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rhe Federal Reserve System is a powerful and important public 
policy organization in the United States, just as its counterparts 
in other industrialized countries are. Through its influence on in-
terest rates, overall credit availability, bank safety and soundness, 
and the efficiency and finality of various means of paying for 

business transactions, the Fed affects the lives of individuals and businesses 
in the economy on a daily basis. Yet, unlike most public policy organiza-
tions, the Fed—and central banks in most industrialized economies—has 
been afforded a significant degree of insulation from the pressures of day-
to-day politics. Features such as extended tenure of appointments, bud-
getary autonomy, and legal restrictions on public debt f inancing render 
central banks somewhat independent from those elected to carry out soci-
ety's public policy decisions. 

In the case of the Fed, a decentralized structure, with different functions 
assigned to the Board of Governors in Washington, D.C., and to the twelve 
Reserve Banks and their branches, is a key element of its independence. In 
addition, the Fed is an amalgam of public and private elements, in some 
ways structured like most other public policy organizations while in other 
ways quite different, even its most public elements. For example, members 
of the Board of Governors, although chosen by elected officials, are ap-
pointed for fourteen-year terms in order to provide some degree of inde-
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pendence f rom those same officials . Reserve Banks 
pres idents , w h o also play a po l i cy -mak ing role as 
members of the Federal Open Market Committee (or 
FOMC), are even further removed f rom day-to-day po-
litical pressures by virtue of their selection process, 
which involves being appointed by regional boards of 
directors subject to Board of Governors approval. 

Today many countries around the world, f rom New 
Zealand to a number of developing economies, are tak-
ing steps to make their central banks more independent 
and thus more like the Fed. However , f r o m time to 
time the fact that central banks, as public policy organi-
zations, seem to be held to a different standard of ac-
countability than other public institutions becomes a 
salient social issue. Indeed, it was largely on the basis 
of the issue of accountability (or the perceived lack 
thereof) that the Fed 's predecessor as an institution, the 
Second Bank of the United States, was eliminated from 
the public policy arena when its charter was purposely 
not renewed in the early nineteenth century. Of course, 
issues of accountability are periodically raised in re-
gard to many public policy institutions. Even today the 
debate over term limits and ethical standards for elect-
ed o f f i c ia l s ref lec ts an abiding social concern that 
leaders in democratic systems be accountable to the so-
cieties they serve. Given the normal nature of ebbs and 
f lows in this public policy debate, the importance of 
the central bank as a public policy institution in an ad-
vanced economy like the United States merits a better 
understanding of the principles of governance that have 
been applied to create a balance of independence and 
accountability. 

Beyond the value of ongoing civic education that 
this exercise provides, examining the governance of 
the Fed may o f f e r impl ica t ions for other countr ies 
seeking to move to closer economic integration. As 
countries in Europe attempt to harmonize macroeco-
n o m i c pol ic ies and even tua l ly es tab l i sh mone t a ry 
union, there may be lessons from the Fed 's structure. 
While all countries interested in economic integration 
with one another are likely to share an appreciation of 
the potential long-run gains of increased monetary and 
fiscal coordination, there may remain significant dis-
parities, not only in terms of income levels but also vis-
à-vis social preferences regarding such issues as the 
short-run trade-off between inflation and unemploy-
ment. Events in European currency markets in the last 
two years have shown how serious these differences 
can be even when a c o m m o n long-run goal is em-
braced. A country may be unwilling to bear the short-
run costs associated with macroeconomic policies that 
undergird currency alignment, for example. 

More generally, monetary union can be much harder 
to attain when the countries are not joined in a political 
union. In this context, it may be quite difficult for a 
central bank to attain an adequate degree of account-
ability to society as a whole, or in the case of potential 
monetary unions, to the collective of nations. The rea-
son is that shocks, such as changes in energy prices or 
the macropolicy measures adopted by western Ger-
many upon absorbing eastern Germany, can affect oth-
er countries quite differently. Certain countries may 
find particular monetary policy measures taken in re-
sponse to these shocks unacceptable, given that there 
are limited means on the fiscal side to offset their ef-
fects. Thus, a review of the Fed's structure—crafted to 
be independent from short-run political considerations 
yet accountable to a heterodox society—may offer in-
sights to those groups of countries seeking to move to-
ward monetary union. 

This article looks at one aspect of the Fed's structure, 
namely, the role of Reserve Bank presidents. The argu-
ment is made that the role of Fed presidents is part of the 
long-standing structural arrangement of checks and bal-
ances that works to ensure the incorporation of different 
viewpoints into economic policy deliberations. While 
only one element in the Fed's structure. Reserve Bank 
presidents are a significant aspect of Fed governance be-
cause they are policymakers—that is, through their votes 
and participation in the FOMC they help set the course 
for monetary policy. The approach taken in the analysis 
is derived largely from intellectual history and political 
philosophy. The discussion and debate during the found-
ing of the Federal Reserve System is reviewed to ascer-
tain what the System's framers had in mind in creating 
the structure they did insofar as it pertains to the role of 
Federal Reserve Bank presidents and how those view-
points relate to a major strain of American politics. 

While circumstances have obviously changed over 
the last eighty years since the Fed's establishment, these 
views on central bank governance are relevant to cur-
rent practice in that they reflect more fundamental prin-
ciples, principles that are deeply rooted in U.S. history, 
traditions, and political philosophy. Thus, comparing 
the Fed's current structure with these broad traditions, 
and their expression in the more specific intentions of 
those who established this complex structure, can result 
in a better understanding of the structure's relevance to-
day, both domestically and among countries seeking to 
establish monetary union. The final section of this arti-
cle briefly compares the results of this essentially politi-
cal analysis with contemporary economic thinking on 
this subject, embodied in the so-called time inconsisten-
cy problem. 
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Balancing Accountability and 
Independence in Central Banks 

In coming to an understanding of how the role of 
Reserve Bank presidents fits into the Fed's balance be-
tween accountability and independence, it is necessary 
to comprehend what is meant by accountability and 
why central banks are typically insulated f rom short-
run political influence. Of course, there is no formal 
answer to the "correct" degree of accountability. At its 
most basic level, social accountability implies respon-
siveness to the wishes of society or its delegated lead-
ers and sanctions for actions that are against society's 
wishes. For elected officials the ultimate sanction is 
at the voting booth, but this approach allows consider-
able discretion between elections. The so-called pure 
democracy of town meetings grants much less decision-
making autonomy as do referendums or the plebiscites 
that were common in post-World War II France. At the 
other end of the spectrum the selection and election 
process can mute society's influence as illustrated by 
the indirect nomination of candidates through political 
parties and the indirect election of the U.S. president 
through the electoral college. Even in the intermediate 
process of choosing nominees for the U.S. presidency, 
there is much variation across states and across time. 
Primaries, involving all voters in the selection process, 
have become widespread, whereas caucuses, involving 
political party "insiders" who have more knowledge of 
potent ia l cand ida tes and current issues and whose 
smaller numbers permit greater deliberation, were once 
the norm and still exist in some states. Trade-offs are 
made according to prevailing social values and some 
rough calculus of the costs and benefits of various de-
grees of accountability. 

Autonomy may vary among institutions on the basis 
of function and culture. Hence, it is important to keep 
in mind the reasons for the degree of autonomy typical-
ly afforded central banks. It is true that different coun-
tries have selected different degrees of accountability. 
Within countries the independence of the central bank 
from day-to-day political influence, particularly that of 
fiscal authorities, also has varied at different points in 
history. In England and many other countries, the cen-
tral bank has traditionally had close ties to the finance 
minis t ry (comparab le to the U.S. Treasury Depart -
ment) and thus has been subject to considerable politi-
cal influence. In others such as Germany there is more 
independence from elected officials. Generally, those 
countries with the most independent central banks— 
Germany and Switzerland, for example—have the low-

est inflation rates; nations with less independent mone-
tary authorities, such as the Bank of England, tend to 
have higher inflation over time (see, for example, Al-
berto Alesino and Lawrence H. Summers 1993). Of 
course, this correlation does not prove causality. It is 
quite likely that social preferences in countries with 
h igh ly i n d e p e n d e n t cen t ra l banks are m u c h m o r e 
averse to inflation, and that aversion gave rise to the in-
dependence in the first place. In Germany, for example, 
experiences of hyperinflation during the 1920s have 
left a legacy that puts a high value on price stability. 
Hence, people in these nations have a greater social 
preference for an independent, inflation-resistant cen-
tral bank. 

Notwiths tanding these variations, modern central 
banks around the world have been designed to have at 
least some degree of formal decision-making indepen-
dence from those responsible for government revenue 
and expendi ture decisions as insulation f rom short-
term poli t ical cons idera t ions . T h e corre la t ion with 
price stability cited above points to the fundamental 
reason for this arrangement. History is replete with ex-
amples of governments that have turned to the mone-
tary authori ty to f inance def ic i t s and thereby have 
furthered short-term ends, only subsequently engulfing 
the country with sometimes rampant and lasting infla-
tion. When a society's political leaders have had access 
to the mechanism for money creation, it has proven 
very hard to resist the temptation of debasing the cur-
rency or of printing more money to deal with wars and 
other pressing problems that create a need to raise rev-
enues. The result has often been an extended period of 
high inflation (see Ellis W. Tallman 1993). In fiat, or 
inconvertible paper, monetary systems, hyperinflation 
can result because there is no limit on how much mon-
ey can be put into circulation. 

If the ill effects could be felt immediately, perhaps 
such measures would be unnecessary. But since they 
are not, central banks, like individual savings plans, 
are put at arm's length. In a sense societies make a de-
cision to optimize their long-run interest in both stable 
prices and fast output growth by agreeing to give up 
some control over short-run decisions about these mat-
ters. 

Given this strong case for independence, what is the 
basis of the argument for accountability? The earliest 
central banks were essentially private institutions. Why 
not continue this practice? For one thing, independence 
does not guarantee price stability, as witnessed by the 
United States' experience in the 1970s. Another, more 
direct, answer can be found in the "free silver" debate 
of nineteenth-century American history. That episode 
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illustrates the negative view of a high degree of insula-
tion from social pressures, in this case resulting f rom 
being on a strict gold standard: proponents of free sil-
ver argued that monetary growth under this regime was 
so inflexible that economic and employment expansion 
was less than the potential of the nat ion 's resources 
(technological or human) to grow. 

Even in today ' s policy context , raising interest 
rates to stem a rising tide of inflation may have the 
near-term side effect of higher unemployment, bank-
ruptcies, and foreclosures. Conversely, unduly stimu-
la t ive m o n e t a r y g r o w t h d e s i g n e d to a m e l i o r a t e a 
cycl ical downtu rn may have a nega t ive long- te rm 
effect of h igher inflat ion. Such inflat ion can, in the 
ext reme, rob pensioners of savings. It can also dis-
courage and distort investment, putting a premium on 
assets like gold that tend to hold their value in the face 
of mounting price pressures while undermining capital 
spending on projects that raise an economy's produc-
tivity over time. Thus, longer-term growth might be 
slower than it otherwise would have been. More gen-
erally, unant ic ipa ted inf la t ion redis t r ibutes weal th . 
These examples show that monetary policy is a pow-
erful but, in a sense, blunt instrument. Such power in 
democratic societies implies the need for parameters 
within which the monetary authority can exercise its 
power. 

Thus , the insti tutional structure of pol icymaking 
within central banks tends to have complex and subtle 
mechanisms intended to strike a balance between in-
dependence f rom political expediencies and ultimate 
accountability to society as a whole and its chosen offi-
cials. The Fed's founders built in many features that 
were intended to insulate the central bank f rom short-
term political pressures, and this independence was 
furthered by subsequent reforms of the Federal Reserve 
System. The Board of Governors, for example, is pro-
tected in several ways aga ins t shor t - term poli t ical 
pressures. Governors are appointed to fourteen-year 
terms, and the Treasury, whose senior officials are ap-
pointed by each new president, has not been represent-
ed in Fed policy-making bodies since the 1930s. The 
U.S. central bank is also prohibited from directly pur-
chasing securi t ies f r o m the U.S. Treasury. This re-
striction is an explicit, legislatively based division of 
power . A l though it does not prevent the Fed f r o m 
monetizing the entire federal debt, its legal existence 
symbolizes the desired intent of the Fed ' s founders. 
Finally, the fact that Congress has given the Fed multi-
ple mandates that are at times mutually contradictory 
implies that a good deal of discretion is intended for 
the central bank.1 

A Historical Perspective 

While these institutional attempts to foster central 
bank independence are widely recognized, less well 
known are the founders ' views of the role of the Re-
serve Banks and Reserve Bank presidents. To shed light 
on the institutional roles intended for Reserve Bank 
presidents and directors—local/regional control, a coun-
terbalance to national political interests, and a mutual 
check within the private sector—it is useful to review 
the history of this debate going back to the origins of 
the Federal Reserve System with passage of the Federal 
Reserve Act in 1913. These debates are not just of his-
torical interest but also of fer insight into the current 
public discussion of Fed accountability as it pertains 
to Federal Reserve Banks: by highl ight ing how the 
framers of the System expected it to work in various sit-
uations and how these expecta t ions were related to 
more fundamental American political traditions, one 
can assess its current performance. While the particular 
situations they envisioned may no longer be relevant, 
the more fundamental political traditions they reflect 
are still very much alive; thus, both elements serve as 
benchmarks for evaluating proposals for change.2 

A primary challenge for public policy on money in 
the early twentieth century was to create an elastic 
money supply, one that would respond to both the sea-
sonal needs of the nation's many farmers and to the 
l iquidity squeezes that p rompted intermit tent bank 
panics such as that of 1907. Paul M. Warburg, who lat-
er served on the Federal Reserve System's Board of 
Governors, recalled the contrast he observed on his ar-
rival in the United States from Germany in 1903: "In 
Europe, reserves were centralized, note issues were 
elastic, and commercial paper (loans) permitting of im-
mediate sale formed the quickest asset of banks. . . . In 
the United States the note issue, based on government 
bonds, was inelastic, gold reserves were decentralized, 
and investments in unsalable single-name commercial 
paper were locking up the funds of the banks, while 
call loans on the stock exchange constituted their most 
liquid asset" (1930, 1:17). The lack of an elastic cur-
rency had been more of a mic roeconomic seasonal 
problem than a macroeconomic cyclical problem when 
the country 's economy was based largely on family 
farming and most households were self-sufficient eco-
nomically. However , as industr ia l izat ion proceeded 
during the nineteenth century and the economy became 
much larger and more complex, a more elastic mone-
tary system had become necessary to meet its ever-
shifting financial needs. 
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The commercial bank clearinghouses that existed in 
many major cities in the nineteenth and early twentieth 
centuries were the existing mechanisms for addressing 
the liquidity problems that occurred from time to time 
(Tallman and Jon R. Moen 1990). These clearinghouses 
provided their members added liquidity in times of fi-
nancial upheaval and thus tried to prevent adverse fi-
nancial conditions at a few troubled institutions from 
pulling down healthy ones. Clearinghouses also disci-
plined members so that they did not incur excessive 
risk. Nonetheless, these institutions were private and 
decentralized, and thus they were ultimately ineffective 
when problems reached nat ionwide proportions. By 
having an institution larger than the clearinghouses, 

The Feds founders built in many features 

that were intended to insulate the central 

bank from short-term political pressures. 

proponents of a central banking system argued, com-
mercial banks would be able to avoid calling loans from 
even sound borrowers and instead could "mobi l ize" 
their illiquid loans by converting them into financial re-
sources against which they could pay off depositors as 
needed, or even make new loans. Thus, rather than ex-
acerbating an incipient downturn, banks could turn to 
such a nationwide institution to staunch the outflow of 
funds and continue to meet the credit demands f rom 
other borrowers when economic conditions called for it 
(Richard H. Timberlake 1978, 186ff, 204ff). 

One approach to forming a national institution that 
would create an elastic currency and address liquidity 
problems was envisioned as a largely private-sector so-
lution. It called for a nationwide banking association 
that would provide credit to commercial banks in times 
of tight liquidity. Essentially, banks could borrow, on a 
discounted basis, against their good loans to stem a ris-
ing tide of deposit outflows and meet the credit needs of 
the economy, rather than calling in these loans to meet 
other obligations and, thereby, forcing an implosion in 
credit and accelerating a decline in business activity. 

This association would be a centralized organization 
with branches around the country. Run primarily by 
bankers and business people, it would represent the pri-
mary forces of credit supply and demand. There would 
be public representation but not domination on its con-
trolling body. (Four of the forty-six members of the 
Associat ion 's Board of Directors were to have been 
presidential appointees—the Secretaries of the Trea-
sury, Agriculture, and Commerce and Labor Depart-
ments as well as the Comptroller of the Currency.)3 

This approach , which was embod ied in the bill 
introduced by Senator Nelson W. Aldrich of Rhode Is-
land, was the fruit of the National Monetary Commis-
sion and its extensive study of European monetary 
systems. (The Nat ional Monetary Commiss ion had 
been established by legislative mandate after the finan-
cial panic of 1907.) In Europe central banks like the 
Bank of France had played the role of stabilizing liq-
uidity for over a century. Of ten these central banks 
were largely associations of the nation's private banks, 
and public influence over their policies was limited. 

In a period of U.S. history when government inter-
vention in the economy was still quite minimal and 
much of the popular sentiment toward reforming abuses 
centered on returning to the status quo ante of laissez-
faire capitalism through antitrust legislation, it should 
be no surprise that there was widespread support for 
the view that the nation's monetary system should be 
largely in private hands. Aside from purely philosophi-
cal opposition to a larger public sector role, many peo-
ple distrusted government because of the reputation for 
corruption that had become commonplace through the 
spoils system, whereby political appointees rewarded 
their supporters with appointments, purchases, and the 
like, without regard to competence or qualifications.4 

There was also opposition to political influence on 
the grounds that political appointees, whether prone to 
corruption or not, would simply not bring the necessary 
expertise to the job.5 Nonetheless, the bill was not en-
acted before the end of the congressional session. 

When Woodrow Wilson won the 1912 election, a 
new plan was soon put forward, featuring much less 
centralization and a combination of public and private 
elements. Instead of a central reserve association with 
branches, Wilson embraced a plan based on regional re-
serve banks. Such a decentralized approach addressed 
one widespread concern, namely, that a national reserve 
association would give too much power to particular re-
gions and interests associated with a surplus of credit— 
Wall Street, the East, "plutocrats"—to the perceived 
disadvantage of the credit-hungry farmers and business 
developers of the Midwest and West. To be sure, Wil-
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son did not favor a purely decentralized approach but 
instead called for some coordinating mechanism to act 
as a capstone. In the plan Wilson embraced, however, 
unlike the Aldrich Plan, the coordinating agency—the 
Board—had no banker representation. Moreover, the 
important function of discounting bank paper (loans) 
was to be decided on locally. 

Thus, structural elements of the System that would 
ensure an elastic currency had a strong regional basis 
under Wilson's plan. Reserve Banks were designed as 
quasi-independent entities that would be knowledgeable 
about and have the financial power to address local and 
regional credit needs. In contrast, the branches of the 
National Reserve Association would have offered some 
information flows to a centralized body but had only the 
most limited ability to address the particular liquidity 
needs of their locality if they were at variance with na-
tional policy.6 (While in today's fully integrated finan-
cial markets the Fed cannot address the credit needs of 
particular regions of the country, Fed presidents are de-
cisionmakers and not merely information conduits. As 
such, they are in a position to temper decisions unfavor-
able to their own region to some extent.) 

The congressional test imony that took place over 
several months reveals in vivid terms what people at the 
time expected, either negatively or positively, f rom such 
an institutional arrangement. While the subject matter 
of testimony was wide-ranging, the commentary rele-
van t , ^ the current debate over the role of Reserve Bank 
presidents is quite germane, especially if one looks be-
yond the specific issues and positions taken to the rea-
sons for those stands. The principles that came forth 
quite clearly are the desirability of some local control, a 
balance of public and private interests, and checks and 
balances within the private sector. All of these princi-
ples are embedded in major constants of American poli-
t ics—in part icular , an ins is tence on coun te rpos ing 
responsiveness to the majority with some representation 
of "minority" interests. 

This issue of local control was portrayed by the Fed-
eral Reserve Act's supporters as essential to the federal 
nature of U.S. values. For example, a senator posed a 
question about why the Federal Reserve System should 
not be more centralized, given that individual Reserve 
Banks would have to coordinate their policies in times 
of crisis. In response , Parker Willis (a fo rmer eco-
nomics professor at Washington and Lee University 
who had worked on an earlier commission to study a 
mechanism for improving monetary elasticity, had act-
ed as advisor to Carter Glass's House Banking and Cur-
rency Committee, and was at that time a financial writer 
for the Journal of Commerce) said that unlike Russia, 

which also faced problems of huge geographic span, 
making coordination more difficult than in European 
countries, people in the United States believe that "local 
powers are lodged in local governments. . . . The chief 
idea in this bill, the main idea is just that of keeping 
within every district the power of passing upon its own 
paper—deciding what shall constitute the basis of cred-
i t—instead of having that decided somewhere else" 
(U.S. Congress, Senate 1913, 3:3075). Likewise, Oscar 
Newton, who later became president of the Federal Re-
serve Bank of Atlanta, testified in favor of the Federal 
Reserve System because under its provisions elected di-
rectors would represent their region and be familiar with 
local credit needs (U.S. Congress, Senate 1913, 2:1644). 

Features like the decision-making role of 

Reserve Bank presidents (and directors) 

created an accountability that goes beyond 

responsiveness to the will of the majority 

and reaches to society as a whole. 

Interestingly, some witnesses argued that the bill did 
not go far enough toward local control over monetary 
decisions: O.M.W. Sprague, professor of banking and 
f inance at Harvard University and author of several 
books on the U.S. banking system, objected to the fact 
that three of the six directors representing agriculture, 
c o m m e r c e , and m a n u f a c t u r i n g were a c c o u n t a b l e , 
through their appointments, to the Board of Governors 
in Washington (U.S. Congress, Senate 1913, 1:525). 
Other witnesses expressed the fear that the Board, be-
ing essentially a political body, would appoint as these 
"Class C" directors people who were incompetent to 
understand the financial problems to be dealt with by 
Reserve Banks. As F.A. Drury, president of Merchants 
Nat ional Bank in Worcester , Massachuse t t s , put it, 
" [Coun t ry bankers ] be l i eve that [Federa l R e s e r v e 
Banks] should be m a n a g e d by banke r s , and good 
bankers, and that the people who manage the institu-
tions should not be people appointed for political rea-
sons" (U.S. Congress, Senate 1913, 2:1222). 

In addition to its enhancement of local control, the 
Federal Reserve System was touted by its supporters as 
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offering a better balance between public and private in-
terests as compared with the National Reserve Associa-
tion. When Robert L. Owen of Oklahoma, Chairman of 
the Senate Banking Committee, introduced the Federal 
Reserve Act into the Senate, he pointed out this feature 
in terms of the representation of banking and govern-
ment (Warburg 1930, 411-12). Senator Joseph L. Bris-
tow of Kansas echoed this view (U.S. Congress, Senate 
1913,2:1227). 

Similarly, Samuel J. Untermeyer, an antitrust lawyer 
who served as counsel for the committee that had in-
vestigated the Pujo "Money Trust" in regard to concen-
tration of credit resources among a f ew Wall Street 
firms, stressed the banklike nature of the Federal Re-
serve Banks and the " g o v e r n m e n t a l " na ture of the 
Board of Governors. In his view, the Federal Reserve 
Banks would in effect present paper (loans) to the gov-
ernment to turn it into currency (U.S. Congress, Senate 
1913,2:1319). 

Parker Willis also emphasized in his testimony the 
importance of incorporating the practical knowledge of 
banking into the opera t ions of the na t ion ' s central 
bank. Willis believed that the fact that banks would 
have a financial interest in the Reserve Banks through 
stock ownership would result in better policy outcomes 
(U.S. Congress, Senate 1913, 2:3052). This view came 
out in an in te rchange be tween Will is and Sena to r 
James A. O 'Gorman of New York. The senator asked 
why stock ownership in the Federal Reserve should not 
be publicly subscribed, with legal limits set to prevent 
excessive concentration of ownership. The added pub-
lic accountability such ownership would create could 
be enhanced, he argued, by having public representa-
tives, appointed by the Board, run the Reserve Banks. 
Willis replied, "But the government is a far distant en-
tity; it is not very close to the ordinary man. I think the 
ordinary man would take more interest in these banks 
and that the banks would be better run, if he has some-
thing to do with the appointment of directors than if the 
Government simply names a set of directors for h im" 
(U.S. Congress, Senate 1913, 3:3049-50). 

This importance of the balance between public and 
private influences sought through the Federal Reserve 
is highlighted by comparing the components proposed 
by the Federal Reserve System with the structure of the 
National Monetary Commission. The latter, as noted 
above, gave much more influence to bankers at both 
the national and local levels, but the decision making 
was more concentrated at the national level. Under the 
Aldrich plan each branch of the National Reserve As-
sociation would have had twelve directors, of whom 
six would have been elected by local reserve associa-

tion vote, four in proportion to their banks ' capital, and 
only two representing agriculture, commerce, and in-
dustry. While the last could not be bank officers, direc-
tors, or stockholders, the representation of "business" 
clearly was relatively smaller. Moreover , they were 
elected by the ten others (Warburg 1930, 1:374). In 
contrast, the Reserve Banks were, through the direc-
tors, to be decision-making bodies.7 

T h e Na t iona l R e s e r v e A s s o c i a t i o n wou ld have 
achieved some degree of public accountability by mov-
ing the center of power from New York to Washington. 
As Senator John W. Weeks of Massachusetts pointed 
out in the hearings, "We already have de facto a central 
bank—it 's in New York and private. . . . That 's what 
w e ' r e t rying to get rid o f " (U.S. Congress , Senate 
1913, 3:3066). He was, of course, referring to the im-
portant role of large financial institutions in catalyzing 
and stabilizing financial panics at the turn of the centu-
ry. The National Reserve Association would have shift-
ed control over these dec is ions through the publ ic 
appointments to the Association, but bankers would 
have continued to play a key role. 

In contrast , the structure of the Federal Reserve 
went further in providing a double counterbalance. One 
element gave some power to localities-and regions over 
the expansion of money and credit rather than concen-
trating such decisions in Washington. The other gave a 
f o r m a l d e c i s i o n - m a k i n g role to the p r iva te sec tor 
(largely bankers) because of its technical knowledge of 
credit to balance the public sector influence (and lack 
of banking knowledge and experience) that the Board 
would represent. (Bankers were precluded from serv-
ing on the Board because of the perceived conflict of 
interest.)8 

Even within the Federal Reserve Banks, the direc-
tors were seen by supporters of the Federal Reserve 
System as acting as checks on one another, thus render-
ing the system preferable to one such as the Hitchcock 
Plan in which public accountability was quite direct. 
Untermeyer pointed to the politicization of banking 
that would occur under a publicly dominated system 
and characterized such a system as inevitably "auto-
cratic" in contrast with the proposed Federal Reserve 
System with its important role of directors selected by 
bankers drawn f rom various localities, "whose check 
on one another would assure some measure of justice 
in passing on the collateral from which currency is to 
be issued" (U.S. Congress, Senate 1913, 2:1290-91). 
Warburg, one of the chief architects of the Aldrich 
plan, added the view that since the chairman (or Feder-
al Reserve Agent) was by law a Board appointee, he 
could not run the bank and also represent the Board: 
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"This would have vitiated the theory of the autonomy 
of the reserve banks; . . . it could have created the very 
central bank with branches which the writers of the act 
had so passionately denounced" (1930, 1:171). 

The Fed—An Alternative Approach to 
Accountability 

As this brief retrospective indicates, the founders of 
the Fed intended to insulate it f r o m the majori ty in 
power in the White House or Congress. However, they 
also created in it mechanisms that foster accountability 
to society. Features like the decision-making role of 
Reserve Bank presidents (and directors) created an ac-
countabil i ty that goes beyond responsiveness to the 
will of the majority and reaches to society as a whole. 
As a cumbersome amalgam of public and private inter-
ests, geographic perspectives, short-term and long-term 
perspectives, and debtor and creditor (pro- and anti-
inflat ion) forces , at t imes the Fed may be less than 
wholly responsive to current political demands of the 
majority, emanating f rom either the executive or leg-
islative branch in Washington; at the same time, this 
structure actually promotes accountability. It does so 
by building into the structure of the Fed itself a variety 
of viewpoints and interests and thus ensures minority 
rights as well as majority rule.9 

During hearings in 1922 a bill was introduced into 
the Senate requiring expansion of the Board to include 
a representative of agriculture such as the Secretary of 
Agriculture because one-third of Americans were, di-
rectly or indirectly, still engaged in farming at the time 
(U.S. Congress, House 1922, 4). Again in 1934 a sub-
committee of the House Commit tee on Banking and 
Currency held hear ings on HR 7157, which would 
have established the Federal Monetary Authority. Dur-
ing the course of the hearings the configuration of the 
Board came up again, raising the question of whether it 
should be required to have one representat ive f rom 
agriculture, one from industry, one f rom banking, and 
two at large or whether all should be selected by the 
pres ident . Clearly, legis la tors have long sought to 
achieve accountability in the Fed through formal repre-
sentation in its structure.10 

Today, by law, representatives of business, labor, 
agriculture, consumer, and community interests are the 
only ones eligible to chair Reserve Banks, and these in-
dividuals are not formally nominated by local banks 
nor may they own bank stock; rather they are named 
by the Board of Governors. Of course, these people 

must also be based in the respective Federal Reserve 
District. In this way the Fed's internal checks and bal-
ances parallel the kind of social oversight more direct 
legislative or executive controls achieved in Europe. A 
comparison with the situation in a parliamentary sys-
tem like those common in European countries is illus-
trative, pointing up why the Fed 's structure is better 
suited to American political traditions. 

Tlie European Model 

For a variety of historical reasons most European (as 
well as the Japanese) political systems are generally 
based on a concentration of power, subject to democrat-
ic restraints such as elections. Of course, even within 
Europe there is a wide array of central bank structures 
and levels of independence. The point here is to illus-
trate the distinct nature of the American political tradi-
tion. Unlike the United States, European governments 
typically experience no split between the executive and 
legislative branches because the head of the executive 
branch, the prime minister, is the head of the party in 
power in parliament. (Other executives like a monarch 
or president play a symbolic role, representing the en-
tire country, not a particular party.) In addition, the judi-
cial branch does not exercise the same kind of limiting 
authority that its U.S. counterpart does on the types of 
laws that can be enacted (Daniel Boorstin 1965, 400ff, 
406). Thus, a party in power in a typical parliamentary 
democracy finds it much easier to carry out its platform. 

Moreover, within a party there is much more unifor-
mity and centralization. Traditionally, delegates have 
been chosen by the party and have not represented a lo-
cale or region. The number chosen depends on the per-
centage of the popular vote the party has won, and the 
choice of particular delegates depends on their rank 
in the internally determined party queue. In Britain, 
where the conservative tradition articulated by Edmund 
Burke informs political views more than the individu-
alistic philosophy of John Locke, even when delegates 
are elected from a district, they have historically been 
expected to vote for the good of society as a whole as 
they see it according to their ideology, not for their lo-
cal constituency. This custom, known as virtual repre-
sentation, stands in sharp contrast to the U.S. tradition 
of direct constituency representation. 

In view of this social acceptance of concentrated 
power legitimatized by majority vote—represented by 
the winning party or coalition of parties—it is not sur-
prising that central banks can be granted considerable 
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autonomy, as in Germany, with a broad social mandate 
to contain inflation. Such a social attitude toward polit-
ical power is also quite consistent with having a mone-
tary authority closely linked to the finance ministry and 
directly responsible to the party in power through the 
prime minister and parliament. The American political 
t r a d i t i o n — i n f o r m e d more by L o c k e and Baron de 
Montesquieu—is much less tolerant of concentrated 
power, as discussed below (Alpheus Thomas Mason 
1971,3-7, 134). 

applying the U.S. Model Internationally 

Comparing the monetary authorities and their un-
derlying political systems in other industrial countries 
with the U.S. system suggests significant differences. 
However, with European effor ts to move to a single 
currency and monetary union, there may be lessons 
that can be drawn f rom American customs and tradi-
t ions for balancing public control and central bank 
independence in a context of social heterogenei ty . 
T h e checks and balances that are deeply rooted in 
American history and political values may provide a 
model for European countries until they attain politi-
cal union. 

American society has historically valued the rights 
of the individual and the minority very highly, whereas 
other traditional and contemporary societies place a 
higher relative value on the community (Kenneth M. 
Dolbeare 1969, 1 Iff)-11 Americans are afraid that the 
government or the majori ty may implement policies 
unacceptable to the individual 's or minority 's natural 
rights. In the case of the Fed, the present system of 
governance works to achieve this balance by including 
"minority," or opposing, viewpoints in the decision-
making process. Since governors are appointed by the 
U.S. President , they inherently represent a majori ty 
view at the time of their appointment. Only by setting 
aside a quota of voting slots to District presidents do 
minority interests—whether that of creditors, farmers, 
businesses, or consumers, or, perhaps, the long term— 
have any hope of being represented systematically. By 
building an elaborate structure that encompasses such 
diverse interests, policies are likely to be the result of 
consensus and thus tolerable even to those in the mi-
nority. This type of governance could faci l i tate the 
willingness of nations whose economic performance or 
social preferences are currently quite different f rom 
those of the leading or "majori ty" countries to partici-
pate in a monetary union. 

This a rgumen t ra ises the ques t ion of why such 
structural mechanisms for minority viewpoints are not 
needed in other policy arenas such as taxes and spending 
or regulation. To some extent they exist in such areas 
as the minority and majori ty commit tee structure in 
Congress. Moreover, in many fiscal policy decisions, 
competing interests can be accommodated. For exam-
ple, Congress can raise taxes to exercise fiscal restraint 
but aid particular areas or industries deemed socially 
worthwhile to support through subsidies, tax breaks, 
and the like. 

Ultimately, however, accountability at the central 
bank is likely to be different f rom that of most other 
public policy organizations. The incentive structure of 
many agents in society is short-term. Business and po-
litical leaders are both rewarded for tangible accom-
plishments over a short time horizon—one year, two 
years. Business executives, like politicians, know cer-
tain short-term decisions may not foster the best condi-
tions over t ime, but their bonuses, promot ions , and 
reelections are geared toward near-term results. Their 
only means of promoting what they know is best for 
the long term is through an act of enlightened self-
interest: setting up a structure that institutionally pro-
m o t e s both the short- and long- te rm " g o o d " even 
though this arrangement can produce tensions between 
the central bank and other institutions in society when 
long-term and short-term objectives seem at odds. This 
conclusion means that central bank accountability can-
not take the same form as that of other public policy in-
stitutions. 

Historically, Reserve Banks were empowered to 
bring grass-roots concerns, largely from capital-short, 
"deb to r " regions into the dec is ion-making process , 
subject to local institutional influence of creditors (bank-
ers) and the private sector (businesses). As Europeans 
consider how to coordinate their monetary and fiscal 
policies more closely, they may want to establish mea-
sures that build in institutionally the likelihood of con-
tinuing differences of opinion—a dynamic and healthy 
tension. 

.Ensuring Long-Term Commitments 

In a logical sense, this structure of checks and bal-
ances embedded in the Fed by the writers of the Feder-
al Reserve Act anticipates a problem contemporary 
economists have noted in public policy. Called time in-
consistency, this problem refers to the conflict of short-
te rm and l ong - t e rm ob j ec t i ve s and the a s soc ia t ed 
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temptation of policymakers to make future promises 
that they do not keep: government budget deficits will 
be cut in later years, subsidies will be removed once in-
dustries mature, a little faster inflation will be tolerated 
in the present but countered in the future (see, for ex-
amp le , F inn K y d l a n d and E d w a r d P resco t t 1977; 
Rober t J. Barro and David B. Gordon 1983; Kei th 
B lackburn and M i c h a e l Ch r i s t ensen 1989). S o m e 
economists use a game theoretic approach in which the 
players consist of policymakers and private economic 
agents. The latter are forward looking in their behavior 
but dispersed (atomistic) and therefore less powerful; 
the former cannot precommit to announced policies be-
cause they stand to gain some short-term payoff by not 
doing so.12 Those who have analyzed this pattern of 
unfulfilled commitments have generally concluded that 
the only solution that avoids suboptimal policies over 
time is to limit the options available to policymakers so 
they can and must precommit.13 

In effect, the Federal, Reserve Act writers built into 
the system a decision-making apparatus that works in a 
similar fashion. By including private and public sector 
agents in the decision-making process, it limits mone-
tary policymakers from reneging on long-term commit-
ments. Of course, the main tool of monetary policy has 
shifted f rom discount window lending at the Reserve 
Bank level to open market operations that have a na-
t i onwide impac t , and the l end ing that does o c c u r 
through the discount window also has a national impact 
on today's integrated financial markets. However, the 
internal checks and balances provided by the tension 
between decisionmakers appointed by the public and 
private sectors serves to constrain monetary policy ac-
tions from going too far in the direction of socially sub-
optimal outcomes. This mechanism remains a relevant 
principle for the governance of U.S. monetary policy 
making today and may provide insights to other groups 
of countries seeking closer economic integration. 

Conclusion 

Public policy institutions in democrat ic societies 
should be accountable to the societies they are set up to 
serve. Central banks are no exception. However, in or-
der to separate those with authority to spend public 

money f rom those with control over its creation, in 
many countries over many years central banks have 
been granted more latitude f rom elected officials than 
most public policy institutions. When the United States 
established a central bank in 1913, the authors of the 
legislation created a system that was, in many respects, 
even more insulated f rom day-to-day political pres-
sures than those of other countries at the time. One crit-
ical aspect of this insulation was the decision-making 
power over money and credit expansion that was grant-
ed to a segment of the Federal Reserve System outside 
the direct sphere of i n f luence of e lec ted o f f i c i a l s , 
namely, Reserve Banks. 

To some extent this decision reflected a contempo-
rary desire for local economic control over such deci-
sions, a control that is not possible in the current setting 
wherein money and capital markets are integrated on a 
national and even international scale. However, as this 
article has tried to show, the power granted to Reserve 
Banks was also based on more fundamental political 
principles and customs, with deep roots in American 
history and still adhered to today. 

While these principles were expressed in congres-
sional testimony at the time of the founding of the Fed-
eral Reserve System primarily as a desire to ensure a 
diversity of viewpoints in Fed decision making, the 
emphasis placed on guaranteeing that diversity reflects 
more fundamental American political values. These in-
clude the high value placed on individual and minority 
rights in the context of majority rule, dislike of concen-
trated power—whether political or economic—and a 
consequent preference fo r checks and balances be-
tween publ ic ins t i tut ions , both at the federa l level 
among the executive, legislative, and judicial branches 
and between the federal and state governments. 

A broad social accountability obtains in this present 
system. That accountability arises f rom the structured 
inclusion of a diverse array of interests—public and 
private, nat ional and regional , and those with their 
sights on longer-term objectives against those who fo-
cus more on short-term social goals. Ultimately, this ar-
rangement works to encompass confl ict ing interests 
and viewpoints and, in the process, builds a broader 
consensus among all parts of society and, by taking in-
to account longer-term considerations, f rom one gener-
ation to the next. 
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Notes 

1. The Fed's mandates include maximum sustainable output and 
employment growth as well as price stability; in contrast, the 
Gennai) central bank's sole mandate is price stability. 

2. Although much of the discussion revolved around mobiliz-
ing economic resources to staunch an incipient downturn, 
the founders of the Fed did not envision the full potential of 
the central bank to conduct countercyclical policy. This real-
ization did not occur until the 1930s with the statutory estab-
lishment of the F O M C . Nonetheless , there were nascent 
countercyclical and seasonal concerns, and the principles 
discussed in regard to these remain germane today. Thus, to 
the extent that the principles embraced by the Federal Re-
serve Act ' s framers are still consistent with American val-
ues, one can conclude that they are appropriate to the U.S. 
precepts of governance. 

3. This plan is described and explained in National Monetary 
Commission (1912, 12-14). See also Link (1954, 44-45). 

4. In the case of central banking functions, the memory of per-
ceived favoritism during the gold crisis in 1906-1907, when 
New York banks were almost the sole beneficiary of govern-
ment deposits, was still alive. Earlier, the federal govern-
m e n t ' s e f for t s to adjust credit regionally via deposi ts in 
various banks around the country had led to allegations of 
favoritism synthesized in the term "pet banks." See McCul-
lcy (1992, 123). See also Timberlake (1978, 221, 43-45, 50-
51). 

5. Senator Aldrich, head of the National Monetary Commis-
sion, strongly embraced this view as evidenced in a speech 
he gave in 1913 against the Federal Reserve Act, in which he 
said that the Federal Reserve System would be "under the 
control of political appointees, the majority of whom of ne-
cessity cannot have the knowledge or experience to qualify 
them for the important duties assigned to them" (Warburg 
1930, 755). 

6. Another approach—the Hitchcock Plan, named for Senator 
Gilbert M. Hitchcock of Nebraska—would have created an 
institution dominated by public representatives (a set of fifty 
subtreasuries in major cities with facilities to lend to com-
mercial banks which had paid in a percentage of their capi-
tal). Secretary William G. McAdoo had proposed a similar 
centralized plan earlier on. See Link (1956, 208). 

7. Only later did it become apparent that the Reserve Bank pres-
idents, then called governors, would be far more than imple-
m e n t e r s of boa rd of d i r ec to r d e c i s i o n s b e c a u s e of the 
day-to-day demands of the position versus the occasional 
gatherings of directors (see Moore 1990, 31-32). In the case 
of the Atlanta Fed, this misconception about who would have 
the paramount role—the chairman or the governor—led the 

Bank's first chairman, Max Wellborn, to leave that position 
and become governor in order to play the role he desired. See 
Gamble (1989, 27-28). 

8. See the interchange between Senator John F. Shafroth of 
Minneso ta and Minneapol i s f lour manufac tu re r Edward 
Wells regarding the lack of banker representation on the 
Board of Governors (U.S. Congress, Senate 1913, l :957ff) . 

9. For a formalized, mathematical presentation of this argu-
ment, see Faust (1992). 

10. Ironically, the F O M C ' s establishment by law in the mid-
1930s actually reduced the relative power of the Fed presi-
dents by bringing the Board of Governors into the periodic 
meetings. Federal Reserve Bank presidents had long found it 
necessary to coordinate open market sales and purchases. 
However, Congress did not shift the coordinating and decision-
making authority to the Board of Governors entirely, and 
federal lawmakers extended governor terms f rom ten to 
fourteen years, increasing the Fed ' s independence. 

11. Boorstin (pp. 51-52, 65-72) takes a somewhat different posi-
tion, arguing that the American experience entails a strong 
communi ta r ian thrust , part icularly as people moved out 
across and settled the continent. However, he acknowledges 
that many of these organizations were short-lived and ad hoc 
in purpose and that most were local and nongovernmental in 
nature. Indeed, Boorstin asserts that these communities tend-
ed to blur the line between public and private because they 
were created to serve the private interests of their members. 
Thus, the contrast between the individualistic American tra-
dition and socially based value systems in Europe as well as 
Japan remains valid. 

12. Blackburn and Christensen (1989, 14) summarize the argu-
ment clearly: "When the policy maker has unrestricted dis-
cretion, there is always an opportunity to fool private agents 
by inflicting inflationary surprises. The incentive to do this 
lies in the policy maker 's preference for raising output above 
its natural rate. Rational agents, however, understand this in-
centive and take it into account when forming their inflation-
ary expectations. As these expectat ions rise, so too must 
actual inflation and so too does the marginal disutility of in-
flation." This argument is applied by Kydland and Prescott 
(1977) to other public policy arenas such as flood plain proj-
ects and energy investments, not just monetary policy. 

13. However, Rogoff (1985) points out that employment vari-
ance may be suboptimal when inflation-rate stabilization is 
optimized; he also explores a different approach, namely the 
appointment of monetary policymakers who place a large 
but not total weight on price stability. 
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