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Restraining the Fed: Monetary Policy, Political Control, 

and the Economic Crisis in the US 

by Matthew Ruben 

PART I 

Introduction 

As bureaucratic organizations go, the Federal Reserve System is a tour de force. Even when the 

economy is performing well, the financial markets respond with the direction of the Federal Re-

serve, the central banking system of the United States. And when the financial crisis hit the coun-

try full bore in 2008, it was largely the aggressive actions of the Federal Reserve (“the Fed”) that 

stabilized the country‟s economy. Sometimes in coordination with Congress and the President, 

but to some extent on its own, the Fed sprang into action, contributing hundreds of billions of 

dollars to bail out Wall Street. Traditionally an organization that shies from the limelight, the Fed 

became a highly visible player in the media. Fed Chair Ben Bernanke was named Person of the 

Year by Time Magazine in 2009, which proclaimed that “He didn‟t just reshape U.S. monetary 

policy; he led an effort to save the world economy.” (Grunwald) 

 
The US Federal Reserve building, July 30, 2009 

KAREN BLEIER/AFP/Getty Images, ProQuest eLibrary 

But while the Fed has garnered praise from President Barack Obama as well as most mainstream 

economists for its actions in staving off economic disaster, it has also faced heavy criticism from 

across the political spectrum. The Fed has been charged with failing to avert the crisis as well as 

handling the crisis in a manner that may have staved off disaster, but benefited bankers at the ex-

pense of taxpayers. Even supporters of the Fed acknowledge that while the bailouts may have 

been necessary for the greater good, they were unpopular. Columnist George Will quipped, 

“Like the Fed, dentists are always important and urgently desired when pain is intense. But they 

are rarely objects of their patients‟ affections.” 
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Harsh criticism, particularly in the form of populist anger, has targeted the Fed‟s bailout of Wall 

Street. Lawmakers are critical of the Fed for its power over vast sums of money and loans in the 

hundreds of billions of dollars, regardless of whether these loans helped grease the economy‟s 

wheels. Following the Fed‟s aid to American International Group Inc. (AIG) to keep the com-

pany from collapsing in 2008, news of subsequent extravagant bonuses for AIG executives – all 

while unemployment continued to rise – fueled the public‟s ire. Some of this frustration is evi-

dent in floor testimony from Congressman Alan Grayson (D-Fl.). 

Let’s audit the Federal Reserve. And let’s find out once and for all who owns the 

hotels, who owns the houses, and try and put this wild beast that creates money 

out of nothing and jams it into the pockets of special interests like Maiden Lane, 

like Bear Stearns, like J.P. Morgan, like all their friends; let’s put them under 

some degree of restraint . . . these hotels, these houses – before it all comes crash-

ing down on us. (C-Span, 2009) 

Grayson‟s words are provocative on a number of levels, charging the Fed with cronyism, and 

with being too powerful and too insulated from oversight. Whether or not the Fed‟s actions 

averted catastrophe, many found abhorrent the idea that non-elected government officials could 

write enormous checks with only the most modest reporting standards in place. 

Perhaps even more significantly, the Fed has been taken to task for failing to prevent the eco-

nomic crisis before it developed. Some question whether the Fed can be trusted as an effective 

manager of the monetary system. It has been criticized by Democrats and Republicans alike for 

its failure to adequately regulate financial markets to enact rules on subprime mortgages prior to 

the collapse of the housing market, despite instruction and authorization to do so. (Irwin) In a 

session with Congress this year, Representative David Scott (D-Ga.) expressed this general senti-

ment in asking Ben Bernanke, “Where was the Fed? How did this happen under your watch?” 

(Puzzanghera) Longtime Fed critic William Greider argues this point. 

Like the largest banks that have been bailed out, the Fed was a co-author of the 

destruction. During the past twenty-five years, it failed to protect the country from 

reckless banking and finance adventures. It also failed in its most basic function – 

moderating the expansion of credit to keep it in balance with economic growth. (p 

13)  

Though analysts characterize the current era as ideologically polarized, some Democrats and 

Republicans have found a common enemy in the Fed. Libertarian Congressman Ron Paul (R-Tx) 

– normally accustomed to the role of beltway outsider – recently introduced The Federal Reserve 

Transparency Act to obtain a more detailed audit of the Federal Reserve. This legislation, which 

would require greater auditing of all Fed activities, found enough support to be passed in the 

House of Representatives. (Irwin) Among Paul‟s allies in this effort is the progressive Bernie 

Sanders (I-Vt), who has spearheaded a similar effort in the Senate. Sanders said of the experi-

ence, “„We have brought together a very strange coalition of grassroots organizations, progres-

sive and conservative, to say „Let there be transparency at the Fed.‟” (C-Span, 2010) The 

dissatisfaction regarding the Fed by members of both parties extends beyond the issue of 
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transparency to matters of accountability as well. Bernanke was confirmed by the Senate in Janu-

ary 2010, allowing him to remain at his leadership position with the Board of Governors, but 11 

Democrats, 18 Republicans and 1 Independent member opposed his appointment. 

 
US Rep. Ron Paul (L) R-TX questions Federal Reserve Chairman Ben Bernanke,  
April 2, 2008 

TIM SLOAN, Getty Images, ProQuest eLibrary 

 

But in some respects, liberal and conservative critiques vary. For example, Chris Dodd (D-Ct), 

acting Chairman of the Senate Committee on Banking, Housing, and Urban Affairs, has argued 

that the failure of the financial regulatory system played a significant role in allowing the eco-

nomic collapse to occur. In contrast, Paul has argued that the Fed‟s existence itself, and its at-

tempted management of the economy, is the root of the problem. Consequently, there is no great 

consensus on a remedy that will repair the system. 

As recently as 2007, Congress did enjoy a measure of consensus. Before the economic crisis, few 

members of Congress would challenge Federal Reserve policies (Ron Paul being a notable 

exception). (Ullmann, p 24) With the macroeconomy in seemingly good health, critics of the Fed 

might take it to task for its overemphasis on keeping inflation low at any given time (although 

not in the recent past), but the health of the financial system was not considered a problem. In 

2005, Ben Bernanke reflected on the longtime success of the Fed in overseeing the American 

economy: 

The low-inflation era of the past two decades has seen not only significant 

improvements in economic growth and productivity but also a marked reduction 

in economic volatility, both in the United States and abroad, a phenomenon that 

has been dubbed ‘the Great Moderation.’ Recessions have become less frequent 

and milder, and quarter-to-quarter volatility and output has declined significantly 

as well. The sources of the Great Moderation remain somewhat controversial, 

but, as I have argued elsewhere, there is evidence for the view that improved con-

trol of inflation has contributed in important measure to this welcome change in 

the economy. (Bernanke, p 277)  



 Ruben: Federal Reserve 

  
 
 

 
ProQuest Discovery Guides 
http://www.csa.com/discoveryguides/discoveryguides-main.php Released June 2010 

 

The economic fallout in the mortgage and banking crises just a couple years after this statement 

put an end to any discussion of a Great Moderation in the U.S. economy. The focus has shifted to 

the question of not whether the financial system should be reformed, but how. As Vincent 

Reinhart, a former senior Fed staffer, says, “The Fed is the focus of a lot of anger, and politicians 

are going to have to align with that constituent anger. Change is coming and the Fed has got to 

appreciate it now.” (Hilsenrath) 

In naming Ben Bernanke its Person of the Year, Time Magazine called the Federal Reserve the 

“most important and least understood force shaping the American – and global – economy.” 

(Grunwald) This Discovery Guide attempts to shed light on the rationale behind the Federal Re-

serve System‟s power and relative independence. Part I provides a brief overview of the role and 

history of the Fed and its system of organization and authority. Part II will examine the Fed‟s 

relationship with the federal government and how insulated its policies are from elected officials, 

as seen from a variety of points of view. The Discovery Guide will conclude by reflecting what 

this scholarship offers for interpreting recent events. 

Part I. Duties and Structure of The Fed 

There is no mention of the Federal Reserve 

System or central banking in the U.S. 

Constitution. In fact, for much of the his-

tory of the country, the U.S. had no central 

bank; as important as the Federal Reserve 

may be today, it is not yet a century old. 

The Federal Reserve Act, which created the 

institution, was passed in 1913, in order to 

“provide for the establishment of Federal 

reserve banks, to furnish an elastic cur-

rency, to afford a means of rediscounting 

commercial paper, to establish a more 

effective supervision of banking in the 

United States, and for other purposes.” 

(Federal Reserve System, p 2) 

The Federal Reserve was created in order to modernize and stabilize the economy. Bank runs 

and financial panics were common in the years prior to its existence. At the turn of the 20th Cen-

tury, private banks issued their own bank notes, redeemable in gold or silver, and they were 

considerably more helpless in the face of a panic. The Bankers‟ Panic of 1907 was a particularly 

damaging financial crisis exacerbated by numerous runs on banks and subsequent bankruptcies. 

With no central bank available, private bankers, most notably J.P. Morgan, pooled their reserves 

to mitigate the crisis. But federal authorities realized that a central bank would offer lawmakers 

more direct control. These destabilizing panics were foremost on the minds of legislators when 

they decided: “Banks of a new class, to be known as Federal Reserve Banks, are to be estab-

lished, and upon these banks is to rest the heavy responsibility of supporting the structure of 

credit in periods of financial strain.” (Sprague, p 213) These new banks would be given enough 

 
Federal Reserve Board Chairman Ben Bernanke, 2010  
TIM SLOAN/AFP/Getty Images, ProQuest eLibrary 
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power and resources (liquidity) to inspire greater confidence in the system (i.e., prevent panics), 

and by creating an elastic currency (i.e., having the power to both expand and shrink the money 

supply), the Fed offered the federal government more opportunity to control the monetary sector. 

Like most bureaucratic organizations, The Fed‟s form and function evolved over time. Its initial 

construction created a dozen regional banks, rather than a single central bank, to placate the fear 

of those concerned with the potential power of the organization. “The operation of a central bank 

would be far more likely to give rise to sectional antagonism,” it was said at the time. Members 

of the National Monetary Commission worried about this, “and elaborate arrangements for 

selecting the management were devised in order to make certain that each section of the country 

should be properly represented.” (Sprague, p 218) 

The young, decentralized Fed‟s role in creating the conditions for the Great Depression are still 

disputed by economists, but the subsequent economic catastrophe proved its ineffectiveness. 

Bernanke shares the view of monetarists in blaming the Federal Reserve for allowing the money 

supply to shrink dramatically following the stock market crash of 1929, and for standing on the 

sidelines as some larger banks were allowed to fail. Whether it was for a lack of initiative or for a 

lack of ability, the Fed did not deliver on its prime objective. At the time of Franklin Roosevelt‟s 

election, however, any concerns about giving the Federal Reserve too much power were trumped 

by the greater need to restore confidence in the financial system. 

 
The Great Depression led to expanded powers for the Federal Reserve 
New York Times, Mar 10, 1933, ProQuest Historical Newspapers 

 

The Glass-Steagall Act of 1933 and the Banking Act of 1935 permitted a greater degree of 

independence for the Fed. In addition to more well-known measures that established the Federal 

Deposit Insurance Corporation for insuring bank deposits and the institutional separation of 

commercial and investment banks, the measures greatly impacted the makeup and power of the 

Fed. The Acts made it easier for the Fed to lend to banks, as they were given the ability to accept 

government securities or stock as collateral. The 1935 Act also consolidated decision-making 

within the Fed to an independent board. And further measures were put in place to further isolate 
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its decision-makers from political pressure (such as the lengthening of terms of service and the 

removal of influence of the Secretary of the Treasury). 

 

In short, insofar as the Fed was blamed for the Great Depression, the prevailing mood in 

Washington dictated that if anything, the degree of independence assigned to monetary policy 

was insufficient. What emerged out of the subsequent economic recovery was a powerful 

bureaucratic organization. By 1935, the Fed‟s internal structure and overall role as decision-

maker for the country‟s monetary policy was well established. And as a tribute to the Fed‟s 

persistence and effectiveness, it stabilized the country‟s economy in the long term. 

The Fed’s Authority Structure 

What emerged to become the Fed is an institution that is a unique construct of its time and place, 

a careful compromise more than a precise instrument. The structure is elaborate, with power 

ostensibly designed to be spread diffusely. “Today, we have a regulatory structure,” Senator 

Dodd recently observed, “created by historic accidents, as government reacted to problems, with 

piecemeal solutions over nearly a century.” (C-Span, 2009) 

The Fed is composed of the Board of Governors and twelve regional Federal Reserve Banks. The 

seven members of the Board of Governors – including the highly visible Chairman – are ap-

pointed by the President of the United States and confirmed by the Senate for staggered, 14-year 

terms. The appointments are required to yield a “fair representation of the financial, agricultural, 

industrial, and commercial interests and geographical divisions of the country.” No two gover-

nors can come from one Federal Reserve district, a measure taken to ensure different regional 

interests are met. 

 
Federal Reserve Board, 1917 
http://en.wikipedia.org/wiki/History_of_the_Federal_Reserve_System 

 

The many regional banks were created in order to spread power geographically (although it bet-

ter reflects the distribution of financial power in 1914 than today, with only one of the twelve 

banks – the Federal Reserve Bank of San Francisco – set west of Dallas). The presidents of the 
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Reserve Bank, who serve five-year terms, are nominated by the boards of their respective banks 

and confirmed by the Federal Reserve Board. Again, power is diffusely spread within these 

nominating boards. They are composed of nine directors, three of whom are chosen by 

representatives of the stockholding banks, three from general non-banking district interests, and 

three by the Federal Reserve Board itself, again with the stipulation that it should represent the 

public with consideration of a diverse set of interests. 

 

The most important decision-making body in the Fed is the Federal Open Market Committee 

(FOMC), which handles the oversight of open market operations – including interest rates and 

money supply – the primary tool of national monetary policy. The FOMC has twelve representa-

tives. It is made up of the seven members of the Board of Governors, the president of the Federal 

Reserve Bank of New York, and presidents of four other Federal Reserve Banks, who serve on a 

rotating basis. One of the serving members is always either the Chicago or the Cleveland Fed 

president. The banks are a hybrid of public and private interests. While private citizens own the 

stock of the 12 Federal Reserve banks, each is nonetheless publicly controlled. (Bertelli and 

Feldmann) 

This overview of the Fed‟s decision-making structures is not complete, but it does highlight 

some of the system‟s quirky characteristics. It is evident that compromise was involved in its de-

sign. The designers of the system appear to have been well aware of the need to balance political 

influence, banking interests, regional concerns, industrial and commercial interests, and popular 

wellbeing . In some cases, the Fed seems to be a private organization serving the banking 

establishment. In other respects, it appears to act the part of the government. This makes it 

unique. The question of whose interests the Fed ultimately meets is still a topic of debate. 

The Fed Mandate 

The Federal Reserve defines its duties as falling into four general areas: 

- conducting the nation‟s monetary policy by influencing the monetary and 

credit conditions in the economy in pursuit of maximum employment, sta-

ble prices, and moderate long-term interest rates 

- supervising and regulating banking institutions to ensure the safety and 

soundness of the nation‟s banking and financial system and to protect the 

credit rights of consumers 

- maintaining the stability of the financial system and containing systemic 

risk that may arise in financial markets 

- providing financial services to depository institutions, the U.S. govern-

ment, and foreign official institutions, including playing a major role in 

operating the nation‟s payment systems. (Federal Reserve System, p 1) 



 Ruben: Federal Reserve 

  
 
 

 
ProQuest Discovery Guides 
http://www.csa.com/discoveryguides/discoveryguides-main.php Released June 2010 

 

Some of these duties are clear examples of collective goods. 

The stability of the country‟s financial system and contain-

ment of risk in financial markets concern society as a whole. 

If the system falls apart, it falls apart for everyone. Such a 

collapse might hurt a wealthy investor more than a person 

living paycheck-to-paycheck, but the health of the entire 

financial system ultimately impacts everyone who might 

have a bank account. 

But Fed policies are not always a simple matter of providing 

for the public good. For example, its role as a “lender of last 

resort” to the nation‟s financial system has been highlighted 

in its actions during the financial crisis. Each decision 

regarding whether or not to rescue a particular financial 

institution has implications for the health of the macroecon-

omy, but its decisions also disproportionately impact those 

banks it chooses to rescue (or not). In that respect, Fed decisions tend to serve some interests bet-

ter than others, as critics have pointed out during the aftermath of the financial crisis. 

 

The Fed‟s decisions on monetary policy – even if they are made with economic stability fore-

most in mind – also will benefit some groups at the expense of others. A common point of view 

argues that wealthier Americans will be more concerned with inflation than unemployment, and 

consequently will prefer a contractionary monetary policy, which would keep inflation at bay, so 

that the assets of the wealthy would not become devalued. (Hibbs; Saeki and Shull) Alterna-

tively, an expansionist monetary policy to spur economic growth and stave off unemployment 

would, in this view, benefit Americans with fewer assets and those seeking employment. 

Political scientist Andrew Taylor highlights how monetary policy can be redistributive and 

contentious: “Members of Congress generally wish for lower interest rates and an expansive 

money supply to stimulate the economy. The only exception to this rule of thumb comes when 

relatively high inflation motivates legislators, and especially Republicans, to call for a raising of 

interest rates.” (Taylor, p 147) Richard W. Fisher, the current president of the Federal Reserve 

Bank of Dallas, believes that pressure to stimulate the economy is dangerous. Fisher recently 

wrote in an editorial, “Congress may seek to pressure the Fed to print its way out of this crisis. 

We know from history that when fiscal authorities attempt to monetize their debts, the result is 

inevitably inflation.” (Fisher) 

Implicit in this argument is a well-accepted short-term trade-off between unemployment and 

inflation. During normal economic times, if interest rates are lowered, that should translate into a 

greater demand for labor, higher wages, and – all else equal – higher inflation. Conversely, if 

interest rates are raised, there is less danger of long-term inflation, but unemployment is likely to 

rise. This trade-off necessitates that addressing concerns about employment, price stability, and 

long-term interest rates will require a juggling act. 

 
Seal of the United States Federal 
Reserve System. 
http://en.wikipedia.org/wiki/File:US-
FederalReserveSystem-Seal.svg 
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The Fed mandate on how it navigates this juggling act was last revised in 1978. Since the 1940s, 

its mandate was to pursue “maximum employment, production, and purchasing power.” (San-

toni) Faced with both high rates of inflation and rising unemployment, Congress responded with 

the Humphrey-Hawkins Act, which stipulates, “The Board of Governors of the Federal Reserve 

System and the Federal Open Market Committee shall maintain long run growth of the monetary 

and credit aggregates commensurate with the economy‟s long run potential to increase produc-

tion, so as to promote effectively the goals of maximum employment, stable prices, and moder-

ate long-term interest rates.” The fact that the degree of specificity of its efforts is not dictated in 

any greater detail is important. The interpretation of this legislation is generally that the Fed has 

been given a “dual mandate,” to seek both price stability and maximum employment (given that 

stable prices are generally associated with moderate long-term interest rates). (Fontana) 

These multiple, perhaps contradictory goals give the Fed a greater freedom to pursue a range of 

policies. In practice, not all central banks enjoy such discretion. One counterexample would be 

the European Central Bank, whose guidelines require that bank to assign overriding importance 

to price stability. In the ECB‟s case, the goals are formulated to the degree that the decision-mak-

ers‟ goals are quantified and the bank must follow a strict formula. The Fed, in comparison, has 

no such constraint. (Gerdesmeier et al, p 1791) 

With this dual mandate, how does the Fed operate? Former Board of Governors Chair Arthur F. 

Burns argued that during his tenure, “Every member of the Board, and every member of the Fed-

eral Open Market Committee, weighs the issues of monetary and credit policy solely from the 

viewpoint of the public interest and the general welfare. My colleagues at the Federal Reserve . . 

. live and work under a Spartan code that avoids political entanglement, conflicts of interest, or 

even the appearance of such conflicts.” (Burns, p 23) This view is largely mirrored by Fisher‟s 

more recent comments: “We are not accountable to any Washington politicians, Democrat or 

Republican. We are politically agnostic and are guided solely by what we believe is the best way 

to encourage sustainable economic growth anchored by price stability.” (Fisher) 

Following the passage of the Humphrey-Hawkins Act, a new Fed Chair was appointed, Paul 

Volcker. Soon thereafter, the Fed shifted course, targeting and ultimately stabilizing the rising 

inflation rate. Alan Greenspan, Volcker‟s successor at the Fed, “described the so-called Volcker 

Revolution as a „turning point‟ in the economic history of the U.S., which „rescued our nation‟s 

economy from a dangerous path of ever-escalating inflation and instability.‟” (Bailey et al, p 

404-405) 
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Paul Volcker, Fed Chairman from 1979-1987, currently Chairman of the  
Economic Recovery Advisory Board 
Getty Images, 04-16-2010, ProQuest eLibrary 

 

From the standpoint of Volcker‟s role as a technocrat, the story of his success illustrates the view 

that competent economists at the Fed can dramatically impact the fortunes of the American econ-

omy, and with creative use of the tools given to it, the Fed can be successful.  

From the standpoint of power and control, it is nonetheless implicit that the Fed's hands have not 

been tied. It is required to steer policies to favor long-term price stability and low unemploy-

ment, but Congress has left the weighing of these multiple responsibilities to the Fed. Fed 

policymaking does matter, and there are interests inside and outside government that might want 

to influence these policies. Part II of this Discovery Guide will explore whether and how much 

the Fed is guided by the will of the American people, the interests of Wall Street, the dictates of 

elected officials, or its own sensibilities. 
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