
9;Ä)T 

/ « b o n o m i e 

September/October 1994 
Volume 79, Number 5 

Federal Reserve 
Bank of Atlanta FR8 RESEARCH LIBRARY 

In This Issue: 

.Financial Repression and 
Economic Development 

Federalism and the Fed: 
The Role of Reserve Bank Presidents 

i feview Essay—Second Thoughts: Myths 
and Morals of U.S. Economic History 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



/cpnoraic Review 
September/October 1994, Volume 79, Number 5 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



b o n o m ì e 
j ^ e v i e w 

Federal Reserve 
Bank of Atlanta 

President 
Robert P. Forrestal 

Senior Vice President and 
Director of Research 

Sheila L. Tschinkel 

Research Depar tment 
B. Frank King, Vice President and Associate Director of Research 
William Curt Hunter, Vice President, Basic Research and Financial 
Mary Susan Rosenbaum, Vice President, Macropolicy 
Thomas J. Cunningham, Research Officer, Regional 
William Roberds, Research Officer, Macropolicy 
Larry D. Wall, Research Officer, Financial 

Public Affairs 
Bobbie H. McCrackin, Vice President 
Joycelyn Trigg Woolfolk, Editor 
Lynn H. Foley, Managing Editor 
Carole L. Starkey, Graphics 
Ellen Arth, Circulation 

The Economic Review of the Federal Reserve Bank of Atlanta presents analysis of economic 
and financial topics relevant to Federal Reserve policy. In a format accessible to the nonspecial-
ist, the publication reflects the work of the Research Department. It is edited, designed, pro-
duced, and distributed through the Public Affairs Department. 

Views expressed in the Economic Review are not necessarily those of this Bank or of the Fed-
eral Reserve System. 

Material may be reprinted or abstracted if the Review and author are credited. Please provide the 
Bank's Public Affairs Department with a copy of any publication containing reprinted material. 

Free subscriptions and limited additional copies are available from the Public Affairs Depart-
ment, Federal Reserve Bank of Atlanta, 104 Marietta Street, N.W., Atlanta, Georgia 30303-2713 
(404/521-8020). Change-of-address notices and subscription cancellations should be sent direct-
ly to the Public Affairs Department. Please include the current mailing label as well as any new 
information. ISSN 0732-1813 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Contents 
Federal Reserve Bank of Atlanta Economic Review 
September/October 1994, Volume 79, Number 5 

.Financial Repression and 
Economic Development 
Marco E s p i n o s a a n d 
Wi l l iam C. H u n t e r 

With the reemergence of Latin American economies and the 
opening up of formerly communist countries in Central and Eastern 
Europe, interest in the concept of financial repression has revived. 
In particular, the interplay of legal restrictions on financial interme-
diaries with the development of informal or parallel unregulated 
markets has received increased attention. This article highlights the 
importance of this interplay and describes the institutional setting in 
which financial repression can actually be optimal for economies in 
general and for developing economies in particular. 

According to the analysis, a key determinant of whether some 
amount of financial repression will prove superior to a strategy of 
pure financial market liberalization is the size and recurrent nature 
of government budget deficits and the availability of alternative 
financing means. Reviewing recent developments in the financial 
intermediation literature as they pertain to economic development, 
the authors conclude that the models this literature contributes help 
form a more solid foundation for researchers who venture policy 
prescriptions concerning financial intermediaries and government 
financing needs. While not conclusive, the small sample of the 
literature reviewed helps to clarify issues underlying the ongoing 
debate. 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



.Federalism and the Fed: 
The Role of Reserve 
Bank Presidents 
Bobbie H. McCrackin 

This article examines the role of the Federal Reserve Bank 
presidents in monetary policy deliberations. The author reviews the 
discussion and debate during the founding of the Federal Reserve 
System to ascertain what its framers had in mind in creating a policy 
role for Reserve Banks. She concludes that the structure selected 
was intended to establish an arrangement of checks and balances 
that would work to ensure the incorporation of different viewpoints 
into policy decisions. 

These original views on central bank governance, the author 
argues, are relevant to current practice in that they reflect fundamen-
tal values deeply rooted in U.S. history, traditions, and political 
philosophy. These values include the importance of individual and 
minority rights in the context of majority rule, a balance between 
local and central authority—whether political or economic—and a 
balance of public and private interests. 

/Review Essay—Second 
Thoughts: Myths and Morals 
of U.S. Economic History 
edited by Donald N. McCloskey 
B. Frank King 

In this collection of articles, McCloskey seeks to puncture some 
enduring myths about economic policy issues and to demonstrate 
that the application of modern analytic and statistical methods to 
historical incidents can provide general guides for thinking about a 
broad range of issues. The reviewer observes that several articles 
provide ample evidence of the advantages of such an approach. 
Despite his caveats about some of the book's shortcomings, such as 
its sketchy documentation, the reviewer finds that in most cases the 
articles clearly identify the relevant issues and present their analysis 
in a straightforward, nontechnical way. The book should, he feels, 
stimulate thought and debate about a number of important issues. 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



JRnancial Repression 
and Economic 
Development 

Marco Espinosa and William C. Hunter 

Espinosa is an economist in 
the macropolicy section of the 

Atlanta Fed's research depart-
ment. Hunter is a vice presi-

dent in charge of the financial 
team and basic research. The 

authors thank Mary Rosen-
baum and Frank King for 

helpful comments. 

# 1 / V any developing countries impose legal restrictions on finan-
/ I / M cial intermediaries. Interest rate ceilings on bank deposits 

/ • / m and loans, compulsory credit allocation, excessive reserve 
/ ^ ^ m and liquidity requirements , and various types of prohibi-

j L v _ J L _ tions on international financial transactions are among the 
g o v e r n m e n t - m a n d a t e d requi rements that serve to " f inanc ia l ly r ep res s" 
economies in less-developed countries (LDCs) (Ronald I. McKinnon 1973; 
Edward S. Shaw 1973). 

Advocates of such restrictions often claim that financial repression of-
fers two advantages: (1) more effective control over the money supply and 
thus better control over inflation and (2) a better allocation of credit, the as-
sumption being that the government is more efficient than the private sector 
in allocating credit, at least in the early stages of economic development. 
Proponents of financial liberalization, on the other hand, stress the damag-
ing effects of financial repression policies on economic growth and wel-
fare. They advise, in contrast, channeling credit allocation through financial 
intermediaries and "liberalizing" these intermediaries and the markets in 
which they operate as a means to achieve rapid growth and development. 

Recently, however, these policy recommendations have come under closer 
scrutiny. Developments in the financial intermediation literature have high-
lighted some of the weaknesses of earlier recommendations of financial lib-
eralization, which for the most part ignored government defici t -f inancing 
requirements, were derived f rom models assigning roles that were not well 
specified to financial intermediaries, and failed to address general equilib-
r ium considerat ions . More recent analyses of f inancial repress ion have 
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reevaluated the feasibility and desirability of various 
types of f inanc ia l l ibera l iza t ion s trategy. S o m e of 
these studies argue that a ful ly liberalized financial 
sector may be neither possible nor desirable in a devel-
oping economy. Some also question the growth impe-
tus ascribed to financial intermediaries. For instance, 
these studies suggest that developing countries' aggre-
gate output as measured, for example, by gross domes-
tic product (GDP) may not necessar i ly grow more 
under a regime of financial liberalization than under 
one characterized as financially repressed (see, for ex-
ample, Valerie Bencivenga and Bruce Smith 1991). 

It is not the intent of this article to challenge, per se, 
the view that f inancial l iberal izat ion should be the 
dominant or preferred policy prescription fo r long-
term economic growth and development in LDCs. It 
does seem important, however, to temper the popular 
view among many development specialists that a poli-
cy of financial liberalization is optimal in all develop-
ing countries at all times without qualification.1 The 
discussion presents a framework for analyzing the po-
tential that financial repression may have to contribute 
to economic welfare. 

The analysis first lists some of the adverse effects 
of f inancial repression cited by early proponents of 
liberalization. It then presents an overview of some of 
the chief challenges to the financial liberalization poli-
cy. In this regard, some economists take issue with the 
claim that credit allocation through financial interme-
diaries may not necessarily increase efficiency. Yet an-
other chal lenge comes in the form of empir ical ev-
idence that fails to find strong support for the claim 
that increased levels of financial intermediation are su-
perior in terms of generating growth and development 
in L D C s . T h e ar t ic le cons ide r s some we l f a r e and 
growth implications of financial repression as high-
lighted in the recent literature examining financial in-
termediation. It explores the condition underlying the 
view that some amount of financial repression can be 
welfare-enhancing in an L D C that is faced with the 
need to finance large government deficits. 

Adverse Effects of Financial Repression 

Opponents of financial repression such as McKin-
non (1973, 1991) and Shaw (1973) stress the damag-
ing effects such policies can have on economic growth 
and development, noting that "these mandated restric-
tions interact with ongoing price inflation to reduce 
the attractiveness of holding claims on the domestic 

banking system. In such a repressed financial system, 
real deposit rates of interest on monetary assets are of-
ten negative, and rates also become highly uncertain. 
Thus, the demand for domestic money—broadly de-
fined to include savings and term deposits as well as 
checking accounts and currency—falls as a proportion 
of Gross National Product" (McKinnon 1991, 11). In 
short, a major side effect of financial repression is a 
drop in an economy's savings. 

Followers of the McKinnon and Shaw school also 
hypothesize that repressing a country's financial sys-
tem results in the fragmentation of its domestic capital 
market, with highly adverse consequences for the qual-
ity and quantity of real, or inflation-adjusted, capital 
accumulation (investment). More specifically, these re-
searchers note that a financially repressed economy is 
likely to be adversely affected in the following ways: 

1.The flow of loanable funds through the orga-
nized banking system is reduced, forcing po-
tential borrowers to rely more on self-finance. 

2. In te res t ra tes on the r e d u c e d f low of bank 
lending vary arbitrarily from one class of fa-
vored or disfavored borrower to another. 

3. The process of self-finance within business en-
terprises and households is itself impaired. If 
the real yield on deposits, as well as coin and 
currency, is negative, firms and families cannot 
easily accumulate liquid assets in preparation 
for making discrete investments. Socially cost-
ly inflation hedges look more attractive as a 
means of internal finance. 

4. Significant financial deepening outside the re-
pressed banking system becomes impossible 
when firms are dangerously illiquid and/or in-
flation is high or unstable.2 Robust open mar-
kets in stocks and bonds and intermediation by 
trust and insurance companies require mone-
tary stability. (McKinnon 1991, 11-12) 

In short, financial repression as seen by the McKin-
non and Shaw school leads to premature liquidation of 
illiquid assets, high inflation rates, and credit rationing 
with a consequent negative impact on economic growth 
and welfare. Not surprisingly, the prescription offered 
almost universally by opponents of financial repres-
sion is the removal of onerous legal restrictions. Their 
view is that by eliminating excessive reserve require-
ments, interest rate ceilings, and mandated allocations 
of cheap credit, higher economic growth and overall 
welfare gains should be realized in the economy. In 
this context, it is easy to understand why the dictum of 
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financial liberalization has been prominent among the 
policy advice given to LDCs and why such advice, un-
til recently, went virtually unchallenged. 

Challenges to the Liberalization 
Prescription 

The Neostructuralist Critique. To be sure, there is 
little consensus among development economists re-
garding the macroeconomic impact of fueling devel-
opment exclusively through financial intermediaries. 
In particular, the view that credit allocation through 
intermediaries necessarily results in higher real eco-
nomic growth has recent ly been cha l l enged in the 
deve lopment l i terature. Accord ing to the so-cal led 
Neostructuralist school, there is reason to believe that 
individuals confronted with legal restrictions that re-
duce their welfare will circumvent these restrictions 
by engaging in informal or unofficial transactions (see, 
for example, Edward F. Buffie 1984, Sweder van Wijn-
bergen 1985, or Lance Taylor 1980). These informal 
transactions give rise to markets commonly referred to 
as "black markets," "the underground economy," and 
"the informal sector." 

Development economists have become increasingly 
aware of the potential importance of informal markets 
as their scope has increased, and it is often conjectured 
that these markets do a good job of allocating credit. 
That is, to the extent that these informal markets, un-
hindered by onerous legal restrictions, are efficient rel-
ative to the repressed official markets they replace, the 
economy may actually enjoy faster rates of growth. For 
example, the Neostructuralists emphasize that the pro-
cess of financial liberalization may actually have nega-
tive mac roeconomic e f fec ts if it d raws funds away 
from the informal markets, which have no reserve re-
quirements, into the formal banking sector, which does. 

S o m e Empir i ca l Ev idence . T h e empir ica l evi-
dence on the efficacy of the liberalization prescription 
is best described as less than conclusive. Although the 
less repressed economies of the world generally exhib-
it high real rates of economic growth, there are coun-
terexamples to the pattern. Yung Chull Park (1993), in 
examining growth in South Korea and Taiwan during 
the 1980s, noted that these countries' experience does 
not support the view that financial liberalization is the 
most effective solution to the problem of underdevel-
opment. During the period studied, both countries op-
erated under various forms of financial repression and 
closedness, and both continued their financial expan-

sion, as measured by various ratios of financial assets 
to gross national product (GNP) or G N P growth or by 
the rate of industrialization. 

Rudiger Dornbusch and Alejandro Reynoso (1989), 
in contrasting the Asian and Latin American experi-
ences, noted that the South Korean economic reform 
program of the late 1970s and early 1980s was suc-
cessful in genera t ing a high rate of real e c o n o m i c 
growth for reasons other than financial liberalization. 
Other factors, including fiscal reforms, played a signif-
icant role. They conclude that financial liberalization 
cannot be clearly singled out as the leading determinant 
of the count ry ' s successfu l economic pe r fo rmance . 
Dornbusch and Reynoso ' s study also examined the 
economic performance of a cross-section of forty-one 
developing countries and was not able to establish that 
a higher degree of financial liberalization or financial 
deepen ing is pos i t ive ly co r re la t ed wi th e c o n o m i c 
growth. On the basis of these f indings , the authors 
suggest that the growth effects attributed to financial 
liberalization may well be "episodic" and not widely 
supported by empirical evidence.3 

Financing Government Programs: 
The Need for Seigniorage 

A key feature characterizing financially repressed 
economies is the need to f inance large government 
deficits, as measured by the ratio of the government 
deficit to GDP. This need, and the belief that tight con-
trol of the financial sector allows government to fi-
nance its deficits while restraining inflation, plays an 
essent ia l role in the des ign of f inancia l repress ion 
measures in an economy. 

Government involvement in developing economies 
takes many forms. One common example is the direct 
allocation of subsidized credit by L D C governments, 
typically based on the belief that private commercial 
banks allocate credit in a largely speculative and social-
ly undesirable fashion. For instance, in the case of 
Mexico, public authorities were apparently concerned 
with the manner in which commercial banks allocated 
funds as early as 1935. According to David H. Shelton 
(1964), a distinction between productive and unproduc-
tive uses of funds had begun to be drawn by 1935 when 
the new Mexican banking law declared, "As the funds 
available in the money market have continued to in-
crease . . . it has been the constant preoccupation of the 
government to channel these funds in such a way as 
to assure their application to productive purposes and 
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developmental purposes, removing them consequently 
from inactivity or from speculative operations, both of 
which are sterile and prejudicial to economic l ife." 
Similar programs of government involvement in direct 
subsidized credit allocation have been implemented in 
Nicaragua, Colombia , and Yugoslavia, among other 
developing countries. 

As well intended as these credit allocation programs 
were, it has generally been the case that tax collection 
procedures were unable to generate sufficient revenues 
for financing them. As a result, sizable budget deficits 
were incurred and monetary policy was called on to fill 
the void resulting f rom the lack of fiscal discipline. 
These developments in turn created a demand on the 
part of government to create "seigniorage." 

A key feature characterizing financially 

repressed economies is the need to finance 

large government deficits. 

Economis ts somet imes call the revenue garnered 
from government's money creation inflationary finance. 
However, it is traditionally known as seigniorage—a 
word derived f rom the French word seigneur, which 
means lord.4 In medieval times one of the rights of the 
feudal lord was to coin money that his subjects had no 
choice but to accept, no matter how little gold or silver 
it contained. Seigniorage was the profit the lord made 
by exercising this right. Today, seigniorage is extracted 
when the government periodically increases the amount 
of fiat money in the economy. 

Seigniorage is a type of tax, which, because it is 
based on inflation, is often referred to as an inflation 
tax. Like other taxes, it has two components, a tax rate 
and a tax base. The inflation tax rate is simply the rate 
of inflation or, in the case of growing economies, the 
sum of the inflation rate and the rate of growth. The 
inflation tax base is the real value of private holdings 
of currency. Thus, the larger the value of fiat currency 
holdings, the larger the inflation base; the higher the 
inflation rate, the higher the inflation tax rate. 

To illustrate the way the tax works, assume that the 
government hires a contractor but does not want to 
raise conventional taxes to pay for the services. It can 
issue fresh currency to do so. At first, while there is 
more nominal money in circulation, the decision to is-
sue money has no effect on the real value of holdings. 
However, the addition of the new currency means that 
each dollar in circulation is worth less. In fact, the val-
ue of the contractor's services obtained via the new is-
sue of money equa ls the purchas ing power loss of 
currency holdings. 

Faced with a direct tax, people try to avoid it by 
shifting to activities with a lower tax burden. Similar-
ly, as inflation picks up, individuals will try to econo-
mize on their holdings of fiat currency. Holding less 
fiat currency in turn brings down the tax base and con-
sequently the revenues the government can earn by in-
creasing the inflation tax rate. As with any other tax, 
governments have to grapple with a trade-off between 
the inflation tax base and rate. 

Nonetheless, it is easy to see why the inflation tax 
may prove more appealing than ordinary taxes to a 
country's rulers. Monetary expansion is a much easier 
method of f inancing government expendi tures . The 
money is simply printed or appears as the remit ted 
profits of the central bank, which uses reserves to hold 
government securities. N o government tax collectors 
are required, and government expenditures appear to 
be financed at little cost to the public. Legislative ap-
proval is often not required. On the other hand, regular 
taxes—income taxes, excise taxes, and so for th—often 
must be wheedled out of parliaments or congresses. 
Furthermore, these taxes must be collected, and the act 
of collection calls attention to the drain on the coun-
try's resources that the increased government spending 
entails. 

Seigniorage extraction is a less problematic method 
of raising revenue. It can be accomplished, for exam-
ple, by imposing large reserve requirements on com-
mercial banks. Essentially, these reserve requirements 
force commercial banks (and thus, indirectly, the pub-
lic at large) to hold government liabilities such as cur-
rency or government bonds beyond the point they 
would otherwise consider optimal. Given that these li-
abilities pay zero or below-market rates of interest, 
these forced holdings of flat currency cause a de facto 
increase in the seignorage. 

If, for example, the government operates with 100 
percent reserves—that is, every dollar deposited with the 
bank must be held as reserves at the central bank—then 
whenever the nominal money supply increases by a giv-
en quantity, the government has exactly this additional 
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quanti ty of seignorage base. The higher reserve re-
quirements are, the greater is the government 's poten-
tial to extract seignorage. As will be discussed below, 
reserve requirements play a key role in determining 
the extent to which developing countries ' economies 
are f inancially repressed and inf luence the speed at 
which the economies can be liberalized. 

Many, if not most, L D C s and countries in transi-
tion do not have effect ive taxation programs. They 
operate with extensive government involvement in the 
economy and have central banks that are easily pres-
sured into supporting inflationary financing programs. 
In the pro to typica l repressed economy, the central 
bank is f r equen t ly ca l led upon to a c c o m m o d a t e a 
loose or incoherent fiscal policy. As discussed in, for 
example, Shelton (1964) and Marco Espinosa (forth-
coming), open market operations tend not to be a vi-
able option for conducting monetary policy in these 
economies because they lack liquid and efficient mar-
kets for government secur i t ies or because govern-
ments do not want to pay market rates of interest . 
Thus, the monetary authority, in accommodating the 
government ' s fiscal deficits, is forced to rely almost 
exclusively on reserve requirements, resulting in in-
flationary finance.5 

By imposing large reserve requirements on financial 
intermediaries, the monetary authority, and eventually 
the government, avails itself of part of the economy's 
savings that would otherwise remain with financial in-
termediaries. Given that this financing scheme extracts 
real revenues (resources) f rom the public by issuing 
currency, the larger the quanti ty of currency in the 
hands of the public and the banking sector, the larger 
the base f r o m which se igniorage can be extracted. 
This relationship helps explain why L D C economies 
with large government def ic i ts have also tended to 
have high reserve requirements. The larger the portion 
of the government 's deficit to be financed using this fi-
nancing scheme, the larger the legal reserve require-
ments will be.6 

Based on this brief description, slaying the dragon— 
eliminating government deficits—would appear to be 
the best approach for LDCs. However, despite its sim-
plicity and attractiveness, such a policy prescription 
may not always be feasible or desirable. To continue 
the me tapho r , the size and tenaci ty of the d ragon 
should be considered. That is, optimal policies should 
take into account the size of the budget deficit as well 
as whether it is an isolated or a recurrent phenomenon. 

In most developing economies and economies in 
transition, fiscal deficits are significant and persistent 
and, hence, require an ongoing program of financing. 

Recently, some economists have devoted increased at-
tention to the need for seignorage as the rationale for 
government adoption of financial repression measures. 
They argue that in many LDCs, monetary policy has 
by design included financial repression to expand the 
base from which a government can extract resources 
and finance larger budget deficits. As J. Huston Mc-
Colloch (1982) noted, a government that can create 
money has at its disposal an easy means of financing 
its expenditures. In fact, the government is the only 
entity capable of such "mone t i z ing" to f u n d social 
p rograms, mil i tary projects , government bui ld ings , 
agriculture export subsidies, or any of the multitude of 
other amenities. In such a context, as explained below, 
unbridled liberalization may not be opt imal fo r the 
economy, and the question of how to deal most effec-
tively with the continuing budget deficit essentially 
translates into a question of determining the optimal 
degree of financial repression for an economy. 

The following analysis reexamines the role finan-
cial intermediaries play in the development process 
and delineates some of their unique features. The dis-
cussion then considers some of the welfare and growth 
implications of financial repression highlighted in re-
cent financial intermediation literature. 

^Financial Intermediation and Growth 

A thorough discussion of f inancial l iberalization 
prescriptions must begin by carefully specifying the 
explicit role of financial intermediaries in the econo-
my. Doing so allows evaluating the financial sector's 
part in an economy's rate of capital accumulation and 
long-run growth, the desirability of financial repres-
sion, and the merits of arguments for and against liber-
alization. The discussion that follows focuses on a few 
representative papers f rom the voluminous literature 
examining the functions of financial intermediaries in 
the economy.7 

To assume that f inancial l iberalization invariably 
leads to higher economic growth and then on the basis 
of that assumption to recommend that LDCs embark 
on programs of financial liberalization is tautological. 
R a y m o n d W. Go ldsmi th ' s caut ion agains t a pol icy 
prescription of unbridled financial liberalization still 
holds wisdom. In reviewing the case of Mexico he 
states, "We are not even certain that financial structure 
and development do exert a significant influence on 
economic growth. Still less are we in a position to say 
how, when and why the financial superstructure and the 
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real infrastructure interact, or to make more confident 
statements about the effects such interactions have on 
economic growth" (1969, 53). McKinnon (1991) like-
wise has suggested caution, noting that policy reforms 
that are rational in a successfully liberalizing economy 
can be counterproductive in a repressed one, depend-
ing on the nature of fiscal deficits. 

Research by Je remy G r e e n w o o d and Boyan Jo-
vanovic (1990) is representative of the modern view 
of financial intermediaries as collectors and analyzers 
of information. Under this view, financial intermedi-
aries perform the key function of directing the flow of 
an economy's resources toward activities (investment 

Optimal policies should take into account 

the size of the budget deficit as well as 

whether it is an isolated or a recurrent 

phenomenon. 

projects) with the highest return rates. Greenwood 
and Jovanovic examine the connection between finan-
cial s t ructure and economic deve lopment , showing 
that economic growth provides the resources and im-
petus necessary for developing a viable financial struc-
ture. This f inancial s tructure in turn enhances eco-
n o m i c g rowth by a l lowing more e f f i c i en t cap i ta l 
investment. Their analysis concentrates on the sophis-
tication of financial intermediaries as opposed to the 
economy's level of financial liberalization. Typical to 
this perspective, the financial institutions and services 
offered arise endogenously; that is, the economic en-
vironment is modeled in such a way that financial in-
te rmediar ies fu l f i l l a role that other private agents 
cannot. Given that in these models the environment is 
such that there are no outside or exogenously imposed 
(by government) restrictions on these intermediaries ' 
duties, an implicit assumption is that any financial in-
termediaries are liberalized. Although these types of 
models do not explicitly address details of financial 
repress ion , they do lay the founda t ion fo r a more 
meaningful analysis of financial repression by speci-
fying the conditions under which intermediaries can 

improve the efficiency of resource allocation and en-
hance economic welfare. 

Bencivenga and Smith (1991) built a model of the 
financial sector based on the following stylized activi-
ties of financial intermediaries: (1) banks accept de-
pos i t s f r o m and lend to a large n u m b e r of agents , 
implying that withdrawals will be fairly predictable; 
(2) banks issue liabilities that are more liquid than 
their primary assets (loans and government securities), 
eliminating the need for self-financing of investments; 
and (3) reserves fulfill a liquidity role in the econo-
my—liquid reserves are held against predictable with-
drawals. 

The first two character is t ics of the Benc ivenga-
Smith model help explain how depository financial in-
stitutions, by pooling the savings of numerous risk-
averse individuals, can hold illiquid assets—that is, 
make loans that would not otherwise be made. By ex-
ploiting the fact that they have large numbers of de-
positors and are therefore better able to predict with-
drawal demand, banks can economize on liquid reserve 
holdings that do not contribute to capital accumulation. 
At the same time, the loans they hold are essential to 
economic growth because they are used to f inance 
capital purchases. These illiquid assets of fer higher 
rates of return than do liquid assets. However, individ-
uals still hold liquid assets, despite their lower rate of 
return, because they face the probability of a sudden 
liquidity need. Liquidating an illiquid asset premature-
ly yields a lower rate of return than liquid assets. Thus, 
liquid assets are held to avoid liquidity shocks. 

Regardless of economic agents' risk-taking propen-
sity, financial intermediaries, acting as liquidity pro-
viders, enhance welfare by eliminating the need for 
premature liquidation of illiquid assets. Since prema-
ture liquidation results in real resource loss, the econo-
my will have more resources available when financial 
intermediaries are operating. Hence, financial interme-
diaries help in the creation of capital and, consequently, 
growth. 

In Bencivenga and Smi th ' s model , the economy 
does not experience lower savings in the absence of fi-
nancial intermediaries, as often claimed in the financial 
liberalization literature. Their model delivers the same 
level of savings with or without financial intermedia-
tion. The potential economic growth benefits of having 
financial intermediaries come not from the volume of 
savings but from the way financial intennediaries allo-
cate those savings. 

From this perspective, the overall impact of finan-
cial intermediaries on the format ion of capital, and 
thus on the rate of economic growth, will be a function 
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of the degree of risk aversion among the agents in the 
economy and the liquidity shocks that these agents ac-
tually face. In an economy in which savers exhibit a 
low degree of risk aversion—that is, they are not averse 
to acquiring riskier illiquid assets—and are not subject-
ed to liquidity shocks that cause premature liquidation 
of illiquid assets, the contribution of financial intermedi-
aries to the rate of economic growth will be negligible. 

As the above discussion makes clear, this line of 
research concentrates on the role of financial inter-
mediaries as liquidity providers. This is not the only 
role that f inancial intermediaries fulfi l l . Stephen D. 
Williamson (1987), for example, has concentrated on 
their role in draft ing loan contracts. These contracts 
link borrowers and lenders in such a way as to econo-
mize on the cost lenders incur in monitoring borrowers 
when borrowers have private information concerning 
their l ikel ihood of repayment . Wil l iamson assumes 
that since borrowers cannot guarantee lenders a fixed 
rate of return, repayment becomes contingent on the 
state of the economy at the loan's maturity. If the bor-
rowers are really unlucky, they may declare bank-
ruptcy and pay nothing. Williamson also assumes that 
lenders cannot costlessly verify whether borrowers are 
telling the truth. In this context, there is a moral hazard 
problem, and a costly state verification problem arises. 
That is, under the assumption of private information, 
lucky borrowers could, for example, declare that they 
have been unlucky and skip payment to the lenders. 
On the other hand, lenders could, at a cost, verify the 
borrowers ' claims. In this context, overall welfare in 
the economy can be improved by having financial in-
termediaries, on behalf of the lenders, draft contracts 
that reduce the verification costs. 

As in the Bencivenga and Smith model, a prominent 
f ea tu re ascr ibed to f inancia l in t e rmedia r i e s in the 
Williamson model is the ability to exploit the law of 
large numbers—that is, the fact that not all borrowers 
default simultaneously. This advantage allows interme-
diaries to guarantee lenders a payment—independent 
of the state of individual borrowers—that is higher than 
the expected return they could obtain if intermediaries 
did not exist in the economy. As in Greenwood and Jo-
vanovic's model, financial intermediaries arise endoge-
nously in Williamson's model. Consequently, there is 
little scope for explicitly examining the details of finan-
cial repression. However, if financial repression is in-
terpreted as the general prohibition against financial 
intermediation, a move f rom a state of repression to 
one of liberalization in the form of full-fledged finan-
cial intermediation would undoubtedly result in im-
proved socie ta l we l f a r e b e c a u s e mon i to r i ng cos t s 

would be reduced. By eliminating the duplication of 
monitor ing costs, additional resources can be chan-
neled to productive activities, allowing for higher rates 
of economic growth. 

When May Financial Repression 
Be Necessary? 

Bencivenga and Smith (1992) extended their model 
to analyze the case in which bank deposits and curren-
cy are held to satisfy liquidity needs. In this model 
government budget deficits are continuing and must be 
financed, and capital assets pay higher rates of return 
than bank deposi ts but are i l l iquid. Agents are as-
sumed to face uncertainty about when they will want 
to consume, and thus they hold currency and bank de-
posits as liquidity insurance. In models of this type, fi-
nancial repression occurs whenever the government 
forces agents in the economy to hold more currency 
than they would hold voluntarily. As noted above, a 
government can easily do so by increasing the level of 
legal reserve requirements in the banking sector. As the 
previous discussion established, if the government in-
creases reserve requirements too much—if the legal re-
strictions become excessive—the incentive for agents 
in the economy to hold bank deposits decreases, and 
parallel informal markets develop.8 As capital shifts to 
the informal markets, fewer funds are subject to re-
serve requirements. Reduced reserves, in turn, provide 
the government with lower seigniorage revenue. Be-
cause the Bencivenga and Smith model requires con-
tinued financing of the government 's deficit, the only 
means available to hold nominal government revenue 
constant is increased inflation. 

The Bencivenga and Smith analysis also shows that 
if reserve requirements are very high, agents will by-
pass financial intermediaries and will hold a portion of 
their savings directly in capital or capital assets. And 
as is explained below, such accumulat ion of capital 
will not, in general, be as efficient as that observed un-
der intermediation. In the event that these agents find 
themselves in need of additional liquidity, they will 
have to liquidate their capital holdings prematurely, 
entail ing a waste of resources. On the basis of this 
analysis, when financial repression is severe enough to 
result in the creation of an extensive informal financial 
sector, welfare can always be increased by financial 
liberalization via a reduction in reserve requirements. 

Bencivenga and Smith show, however, that there 
exists a level of reserve requirements at which agents 
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continue to hold bank deposits, all investment activities 
are financed through the intermediary sector, and the 
government is able to finance its deficit via seignor-
age. Furthermore, they show that in an economy oper-
ating with a continuing positive deficit that must be fi-
nanced , some f inanc ia l r ep res s ion is des i rab le on 
welfare grounds.9 

Reca l l that f inanc ia l r ep re s s ion in this con tex t 
means the enforcement , via reserve requirements, of 
larger holdings of currency than financial intermedi-
aries would otherwise hold voluntarily. At first glance, 
one may resist the notion that an economy "needs" 
some degree of repression. After all, financial interme-
diaries hold currency voluntar i ly fo r precaut ionary 
reasons, and the government in turn is able to extract 
some seigniorage. Why, then, would the government 
need to repress the financial system? 

In choosing the optimal level of repression, a gov-
ernment is able to evaluate the seigniorage tax base 
and rate trade-off, something financial intermediaries 
cannot do on their own. In choosing the private hold-
ings of currency, f inancial intermediaries would not 
take into account the impact of their decision on the 
economy's inflation rate and its social welfare impact. 
From their perspective, they care only about reducing 
the burden of se igniorage f inance, which would be 
achieved by reducing to a minimum their holdings of 
currency—that is, the base on which they would be 
taxed. Consequently, if the government relied exclu-
sively on low voluntary holdings of currency as the 
se igniorage base, the inflat ion rate necessary to fi-
nance a deficit would be fairly high and therefore not 
optimal from a social standpoint. On the other hand, 
the government 's different incentives enable it to ac-
count for this t rade-off and to establish reserve re-
q u i r e m e n t s tha t w o u l d m a x i m i z e soc ia l w e l f a r e , 
subject to the government ' s f inancing needs. In this 
second-best world, private agents, left to their own de-
vices, fail to produce an optimal economic outcome. 
When this condition coexists with a requirement for 
government expenditures, some degree of financial re-
pression may make sense. 

The Bencivenga and Smith result is quite general, 
and the logic of their analysis can be applied to other 
forms of legal restrictions in addition to reserve re-
quirements. For example, for ceilings on deposit in-
terest rates, proponents of the liberalization strategy 
would argue that raising rates by removing legal ceil-
ings would not affect the level of aggregate demand 
in the economy but would simply shift the composi-
tion of aggregate demand away f r o m consumpt ion 
toward savings, thereby increasing the real capital ac-

cumulation in the economy. Stated differently, draw-
ing funds away f rom the informal or parallel markets 
back to the banking or intermediation sector would 
make more funds available fo r f inancing f i rms ' in-
vestments and lead to real capital accumulation and 
real growth. 

Neostructuralists, on the other hand, would argue 
that drawing funds away from the informal or parallel 
markets would adversely affect the growth potential of 
the economy since interest rates in the informal market 
would rise, choking off project financing. In addition, 
the total amount of f u n d s avai lable fo r investment 
spend ing would be less because these funds , once 
placed into the official banking sector, are subject to 
reserve requirements that are higher than those in the 
informal financial market. Thus, the short-run impact 
of this type of financial liberalization constrains both 
aggregate demand and supply and is likely to result in 
slower real growth. As in the analysis of reserve re-
quirements, it should be possible to show in a simple 
model that if government has a positive deficit that 
must be financed, then there exists a ceiling on deposit 
rates and a level of reserve requirements that are joint-
ly optimal in the sense of maximizing the overall econo-
my's welfare.10 

While it can therefore be legitimately argued that 
extant prescriptions of financial liberalization are gen-
erally robust in generat ing real economic growth in 
developing and transitioning economies, under certain 
ins t i tu t ional a r r angemen t s (such as those out l ined 
above) unbridled financial liberalization may reduce 
economic welfare. The implication of these results is 
that specific institutional arrangements and precondi-
tions existing in developing and transitioning econo-
mies must be identified and incorporated into macroe-
conomic policy prescriptions if these prescriptions are 
to enhance economic welfare.11 

This discussion has emphasized the need to enhance 
seigniorage extraction as one of the main rationales for 
imposing financial repression measures. In this context, 
it sometimes may make sense to financially repress an 
economy. Is it only when there is a need to f inance 
large government deficits that doing so makes sense? 

R e c e n t theore t i ca l work by J o h n H. Boyd and 
Smi th (1994) suggests that even when one ignores 
deficit finance considerations, LDCs may be better off 
under some degree of financial repression. These au-
thors use a dynamic open economy model to examine 
the output patterns of a developed country and an un-
derdeveloped country. The two countries are assumed 
to be identical in all respects except their initial capital 
stocks. Boyd and Smith show that as a result of finan-
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cial market frictions, the equilibria exhibited by this 
mode l imply that the underdeve loped count ry can 
grow at a faster rate if its financial sector is closed to 
international f inancial transactions (a very stringent 
form of financial repression). This result occurs be-
cause in format ion asymmet r ies be tween borrowers 
and lenders in the two countries create a costly prob-
lem of state verification. As was discussed in regard to 
the Williamson model, borrowers are assumed to have 
an informational advantage over lenders concerning 
such things as the expenses incurred in carrying out 
their investment or production activities and the true 
returns associated with these activities. To divert re-
sources away from lenders, borrowers have incentives 
to exaggerate the level or need for such expenses or to 
understate the level of returns earned. Lenders who 
cannot cost less ly observe the expenses or real ized 
profits of projects they have funded have to spend re-
sources in order to verify borrowers ' reports. The pres-
ence of these state verification costs reduces lenders' 
net returns and their willingness to commit funds to 
otherwise desirable investment projects. 

In the Boyd and Smith analysis, poorer countries 
are also the ones with the highest verification costs. As 
shown by Ben S. Bernanke and Mark Gertler (1989), 
capital investors' ability to provide additional internal 
finance (equity) tends to mitigate the costly state veri-
fication problem because more of the investors' own 
motiey is at risk, giving them greater incentives to invest 
in desirable projects and to make value-maximizing 
decisions. Because lenders incur smaller state verifi-
cation costs, there are increased levels of productive 
investment. Thus, a country with a high capital stock 
will have a superior ability to finance investments inter-
nally, ceteris paribus, and as a result a wealthier econo-
my is a more attractive home for lenders or investors. 

On the other hand, the more abundant a production 
input, the lower its marginal product and its rate of re-
turn. One would therefore, in principle, expect to see a 
flow of capital f rom rich to poor countries in an at-
tempt to improve return rates. However, in this model, 
as is often observed in developing economies, the op-
posite is true. The explicit modeling of financial inter-
mediaries with costly state verification helps explain 
this counterintuit ive result. Lower state verification 
costs can offset the fact that capital stock in the wealthy 
country may actually have a lower marginal product. 
Thus, the more attractive net expected capital returns in 
the wealthy country mean that if both economies open 
their capital markets, capital flight will occur from the 
poor country to the wealthy country. The capital stocks 
of the poor and rich countries never converge. 

In such a setting, it is easy to see why opening up a 
poor coun t ry ' s fo rmer ly c losed e c o n o m y can have 
negative consequences for long-run growth. By keep-
ing the economy closed to international banking (lend-
ing), the poor country can grow at a faster rate. Since 
financial capital is reinvested domestically, the coun-
try's capital stock grows and over time may approach 
that of the rich country but never equal it. Alternative-
ly, without the underlying factor of costly state verifi-
cat ion, convergence of the two economies is quite 
possible. The policy implications of this work are ex-
tremely significant for international development agen-
cies given that these agencies often view the opening 
of an L D C ' s financial sector as a sure means of in-
creasing domestic growth rates. 

Conclusion 

The concept of financial repression has received in-
creased attention in recent years as a result of Latin 
America 's reemergence and the opening up of former-
ly communist countries in Central and Eastern Europe. 
These developments have also refocused the attention 
of development economists on problems faced by LDCs 
as they pursue various liberalization strategies. The 
role of legal restrictions on f inancial intermediar ies 
and the interplay of these restrictions with the devel-
opment of informal or parallel unregulated markets 
have attracted much attention. This article highlights 
the importance of this interplay between legal restric-
tions and the development of informal markets and de-
scr ibes the ins t i tu t ional set t ing in which f inanc ia l 
repression can be optimal for economies in general 
and for developing economies in particular. 

T h e a n a l y s i s s h o w s that a key d e t e r m i n a n t of 
whe the r some amoun t of f inancia l repress ion will 
prove superior to a strategy of pure financial market 
liberalization is the size and recurrent nature of gov-
ernment budget deficits and the alternative financing 
means. Given that such deficits have to be financed, 
whenever noninflationary taxes are not an option the 
optimal amount of repression is the amount that pro-
vides for financing the deficit but does not lead to the 
development of parallel or informal financial markets 
that siphon resources from the formal financial sector. 
Hence, by selecting its legal restrictions judiciously, 
government economic policy can actually induce the 
highest level of well-being for its citizens. 

The article also highlights the virtues of recent devel-
opments in the financial intermediation literature as they 
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pertain to economic development literature. Using these 
models as foundations, researchers are better equipped 
to venture policy prescriptions concerning financial in-

termediaries and government financing needs. While 
the findings have not provided all the answers, they 
have better outlined the underlying issues of the debate. 

1. Not all proponents of financial liberalization offer unquali-
fied recommendations. McKinnon (1991), McKinnon and 
Mathieson (1981), and Courakis (1984), among others, do 
qua l i fy their f inanc ia l l ibera l iza t ion r e c o m m e n d a t i o n s . 
However, much of the financial liberalization literature and 
the prescriptions therein seem to have been developed with-
out full regard for the involvement of government in the fi-
n a n c i a l i n t e r m e d i a t i o n s e c t o r and the i m p a c t of th i s 
involvement on the development process. 

2. Financial deepening refers to the general process by which a 
country 's financial infrastructure develops and expands. It 
can be measured, for example, by a country 's ratio of tangi-
ble assets, such as buildings and capital equipment to finan-
cial a s se t s , such as c h e c k i n g depos i t s and i n v e s t m e n t 
securities. See Goldsmith (1969) for a comprehensive dis-
cussion. 

3. Examples of the failure of various liberalization strategies 
in Chile, Argentina, Uruguay, and Turkey are cited by Diaz-
Alejandro (1985). 

4. This discussion draws directly on chapter 5 of McColloch 
(1982). 

5. Given this discussion, it is easy to understand why many 
monetary economists and analysts favor separating a coun-
try's central bank from the executive branch of government. 
An independent central bank, with a clear goal of monetary 
stability, will be better able to resist the pressures from gov-
ernment to cooperate in its attempts to engage in inflation-

ary financing. In cases in which the central bank is truly in-
dependent of political pressures, the government will gener-
al ly not be ab le to m o n e t i z e its d e f i c i t s eas i ly . T h u s , 
politicians will have to limit the scope of government in-
volvement in the economy to its ability to finance its spend-
ing programs through the collection of taxes. 

6. In considering the case of Mexico prior to World War II, 
Shelton (1964) detailed how the monetary authority was left 
to assume the burden of the deficits created by the lack of a 
c o h e r e n t f i s ca l po l i cy and had to a c c o m m o d a t e large 
deficits leading to the adoption of high, restrictive, and con-
trived reserve requirement schemes. 

7. The older literature is summarized in Spellman (1982, chap. 
12) and the references contained therein. A survey of the 
modern literature can be found in Bhattacharya and Thakor 
(1993). 

8. This development occurs because of the zero or negative 
real rate of return earned on reserves. 

9. It should be noted that in the Bencivenga and Smith analy-
sis, it is never optimal to repress the economy to the point 
where formal and informal markets coexist. 

10. Results along these lines are established by Espinosa and 
Hunter (forthcoming). 

11. For a detailed analysis of how the lack of coordination of 
real and financial sector reforms in developing and transi-
t ioning economies can worsen budgetary condit ions, see 
Hunter (1994). 
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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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re less economically developed countries failing in their attempts to 
improve the material lives of their citizens? Would a return to the 
classic gold standard add stability to the world's economies and to 
foreign exchange rates? Were antidiscrimination laws sufficient 
for increasing African Americans' incomes relative to whites' in-

comes? What is the relationship between economic competition and innova-
tion? Many w h o deal with economic policy issues think they know the 
answers to these questions, and their answers guide their policy positions. 

In a collection of articles, Second Thoughts: Myths and Morals of U.S. 
Economic History, Donald McCloskey sets out to show that some widely 
held beliefs about policy issues are at least quest ionable and often quite 
wrong. The unifying approach of the articles is stated in the book's introduc-
tion: "The quickest route to economic wisdom in our time . . . is a detour 
through the nineteenth and early twentieth centuries." 

Much of the path of McCloskey's detour was charted in the 1950s and 
1960s by two pioneering economic historians, Robert Fogel and Douglas 
North, who were awarded the Nobel Prize in Economic Science in 1993 for 
their work. By applying modern analytic and statistical techniques and dem-
onstrating the results of major, systematic efforts to gather historical data, 
Fogel and North opened a new window for both professional and popular 
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understanding of economic behavior and policy. Their 
contr ibutions have also inspired a number of econ-
omists who continue to follow historical routes to en-
lighten modern policy debates. 

In this book McCloskey, who is a professor of eco-
nomics and history at the University of Iowa and an 
influential economic historian in his own right, assem-
bles a set of articles written by several of Fogel and 
North 's intellectual offspring. Aimed at a sophisticated 
lay audience, the articles are generally based on more 
extensive research published elsewhere. As the book's 
title implies, the purpose of each article is to apply 
modern me thods of ana lyz ing economic history to 
evaluating propositions that guide influential segments 
of the public in their economic policy prescriptions. 
These studies show that much orthodox thinking is se-
riously wanting at least in evidence and often in logic. 

/ / istory Lessons 

The book 's twenty-four articles are classified into 
six sections: International Relations and Foreign Af-
fairs; Workers and Employment; Women and Minori-
t ies ; G o v e r n m e n t and the E c o n o m y ; R e g u l a t i o n , 
D e r e g u l a t i o n , and R e r e g u l a t i o n ; and T e c h n o l o g y 
and Competi t iveness. They deal with issues raised in 
the introduction to this essay as well as others, includ-
ing migration policy, the workplace safety impacts of 
workers ' compensat ion insurance, the trade defici t , 
Amer ican f a r m problems , the costs of government 
giveaways, the effectiveness of price controls, and the 
purposes of the Securi t ies and Exchange C o m m i s -
sion. Within the sections there is no clear ordering of 
issues, and the quali ty of in format ion and analysis 
varies considerably among articles. 

A telling example of the disparate quality of analy-
sis is seen in the section on international relations and 
foreign affairs , which contains two of the most en-
lightening articles in the book. Jeffrey G. Will iamson's 
analysis of recent third world economic development 
progress begins by reciting pessimist ic conclusions 
generally drawn by current observers. He then asks 
what relevant control group provides a standard for 
development progress. He rejects the current practice 
of using modern developed economies as a point of 
comparison because their characteristics differ great-
ly f r o m those of cur ren t less deve loped coun t r i e s 
(LDCs) . Instead, he invest igates long-run trends in 
the nineteenth century's successful developing coun-
tr ies—nations of Western Europe, the United King-

dom, and the United States. He draws f rom data devel-
oped in four decades of historical studies by many 
economists and historians. Williamson concludes that 
overall average rates of total and per capita income 
and output growth, longevity, food availability, and 
management of urbanization in all twentieth-century 
LDCs are generally much more impressive than im-
provements in these characteristics in the nineteenth 
century 's developing nations. This conclusion leads 
Williamson to advocate resistance to many calls for 
scrapping current development strategies because of 
their alleged ineffectiveness. 

A second useful article in this section, one by Julian 
L. Simon and Rita James Simon, addresses American 
immigration policy. After reviewing immigrants ' sub-
stantial contribution simply to the size of the U.S. pop-
u l a t i o n , t h e a u t h o r s p r e s e n t t h e r e s u l t s of an 
impressive group of studies on the characteristics of 
immigrants to the United States and other countries. In 
their conclusion, they bash the popular stereotype of 
immigrants and figuratively deface the inscription on 
the Statue of Liberty. They show that immigrants to 
the United States have been younger, healthier, and 
better trained than the general American population. 
Studies of Canada and Australia are shown to corrobo-
rate the U.S. exper ience. The view of " t i red, poor , 
huddled masses" who would (implicitly) be a drag on 
the economy does not stand up to the logic or the data 
offered by Simon and Simon. Although this situation 
could change, the work of Simon and Simon makes it 
clear that making immigration policy on the basis of 
Emma Lazarus 's profile of the immigrant population 
should always be questioned. 

Though they discuss important issues, the other two 
articles in this section contain little of the imaginative 
analysis and broad uncovering of historical data found 
in their companions. One article, by Lance E. Davis 
and Robert A. Huttenback, takes a doubting view of 
the economic contr ibut ions of colonies to imperial 
powers, though it considers only costs and only the 
United Kingdom and the United States. The other, by 
Robert Higgs, proclaims the negative effects of de-
fense mobilization. Each article is less focused and 
complete in its arguments and evidence than the pieces 
by Williamson and Simon and Simon. Each uses in-
formation drawn from several sets of historic experi-
ence with little d iscuss ion of the contexts of those 
experiences. Brevity of the article format may account 
for some of the shortcomings; however, these articles 
in particular suffer f rom the book ' s general lack of 
documentation that makes it difficult for the interested 
reader to follow up on its articles' backgrounds.1 These 
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two unsatisfactory articles have parallels elsewhere in 
the volume. 

Challenging the Myths 

The majority of the articles, however, systematical-
ly draw on modern methods of historical economics 
to deve lop insights that should be useful to publ ic 
policymakers. A few examples underline the contri-
butions of the discipline. In the section on women and 
minorities, Robert Margo uses decennial Census in-
formation on incomes of African American famil ies 
f rom the Civil War to the present. He first f inds sub-
stantial growth of Afr ican American family income 
relative to the income of white families over the 1865-
1960 period. This period preceded major legislation 
aimed at equal opportunity for all races. Drawing on 
modern insights into investment in human capital to 
analyze this income growth, Margo attributes most of 
the increase to substantial relat ive educat ion gains 
for Afr ican Americans, particularly f rom 1865 until 
1920, and to the large migration of Afr ican Ameri -
cans f rom low-product ivi ty agricultural jobs in the 
South to h igher -produc t iv i ty industr ia l j obs in the 
North and West after 1920. Margo argues that educa-
tional advances had prepared the migrants for these 
higher-productivity jobs and points out that migrating 
Af r i can Amer icans general ly earned h igher wages 
than northern-born African Americans with compara-
ble experience. (It is worthwhile to compare Simon 
and S imon ' s f indings on immigrat ion to the United 
States to Margo ' s discussion of Afr ican Amer icans ' 
migration f rom the South.) 

Margo concludes that though legal changes effect-
ing equal rights may have been a necessary condition 
for Afr ican Amer i cans ' relat ive income gains af ter 
1960, these changes were probably not, by any means, 
sufficient conditions. It is difficult to ignore the po-
tential relevance of his conclusions about education 
and income for current policies aimed at the poorer re-
gions of the country and the world. 

In the sec t ion on r egu la t ion , d e r e g u l a t i o n , and 
reregulation, Hugh Rockoff questions a principle dear 
to e c o n o m i s t s ' co l lec t ive heart . His a r t i c l e—"Can 
Price Contro ls Work?"—dea l s with the regulat ion-
promoting and inflat ion-suppressing effects of price 
controls . He descr ibes several instances of general 
price controls in the United States f rom 1623 through 
1972-73 and finds a general pattern of avoidance, ex-
panding regulation, and postcontrols inflation. Of the 

instances Rockoff studies, the one in which the coun-
try did not experience classic postcontrols inflat ion 
involved controls connec ted with the Korean War. 
During this period, inflation was well behaved both 
during and immediately after the period of controls. 
Using an analytic f ramework that involves both the 
m o n e y s tock and g o v e r n m e n t s p e n d i n g , R o c k o f f 
points out that money growth was under close control 
and demand growth was limited even during the war 
period. On the basis of his evidence, he argues that 
permanent controls are doomed by ever- increas ing 
regulation and that temporary controls may theoret-
ically work under certain rare condi t ions . He con-
c ludes that a r g u m e n t s that such c o n d i t i o n s ex i s t 
should be viewed with considerable doubt. 

In the section on government and the economy, 
Barry Eichengreen's analysis of what might be called 
the "a f te rmyth" of the nineteenth-century gold stan-
dard also at tacks a widely held modern percept ion 
that a return to some sort of metals standard for inter-
nat ional exchange would automat ica l ly coord ina te 
government macroeconomic policies and increase sta-
bility in modern economies . On the basis of careful 
enumerat ion of the Bank of England ' s coordination 
attempts in the gold standard period, several nations ' 
unsuccessful attempts to adhere to the standard, and 
the amplitude and frequency of business fluctuations 
during the gold standard period, he finds little about 
the gold standard structure that was automatic or a 
stabilizing influence on either economies or exchange 
rates. 

The section on technology and competit iveness be-
gins with a cautionary study that is closely related to 
proposals recently emanating -from certain quarters in 
our nation's boardrooms and its capitol. The study, by 
Gary M. Walton, relates to the push for greater mar-
ket concentration and other types of producer protec-
tion designed to increase American competit iveness. 
His evidence closely fits a long-held and powerful set 
of economists ' contentions that deal with the dynam-
ics of competition. Walton considers the impact of the 
institution in 1811 and lifting in 1817 of Robert Ful-
ton's grant of a monopoly on shipping via steamboat 
on the lower Mississippi River. He concludes that the 
monopoly suppressed both shipping and s teamboat 
innovation during the short period of its effectiveness. 
In fact, the upsurge in shipping innovation that fol-
lowed the removal of the monopoly was at least part-
ly respons ib le fo r a subsequen t t enfo ld dec l ine in 
shipping costs. The historical lesson lies in the ques-
tion about the implications for America ' s expansion 
to the West had the shipping monopoly with its atten-
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dant high prices and suppressed innovation held. As 
policy advice, the study is subject to objections about 
its applicability in other situations, and no caveats are 
included in the text. 

The points of Walton's case study are bolstered by 
two other articles, however. Peter Temin deals with 
the breakup of the Bell system and the role of MCI, 
and Nathan Rosenberg discusses the m a j o r role of 
economic incentives in motivating scientific advance-
ment . These three pieces all provide support to the 
proposition that monopoly, by restricting competition, 
suppresses innovation. 

One of the book ' s most interesting articles is pri-
marily a historical/sociological study that seems a bit 
out of place. But this is petty carping because Elyce J. 
Rote l la ' s s tudy of the Equal Rights A m e n d m e n t is 
provocative and enlightening. This work summarizes 
attempts to protect women and their rights in the Unit-
ed States, part icularly in labor markets , dur ing the 
nineteenth and twentieth centuries. Rotella first points 
out that before 1940 most laws affecting women in the 
labor marke t s were protect ive , deal ing with hours , 
night work, job restrictions, and the like. Given this 
fact, it is little wonder that when the newly formed 
National W o m e n ' s Party proposed an Equal Rights 
Amendment in the 1920s, many employers ' organiza-
tions supported the ERA while most labor unions op-
posed it. Many readers may be surprised at Rotella's 
f inding that most women 's groups joined with the la-
bor movement in opposition. 

Conclusion 

In addit ion to punctur ing some endur ing myths , 
McCloskey seeks also to demonstrate that application 
of modern analytic and statistical methods to histori-
cal incidents can provide general guides for thinking 
about economics and economic policy.2 This theme 
carries on arguments for which he is well known. The 
basis of these is clearly stated in a 1976 discussion of 
the value of studying economic history.3 In that article 
McCloskey named five principal contributions of his-
torical information to the study of economics: (1) The 
long reach of the historical record contributes many 
additional observations of behavior. (2) It can occa-

sionally provide more accurate (less biased) informa-
tion. (3) It often provides more varieties of economic 
and institutional background to test theories against. 
(4) The approach gives greater opportunities to find 
constants (or nonconstants). (5) It illuminates impacts 
of previous choices of theory and policy. 

Several articles in this book provide ample evi-
dence of the advantages that such an approach has for 
understanding a broad range of policy issues. Howev-
er, the articles also underline some of the disadvan-
tages of studying history as a guide for policy. Two of 
these are most apparent. First, his tory 's provision of 
a wide range of institutional and technological back-
ground requires great care in choosing study periods 
and specifying common and uncommon factors among 
periods. This problem is particularly true in case stud-
ies involving only one or two instances. Second, much 
of the policy guidance is in terms of what not to do. 
This fac tor does not d iscount the va lue of hav ing 
myths exploded; however , policy advice is incom-
plete if no prescriptions emerge. "What i f ' questions 
and simulations are substantially more difficult in his-
torical contexts, where one is unlikely to find suffi-
c ient and c o n s i s t e n t da t a and s p e c i f i c de t a i l s of 
institutional arrangements are difficult to know. Af ter 
exploding policy myths, most articles in this collec-
tion only implicit ly provide al ternat ive policy pre-
scriptions and support for them. 

This book is for readers who are interested in the 
warnings of economic history for economic policy. In 
most cases the issues discussed are clearly identified, 
as are the modern versions of the historical situations. 
Presentation is straightforward, generally to the point, 
and nontechnical. Some readers, like this one, will be 
put o f f—way o f f — b y sketchy documentation and oc-
casional ex cathedra s tatements. Some will want to 
know more about studies that underlie the articles. 
Some will (and should) approach the art icles with 
ques t ions about se lec t ion of the t ime pe r iods and 
economies, the existence of counterexamples, and the 
general applicability of the evidence developed. How-
ever, the strong articles, l ike those by Wil l iamson, 
Eichengreen, and Margo, will repay the reader. Even 
the weaker ones provide copious fac ts to s t imulate 
thought and doubt and to support myriad "devil ' s ad-
vocate" positions in political discourse. 
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Notes 

1. The volume has a section of suggestions for further reading 
at the end, but the listing is rather lean and generally not 
specifically related to articles in the book. 

2. McCloskey argues fur ther that precise prediction and pre-
scription are demonstrably beyond studies of the modern, 
post-1920 economy also. 

3. Donald N. McCloskey , "Does the Past Have Usefu l Eco-
nomics?" Journal of Economic Literature 14 (June 1976): 
434-61. 
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