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Federal Reserve Priorities and the Influence of Capital:

The Evolution of Monetary Policy in the Postwar Period
(Recent data indicate that unemployment fell last month.  This development raises fears of rising wages, and may force the Federal Reserve to raise interest rates in order to head off inflation.(  This mantra was repeated over and over again by newspaper, TV, and radio correspondents in the 1980s and 1990s, conveyed to the public as if it were the obvious, and only, conclusion one could draw from the unemployment data.  These commentators, either explicitly or implicitly, were basing their analysis on two important assumptions.  The first is the non-accelerating inflation rate of unemployment, or NAIRU, the doctrine that asserts that inflation will accelerate if the unemployment rate drops below a fixed level, estimated in the early 1990s to be six percent.  The second is that price stability, or zero inflation, is the only goal that the Federal Reserve should try to achieve with monetary policy.  Thus, if the unemployment rate threatened to fall below NAIRU, the Fed would have (no choice( but to raise interest rates.

The unemployment rate did in fact drop below six percent in 1994, and the Federal Reserve responded by raising the Federal Funds rate from 3 percent in 1994 to 6 percent by early 1995 (see Figure 1).  Interestingly, not only did the unemployment rate continue to fall, but the inflation rate remained remarkably stable, at approximately 3 percent.  NAIRU adherents scrambled to reinterpret the concept of NAIRU, despite its obvious empirical contradiction.
  With inflation showing no signs of accelerating, and even falling further in 1997 and 1998, the Federal Reserve kept the fed funds rate stable and seemed to turn its attention elsewhere.  

In 1998 the Federal Reserve cut the federal funds rate three times, as the fallout from the Asian financial crisis threatened world financial markets.  The Fed (took back( these interest rate cuts in 1999 and again pushed the fed funds rate up past 6 percent by early 2000, as inflation rebounded to the 3 percent range.  However, when it became obvious in 2001 that the economy was entering a recession, the Fed changed gears once more and dramatically lowered interest rates.  By late 2003 and early 2004, the Fed had reduced the fed funds rate to 1 percent, a level that had not been seen in 40 years.   

The Fed then "took back" these interest rate cuts, raising the fed funds rate gradually but consistently, to a peak of 5.25 percent, from mid-2004 to mid-2006.  It was motivated apparently by the desire to restore interest rates to more "normal" levels, not by any upsurge in inflation.  After a year of interest-rate stability, the Fed then began to dramatically reduce the fed funds rate in 2007, reacting to the collapse of housing speculation and fears that the resulting financial crisis would dry up credit and usher in a serious recession.  By April 2008, the fed funds rate stood at 2.25 percent, a full three percentage points below its recent peak in 2006.

Given this experience, is it still the case that the Federal Reserve(s goal for monetary policy is price stability?  I would argue that it is, although it has not always been, and at times the Fed has decided to temporarily focus on other goals.  The Fed dramatically changed its goal to price stability in the early 1980s, and has maintained that goal since then.  I will argue in this paper that it did so in reaction to institutional changes in the economy, changes that involved the relative power and priorities of financial institutions, nonfinancial corporations, and labor.

The paper will trace these changes and indicate the ways in which they influenced the monetary policy goals of the Federal Reserve.
  The first section discusses the methodology I use to approach this question.  The second section analyzes the history of monetary policy in the postwar period in the United States, and addresses the relationship of Federal Reserve priorities to the (requirements of capital,( i.e., the interests of major financial institutions and nonfinancial corporations.  The final section reexamines the recent monetary policy experience from this perspective, and concludes.

Methodology
There are two basic methodological perspectives that will be used in this analysis.  The first is the political economy of central banking, or the influences that groups within society have on Federal Reserve policymaking.  To understand these influences, I start with two general observations.  The first is the special relationship that the Federal Reserve has with financial institutions.  The Fed maintains close ties with financial market participants in order to gauge market expectations and reactions to its policies.  It also regulates banking institutions and relies upon them for political support (Greider, 1987).  The second is the structural influence that profit-making institutions have on policymakers in a capitalist economy.  If policies are seen as threatening to profits, industry and finance can threaten to go on (strike,( i.e., withdraw their capital from the economy until the offending policies are more to their liking.

I also build upon the excellent work of Raford Boddy and James R. Crotty, and Gerald Epstein and Juliet Schor.  Boddy and Crotty (1975) early on raised the issue of Federal Reserve tightening in response to a decline in industrial profits.  Epstein and Schor have developed  the political economy of comparative central banking.  Their analysis divides society into three groups, industrial capital, financial capital, and labor, and assumes that industrial and financial capital want monetary policy set so as to maximize their profit rates, and workers want it to maximize their wage bill; also, monetary policy works by changing real interest rates (Epstein, 1992).  They view the Federal Reserve as a (contested terrain,( in which central bank policy depends not only on the general need to be mindful of the profits of capital (in order to avoid a capital strike), but also on the relative power of finance, industry, and labor.  

In general terms, financial capital, as a net creditor, favors a tight monetary policy to restrain inflation and protect the value of its loans and investments, whereas labor favors a looser policy that promotes the growth of output, employment, and wages.  The attitude of industrial capital towards monetary policy is more complicated.  Industry profits are subject to three effects: the (Keynes process,( which links strong aggregate demand with capacity utilization and a higher profit rate; a (Wicksell process,( in which nonfinancial corporations, as net debtors, benefit from inflation; and a (Marx process,( in which profits are affected by the ability of labor to raise wages (Epstein and Schor, 1990).

However, all of these attitudes towards monetary policy, and the monetary policy chosen by the central bank, can be influenced and constrained by structural factors that differ across countries.  Epstein (1992) compares capital-labor relations, industry-finance relations, central bank independence, and role in the world economy for eight industrial countries.  Focusing solely on the Federal Reserve in the United States, though, I develop the analysis not by comparing the conditions affecting central banks in different countries at a particular time, but rather by concentrating on how the conditions influencing the Federal Reserve have changed over time.  

Thus the second methodological approach is a way of understanding this historical process.  I argue that we can distinguish different stages over time in the way that finance, industry, and labor affect Federal Reserve policy.  These stages are defined by  institutional structures that are established, structures that are the outcome of capital-labor and intra-capital contradictions.  

The stabilization of these contradictions can be either victory for one side over the other, or a compromise based on relative strength.  In either case the outcome establishes an institutional structure that reflects the balance of forces.  These institutional structures are relatively long-lasting.  Also, since there is a tendency for the principles underlying the various institutional structures to conform to one another, the stabilization of these contradictions, taken together, establishes a stage, or long-lasting period of relative stability.  In the United States in the post-World War II period, there have been two stages: a period of regulated economic activity in the early period, and a neoliberal, or "free-market", stage, continuing up through the present.

This methodology obviously owes much to the social structure of accumulation approach developed by David Gordon and his co-authors (Gordon, Edwards, and Reich, 1982).  However, the emphasis here is on institutional structures that are based upon the stabilization of class conflicts rather than the requirements for economic growth.  (See Wolfson, 2003; Wolfson and Kotz, forthcoming.)

The outcomes of these conflicts reflect relative power, and thus the relative ability to affect Federal Reserve policy.  However, what type of monetary policy will be desired will also depend on the needs and objectives of the various groups, which can change from one stage to another.  This implies that the monetary policy sought by capital during the regulated stage of U.S. postwar history could be very different from the one desired during the neoliberal period.  In fact, that is exactly what an examination of U.S. history in the post-World War II period demonstrates.

History
The first stage in the postwar history extends from the end of the war through the late 1960s and early 1970s.  It was a period of relative stability and growth, sometimes referred to as the (Golden Age of Capitalism( (Marglin and Schor, 1990).  After the Federal Reserve-Treasury (Accord( and establishment of Federal Reserve independence in 1951 (Epstein and Schor, 1995), the Federal Reserve adopted the (leaning against the wind( philosophy advocated by its Chairman, William McChesney Martin.
  Under this philosophy, the Fed would (lean against( whatever seemed to be the most significant problem, raising interest rates if inflation was on the rise, and lowering interest rates in order to stimulate employment and output growth in more stagnant times.  

In a transitional period in the 1970s, the Federal Reserve maintained the same general orientation towards monetary policy, but with worse results.  The 1970s were a decade of stagflation, as unemployment and inflation both shot up sharply.  In 1979, Paul Volcker was appointed Chairman of the Federal Reserve Board, and the Fed undertook a drastic campaign to restrain inflation.  The results of that campaign were consolidated in the 1980s, when the economy entered the second postwar stage and the Fed(s policy goal swung decisively to a permanent war on inflation, i.e., a policy goal of price stability.

The Early Postwar Period
As a result of the turmoil of the 1930s, a postwar institutional structure was built that was able to moderate class conflict by restricting competition and regulating behavior.  Industry recognized and bargained with the new industrial unions organized by the CIO on the basis of the Wagner Act framework and an informal capital-labor (accord( that ceded control of the workplace to management (Bowles, Gordon, and Weisskopf, 1991).  Intra-capitalist conflict was moderated by oligopolistic structures domestically and U.S. hegemony internationally.  The Bretton Woods system regulated the international financial system, with the U.S. dollar as international reserve currency, and with capital controls in most industrial countries, except for the U.S. and Canada (Epstein and Schor, 1992).  

The domestic financial system was regulated by (compartmentalization,( which restricted competition by forcing financial institutions into specialized financial areas.  For example, the Glass-Steagall Act of 1933 separated commercial and investment banking, and lending was carried out by depository financial institutions with defined areas: commercial banks made loans to business, savings and loan associations specialized in mortgages, credit unions focused on consumer finance, etc.  Also, in response to what was seen as a destructive bidding war for deposits, legislation in the 1930s restricted competition by imposing ceilings on interest rates paid by banks.  The government provided support for financial institutions by introducing federal deposit insurance.  The resulting (system of financial regulation( reduced financial crises in the early postwar period (Wolfson, 1994), and brought a measure of stability to bank-corporate lending relationships.

In such a regulated environment, (leaning against the wind( was a monetary policy that fit in well with the objectives of industry, labor, and finance.  The domestic oligopolistic structure, US hegemony, and regulated collective bargaining with labor unions, along with strong productivity growth, provided for both steady real wage and profit gains and a (safety valve( of occasional price increases that did not imply a loss of competitive position.  Thus both industry and labor could benefit from a monetary policy that promoted growth in output and employment. 
Financial institutions were willing to tolerate some growth, for two reasons.  First of all, much lending by depository institutions like banks and S&Ls was still a relatively local and customer-oriented affair.  Unlike all other industrial countries, the U.S. in the early postwar period had nearly twenty thousand small banks in communities all over the country, a legacy of the protective legislation of the 1930s.  They identified with their customers and benefitted from the prosperity and profitability that postwar growth brought.  Although individually these small banks obviously were not major players, together they constituted an important political force to which the Federal Reserve paid attention (Greider, 1987).  The second reason that financial institutions tolerated some growth was that they knew that the Federal Reserve stood ready to raise interest rates if inflation threatened.

The 1970s
All of these relatively stable relationships began to fall apart in the late 1960s and early 1970s.  U.S. economic and political hegemony was challenged by increasing competition from industrial countries like Japan and Germany, from oil exporters who joined together in OPEC, and from developing countries demanding independence and autonomy.  The War in Vietnam brought these contradictions to a head.  By requiring an outpouring of dollars to finance operations in Southeast Asia and creating an overheated inflationary economy at home, the war was the last nail in the coffin of the Bretton Woods system.  The dollar was allowed to float in 1973.  Competition also increased domestically, posing challenges to oligopolistic structures (Bowles, Gordon, and Weisskopf, 1991).  

In the midst of the expanding economy of the late 1960s, workers used the opportunity of a strong demand for labor to push for higher wages and to resist corporate attempts at speedup.  Given the increased competitive pressures on U.S. corporations in the context of the fixed exchange-rate system, corporations were unable to fully cover wage increases with higher prices.  Although prices did rise, profits fell.   

The Federal Reserve initially was reluctant to rein in this expansion because of the need to finance the Vietnam War (Dickens, 1995), but as prices increased and profits fell, they took more decisive action (Boddy and Crotty, 1975).  Policy was tightened in 1969, and the economy entered a recession in December.  The Fed eased somewhat as the recession took hold, but then supplied reserves much more liberally in response to the developing financial crisis in the commercial paper market in 1970 (Wolfson, 1994).  

The (leaning against the wind( monetary policy was still in effect in the 1970s, and the Federal Reserve aggressively stimulated the economy in 1972 (perhaps influenced by the close association of the Federal Reserve Chairman, Arthur Burns, with President Nixon, who was running for reelection; Greider, 1987).  In 1973, the OPEC oil embargo took effect, helping to set off another inflationary spiral.  The Federal Reserve promptly tightened, and the economy went into recession, but inflation remained strong throughout the rest of the decade, and was not brought under control until the 1980s.  

Given that the (leaning against the wind( policy did not seem to be having much success against inflation, and given that the institutional basis for it, the regulated economy, had begun to erode, why did the Fed stick with its balanced policy throughout the 1970s?  Why didn(t it pursue a more aggressive attack on inflation? The answer may lie in the support of industry for the inflationary environment.  

To understand this support, it is necessary to keep in mind that the OPEC price increases imposed a real tax on the economy.  Because oil was so central to the U.S. economy, an increase in its price meant a real increase in costs and a decrease in income.  Thus, in this context, industry concluded that if it could raise its prices faster than labor could raise its wages, it could protect its profits from the OPEC tax at the expense of labor.
  Also, and significantly, because the dollar was set loose from its fixed-exchange-rate tether in 1973, the depreciation of the dollar that resulted from inflation allowed industry to maintain its competitive position internationally (Epstein, 1989).

However, financial institutions were more opposed to the inflationary environment. Those that had made fixed-rate loans, especially holders of long-term bonds and mortgages, suffered significant losses.
  Although an increasing share of business loans were being made on an adjustable-rate basis, these loans posed their own problems for financial institutions.  Despite the fact that these adjustable-rate loans shifted interest-rate risk from banks to borrowers, they increased the debt-repayment pressures on borrowers and increased the banks( credit risk (as has become painfully obvious in the recent sub-prime mortgage crisis).

The 1980s
Inflationary pressures continued to mount as the 1970s came to an end.  A second OPEC price increase occurred in 1979, and inflation again hit double-digits.  President Carter replaced industrialist G. William Miller as Chairman of the Federal Reserve Board with the choice of financial markets: Paul Volcker.  Volcker proceeded to drastically tighten monetary policy.  A recession began in March 1980,
 and a second one followed in 1981-82.  Again, the Federal Reserve eased policy when a financial crisis threatened in 1982. 

It is significant to note, though, that (leaning against the wind( still is the best way to describe Federal Reserve policy up to 1982.  Although Volcker pushed the federal funds rate up to twenty percent in 1981, he again abruptly, if temporarily, changed gears when the economy starting dropping like a rock.  Although the economy quickly rebounded and the Fed quickly reverted to raising interest rates, the episode is significant.

The real break with the (leaning with the wind( policy came in 1984.  At that point the economy had begun to recover from the recession, and growth and employment were picking up.  Although inflation had dropped by then to under 4 percent, and showed no signs of increasing, the Fed raised interest rates.  Volcker explained to Congress that he wanted to avoid the (risks that could undercut much of what has been achieved. . . . It is, in the end, the choice between building on the enormous progress of the past to achieve sustained growth in a framework of greater stability or a relapse into inflationary economic malaise( (Volcker, 1984:635; emphasis in original).  Raising interest rates to forestall what might be the inflationary implications of an expanding economy marks the decisive switch from (leaning against the wind( to a sole emphasis on inflation, in fact, to acceptance of the goal of price stability.

Why did the Federal Reserve make this major change in monetary policy?    The hypothesis that will be explored here is that the economy had by 1984 moved into the second stage of postwar history.  Major changes had occurred in the central contradictions of society so that the interests of both finance and industry were now oriented towards a goal of price stability for monetary policy. 

By 1984, the financial landscape had changed dramatically.  The stability of the regulatory environment of the early postwar years had been blown apart by the inflationary decade of the 1970s.  The walls that had demarcated the lending areas of financial institutions had been breached, the ceilings that had limited interest-rate increases for depository institutions had been eliminated, and the importance of the small banks had been reduced.  Failures and mergers of small banks and savings and loan associations had led to concentration in the banking industry, even as banks had begun to lose their dominant role in business lending.  What had risen in importance were the institutional investors that formed the basis of what Hyman Minsky characterized as (money-manager capitalism(: the pension funds, mutual funds, and other participants in the capital markets.  

These money managers did not have the same kind of ongoing relationships with loan customers that the small banks (or even large banks) did.  Bondholders in particular (who generally hold fixed-rate securities that lose value as a result of inflation) had suffered losses in the 1970s and early 1980s and were focused on preventing a return of inflation.

Corporations were also in favor of price stability by 1984.  Their strategy of raising prices in the 1970s was only partly successful, since cost-of-living adjustments in union contracts were widespread, and workers( ability to maintain their wages was stronger than corporations would have liked.  In any event, that strategy was foreclosed in 1984 because of the strong increase in the value of the dollar brought about by the high interest-rate environment of the early 1980s.  The strong dollar hammered domestic manufacturing, but at the same time enabled -- and encouraged -- corporations to cut costs by closing down domestic factories and moving production offshore.

Runaway plants were one aspect of Corporate America(s new strategy: to focus on reducing labor costs in order to restore profitability.  A policy of price stability, by foreclosing the likelihood of tight labor markets that push up wages, was a suitable complement to this strategy. 

The capital-labor accord of the early postwar period, in which industry bargained collectively with labor and accommodated steady gains in real wages, was based on international hegemony and unchallenged oligopolies.
  These were gone by 1984.  Corporations sought to avoid and attack unions, encouraged by the Reagan Administration(s hiring of permanent replacement workers in the air traffic controllers( strike in 1981.  The overall deregulatory and "free-market" ideology in Washington enabled corporations to further press the attack by rolling back protective labor and environmental regulations.  

By 1984, the regulatory stage of postwar U.S. capitalism had been replaced by a new "free-market" stage.  And with it, the outlook of industrial and financial capital that had supported a relatively balanced approach to monetary policy in the early postwar period had swung decisively to a policy of stable prices.
  By raising interest rates at the first signs of strong growth, the Federal Reserve gave up on a vibrant economy, but ensured low inflation for finance capital and a slack labor market that kept down wages for industrial capital.  Labor, weakened by capital's increasing attacks, was not able to mount significant opposition to this policy.  

Is Price Stability Still the Federal Reserve(s Goal?


In 1994, the Federal Reserve again raised interest rates when growth picked up after the 1990-91 recession, even though there were no signs of an increase in inflation.  This action is consistent with the policy discussed above, but other Federal Reserve actions since then do not seem to fit the pattern quite so easily.  The three anomalous events, mentioned in the Introduction, are 1) the three interest rate cuts in 1998 in response to turmoil in the international financial system following the Asian financial crisis; 2) the vigorous cutting of interest rates in 2001, and again in 2007-08, in response to the collapse of financial speculation and a gathering recession; and 3) the refusal to raise interest rates between 1995 and 1999, despite strong economic growth and a sharply falling unemployment rate.  


The first two of these events are actually very consistent with traditional Federal Reserve policymaking.  No matter what the goals of monetary policy have been, the Fed has always been concerned with limiting financial crises and financial instability.  Throughout the postwar period, its role as lender of last resort has taken priority when financial crises threatened to disrupt the financial system and the economy, even though, ironically, it has often been the Fed(s tight monetary policy that had pushed the economy towards financial crisis in the first place (Minsky, 1982).

A similar principle applies to the issue of recession.  When it becomes clear that the economy has entered, or is about to enter, a recession, the Fed has traditionally devoted its full attention to ending the recession and putting the economy back on a positive, even if restrained, growth track.

The third event raises more controversial issues.  It seems to directly contradict the Fed(s actions in 1984 and 1994, when it raised interest rates in the face of low and stable inflation but vigorous output and employment growth.  Has the Fed, indeed, backed away from its relatively recent embrace of the goal of price stability?  Some inflation hawks from the world of finance certainly are concerned that this is the case, but I think there is another interpretation.  

In 1984 and 1994 the Fed, influenced by the NAIRU doctrine, was convinced that inflation would accelerate if it did not act.  During the long expansion of the late 1990s, the validity of NAIRU was increasingly called into question.  Also, Alan Greenspan was extolling the wonders of the New Economy, and claiming that the productivity gains from the use of information technology would moderate inflation pressures (Greenspan, 2000).

Receiving less attention were two other important considerations that reduced inflationary pressures.  One was the overcapacity that existed in world markets, a major constraint on corporate pricing power and, ironically, in part a legacy of the neoliberal strategy of expanding production offshore (Crotty, 2000).  The second was the fact that industry had made significant progress in holding down costs by reducing the power of workers and their unions.  Although real wages did rebound to some degree during the long expansion, the ability of wages to challenge profits, and add to the pressure for price increases, was much diminished.

Thus in the future industry might see less need to rely on tight monetary policy to repress labor, and there could be a divergence of opinion between industrial and financial capital about the degree to which the Fed can support economic growth.  On the other hand, an increase in the power of labor could overturn the "free-market" environment altogether and usher in a new regulatory period more favorable to growth.  Future Fed policy may also be influenced by the ability of the NAIRU doctrine to survive in the face of empirical evidence that undermines it.  But we can be reasonably sure that policy will continue to be influenced by the contradictions among industry, finance, and labor, and the ways in which those contradictions are addressed.
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NOTES
I would like to thank Beth Almeida, Jim Crotty, and Jerry Epstein for helpful comments.

�. For a thorough history and critique of NAIRU, see Baker (2002) and Galbraith (1997).


�. The analysis at this point is exploratory, more properly hypotheses than settled conclusions.


�. The phrase "free-market" is put in quotations because there are many imperfections in the "freedom" of the current market system.  Although beyond the scope of this paper, there is support for the hypothesis that the goal of the "free-market" environment is not to achieve competitive markets, but rather to undermine worker protections, promote capital mobility and opportunities, enhance corporate bargaining power over labor, and improve the profitability of both industrial and financial capital.


�. With regard to monetary policy, it would certainly be possible to consider an additional  period, from World War II until the Accord, when the Federal Reserve, at the direction of the Treasury, maintained low and stable interest rates.  That approach will not be followed here, however, for two reasons.  First, the historical comparison of monetary policy is more useful if focused on the consistent period of Federal Reserve independence.  Second, although the episode involved a decisive victory for finance and industry over the interests of labor (Epstein and Schor, 1995), the period of central bank dependence in the 1940s was relatively brief and had much to do with the need to reduce the costs of financing the war.  


�. As it turned out, industry was not as successful as it had hoped in its struggle with labor.  In the 1970s, the power of labor was still sufficiently strong, so that neither side was able to achieve a significant victory in the battle to shift the costs of the OPEC tax.  The outcome was a wage-price spiral and stagflation.


�. Indeed, companies and individuals who had taken out mortgages in the 1960s and earlier were among the biggest winners in the inflationary 1970s.


�. Interestingly, it took more than high interest rates to bring about the recession.  Credit controls were used in March 1980s, and they seemed to be more effective in stopping the expansion of credit and initiating the recession than high interest rates.  


�. It was also helped by gains in productivity and a stable value of the dollar, both of which collapsed in the 1970s. 


�. By the 1990s, a new development had reinforced the support of industrial capital for price stability: the increased financial operations of industrial corporations.  Companies like General Electric were deriving a larger share of their profits from financial subsidiaries like GE Capital, and thus increasingly shared the financial institutions' outlook on price stability.





�. Of course, within the Fed controversies have existed over how vigorously the Fed should fight the recession, and how far and how fast the Fed should lower interest rates.  But there has been agreement on the overall objective of ending the recession.





