S. Bureau of Labor Statistics’ official post-war 
unemployment rate series from 1951 to 1980.26

Industrial Production, Alternate Estimates. 
The main pre-war industrial production series, 
another measure of economic output, was com-
piled by Edwin Frickey for 1860 to 1914. Similar to 
standard prewar GNP data, the Frickey series sug-
gests that economic volatility has greatly declined 
in the postwar period. However, the Frickey series 
is based on a relatively small sample of commodi-
ties compared to the Federal Reserve’s official 
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(postwar) industrial production series.27 Many 
studies have used the Frickey series as if it were 
the prewar version of the Fed’s industrial produc-
tion series, but research shows that these data sets 
are too different to combine in this manner. Alter-
natively, an “apples to apples” comparison of pre-
war to postwar periods that uses a consistent data 
series “[d]oes not reveal the dramatic damping of 
business cycle fluctuations apparent in the incon-
sistent series.”28

Without making any adjustments for the data 
deficiencies, the standard Frickey series suggests 
that output volatility fell from 8.84 percent between 
1866 and 1914, to 6.43 percent between 1947 and 
1982. On the other hand, a replication of the Frick-
ey series in the postwar period shows that the stan-
dard deviation of output growth rates fell from 8.84 
percent between 1866 and 1914, to only 8.62 percent 
between 1947 and 1982. The study concludes:

[A] substantial amount of the apparent stabiliza-
tion of the postwar index of industrial production 
is due to improvements in the data. Depending on 
which series and measure are used, somewhere 
between half and all of the observed stabilization 
is the result of comparing inconsistent data.29

Thus, deficiencies in several prewar aggregates 
have contributed to the perception that the econ-
omy was much more volatile before the founding 
of the Federal Reserve than during the post-WWII 
era. In addition to any of the sophisticated tech-
niques that adjust the original prewar output and 
employment data, several basic time series metrics 
suggest that “the common belief that the cycle has 
become more protracted over time is simply not 
borne out by either the old or the new prewar esti-
mates of GNP and unemployment.”30 Put different-
ly, this line of research “challenge[s] the common 
belief that cycles in the forty years before the Great 
Depression were decidedly more severe than those 
in postwar era.”31

Another Look at the Fed’s Record on 
Inflation

The Bureau of Labor Statistics (BLS) was not 
around in the 1700s, but the best available estimates 
suggest that the standard deviation of the consumer 
price index (CPI) was 5.96 percent from 1790 to 1912, 
and then fell to 4.96 percent between 1913 and 2013. 
However, the average rate of the CPI itself went from 
0.22 percent to 3.35 percent, calling into question 
whether the 1 percentage point reduction in variabil-
ity was worthwhile. Similarly, while the variability in 
inflation declined after the Fed received a formal price 
stability mandate in 1977, the average rate of inflation 
has actually increased. For instance, the standard 
deviation in the CPI was only 2.78 percent from 1979 
to 2013, but the average CPI was 3.74 percent during 
this period, even higher than its long-term average.

Consequently, the long-term purchasing power 
of the dollar has dramatically declined. Anyone not 
lucky enough to receive an automatic raise every year 
as the CPI crept up probably does not view the reduc-
tion in variability as a great improvement, no matter 
what macroeconomists think. Federal Reserve offi-
cials also seem to be thrilled with the idea of stamping 
out the good type of deflation that a growing capitalist 
economy would normally produce. Though virtually 
everyone in Main Street America understands exact-
ly why the WalMart business model benefits them, 
the Fed appears bent on stamping out WalMart’s 
low prices. For the Fed, deflation has become synon-
ymous with depression, even though the empirical 
evidence suggests otherwise. Furthermore, the U.S. 
price level has become more difficult to forecast since 
WWII, casting serious doubt on the Fed’s core view of 
its price-stability mission.

Some Basics on Inflation. The BLS publishes 
the CPI every month, and it is designed to broad-
ly represent how much the average U.S. consumer 
spends on a market basket (a representative bun-
dle) of goods and services. The Bureau of Econom-
ic Analysis provides the Personal Consumption 
Expenditure (PCE) index, a measure of prices based 
on personal consumption in the official National 

27. Frickey’s index forms the basis for many other prewar output estimates, too, so any errors found in the Frickey index likely exist in an entire 
class of prewar output measures.

28. Romer, “Is the Stabilization of the Postwar Economy a Figment of the Data?” p. 321.

29. Ibid., p. 322.

30. Romer, “New Estimates of Prewar Gross National Product and Unemployment,” p. 347.

31. Ibid., pp. 344 and 345. For additional research both for and against this proposition, see Selgin, Lastrapes, and White, “Has the Fed Been a 
Failure?” p. 577.
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Income and Product Accounts (NIPAs).32 The Fed-
eral Reserve currently focuses on the PCE index to 
gauge inflation, but it relied on CPI inflation prior to 
2000.33 The BLS provides official CPI figures dating 
back to 1913, and any price-level data prior to 1913 
requires some type of approximation.

Regardless of the index used, high rates of infla-
tion dilute the value of peoples’ cash holdings and 
have been associated with stifled economic growth.34 
Nevertheless, there is no objective measure of what 
constitutes “high” inflation. The Fed officially “judg-
es that inflation at the rate of 2 percent…is most 
consistent over the longer run with the Federal 
Reserve’s mandate for price stability and maximum 
employment.”35 Although the Fed does define this 
policy goal, the Fed does not define price stability per 
se, a concept that also lacks an objective measure.

In general, price stability refers to inflation that is 
low or stable enough so that people can ignore infla-
tion when they make economic decisions. In 1996, Fed 
Chairman Alan Greenspan stated that price stabil-
ity means zero inflation “if inflation is properly mea-
sured.”36 Because many economists believe that offi-
cial inflation numbers are biased slightly upward, Fed 
officials have set a positive value for its inflation target. 
In other words, if “true” inflation is zero, the official 
inflation numbers would still indicate some positive 
level of inflation, perhaps a bit higher than 1 percent.

Thus, consistently low rates of inflation are one 
type of price stability, although no particular statis-
tical value precisely denotes low inflation. Similarly, 
low rates of variation in inflation are a type of price 
stability, but no specific value—regardless of which 
variability measure is used—objectively signifies that 
inflation is stable. Regardless, higher rates of infla-
tion reduce purchasing power as time goes on, unless 
wages and rates of return adjust along with inflation.37 
Evidence suggests that, on average, income does tend 
to rise along with inflation over time, although distor-
tionary short-run effects cannot be ignored.38

Of course, for any given rate of nominal income 
growth, all else being equal, higher inflation reduc-
es the purchasing power of money more than does 
lower inflation. Therefore, lower rates of inflation are 
clearly closer in spirit to price stability, even though 
there is little agreement on whether, for example, 1 
percent or 3 percent is sufficiently low to declare 
inflation stable.39 Thus, many economists have no 
problem with the fact that the average inflation rate 
in the Federal Reserve era is a few percentage points 
higher than it was prior to the Fed’s founding. Fed-
eral Reserve policy has openly aimed at creating pre-
dictable “low” inflation to prevent a fall in the price 
level (deflation), and average inflation measures, 
from several different data sets, suggest that the Fed 
has succeeded in this policy goal.

32. For more on the differences between the two indices, see Clinton P. McCully, Brian C. Moyer, and Kenneth J. Stewart, “Comparing the 
Consumer Price Index and the Personal Consumption Expenditures Price Index,” Survey of Current Business, November 2007, 
http://www.bea.gov/scb/pdf/2007/11%20November/1107_cpipce.pdf (accessed September 9, 2014).

33. See James Bullard, “CPI vs. PCE Inflation: Choosing a Standard Measure,” President’s Message, Federal Reserve Bank of St. Louis, July 2013, 
http://www.stlouisfed.org/publications/re/articles/?id=2390 (accessed September 9, 2014). In general, evidence does suggest that the 
PCE measure is superior to the CPI measure along several dimensions, such as capturing changes in consumers’ year-to-year consumption 
patterns. See James Sherk, “Productivity and Compensation: Growing Together,” Heritage Foundation Backgrounder No. 2825, July 17, 2013, 
http://www.heritage.org/research/reports/2013/07/productivity-and-compensation-growing-together.

34. Robert Barro, “Determinants of Economic Growth: A Cross-Country Empirical Study,” NBER Working Paper 5698, August 1996, 
http://www.nber.org/papers/w5698.pdf (accessed October 3, 2014), and Javier Andres and Ignacio Hernando, “Does Inflation Harm Economic 
Growth? Evidence for the OECD,” NBER Working Paper No. 6062, June, 1997, http://www.nber.org/papers/w6062 (accessed October 3, 2014).

35. Board of Governors of the Federal Reserve System, “Current FAQs: Why Does the Federal Reserve Aim for 2 Percent Inflation Over Time?” 
http://www.federalreserve.gov/faqs/economy_14400.htm (accessed September 9, 2014).

36. Kevin L. Kliesen, “Is the Fed’s Definition of Price Stability Evolving?” Federal Reserve Bank of St. Louis Economic Synopses No. 33 (2010), 
https://research.stlouisfed.org/publications/es/10/ES1033.pdf (accessed September 9, 2014).

37. The standard view in macroeconomics is that inflation does not itself reduce purchasing power because nominal incomes rise to keep pace 
with price increases. In the long run, money is “neutral” in that the nominal value does not have an effect on incomes or production. See N. 
Gregory Mankiw, Principles of Economics (Orlando, FL: Dryden Press, 1998), p. 623.

38. For the long-run effects, see Arthur M. Okun, William Fellner, and Michael Wachter, “Inflation: Its Mechanics and Welfare Costs,” Brookings 
Papers on Economic Activity No. 2, 1975, pp. 351–401, http://www.jstor.org/stable/pdfplus/2534106.pdf?&acceptTC=true&jpdConfirm=tr
ue (accessed September 30, 2014). There is much more controversy over the distortionary impact that inflation can have on relative price 
changes in the short run. For more on this issue, see Laurence Ball and N. Gregory Mankiw, “Relative-Price Changes as Aggregate Supply 
Shocks,” The Quarterly Journal of Economics (February 1995), pp. 161–193.

39. Moreover, many economists argue that unanticipated inflation is the main problem, whereas low, predictable rates of inflation allow people to 
easily adjust wages and prices.
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Using an approximation of the annual CPI, the 
average annual inflation rate before the establish-
ment of the Fed was approximately 0.2 percent, 
whereas the average rate has been 3.35 percent in 
the Fed era. Furthermore, the average inflation rate 
in the post-WWII era has been 3.65 percent.40

The annual price data also shows that from 1790 
to 2013, not counting the Civil War years, the single 
highest inflation rate in the nation’s history—20.49 
percent in 1917—occurred on the Fed’s watch. The 
(nearly indistinguishable) pre-Fed maximum rate 
of 20.02 percent occurred in 1813.41 An alternative 
data series, consisting of quarterly inflation rates 
from 1875 to 2010, also shows that the highest rates 
of inflation in the U.S. occurred after the found-
ing of the Fed.42 Some of the highest inflation rates 
in recent history occurred between 1973 and 1975, 
and between 1978 and 1982, but these rates (rang-
ing from 6 percent to 13 percent) did not exceed the 
high rates of the early Fed era. From 1917 to 1920, for 
instance, annualized inflation rates from some quar-
ters approached 40 percent.43 As one study notes:

Significantly, both of the major post-Federal 
Reserve Act episodes of inflation coincided with 
relaxations of gold-standard based constraints 
on the Fed’s money creating abilities, consisting 
of a temporary gold export embargo from Sep-
tember 1917 through June 1919 and of the perma-
nent closing of the Fed’s gold window in 1971.44

While average inflation rates have increased in 
the Federal Reserve era, the variability in inflation 
rates appears to have declined. For instance, the 

Officer–Williams CPI series estimates that the stan-
dard deviation in inflation rates from 1790 to 1912 
was 5.96 percent, while the standard deviation was 
4.96 percent from 1913 to 2013. Because the full Fed-
eral Reserve era includes many unique economic 
problems between the two world wars, many econo-
mists focus only on the post-WWII economic data. 
In this narrower time period, from 1948 to 2013, the 
standard deviation was slightly less than 3 percent. 
This lower postwar variation is often cited as evi-
dence that economic stabilization policies—both fis-
cal and monetary—have worked.

Post-WWII vs. Post–Dual Mandate. Some 
policymakers find it unjust to hold the central bank 
responsible for price stability before 1978 because 
the Fed did not yet operate under a formal price-sta-
bility mandate.45 Splitting the post-WII time period 
into pre-mandate and post-mandate time frames, 
the CPI data reveal higher average inflation and a 
small reduction in variability after the mandate. The 
average inflation rate was 3.56 percent from 1948 to 
1978, and 3.74 percent from 1979 to 2013. Variation 
fell from 3.03 percent to 2.78 percent in the post-
mandate period. Thus, there was an increase in the 
average rate of inflation, and a decline in variability 
after Congress formally directed the Fed to focus on 
price stability. Economists generally view this reduc-
tion in variability as an increase in price stability.

Still, more sophisticated analyses show that, as 
these newly “stable” rates of inflation became the 
norm after WWII, a complicating factor known as 
persistence appeared in the inflation data.46 Gener-
ally speaking, this term indicates that any external 
shocks tend to influence future changes in inflation 

40. These CPI figures are referred to here as the Officer–Williams series. See Measuring Worth, “The Annual Consumer Price Index for the United 
States, 1774–2013,” 2014, http://www.measuringworth.com/uscpi (accessed October 16, 2014). The methodology for the series is found in 
Lawrence H. Officer, “What Was the Consumer Price Index Then? A Data Study,” University of Illinois at Chicago, undated, 
http://www.measuringworth.com/docs/cpistudyrev.pdf (accessed September 5, 2014).

41. CPI inflation has been estimated at approximately 25 percent in 1864.

42. This alternative series is referred to as the Balke–Gordon Series, and these figures are presented in Selgin, Lastrapes, and White, “Has the Fed 
Been a Failure?” The methodology for this series is found in Nathan Balke and Robert J. Gordon, “Appendix B Historical Data,” in Gordon, ed., 
The American Business Cycle: Continuity and Change (Chicago: University of Chicago Press, 1986), p. 788, 
http://www.nber.org/chapters/c10036 (accessed September 10, 2014).

43. Selgin, Lastrapes, and White, “Has the Fed Been a Failure?” p. 571.

44. Ibid.

45. By the end of WWII, explicitly “dealing with inflation” was a key component of the Fed’s macroeconomic stabilization policies, long before it 
received any such official mandate. See Arthur F. Burns, “Progress Towards Economic Stability,” The American Economic Review, Vol. 50, No. 1 
(March 1960), p. 18. Congress amended the Federal Reserve Act in 1977 by changing Section 202 of Public Law 95–188 (November 16, 1977). 
See Norbert J. Michel, “The Fed at 100: A Primer on Monetary Policy,” Heritage Foundation Backgrounder No. 2876, January 29, 2014, 
http://www.heritage.org/research/reports/2014/01/the-fed-at-100-a-primer-on-monetary-policy.

46. Benjamin Klein, “Our New Monetary Standard: The Measurement and Effect of Price Uncertainty, 1880–1973,” Economic Inquiry, Vol. 13, No. 4, 
(1975), pp. 461–484.
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for a longer time than would be expected in the 
absence of persistence. This trait has important 
implications for monetary policy because it means 
that it has become very difficult to improve upon a 
basic naïve forecasting model, which predicts that 
next period’s inflation will be equivalent to last peri-
od’s inflation.47

In particular, the ability to predict inflation with 
various macroeconomic variables, such as “the 
unemployment rate, commodity prices, capacity uti-
lization, the money supply, and interest rates,” has 
drastically declined since the mid-1980s.48 That is, 
there is little empirical support for using anything 
other than inflation itself to guide forecasts. More 
broadly, the debate over persistence—its causes and 
its exact nature—is “part of the general debate on 
whether the relatively stable inflation that charac-
terized the so-called Great Moderation period (1985 
until the Great Recession) was due to lower volatility 
of the shocks (better luck) or less persistence in the 
effects of the shocks, which could be partly attribut-
ed to better policy.”49

Possible explanations for the change in inflation 
include, among others, a change in the conduct of 
monetary policy after 1984, changes in the funda-
mental structure of the economy, a general improve-
ment in financial intermediation, or changes to the 
nature of the shocks that occur in the economy.50 
Regardless, the statistical persistence in inflation 
means that the Fed has not, since at least the early 
1970s, had a solid empirical basis for trying to exploit 
a tradeoff between inflation and unemployment.

Deflation Is Not Synonymous with Depres-
sion. A falling price level can be particularly 

harmful when, for example, a drop in demand leads 
to a sort of deflationary spiral (widespread, rapid 
price decreases) from which businesses are unable 
to recover. Therefore, many economists argue that 
central banks should target positive inflation rates 
specifically because doing so helps to avoid deflation. 
For example, former Federal Reserve Chairman Ben 
Bernanke once noted that:

The sources of deflation are not a mystery. Defla-
tion is in almost all cases a side effect of a col-
lapse in aggregate demand—a drop in spending 
so severe that producers must cut prices on an 
ongoing basis in order to find buyers.51

Bernanke’s view is conventional—in macroeco-
nomics, deflation has become synonymous with 
depression. Nonetheless, evidence shows that defla-
tion and severe economic contractions are separable. 
In fact, one study that surveyed nearly 20 countries 
documents “many more periods of deflation with 
reasonable growth than with depression, and many 
more periods of depression with inflation than with 
deflation.”52 There is no doubt that deflation can be 
harmful, but it is just as true that deflation can be 
the byproduct of a healthy, growing economy.53

As business owners take advantage of new tech-
nology, for example, they produce more and more 
products at a lower cost, thus enabling consumers 
to buy more goods at lower prices. Still, in the U.S., 
average prices have rarely fallen since WWII even 
though the Fed did not have a formal inflation tar-
get until 2012. In fact, the annual CPI has fallen from 
its previous level only twice since 1950 (in 1955 and 

47. See James Stock and Mark Watson, “Why Has U.S. Inflation Become Harder to Forecast?” Journal of Money, Credit, and Banking, supplement to 
Vol. 39, No. 1 (February 2007); Andrew Atkeson and Lee Ohanian, “Are Phillips Curves Useful for Forecasting Inflation?” Federal Reserve Bank 
of Minneapolis Quarterly Review (Winter 2001); and Maarten Dossche and Gerdie Everaert, “Measuring Inflation Persistence: A Structural 
Time Series Approach,” European Central Bank Working Paper No. 495, June 2005.

48. Atkeson and Ohanian, “Are Phillips Curves Useful for Forecasting Inflation?” p. 10.

49. Guido Ascari and Argia M. Sbordone, “The Macroeconomics of Trend Inflation,” Journal of Economic Literature, Vol. 52, No. 3 (September 2014), 
pp. 679–739.

50. Stock and Watson, “Why Has U.S. Inflation Become Harder to Forecast?”

51. Ben Bernanke, “Deflation: Making Sure ‘It’ Doesn’t Happen Here,” speech at the National Economists Club, Washington, DC, November 1, 
2002, http://www.federalreserve.gov/BOARDDOCS/Speeches/2002/20021121/default.htm#f6 (accessed August 28, 2014).

52. Andrew Atkeson and Patrick J. Kehoe, “Deflation and Depression: Is There an Empirical Link?” American Economic Review, Vol. 94, No. 2 (2004), 
pp. 99–103. In fact, this study reports that the only episode in which there was a link between depression and deflation was the Great Depression. 
The time periods studied for the various countries all end in 2000, but start at different dates due to availability; 15 countries’ series begin in the 
1800s. Atkeson and Kehoe also note that Japan in recent years has “come close to having both a depression and a deflation.”

53. For more on this issue, see George Selgin, “Less Than Zero: The Case for a Falling Price Level in a Growing Economy,” Institute of Economic 
Affairs, London, 1997, and Michael D. Bordo, John Landon Lane, and Angela Redish, “Good versus Bad Deflation: Lessons from the Gold 
Standard Era,” NBER Working Paper No. 10329, February 2004, http://www.nber.org/papers/w10329.pdf (accessed September 23, 2014).
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2009).54 In both of these cases, the rate of deflation 
was less than 0.4 percent. Thus, to whatever extent 
the Fed has successfully influenced inflation, it has 
done so by virtually eliminating deflation—even the 
kind that is fully expected in a growing economy. Not 
only has the Fed’s version of price stability prevent-
ed millions of people from fully enjoying the benefits 
of a well-functioning free-enterprise system, it has 
directly contributed to recent policy mistakes that 
likely prolonged and deepened a recession.

Slow and Steady Inflation Target Harms 
Main Street

The Fed now measures the success of its price-
stability mandate against a 2 percent inflation tar-
get. The very low interest rates surrounding the 
2008 financial crisis have spawned criticism of 
this view, often by economists who believe the Fed 
should target a higher inflation rate.55 The rationale 
behind targeting a higher inflation rate hinges on 
the ability of monetary policy to stimulate the econ-
omy. One argument holds that higher inflation helps 
to increase employment because it reduces infla-
tion-adjusted (“real”) wages. According to this view, 
while nominal wages rarely fall, inflation lowers the 

“real” cost of hiring workers, thereby “greasing the 
wheels” of the labor market.56

A second argument for targeting higher inflation 
is that it can provide a central bank more flexibility 
to stimulate the economy through lowering inter-
est rates when nominal interest rates are near zero 
(the zero-lower-bound constraint, so named because 
nominal interest rates cannot fall below zero). Pro-
ponents of this view hold that nominal interest rates 
should always remain high enough so that the Fed 
can adequately cut interest rates to stimulate the 
economy, particularly during a crisis but also during 

normal business cycles.57 Because nominal interest 
rates consist of a real rate of return plus an infla-
tion premium, higher inflation would be expected to 
raise nominal interest rates, thereby leaving the Fed 
room to cut rates.

There are several problems with these ideas. 
First, the Federal Reserve does not have precise con-
trol over interest rates. The Fed can certainly influ-
ence interest rates but, as the last crisis shows, it 
can easily lose the ability to influence even the pol-
icy rate that it has the most influence over.58 Aside 
from the question of how high nominal rates might 
have to be to ensure the Fed could still influence 
rates downward during a crisis, the Fed clearly fol-
lowed rates downward after September 2007, when 
it began lowering its target federal funds rate from 
5.25 percent to 1 percent in little more than one year. 
The Fed then had to ditch the idea of a single target 
rate in favor of a target range (from zero percent to 
0.25 percent), while nearly abandoning interest rate 
targeting altogether.

In 2008, Fed Chairman Bernanke noted: “With 
respect to monetary policy, we are at this point mov-
ing away from the standard interest rate target-
ing approach and, of necessity, moving toward new 
approaches.”59 If the Fed did have tight control over 
interest rates, there would have been no such sud-
den drop in rates—the Fed would have prevented 
them from falling in a manner that jeopardized its 
core approach to monetary policy. Instead, the rapid 
decrease in rates left the Fed searching for new ways 
to conduct policy. And if a nominal federal funds 
rate exceeding 5 percent provides insufficient room 
for the Fed to stimulate the economy and head off a 
downturn, short-term rates would have to (some-
how) be kept well above their long-term average. The 
fact that the Fed does not have precise control over 

54. Jonathan Spicer, “In Historic Shift, Fed Sets Inflation Target,” Reuters, January 25, 2012, http://www.reuters.com/article/2012/01/25/us-usa-
fed-inflation-target-idUSTRE80O25C20120125 (accessed September 5, 2014). Using the PCE index, the annual price level has declined four 
times since 1950 (in 1974, 1980, 2008, and 2009).

55. See Anthony M. Diercks, “The Reader’s Guide to Optimal Monetary Policy,” Board of Governors of the Federal Reserve System, June 21, 2017, 
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2989237 (accessed June 23, 2017).

56. George A. Akerlof, William T. Dickens, and George L. Perry, “The Macroeconomics of Low Inflation,” Brookings Papers on Economic Activity No. 1, 
1996, http://www.brookings.edu/~/media/Projects/BPEA/1996%201/1996a_bpea_akerlof_dickens_perry_gordon_mankiw.PDF 
(accessed October 2, 2014).

57. In the case of very low/near-zero nominal rates, this theory holds that inflation-adjusted (“real”) interest rates can be pushed down to 
negative values, even if the central bank simply raises the expected level of inflation.

58.  Norbert J. Michel, “Fascination with Interest Rates Hides the Fed’s Policy Blunders,” Heritage Foundation Issue Brief No. 4500, 
December 15, 2015, http://www.heritage.org/report/fascination-interest-rates-hides-the-feds-policy-blunders.

59. Federal Reserve Board of Governors, Transcript of the joint Federal Open Market Committee and Federal Reserve Board of Governors meeting, 
held December 15–16, 2008, pp. 22 and 23, https://www.federalreserve.gov/monetarypolicy/files/FOMC20081216meeting.pdf 
(accessed June 23, 2017).
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interest rates suggests that such a policy is a recipe 
for, among other problems, high inflation. There 
simply is no reason to believe that the Fed will be 
anything but powerless to change interest rates any-
time it is faced with major changes in market inter-
est rates.

Another problem is that, over time, average com-
pensation tends to rise with productivity, which 
suggests that nominal wages do not need to fall in 
order help labor markets function smoothly.60 Fur-
thermore, if inflation makes nominal wage rigidity 
more palatable to workers, inflation may actually 
perpetuate nominal rigidity. The grease-the-wheels 
story also ignores the possibility that higher infla-
tion might have the opposite effect on other aspects 
of the labor market, thus cancelling out any pos-
sible benefit from inflation. That is, inflation could 
also put “sand in the wheels” of the labor market 
by distorting other prices. Though this issue is not 
completely settled, there is evidence that these two 
effects—grease in the wheels versus sand in the 
wheels—may largely cancel each other out in labor 
markets.61

All of the arguments for constant inflation also 
ignore that even if the Fed could precisely hit a 2 
percent (or higher) inflation target in all time peri-
ods, it would still distort prices throughout the 
economy and harm Main Street Americans. Aside 
from the fact that all workers do not automatically 
receive wage adjustments for inflation, choosing 
the “right” inflation target depends on supply side 
factors in the economy that dictate whether the 
overall price level should rise or fall. If, for instance, 
an oil shortage causes higher prices throughout 
the U.S. economy, it would make little sense for 
the Federal Reserve to curtail the money supply 
in hopes of lowering the inflation rate. This type of 
productivity setback, due to higher input costs, and 
the corresponding shortage of goods at higher pric-
es, calls for an opposite movement away from the 
Fed’s long-term inflation target. To tighten, rather 
than loosen, the money supply at such a time would 
exacerbate the shortage for the sake of getting to a 
lower inflation rate.

On the other hand, if a drastic improvement 
in computer technology leads to lower prices 
throughout the economy, it would be unwise for the 
Fed to expand the money supply in hopes of rais-
ing the general price level. In such a case, produc-
tivity gains due to lower input costs allow firms to 
drop their prices, and the corresponding surplus 
of goods at lower prices calls for an opposite move-
ment from the Fed’s long-term inflation target. To 
expand the money supply at such a time would 
exacerbate the surplus of goods for the sake of get-
ting to a higher inflation rate. Expanding the money 
supply in the face of such productivity gains would 
likely lead to inflated profits and a corresponding 
overinvestment in certain sectors of the economy 
that, eventually, would exacerbate a downward 
economic cycle when expected additional demand 
fails to materialize. It appears that the Fed made 
exactly this mistake in the early 2000s, exacerbat-
ing the downturn in the national housing market 
that began in mid-2006.

Excessively Easy Monetary Policy: Early 
2000s

The Fed has based its monetary policy on tar-
geting the federal funds rate for years, and one key 
consideration in this process is where the Fed sets 
its target relative to the natural (or neutral) feder-
al funds rate. The natural rate represents an equi-
librium rate, whereby the supply and demand for 
investments and assets are in balance. Thus, push-
ing interest rates above (below) the natural interest 
rate can cause people to make fewer (more) invest-
ments/asset purchases than they would have made, 
thus decreasing (increasing) economic activity. If 
the Fed achieves a neutral policy stance, where the 
federal funds rate is equal to its natural rate, mone-
tary policy will contribute very little to either booms 
or busts. One problem for policymakers is that the 
true natural rate can only be estimated.

Based on various estimates of the natural rate, 
evidence suggests that the Fed kept its federal funds 
rate target below the natural federal funds rate in 
the early 2000s, thus contributing to the housing 

60. William Poole, “Is Inflation Too Low?” St. Louis Federal Reserve Review, July/August 1999, http://research.stlouisfed.org/publications/
review/99/07/9907wp.pdf (accessed October 2, 2014). Poole also argues that nominal wage rigidity may cease to exist in a zero-inflation 
environment. See also Sherk, “Productivity and Compensation: Growing Together.”

61. Erica L. Groshen and Mark E. Schweitzer, “The Effects of Inflation on Wage Adjustments in Firm-Level Data: Grease or Sand?” Federal Reserve 
Bank of New York, November 1997, http://www.newyorkfed.org/research/staff_reports/sr9.pdf (accessed October 2, 2014). There is also 
evidence that inflation, when not uniformly and immediately transmitted to markets, can distort relative prices in other markets. See J. R. Kearl, 

“Inflation and Relative Price Distortions: The Case of Housing,” The Review of Economics and Statistics, Vol. 60, No. 4 (1978), pp. 609–614.
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boom.62 During this period, the Fed recognized the 
exceptionally strong productivity gains in the U.S., 
but chose to be overly accommodative with its pol-
icy stance. Rather than allow prices to fall, the Fed 
expanded the money supply in the hope of being 
able to further boost the economy while also avoid-
ing higher inflation. Essentially, the Fed believed the 
downward pressure on prices gave it a free pass to 
further expand the economy without causing too 
much inflation. Former Fed Chair Alan Greens-
pan explained this strategy in a 2004 speech at the 
American Economic Association meetings:

As a consequence of the improving trend in 
structural productivity growth that was appar-
ent from 1995 forward, we at the Fed were able to 
be much more accommodative to the rise in eco-
nomic growth than our past experiences would 
have deemed prudent. We were motivated, in 
part, by the view that the evident structural eco-
nomic changes rendered suspect, at best, the pre-
vailing notion in the early 1990s of an elevated 
and reasonably stable NAIRU [non-accelerating 
inflation rate of unemployment]. Those views 
were reinforced as inflation continued to fall in 
the context of a declining unemployment rate 
that by 2000 had dipped below 4 percent in the 
United States for the first time in three decades.63

By 2003, at least some members of the FOMC 
discussed higher profits and, in particular, a rising 
housing market. For instance, during the March 18, 
2003, FOMC meeting, Dallas Federal Reserve pres-
ident Bob McTeer explained the views of one the 
bank’s board members as follows:

Single-family housing has been holding up, par-
ticularly at the lower and moderate price points. 

One director felt that mortgage rates could rise 
by a percentage point or so, maybe even 2 points, 
from the current very low levels without having 
a strongly negative effect on housing demand. In 
her words, “Mortgage rates provide the nicotine 
to the housing industry, but job growth is the real 
source of nutrition.”64

In the December 9, 2003, meeting, an exchange 
between Kansas City Fed president Thomas Hoenig 
and Fed economist David Stockton further elabo-
rates on what FOMC members were thinking:

We think that, going into 2006, we will have some 
continued acceleration in underlying potential 
output that is being driven by the speed-up in 
investment spending that we expect to get over 
the next two years. So we believe we can enter 
that year with a below-equilibrium funds rate 
and still not generate any acceleration of infla-
tion until later in 2006.65

The FOMC was clearly aware that it was overly 
accommodative due to the extraordinary increase in 
productivity, and it was clearly willing to maintain 
that policy stance so as long as inflation stayed (in its 
view) under control. Thus, the Fed’s policy mistake 
was that, in an effort to further boost the economy, it 
failed to tighten in response to productivity growth 
in the early 2000s. The Fed chose to be more aggres-
sive than usual in combatting a recession (the 2001 
recession) because it believed the above normal pro-
ductivity growth would dampen any inflationary 
pressure from its expansionary stance.

While it would be unfair to place all of the blame 
for the housing crash on the Fed’s monetary poli-
cies, it is clear that the Fed accommodated the 
increased credit that was used to fuel the housing 

62. See John B. Taylor, “Housing and Monetary Policy,” NBER Working Paper 13682, December 2007, http://www.nber.org/papers/w13682.pdf 
(accessed June 23, 2017). Also see George Selgin, David Beckworth, and Berrak Bahadir, “The Productivity Gap: Monetary Policy, the Subprime 
Boom, and the Post-2001 Productivity Surge,” Journal of Policy Modeling, Vol. 37 (2015), pp. 189-207. According to the measure in Selgin, 
Beckworth, and Bahadir, pp. 193 and 194, Fed policy was “easy during the 1970s (though less so in the immediate wake of the first oil supply 
shock) and excessively tight during Volcker’s anti-inflation campaign. In the nineties policy was at first easy and then somewhat (though not 
dramatically) tight. At the time of the tech bubble crash, monetary policy appears to have been more-or-less neutral. Starting in 2002, however, it 
became increasingly easy, with the Productivity Gap reaching its lowest value in the sample period at the height of the housing boom.” Selgin et 
al. also cite several additional studies with similar evidence that the Fed kept its policy rate below its natural rate during the early 2000s.

63. Alan Greenspan, “Risk and Uncertainty in Monetary Policy,” Federal Reserve, January 3, 2004, 
https://www.federalreserve.gov/BoardDocs/speeches/2004/20040103/default.htm (accessed June 23, 2017).

64. FOMC Meeting Transcript, March 18, 2003, p. 54, https://www.federalreserve.gov/monetarypolicy/files/FOMC20030318meeting.pdf 
(accessed June 23, 2017).

65. FOMC Meeting Transcript, December 9, 2003, p. 22, https://www.federalreserve.gov/monetarypolicy/files/FOMC20031209meeting.pdf 
(accessed June 23, 2017).
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boom. Thus, the Fed bears some responsibility for 
the housing crash and its collateral damage, name-
ly massive unemployment, millions of home fore-
closures, and billions of dollars in lost wealth. So 
many resources—including labor—were directed 
into housing and housing-related markets dur-
ing the boom, that it has taken years for people to 
assimilate into other sectors of the economy. The 
BLS estimates that:

Demand for residential construction grew from 
supporting 5.5 million jobs, or 4.2 percent of all 
U.S. employment, in 1996, to 7.4 million jobs, or 
5.1 percent of total employment, at the peak of 
the cycle in 2005. As the housing market crashed, 
residential-construction related employment 
fell substantially; it was at 4.5 million in 2008, 
accounting for only 3.0 percent of total U.S. 
jobs.66

From January 2008 to December 2008, total 
nonfarm payrolls fell from approximately 138 
million to 134 million, meaning that roughly 75 
percent of the drop in employment was housing 
related.67 Perhaps worse, the Fed compounded its 
earlier policy mistakes when the crisis hit, worsen-
ing the downturn.

Excessively Tight Monetary Policy: The 
Late 2000s

Pundits commonly claim that the Fed’s interest 
rate target cuts, which the central bank started in 
September 2007, prove that monetary policy could 

not have been too tight during the financial crisis.68 
Such claims are simply incorrect. Although there 
is a stubborn fascination with interest rate target 
decreases and increases, even among some econo-
mists, interest rate target changes alone cannot sig-
nify whether monetary policy is excessively loose or 
tight. In general, the extent to which monetary poli-
cy is loose or tight simply cannot be determined only 
by observing changes in the fed funds target, the 
level of nominal interest rates, or the growth rate in 
the various monetary aggregates.

Nominal interest rates depend on both the 
demand and supply of credit, and monetary aggre-
gates can grow too slowly or quickly depending on 
the growth in demand for various types of assets.69 
In other words, simply looking at the growth in inter-
est rates or monetary aggregates without respect to 
the public’s demand for real assets provides a mis-
leading picture of what the monetary authority may 
have accomplished. Regardless of whether the Fed’s 
policy rate is above or below the natural interest 
rate, the Fed’s job is to prevent an economic collapse 
(a precipitous drop in aggregate demand) by provid-
ing system-wide liquidity, and if it tightens in any 
way during a crisis it would most likely worsen the 
downturn.70

In fact, tightening at the wrong time is one mis-
take that the Fed has made repeatedly. Milton 
Friedman once observed that: “After the U.S. expe-
rience during the Great Depression, and after infla-
tion and rising interest rates in the 1970s and dis-
inflation and falling interest rates in the 1980s, I 
thought the fallacy of identifying tight money with 

66. Kathryn J. Byun, “The U.S. Housing Bubble and Bust: Impacts on Employment,” BLS, Monthly Labor Review, December 2010, 
https://www.bls.gov/opub/mlr/2010/12/art1full.pdf (accessed June 23, 2017).

67. U.S. Bureau of Labor Statistics, All Employees: Total Nonfarm Payrolls [PAYEMS], retrieved from FRED, Federal Reserve Bank of St. Louis; 
https://fred.stlouisfed.org/series/PAYEMS, June 24, 2017.

68. For instance, the Politico Wrongometer, reporting during the 2015 presidential debates, noted the following: “But what did the Fed do in 
2008? It wasn’t tightening money. The Fed actually cut rates repeatedly in 2008. Some economists have argued policy makers didn’t cut 
rates fast enough given the economic conditions. But that’s only ‘tightening’ if you measure it against the demand for liquidity and market 
expectations. It doesn’t reflect the Fed’s actual policy moves.” See Politico Wrongometer: Our Policy Reporters Truth-Squad the Republican 
Debate, November 10, 2015, http://www.politico.com/agenda/story/2015/11/fact-check-fox-business-gop-debate-000314 (accessed June 
23, 2017).

69. As alluded to in previous sections of this testimony, another key concern for the Fed should be whether a “low and steady” inflation rate for 
final goods, as measured by the CPI, has caused businesses selling inputs to rapidly raise their prices to play catch-up with final goods, thus 
increasing the risk of a monetary policy-driven boom. For more on this issue, see George Selgin, “Between Fulsomeness and Pettifoggery: A 
Reply to Sumner,” Cato Unbound, September 18, 2009, https://www.cato-unbound.org/2009/09/18/george-selgin/between-fulsomeness-
pettifoggery-reply-sumner (accessed June 23, 2017).

70. See David Beckworth, “Yes, the Fed (Passively) Tightened in the Fall of 2008,” Macro Musings Blog, December 3, 2015, 
http://macromarketmusings.blogspot.com/2015/12/yes-fed-passively-tightened-in-fall-of.html (accessed June 23, 2017).

71. See Jeffrey Rogers Hummel, “The Myth of Federal Reserve Control Over Interest Rates,” Library of Economics and Liberty, October 7, 2013, 
http://www.econlib.org/library/Columns/y2013/Hummelinterestrates.html (accessed June 23, 2017).
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high interest rates and easy money with low inter-
est rates was dead. Apparently, old fallacies never 
die.”71 Still, even a cursory look at the previous 
trend in the Fed’s interest rate target suggests that 
the Fed’s policy stance could have been excessively 
tight. The Fed started raising its target rate in the 
middle of 2004, and did not lower it again until Sep-
tember 2007 (it rose from 1 percent all the way to 
5.25 percent). Importantly, the growth rate of nom-
inal gross domestic product (NGDP), a measure of 
overall demand in the economy, started a down-
ward trend in 2006, ultimately turning negative in 
the first quarter of 2008.72

Some may argue that these are nontraditional 
measures of tightness, but the fact remains that 
the Fed is supposed to prevent the economy from 
collapsing and the mere fact that the Fed lowered 
its target rate in starting in September 2007 does 
not indicate that the policy stance was sufficiently 
accommodative. Regardless, even more traditional 
measures make a good case that monetary policy 
was too tight. For example, even though there was 
no dramatic decline in the monetary base (curren-
cy plus reserves) from 2005 through August 2008, 
the monthly rate of growth in the base was below 
the long-term average in 34 of 44 months (the rate 
turned negative in almost half of these months).73 
Similarly, the rate of growth in the St. Louis Fed’s M1 
Divisia index—an additional monetary aggregate—
was below average in 38 of 44 months.74 Again, these 
sorts of measures only supply a superficial gauge 

of whether monetary policy was too tight or loose, 
because they ignore the public’s demand for mone-
tary assets, but aggregate demand did begin to fall at 
the end of this period.75

Beyond these measures, other Fed actions sug-
gest that the central bank’s policy stance was exces-
sively tight at exactly the wrong time, after the 
crisis hit. At the very least, the Fed’s policies pro-
longed the recession. In particular, the Fed’s deci-
sion to begin paying interest on excess reserves 
in October 2008, a policy that was admittedly 
designed to “sterilize” the expansionary effects 
of asset purchases, was ill-timed and ill-advised.76 
Indeed, given the Fed’s objective of preventing a 
deep recession (a collapse in aggregate demand), 
the decision to begin paying interest on excess 
reserves (at above-market rates)77 at this time was 
nothing short of bizarre.

In August 2007, at some of the earliest signs of 
a spreading financial crisis, the Fed made net pur-
chases of Treasury securities to ease credit condi-
tions (that is, to avoid a general contraction in bank 
lending) in short-term debt markets.78 Subsequently, 
through September 2008, the Fed made approxi-
mately $300 billion in emergency loans and steril-
ized these loans to prevent an overall increase in 
banks’ reserves that could expand bank lending. 
That is, for every dollar it made in loans to financial 
institutions, it simultaneously sold a dollar of assets 
from its portfolio of Treasury securities. It did so for 
the sake of maintaining its federal funds rate and 

72.  U.S. Bureau of Economic Analysis, Gross Domestic Product [A191RP1Q027SBEA], retrieved from FRED, Federal Reserve Bank of St. Louis; 
https://fred.stlouisfed.org/series/A191RP1Q027SBEA, June 24, 2017.

73. Author calculations based on the official data series. See Federal Reserve Bank of St. Louis, St. Louis Adjusted Monetary Base [BASE], 
retrieved from FRED, Federal Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/BASE, June 24, 2017.

74. Author calculations based on the official data series. See Anderson, Richard G. and Jones, Barry E., Monetary Services Index: M1 (alternative) 
[MSIM1A], retrieved from FRED, Federal Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/MSIM1A, June 25, 2017.

75. If, in fact, the monetary authority tends to offset changes in money demand (V in the equation of exchange, MV=Py) by altering the money 
supply (M), then corresponding measures of nominal spending (Py) should remain relatively stable. Incidentally, the growth rate in final sales 
accelerated rapidly in 2003. See George Selgin, “Guilty as Charged,” Mises Daily Articles, November 7, 2008, 
https://mises.org/library/guilty-charged (accessed June 23, 2017).

76. See Norbert J. Michel and Stephen Moore, “Quantitative Easing, The Fed’s Balance Sheet, and Central Bank Insolvency,” Heritage Foundation 
Backgrounder No. 2938, August 14, 2014, http://www.heritage.org/monetary-policy/report/quantitative-easing-the-feds-balance-sheet-and-
central-bank-insolvency.

77. Title II of the 2006 Financial Services Regulatory Relief Act (Public Law 109–351, October 13, 2006) authorized the Federal Reserve to 
pay interest on reserves, beginning in 2011, “at a rate or rates not to exceed the general level of short-term interest rates,” and the 2008 
Emergency Economic Stabilization Act (Public Law 110–343, October 3, 2008) accelerated the Fed’s authority to pay these rates to 2008. 
The precise meaning of the term “not to exceed the general level of short-term interest rates” has sparked controversy. See George Selgin, “Is 
Federal Reserve Policy in Violation of the Law?” Foundation for Economic Education, September 9, 2016, 
https://fee.org/articles/is-federal-reserve-policy-in-violation-of-the-law/ (accessed June 23, 2017).

78. See Ben Bernanke, The Courage to Act: A Memoir of a Crisis and Its Aftermath (W. W. Norton, 2015), pp. 143 and 144. Also see George Selgin, 
“Sterilization, Fed Style,” December 4, 2015, Alt-M, https://www.alt-m.org/2015/12/04/sterilization-fed-style/ (accessed June 23, 2017).
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inflation targets.79 As a result, the Fed’s policies pro-
vided credit only to select firms rather than provid-
ing liquidity to the entire banking system, failed to 
prevent a collapse in aggregate demand, and likely 
prolonged the recession.

Government Credit Allocation Helps 
Some at Expense of Others

In December 2008, the Fed began the first of three 
rounds of quantitative easing (QE), large-scale asset 
purchasing programs whereby the Fed purchased long-
term Treasuries and the mortgage-backed securities 
(MBS) of Fannie Mae and Freddie Mac that were (at 
that time) held by private financial institutions. By the 
end of 2014, the Fed had expanded its balance sheet 
by purchasing approximately $2 trillion of long-term 
Treasuries and MBS, respectively. The Fed took its bal-
ance sheet from less than $1 trillion to nearly $5 trillion.

These purchases, ostensibly, were designed to 
inject liquidity into the banking system, thus pre-
venting a collapse in bank lending and a simultaneous 
collapse in the economy. However, as these purchases 
created excess reserves in the banking system, the 
Fed chose to pay above-market interest rates on these 
excess reserves. As a result, instead of creating new 
money through additional lending and preventing (or 
lessening the severity of) a recession, the Fed’s QE pol-
icies expanded only the amount of excess reserves in 
the banking system. Banks mostly held onto the cash 
that the Fed gave them when it executed all those secu-
rities purchases, so it is rather difficult to argue that 
these Fed policies did much of anything to expand the 

economy or prevent a collapse. The Fed now projects 
that it will pay $27 billion in interest on these excess 
reserves in 2017 (mostly to very large banks), with the 
amount rising to $50 billion by 2019.80

These policies have allocated credit to the hous-
ing and government sectors: By the end of the QE 
programs, the Fed held roughly 25 percent of out-
standing Treasuries and nearly one-third of out-
standing MBS.81 For a bit of additional perspective, 
the commercial banking sector’s combined holdings 
of MBS and Treasuries is about $1.7 trillion, almost 
half the amount held by the Fed.82 Any private finan-
cial institution that undertook such an expansion 
would come under intense scrutiny by the Federal 
Reserve, the primary regulator of all bank holding 
companies. At the very least, the Fed’s actions have 
distorted prices in the housing market as well as 
the broader financial markets. Because an increase 
in demand for Treasuries, all else constant, puts 
upward pressure on their price, it also puts down-
ward pressure on their interest rates. Thus, the Fed’s 
policies, which increased the demand for low-risk 
financial assets, have certainly contributed to the 
low-interest-rate environment experienced since 
the financial crisis. Individuals with low-risk asset 
preferences, therefore, have suffered lower returns 
than normal partly because of the Fed’s policies.

This balance sheet expansion by the Fed has 
diverted hundreds of billions of dollars in credit 
from the private sector to the federal government,83 
a twofold problem because the private sector allo-
cates credit more efficiently than the government84 

79. Bernanke, The Courage to Act, pp. 237 and 238, and Selgin “Sterilization, Fed Style.” Also see George Selgin, “Interest On Reserves, Part I,” 
Alt-M, December 17, 2015, https://www.alt-m.org/2015/12/17/interest-on-reserves/ (accessed June 23, 2017); George Selgin, “Interest on 
Reserves and the Fed’s Balance Sheet,” Alt-M, May 17, 2016, https://www.alt-m.org/2016/05/17/interest-on-reserves-fed-balance-sheet/ 
(accessed June 23, 2017); and George Selgin, “IOER and Banks’ Demand for Reserves, Yet Again,” Alt-M, June 1, 2017, 
https://www.alt-m.org/2017/06/01/ioer-and-banks-demand-for-reserves-yet-again/ (accessed June 23, 2017).

80. “Is the Federal Reserve giving banks a $12bn subsidy?” The Economist, March 18, 2017, http://www.economist.com/news/finance-and-
economics/21718872-or-interest-fed-pays-them-vital-monetary-tool-benefits (accessed June 23, 2017).

81. Richard W. Fisher, “Forward Guidance,” remarks before the Asia Society Hong Kong Center, Federal Reserve Bank of Dallas, April 4, 2014, 
http://www.dallasfed.org/news/speeches/fisher/2014/fs140404.cfm (accessed June 24, 2017).

82. Board of Governors of the Federal Reserve System (US), Treasury and Agency Securities: Mortgage-Backed Securities (MBS), All Commercial 
Banks [TMBACBW027SBOG], retrieved from FRED, Federal Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/TMBACBW027SBOG, 
June 24, 2017.

83. Mark Perry, “The Fed’s $3.5T QE Purchases Have Generated Almost Half a Trillion Dollars for the US Treasury Since 2009,” American 
Enterprise Institute, January 12, 2015, http://www.aei.org/publication/since-2009-feds-qe-purchases-transferred-almost-half-trillion-dollars-
treasury-isnt-gigantic-wealth-transfer/ (accessed June 23, 2017).

84. In some cases, during the crisis, the government even forced banks to take money against their objections. See James Gattuso, “Paulson and 
the Banks: What an Offer You Can’t Refuse Looks Like,” The Daily Signal, May 15, 2009, http://dailysignal.com/2009/05/15/paulson-and-
the-banks-what-an-offer-you-can%E2%80%99t-refuse-looks-like/; Nina Easton, “How the Bailout Bashed the Banks,” CNN Money, June 
22, 2009, http://money.cnn.com/2009/06/19/news/economy/trouble_with_tarp_bailout.fortune/index.htm?postversion=2009062107 
(accessed June 24, 2017); and John A. Allison, The Financial Crisis and the Free Market Cure: Why Pure Capitalism is the World Economy’s Only 
Hope (New York: McGraw Hill, 2013), pp. 170 and 171.
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and because it does so without directly placing tax-
payers at risk for financial losses.85 Aside from dis-
torting interest rates in credit markets, these poli-
cies have not made housing prices more affordable,86 
and it does not appear that they have appreciably 
decreased mortgage interest rates.87

These policies exemplify why a neutral central 
bank, rather than an independent central bank, is 
desirable. For a central bank to remain neutral, it 
must keep a minimal footprint in the private sec-
tor. A central bank that, for instance, purchases 
nearly one-third of an asset class, cannot remain 
neutral. There is a fundamental speculative nature 
to all financial activity, a fact that further dictates 
that government agencies, including central banks, 
should undertake as little market activity as pos-
sible to maintain liquidity in the banking system. 
Although the Fed has episodically adhered to pro-
viding only system-wide liquidity, the Fed’s lending 
policies have gone against such a sound prescription 
for the bulk of its history. In fact, judged against the 
classic prescription for a lender of last resort (LLR), 
the Fed’s long-term track record is rather poor. Its 
LLR policies have frequently jeopardized its opera-
tional independence and put taxpayers at risk.88

During the recent financial crisis the Fed allo-
cated credit directly to a select few firms and also 
allocated credit to specific firms through several 
(officially) broader lending programs. For instance, 
the Fed provided a $13 billion loan to Bear Stearns, 
one of the Fed’s largest primary dealers, on March 

14, 2008. The loan was repaid in days, but then the 
Fed provided a $30 billion loan to facilitate JPM-
organ Chase’s acquisition of Bear Stearns. Shortly 
after this deal was completed, former Fed Chairman 
Paul Volcker remarked that this loan was “at the very 
edge” of the Fed’s legal authority.89

Separately, the U.S. Government Accountabil-
ity Office (GAO) estimates that from December 1, 
2007, through July 21, 2010, the Federal Reserve lent 
financial firms more than $16 trillion through its 
Broad-Based Emergency Programs.90 To put this fig-
ure in perspective: Annual gross domestic product 
(GDP) reached $16.8 trillion in 2013, an all-time high 
for non-inflation-adjusted GDP in the U.S. During 
the crisis, the Fed created more than a dozen special 
lending programs by invoking its emergency author-
ity under Section 13(3) of the Federal Reserve Act. 
The following three cases are just a few examples of 
the emergency lending carried out by the Fed in the 
wake of the 2008 crisis.91

 ■ Term Auction Facility (TAF), December 
12, 2007. The TAF was created to auction one-
month and three-month discount window loans 
to depository institutions. Almost $4 trillion 
was provided through the TAF between 2007 
and 2010.

 ■ Term Securities Lending Facility (TSLF), 
March 11, 2008. The TSLF was created to 
provide short-term loans to the Fed’s primary 

85. See Michel and Moore, “Quantitative Easing, The Fed’s Balance Sheet, and Central Bank Insolvency.”

86. Prior to the crash that began in 2006, the government’s housing policies (well beyond the Fed’s policies) proved to make housing less affordable, 
and starting in 2011, this trend has resumed. See, for example, the ratio of home prices to median income available on “America’s Housing Market 
in Five Interactive Charts,” The Economist, August 24, 2016, http://www.economist.com/blogs/graphicdetail/2016/08/daily-chart-20 
(accessed June 23, 2017).

87. Johannes Stroebel and John B. Taylor, “Estimated Impact of the Federal Reserve’s Mortgage-Backed Securities Purchase Program,” 
International Journal of Central Banking, June 2012, http://www.ijcb.org/journal/ijcb12q2a1.pdf (accessed June 23, 2017).

88. For a look at policies beyond the 2008 crisis, see Norbert J. Michel, “The Fed’s Failure as a Lender of Last Resort: What to Do About It,” 
Heritage Foundation Backgrounder No. 2943, August 20, 2014, http://www.heritage.org/report/the-feds-failure-lender-last-resort-what-do-
about-it#_ftn35.

89.  Lawrence H. White, “Ending The Federal Reserve System’s Overreach Into Credit Allocation,” House Financial Services Committee Testimony, 
March 12, 2014, https://financialservices.house.gov/uploadedfiles/hhrg-113-ba19-wstate-lwhite-20140312.pdf (accessed June 23, 2017). 
Later, the Fed created two similar special-purpose entities to complete the bailout of the American International Group (AIG).

90.  U.S. Government Accountability Office, “Federal Reserve System: Opportunities Exist to Strengthen Policies and Processes for Managing 
Emergency Assistance,” Report to Congressional Addressees, GAO–11–696, July 2011, , p. 131, http://www.gao.gov/new.items/d11696.pdf 
(accessed June 23, 2017).

91. For a complete list, see U.S. Government Accountability Office, “Federal Reserve Bank Governance: Opportunities Exist to Broaden Director 
Recruitment Efforts and Increase Transparency,” Report to Congressional Addressees, October 2011, GAO–12–18, p. 76, 
http://www.gao.gov/new.items/d1218.pdf (accessed July 3, 2014). See also, Lawrence H. White, testimony before the Subcommittee on 
Monetary Policy and Trade, Committee on Financial Services, U.S. House of Representatives, March 12, 2014, 
http://mercatus.org/publication/ending-federal-reserve-system-s-overreach-credit-allocation (accessed July 1, 2014).
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dealers, and it was the first time during the cri-
sis that the Fed provided funds to non-depository 
institutions. According to the GAO, many market 
participants believed that the TSLF was designed 
primarily to help Bear Stearns.92

 ■ Primary Dealer Credit Facility (PDCF), 
March 17, 2008. The PDCF provided overnight 
cash loans to primary dealers against “eligible 
collateral,” as defined by the Fed. Nearly $9 tril-
lion was loaned through the PDCF by 2010.

While Bear Stearns did use the PDCF before the 
Fed facilitated the Bear Stearns–J.P. Morgan merger, 
three other primary dealers—(1) Citigroup Global 
Markets, Inc.; (2) Merrill Lynch Government Securi-
ties, Inc.; and (3) Morgan Stanley & Co., Inc.—relied 
on the PDCF for more than double the amount that 
Bear Stearns borrowed.93 Of more than 20 primary 
dealers, almost 80 percent of all the lending through 
the PDCF went to just these four firms.94 Further-
more, the Fed made special concessions on the type 
of collateral accepted for these loans, and it provided 
PDCF loans at below market rates.95

Prior to the Lehman Brothers failure in 2008, 
high-grade bonds and government-sponsored 
enterprise-backed securities accounted for nearly 
all of the collateral used in these types of borrow-
ings. After the Lehman Brothers failure, however, 
the Fed accepted equities and speculative grade 
debt as collateral for PDCF loans.96 The Fed clearly 
relaxed credit standards relative to what was nor-
mally accepted in this short-term lending market, 
and evidence also suggests that the Fed provided 
favorable rates on most of its emergency lending pro-
grams. Bloomberg Markets magazine estimates that 

the Fed’s total emergency loans from 2007 to 2010 
charged $13 billion below market rates.97

Charging below market rates to select firms, on 
suspect collateral, is the exact opposite of the classic 
LLR prescription. The goal should be to lend widely, 
as safely as possible, at high rates so that firms have 
every incentive to stop relying on the Fed for funds. 
Instead, the Fed effectively provided financial insti-
tutions with a source of subsidized capital for up 
to several years. These policies encouraged more 
risky behavior than would have otherwise taken 
place because the government accepted much of the 
downside risks for private firms (the well-known 
moral hazard problem), and they also crowded out 
private alternatives as the Fed essentially became 
a lender of first resort. Though difficult to quantify, 
these policies surely detracted from the number of 
income-producing jobs available in the private sec-
tor. Critics argue that the 2008 liquidity crisis was 
atypical because market participants had difficulty 
determining the value of various securities, thus jus-
tifying such policies, but the Fed has no particular 
advantage over anyone else in determining the mar-
ket value of securities.

The Fed’s Failure as a Regulator
The Fed’s actions leading up to the 2008 crisis 

also highlight the central bank’s failure as a finan-
cial market regulator.98 The U.S. central bank has 
been involved in banking regulation since it was 
founded in 1913, and it became the regulator for all 
holding companies owning a member bank with the 
Banking Act of 1933. When bank holding compa-
nies, as well as their permissible activities, became 
more clearly defined under the Bank Holding Com-
pany Act of 1956, the Fed was named their primary 

92. U.S. Government Accountability Office, “Federal Reserve Bank Governance: Opportunities Exist to Broaden Director Recruitment Efforts and 
Increase Transparency,” p. 84.

93. Brian Sheridan, “Lender of Last Resort: An Examination of the Federal Reserve’s Primary Dealer Credit Facility,” University of Notre Dame 
Working Paper, April 2011, https://economics.nd.edu/assets/41471/brian_sheridan_lender_of_last_resort.pdf (accessed June 23, 2017).

94. Ibid., p. 29.

95. Technically, the PDCF borrowing occurred in the short-term repurchase (or, repo) market.

96. After the Lehman failure, 26.4 percent of the collateral consisted of equity securities and 16 percent consisted of speculative grade bonds. See 
Sheridan, “Lender of Last Resort: An Examination of the Federal Reserve’s Primary Dealer Credit Facility,” p. 16.

97. Bloomberg derived these estimates based on data received from a Freedom of Information lawsuit. See Bob Ivry, Bradley Keoun, 
and Phil Kuntz, “Secret Fed Loans Gave Banks $13 Billion Undisclosed to Congress,” Bloomberg Markets, November 27, 2011, 
http://www.bloomberg.com/news/print/2011-11-28/secret-fed-loans-undisclosed-to-congress-gave-banks-13-billion-in-income.html 
(accessed June 23, 2017).

98. For more on the Fed’s regulatory failures, see Norbert J. Michel, “A Roadmap to Monetary Policy Reforms,” The Cato Journal, Vol. 35, No. 2 
(Spring/Summer 2015), pp. 315–329, https://object.cato.org/sites/cato.org/files/serials/files/cato-journal/2015/5/cj-v35n2-9.pdf 
(accessed June 23, 2017).
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regulator. Under the 1999 Gramm-Leach-Bliley 
Act (GLBA), the Fed alone approved applications to 
become a financial holding company—and only after 
certifying that both the holding company and all its 
subsidiary depository institutions were “well-man-
aged and well capitalized, and . . . in compliance with 
the Community Reinvestment Act, among other 
requirements.”99

Although it would be unjust to place all of the 
blame on the Fed, the fact remains that the United 
States experienced major bank solvency problems 
during the Depression era, again in the 1970s and 
1980s, and also during the late 2000s. At best, the 
Fed did not predict these crises, even though it was 
heavily involved (more so in the later crises) in reg-
ulating banks’ safety and soundness. In 2008, for 
example, Fed Chairman Bernanke testified before 
the Senate that “among the largest banks, the capi-
tal ratios remain good and I don’t anticipate any seri-
ous problems of that sort among the large, interna-
tionally active banks that make up a very substantial 
part of our banking system.”100 Simply being mis-
taken about banks’ capital is one thing, but the Fed 
played a major role in developing these capital ratios 
used to measure safety and soundness.

In the 1950s the Fed developed a “risk-buck-
et” approach to capital requirements,101 and that 
method became the foundation for the Basel I cap-
ital accords, which the Fed and the Federal Depos-
it Insurance Corporation (FDIC) adopted for U.S. 
commercial banks in 1988. Under these capital rules, 
U.S. commercial banks have been required to main-
tain several different capital ratios above regulatory 
minimums in order to be considered “well capital-
ized.” According to the FDIC, U.S. commercial banks 
exceeded these requirements by 2 to 3 percentage 
points, on average, for the six years leading up to 
the crisis.102 The Basel requirements sanctioned, via 
low risk weights, investing heavily in MBS that con-
tributed to the 2008 meltdown. Furthermore, the 
Fed was directly responsible for the recourse rule, a 
2001 change to the Basel capital requirements that 

applied the same low-risk weight for Fannie- and 
Freddie-issued MBS to highly rated private-label 
MBS.103

Though any one of the other federal financial reg-
ulators could have made the very same mistakes, a 
central bank does not need to be a financial regula-
tor in order to conduct monetary policy. Allowing 
the Fed to serve as a financial regulator increases 
the likelihood that policy decisions will be compro-
mised as the Fed’s employees become embedded in 
the financial firms they are supposed to be oversee-
ing. The fact that Dodd–Frank imposed a nebulous 
financial stability mandate on the Fed only increases 
this possibility. Aside from these recent changes, it 
is completely unnecessary for the U.S. central bank 
to serve in a regulatory capacity, and removing the 
Fed from its regulatory role would leave at least five 
other federal regulators that oversee U.S. financial 
markets. The Fed is now micro-managing even more 
firms than it was prior to the 2008 crisis, despite the 
fact that the central bank has repeatedly failed to 
predict, much less prevent, financial turmoil.

Conclusion
The Federal Reserve has not fulfilled the long-

term promise of taming business cycles, and its 
overall track record on inflation is not much better. 
These facts alone require Congress to question the 
Fed’s mission and role. Given that the Fed’s credit 
allocation policies, regulatory failures, and mone-
tary policy mistakes—after 100 years to gain expe-
rience—worsened the most recent boom and bust 
cycle, ultimately turning into one of the worst eco-
nomic downturns in U.S. history, Congress would 
be derelict in its duty to the American public if it 
allowed the Federal Reserve to continue operating 
under its existing ill-defined statutory mandate. It is 
difficult to argue that the Fed’s recent policy actions 
accomplished anything than saving a favored group 
of creditors at the expense of all others. Providing 
liquidity broadly and refraining from sterilizing its 
operations—the opposite of what the Fed actually 
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did—surely would have done more to benefit Main 
Street Americans.

Rather than hold the Federal Reserve account-
able for these mistakes, policymakers appear to have 
put even more faith in the Fed’s ability to influence 
interest rates and inflation, to tame business cycles, 
and to ensure the safety and soundness of financial 
markets. Meanwhile, economic growth remains 
anemic and people depending on low-risk assets for 
their income remain in a precarious position. Mon-
etary policy under the current framework is clearly 
not working—if it were, people would have more con-
fidence in the economy. To reform the nation’s mon-
etary policy, so that it works for Main Street Ameri-
cans rather than a select few firms, Congress should, 
at the very least, take the following steps.

1. Require the Federal Reserve to normalize its 
operations by shrinking its balance sheet, end-
ing the payment of interest on excess reserves, 
and closing down its overnight reverse repur-
chase facility.

2. Replace the primary-dealer system with a flex-
ible open-market-operations process open to all 
parties currently eligible for borrowing at the dis-
count window.

3. Hold the Fed accountable for maintaining a stable 
inflation rate, where the target rate is conditional 
on the rate of productivity growth, so that infla-
tion rises above its long-run rate only when there 
are productivity setbacks (adverse supply shocks), 
and falls below its long-run rate only when there 
are exceptional productivity gains.

4. Ensure that all federal policies, including those of 
the Federal Reserve, remain neutral with respect 
to whichever mediums of exchange people decide 
to use.

5. Reduce both explicit and implicit guarantees by 
ending the Fed’s emergency lending authority 
and ending the Fed’s role as a financial regulator.
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