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Introduction

Central banks are often independent, but the degree of independence
varies among the banks and over time. Until recently, the British gov-
ernment dictated the Bank of England’s monetary policy (Schaling 1995:
91–2). In contrast, the Deutsche Bundesbank controlled policy without
government interference (Schaling 1995: 95–6).1 De Nederlandsche Bank
straddled the two extremes; in the event of disagreement, the Dutch fi-
nance minister and the central bank had to compromise (Schaling 1995:
93–4). Both the Bundesbank andDeNederlandsche Bank are now parts of
the European System of Central Banks, and both should bemore similar in
their independence; the statute for the new system explicitly prohibits any
central bank from taking government instructions (Grilli, Masciandro,
and Tabellini 1991; see Cukierman 1992 and Schaling 1995 for excellent
reviews of the existing indices of central bank independence).
Although central banks vary in independence, most share a common

characteristic: political appointments. Despite the safeguards of central
bank independence – for example, no government instructions or closed
policy meetings – politicians appoint monetary policy makers. Thus,
appointments remain a potential avenue of political influence onmonetary
policy. The idea behind appointments is simple: if a politician appoints
someone like herself, then the appointee should act like the politician
when setting monetary policy.
However, influence rarely works so directly or easily. The extent to

which politicians influence monetary policy through appointments de-
pends on the appointment process itself, particularly two features of the
process. First, different branches of government often share the power to

1 Prior to the start of EMU. In January of 1999, the ECB took over the monetary
policy setting authority of the Deutsche Bundesbank and De Nederlandsche Bank.
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Introduction

appoint. For some central banks, the cabinet appoints candidates subject
to legislative approval (e.g., Japan; Bank of Japan Law, Art 23, ¶1–2).
For others, the process is reversed: the legislature or cabinet nominates,
and the president appoints (e.g., Germany; European Commission 1998:
40, fn. 3). In either set of cases, those who nominate have first-mover
advantage and can have relatively more power in the process.
Second, central banks usually have decision-making boards with mul-

tiple members. As a result, politicians can rarely influence policy dramat-
ically with one appointment; they usually have the existing members to
contend with. In Sweden, until 1999, this problem did not exist as vir-
tually all terms expired every four years right after each parliamentary
election (Schaling 1995: 90–1). In Germany, however, each term lasted
eight years, and the terms were staggered over several years.2 Thus in
Sweden, one round of appointments was sufficient to significantly influ-
ence policy, while in Germany it was probably not enough.
In short, politicians have to work within the constraints of the process

in order to influence monetary policy through appointments. Further-
more, in every country, the appointment process reflects the degree to
which the powers are separated or shared in the governmental system.
In Sweden, the legislature dominates the process, but legislative domi-
nance does not mean much in the context of unified government; in such
a system, both legislative and cabinet approval of nominees would be
redundant. In Germany, the legislature nominates, and the executive ap-
points, and the separation of these powers does make sense because the
government is not necessarily unified; the majority party of both the lower
house, the Bundestag, and the upper house, the Bundesrat, can differ from
that of the president.
In the United States, as in Germany, the appointment power is also

shared between the executive and legislative branches. In accordance with
Article II, Section 2 of the U.S. Constitution,3 the president appoints Fed-
eral Reserve (Fed) members with the advice and consent of the Senate.
The president has first-mover advantage in his powers to nominate, but
his choice must be conditioned by the Senate’s preferences, because of the

2 These features still exist although the Bundesbank no longer sets monetary policy.
3 “[The President] shall nominate and by and with the advice and consent of the
Senate, shall appoint Ambassadors, other public Ministers and Consuls, Judges of
the Supreme Court, and all other officers of the United States, whose appointments
are not herein otherwise provided for, and which shall be established by law: but the
Congress may by law vest the appointment of such inferior officers, as they think
proper, in the President alone, in the courts of law, or in the heads of departments.”

2



1.1 The Book’s Main Questions

Senate’s power to veto the president’s choice. This simple bargaining pro-
cess, the same process for thousands of federal appointments, produces
the policy makers to one of the most powerful institutions in the world –
the Federal Reserve. But this particular process, the process for the Fed,
has seldom been studied.
This book examines the Fed appointment process and its impact on

monetary policy. Because the appointment process repeats in a stable con-
text, it provides an excellent opportunity to examine interbranch bargain-
ing in an area rarely studied by economists – appointment politics – and
in a policy subject rarely studied by political scientists – monetary policy.
What is the appointment process? How does it really work?Which politi-
cians influence appointments? Who designed the process and for what
purpose? This book attempts to tackle these questions with a detailed
theoretical and empirical study of Fed appointments that is extended to
the new European Central Bank (ECB) – often called the world’s most
independent central bank.

1.1 the book’s main questions

In mid-January of 1996, Alan Blinder, the Vice Chairman of the Fed-
eral Reserve, announced his imminent resignation. Two days later, the
Clinton administration expressed interest in the possible nomination of
Felix Rohatyn (Wessel 1996: A2), a well-known easy monetary policy
advocate. In a vociferous and public attack, Senate Republicans subse-
quently opposed Rohatyn’s candidacy and specifically his potential easy
influence on monetary policy (Wilke and Frisby 1996: A3, A16). Rohatyn
withdrew within days from consideration although the administration
had yet to announce a formal nomination (Wilke 1996b).
About ten days later, the Clinton administration nominated Alice

Rivlin, the White House Budget Director, and an academic economist,
Laurence Meyer, for an additional vacancy. Both Rivlin and Meyer were
widely seen as much more conservative candidates compared to Rohatyn.
This time the Senate Republicans were far more receptive. Senator Mack
of the Banking Committee remarked that the new members “. . . are likely
to give us a board committed to price stability, and that’s what we want
to see” (quoted in Wilke 1996a).
This story highlights several important insights into the political ap-

pointment process of the American system. First, politicians care about
appointments because they believe appointments affect policy. Senator
Mack objected to Rohatyn’s possible easy influence on monetary policy

3
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and supported Rivlin and Meyer’s likely contributions to price stability.
Second, the Senate as well as the president may influence the appointment
process. Rohatyn’s withdrawal from candidacy followed heavy Senate
criticism. Third, prior to the formal nomination, the president and Senate
engage in bargaining regarding the possible nominees. The back and forth
between the president and Senate and Rohatyn’s withdrawal preceded a
formal administration nomination.
But these insights follow from one anecdote. Do they generalize to

other appointments – in other American agencies, in other central banks,
or in the Fed? This study addresses the question theoretically and empiri-
cally with respect to the Fed with an extension to the ECB.More precisely,
the study addresses three specific questions. First, do politicians influence
monetary policy through appointments? Second, who influences appoint-
ments – the president and Senate jointly or just the president? Third, what
explains the structure of Fed appointments?

1.2 question 1: do politicians influence monetary
policy through appointments?

It seems reasonable to assume politicians want their monetary policy pref-
erences to be reflected in monetary policy. Monetary policy profoundly
influences the economy, and the economy is often the key to electoral
success. A strong empirical relationship exists between the economy’s
performance and voting for the incumbent party (Kramer 1971; Stigler
1973; Tufte 1975; Fair 1978, 1980; Alesina and Rosenthal 1989, 1995;
Erikson 1990; Alesina, Londregan, and Rosenthal 1993). For example,
Reagan took advantage of this relationship in 1980 with the campaign
slogan, “Are you better off than you were four years ago?”
Because politicians know the appointment process and the Fed’s struc-

ture, they should be able to strategically appoint Fed members in order
to obtain their preferred policy. I use this logic to construct a model of
how politicians’ monetary policy preferences translate to policy, and then
empirically test the model’s predictions to see if political influence occurs
in the manner specified by the model.
In answer to this first question, this book’s results indicate that politi-

cians do influence monetary policy with Fed appointments. Despite the
Fed’s highly regarded independence, appointments remain an important
avenue of political influence on monetary policy. In other words, indepen-
dence does not imply total freedom from political authority. The Fed may
have more autonomy compared to other American agencies, and the Fed

4



1.2 Do Politicians’ Appointments Influence Policy?

is more autonomous compared to most central banks, but it hardly runs
amok. By appointing the appropriate members, the president and Senate
basically keep the Fed in line with their preferences while still allowing
for the Fed’s freedom on a day-to-day basis.
The question of political influence and monetary policy has received

much attention in economics, but the perspective is different from the
one adopted in this book. From the economic perspective (see particularly
Kydland and Prescott 1977), political influence is a problem that needs to
be solved. The problem starts with the policy makers’ incentive to deviate
from the socially optimal inflation rate of zero. If policy makers unexpect-
edly inflate, unemployment decreases, but because economic agents know
that policy makers have these incentives, they expect the policy makers
to deviate. Because expectations determine inflation, the outcome is posi-
tive inflation, which is suboptimal. In their landmark study, Kydland and
Prescott (1977) called this the problem of “time inconsistency.”
Subsequent economic studies concentrated on two sets of solutions

to the problem of time inconsistency. The first was reputation. Barro
and Gordon (1983) found that through repeated interactions, policy
makers can convince economic agents of their dedication to zero in-
flation. The second set focused on institutions. Rogoff (1985) and oth-
ers examined how delegation of monetary authority to a conservative
central banker renders society better off by lowering inflation and in-
creasing output. Subsequent works in central bank independence found
that appointment features such as longer terms, timing around elections,
and conservative biases of the central bankers are pareto efficient (Frey
and Schneider 1981; Grilli, Masciandro, and Tabellini 1991; Lohmann
1992; Waller 1992; Alesina and Summers 1993; Waller and Walsh 1996;
see Cukierman 1992; Persson and Tabellini 1994, 1999 for excellent
summaries).
The problem of political influence is further complicated by the exis-

tence of political parties. The “political business cycles” literature showed
how policy can fluctuate suboptimally according to partisan interests
(Nordhaus 1975; Hibbs 1977; Rogoff and Sibert 1988; Persson and
Tabellini 1990; and Rogoff 1990). In a vein similar to Barro and Gordon,
Alesina (1987) demonstrated that if the parties cooperate on setting a
credible policy in a repeated, two-party game, the cycles attenuated.
Building on Rogoff’s institutional solution, Waller (1992) and Waller and
Walsh (1996) found that the partisanship of central bankers can be re-
duced by working with the timing of central bank appointments around
elections.
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The modeling choices in this literature reflect the interest in solving
the problem of political influence. The models are dynamic, general equi-
librium representations of the entire economy with few institutional de-
tails. The actors are represented by homogenous types or representative
agents. For example, one central banker represents all central bankers. In
the political business cycle models, the policy makers are divided into two
parties, but for each party, one party member represents the entire party.
Furthermore, the work is more theoretically than empirically developed.4

But these choices are understandable because the purpose of these models
is to show whether a variation in the setup, the proposed solution, leads
to optimal outcomes in economic aggregates such as inflation or output.
In such models, details may add unnecessary complications.
A group of economists and political scientists have taken an approach

different from the preceding general equilibriummodels. The quantitative
work is empirical and focuses on the Fed’s reaction function: regression
models with monetary policy as a dependent variable and political in-
fluence measures as independent variables (e.g., Beck 1982a; Chappell,
Havrilesky and McGregor 1993, 1995; Havrilesky 1993, 1995; Morris
1994, 2000). In particular, Havrilesky (1993, 1995) used reaction func-
tions extensively to find the influence of the president, Congress, and
interest groups. On appointment specifically, the results of Morris (1991,
1994, 2000) and Keech and Morris (1996) support presidential and con-
gressional influence through appointments. Morris’ thesis (1994) pro-
vided the first efforts to formalize a theory of Fed appointments. There
are also some very careful qualitative studies by Woolley (1984), who
delved into the political meaning of independence, and Kettl (1986), who
focused on the evolution of the Chair’s role.
In contrast to the studies in time inconsistency, central bank indepen-

dence, and political business cycles, the Fed literature is characterized by
an almost opposite set of features. First, few models of strategic interac-
tion exist (exceptions are Morris 1994; Morris and Munger 1997), and

4 The empirical work has lagged behind the theoretical breakthroughs. Some evidence
suggests a negative relationship between inflation and central bank independence
(higher central bank independence implies lower inflation; Grilli, Masciandro, and
Tabellini 1991; see Cukierman 1992 for an extensive review). Considerably more
empirical work has been done with respect to political business cycles. Starting with
Hibbs (1977), the evidence tends to support post-election cycles based on certain
conditions predicted by the models (Alesina and Roubini 1990; Persson and Tabellini
1994, 1999). The evidence is not so clear on preelection cycles (Nordhaus 1975;
Alesina and Roubini 1990; Persson and Tabellini 1994, 1999).
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if they do, the models are static, one-shot games rather than dynamic,
repeated games. Second, Fed studies often do make distinctions between
different individual actors rather than typologizing them. For example,
Chappell, Havrilesky, and McGregor (1993, 1995) examine the differing
influences of Reagan and Carter. Third, Fed scholars talk more about
the institutions and processes of monetary policy, but there is little for-
malization of these characteristics. Fourth, in direct contrast to the time
inconsistency and central bank independence literature, studies of the Fed
are characterized by more empirical than theoretical work.
While both sets of studies provide important findings about central

banks, the Fed, and monetary policy, none are quite right for answering
the first main question. As this book will show, the appointment pro-
cess determines how and when influence occurs. The central bank inde-
pendence literature abstracts from process, as it rightly should, since its
concerns are not how the process actually works, but rather how central
bank relations with politicians shouldwork – an essentially normative en-
terprise, albeit with positive tools. As for the reaction function approach,
it is also unsuited to answering the first main question because it seeks
to show whether influence exists after any appointment. But not all ap-
pointments are alike; influence occurs in certain circumstances but not in
others. In this book, those circumstances are clarified through a model
of the appointment process that shows that whether influence occurs de-
pends on the direction of policy change desired by the politicians and if
the current makeup of the central decision-making board is favorable for
moving policy in that direction. Rather than as a problem to solve, I treat
political influence as a phenomenon about which we want to find out the
mechanisms and effects.

1.3 question 2: who influences appointments?

Both the president and Senate have distinct powers in the appointment
process: the president chooses nominees, but the Senate can veto those
nominees. Can the president afford to ignore the Senate, or does the Sen-
ate’s veto power really mean something?
In fact, the Senate’s veto power has substantial bite in the process, as

this book will show. The Senate does not have to actually exercise its veto
power, and it rarely does; in the case of Fed appointments, the Senate has
never rejected a nominee (Morris 2000: 78). The mere threat of the veto is
enough to make the president pay attention to the Senate’s preferences. If
the president does not anticipate the Senate, he faces the consequences – a

7



Introduction

long, drawn-out confirmation battle that means tolerating whatever pol-
icy the current Fed dishes out compared to a possibly better policy if the
president compromises with the Senate. For example, rather than fight a
war for Rohatyn, the president compromised with his choices of Rivlin
and Meyer.
This second question underscores a debate in the political science ap-

pointments literature between those who believe the president always
anticipates the Senate versus others who believe the president dominates
all the time. Proponents of presidential anticipation claim that Senate ac-
quiescence is not Senate powerlessness because the president takes into
account the Senate’s preferences before formally nominating the candi-
dates (Calvert, McCubbins, and Weingast 1989; Lemieux and Stewart
1990; Hammond and Hill 1993; Morris 1994; Nokken and Sala 2000;
Snyder and Weingast 2000). In contrast, presidential dominance scholars
claim that the president chooses whomever he pleases, and the Senate will
agree because of a norm of deference to the president (Moe 1985, 1987b).
Both have used the rarity of Senate rejections as support for their respec-
tive theories, but Senate acceptance cannot be used to refute or support
either theory: both predict acceptance.5

As with many debates, the truth lies somewhere in the middle, as
other parts of the bureaucratic delegation literature have concluded. Over
the last twenty years, political scientists have gradually modified the
principal-agent theory to the realities of the American political setting.
Older studies tended to focus on one principal or another, but more recent
studies incorporate multiple principals. In the early 80s, the congressional
dominance literature examined how Congress influences the bureaucracy
through oversight (Weingast and Moran 1983; McCubbins and Schwartz
1984; Weingast 1984). Presidential scholars responded by pointing out
the importance of the president through mechanisms such as appoint-
ments (Mackenzie 1981; Moe 1985, 1987b). Recent studies take a more
holistic approach by considering the president, Congress, the courts, and
the bureaucracy together. They show how these institutional actors bar-
gain with one another given their different constitutional powers (Moe
1985, 1987b;McCubbins,Noll, andWeingast 1987; Calvert,McCubbins,

5 The two theories are also observationally equivalent with respect to Senate roll-call
votes when: (1) the president’s ideal point lies outside the range of the Senate ideal
points, and (2) if dominance scholars define Senate deference as median deference
rather than unanimous deference. In (1), all senators vote in the same manner re-
gardless of dominance or anticipation. In (2), a majority of the senators vote in the
same manner regardless of dominance or anticipation.
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and Weingast 1989; Ferejohn and Shipan 1989, 1990; Matthews 1989;
Eskridge and Ferejohn 1992; Hammond and Knott 1996; McCarty 1997;
Epstein and O’Halloran 1999; Cameron 2000). These studies have iden-
tified the conditions under which Congress, the president, or the courts
dominate policy and when they truly share powers (see particularly
McCarty and Poole 1995; Hammond and Knott 1996).
Those conditions are also apparent in the Fed appointment process. If

we start with amodel in which the president always anticipates the Senate,
there are still cases in which the president clearly dominates, and others
in which neither the president nor the Senate dominates. It depends on
whether the president and Senate agree on the direction of policy change
and on their preferences relative to current monetary policy.
First, if the president and Senate disagree on the direction of policy

change, there is deadlock, and they agree to maintain current policy. Any
policy change makes one or the other worse off. Clinton faced this situa-
tion with his first few appointments to the Fed. Clinton wanted to move
policy in an easier direction, but the Republican Senate Banking Commit-
tee did not. When he tried to move policy with Rohatyn, the committee
objected, and Clinton had to pull Rohatyn’s nomination as well as an
earlier nomination of Alicia Munnell.
Second, if they agree on the direction of change, but the president likes

the current policy more than the Senate, then the president dominates.
From the beginning of his first administration, Reagan wanted to move
monetary policy in an easier direction.Martha Seger was Reagan’s second
Fed appointee in 1984. She faced Democratic opposition in the Senate
Banking Committee, but the Republican majority in the committee sided
with Reagan and wanted policy to ease up even more than Reagan did.
With his choice of Seger, Reagan moved policy as far as he could with this
one appointment, and the Democratic senators could not stop him.6

Third, if they agree on the direction, and the Senate likes the president’s
preferred policy more than the current policy, then the president again
dominates. When Carter appointed Nancy Teeters in 1978, both he and
the Senate clearly favored easier policy; the Senate favored less easier
policy, but only slightly less. Under these circumstances, Carter was able
to choose Teeters who, even today, is pointed out as the quintessential
monetary policy liberal.

6 Reagan appointed Seger during a congressional recess and angered the Democrats in
the process. The Democrats tried to pass an amendment to withdraw the nomination,
but the amendment failed to pass on party lines (Morris 2000: 78).
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Finally, if they agree on the direction, but the Senate likes the current
policy more than the president does, then the president has to accommo-
date the Senate. For example, when Reagan appointed Alan Greenspan
in 1987, he sought a candidate less hawkish than Paul Volcker. The Sen-
ate also wanted someone less hawkish but somewhat more hawkish than
Greenspan (Greider 1987: 713–14; Martin 2000: 155–7). But because
they agreed that policy should move toward somewhat less vigilance on
inflation, and because the President had first-mover advantage in choosing
the nominee, Reagan could choose a less hawkish candidate, Greenspan,
than the Senate would have preferred. However, he could not have gone
further to choose a candidate who was still more liberal without incurring
Senate threats of rejection.
These second and third cases therefore show presidential dominance

within an anticipation framework. But is there dominance all the time?
This book’s empirical results indicate that it is unlikely. In a direct compar-
ison of the anticipation and dominance models, anticipation does better
most of the time for the Federal Open Market Committee (FOMC) – the
Fed’s main decision-making body.
In identifying dominance within an anticipation framework, this book

fits in with more recent studies of appointments. In their study of Supreme
Court appointments, Moraski and Shipan (1999) demonstrate that
depending on the policy preferences of the president and Senate rela-
tive to the current policy, the president or the Senate or both may influ-
ence appointments. Bailey and Chang (1999, 2003) show that in addition
to the policy preferences, the costs to each side of further nominations
determine whether one, the other, or both the president and Senate in-
fluence appointments. McCarty and Razaghian (1999) bring similar con-
cerns to an examination of Senate confirmation times for executive branch
appointments.

1.4 question 3: what explains the structure
of federal reserve appointments?

The Federal Reserve Act of 1913 created the Federal Reserve System,
which consists of twelve district reserve banks,7 and two main decision-
making institutions in Washington, DC: the Board of Governors (BOG)

7 The twelve district reserve banks are located in New York, Boston, Philadelphia,
Richmond, Cleveland, Chicago, Atlanta, Dallas, St. Louis,Minneapolis, Kansas City,
and San Francisco.
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Table 1.1: The Structure of the Federal Reserve System

Number of Appointment
Institution Members Procedure Functions

District
Reserve Banks

12 banks Bank presidents – by
board of directors
with the advice
and consent of the
BOG

Facilitates payments,
supervises and
regulates banks,
participates on the
FOMC

Board of
Governors

7 By president with the
advice and consent
of the Senate

Sets the discount
rate, determines
reserve
requirements,
participates on the
FOMC

Federal Open
Market
Committee

12 Composed of 7 BOG
members and
5 reserve bank
presidents

Primary monetary
policy-making
body; sets the
federal funds rate
using open-market
operations

and the FOMC (Table 1.1). The FOMC is the principal decision-making
body of the Federal Reserve System with primary responsibility for set-
ting monetary policy. In its meetings, which occur approximately every
six weeks, the FOMC decides by majority rule whether to change the
federal funds rate using open market operations – sales and purchases of
government securities. The federal funds rate is the rate at which banks
lend funds overnight to one another, and it is a crucial determinant of
other interest rates such as the prime rate.
The twelve-member FOMC consists of two sets of members. The first

is the BOG – seven members in total. By itself, the BOG sets the discount
rate, the rate at which the Fed lends funds to banks. The president has
the formal power to nominate the BOG members to fourteen-year terms8

with the advice and consent of the Senate. The Federal Reserve Act pro-
vides for two appointments per presidential term, two years apart from
one another, but in reality, each of the last five presidents, with the excep-
tion of George H.W. Bush (Bush appointed three), has appointed at least
four governors per presidential term due to early governors’ retirements.

8 The BOG terms are the longest in federal service with the exception of the life terms
for federal court judges.
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The president also has the power to appoint both the chairman and vice
chairman of the BOG, each of whom has a four-year term and a regular
fourteen-year governor’s term.
The second set of FOMCmembers consists of the presidents of the dis-

trict reserve banks. The twelve reserve banks represent the twelve Federal
Reserve districts located throughout the country with disproportionate
representation of the eastern seaboard and the midwest. The board of
directors of each reserve bank appoints the bank’s president with the con-
sent of the BOG. Although there are twelve reserve bank presidents, only
five seats on the FOMC are reserved for them. The president of the New
York Reserve Bank always occupies one of those seats, and a system of
annual rotation among the other eleven reserve banks determines the oc-
cupants of the other four seats.9 By tradition, the chairman of the BOG
is also the FOMC chairman, and the FOMC vice chairman is the New
York Fed president.
The decision-making board has a mixture of presidential appointees

and regional representatives, both sets of whom are appointed in differ-
ent ways. Why did politicians construct such a complicated appointment
structure? Previous studies of the Fed’s history have not directly addressed
this question.
The earlier works on the Fed’s origins have varying themes. Kolko

(1967) subscribes to the capture theory and argues that the Fed reflected
the interests of New York bankers. Livingston (1986) makes a simi-
lar argument but couched in class terms: the decline of “competitive-
entrepreneurial capitalism” and the rise of the labor class forced capital-
ists as a class to push for the creation of the Fed as part of a larger new
corporate investment system. Timberlake (1993) argues that the creation
of the Fed was part of a grand development of the central banking concept
in the United States. As for more political analyses, Wiebe (1962), West
(1977), and White (1983) provide excellent and balanced studies of the
various constellation of interests behind banking reform, but each has his
own particular focus. White’s study focuses on the evolution of the dual
(state and national) banking system and its effects on banking reform.
Wiebe studies the role of businessmen in progressive reform. His study
is particularly valuable in specifying the interests of nonbanking business

9 The first of the four reserve bank president seats rotates among the Federal Reserve
Banks of Boston, Philadelphia, and Richmond. The second seat alternates between
Cleveland and Chicago. The third seat rotates among Atlanta, Dallas, and St. Louis.
The final seat rotates among Minneapolis, Kansas City, and San Francisco (Federal
Reserve Act: §12A[a]).
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interests. But none of these studies tackles the question of why the Fed
looks as strange as it does – why the FOMC has twelve members, only
seven of whom are presidential appointees; why the appointees have such
long terms; why the terms are staggered; and why there is a somewhat
decentralized central banking system.
An interest-based, positive explanation lurks behind the Fed’s particu-

lar institutional features, including those of the structure of appointments.
Broz (1999) applies such an explanation to the Fed’s creation as it relates
to the international currency system.He argues that the Fedwas developed
to create a sound payments system in the United States and to provide a
basis for the establishment of the dollar as an international currency. But
while Broz’s perspective is the same as the one adopted in this book, the
focus is different. Broz has a distinctly international focus in mind, while
the focus here is more domestic – how domestic political groups helped
to shape the Fed. Furthermore, while Broz seeks mostly to explain why
the Fed exists at all, I focus more on why certain of the Fed’s details exist
in their current forms.
In answer to this third question, the study shows that the structure

of Fed appointments reflects battles between Republicans and Democrats
about centralization – the centralization of monetary policy-making pow-
ers in the central decision-making board versus in the branches of the
central bank – and appointment power – the power of the president and
Senate to appoint members of the central decision-making board.
Given the strong regional interests in the United States during the early

part of the twentieth century, a traditionally centralized central bank on
the model of European central banks was politically infeasible. The only
attempt to create such a bank died in 1912 together with the Aldrich Bill.
The subsequent plan, the Federal Reserve Act, called for a federal sys-
tem of central banking, with the regional components having substantial
powers to set monetary policy. Unfortunately, this system, in combina-
tion with the preferences of the appointees at the time, resulted in a Fed
unwilling to actively intervene in the economy when the economy needed
intervention the most – the Great Depression. The first Roosevelt admin-
istration spearheaded amovement to restructure the Fedwithmore power
at the center. Since this restructuring in 1935, the Fed’s basic structure and
powers have hardly changed.
But each time the central banking system centralized or decentralized,

it was accompanied by bargaining about appointment power. Prior to the
Fed’s creation in 1913, the Republicans repeatedly pushed for a centralized
system with appointment power in the hands of New York bankers. The
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Democrats pushed for a decentralized system with appointment power in
the hands of the government; they got less centralization formore appoint-
ment power. In 1935, the Democrats managed to get more centralization
for less appointment power. In analyzing these developments, the chapter
on the Fed’s history details the institutional evolution of the Fed between
1907 and 1935.

1.5 implications

These three questions and their answers bring out the essential political
struggles that determinemonetary policy. Interbranch bargaining between
the president and Senate determines the desired policy, but bothmustwork
through an appointment process that insulates the Fed from immediate
influence. The Fed’s insulation, however, does not mean that it is free
from influence, nor does it mean that the politicians only appoint inflation
hawks to the Fed – a popularmisconception. As this study shows, inflation
doves as well as hawks are appointed, resulting in some highly charged
political conflicts within the Fed itself.
Although this book is concerned with appointment politics, there are,

of course, other potential avenues of political influence on monetary pol-
icy. In addition to his formal powers, the president has some famous
informal channels of influence on the Fed. Depending on the president,
the Fed Chairman has weekly meetings with the president and the Trea-
sury Secretary. At times, regular meetings of the Quadriad have occurred
among the Fed, the Treasury, the Council of Economic Advisors, and the
Office of Management and Budget.
Through these regular channels and more spontaneous forms of com-

munication such as by telephone or memo, the president can potentially
influence the Fed, as both anecdotal and systematic evidence seems to in-
dicate. In one very famous example, Nixon apparently pressured Burns
to inflate the economy just before the 1972 Presidential election (Borins
1972; Maisel 1973). Although some, including Burns, have denied this
charge, other examples (see Greider 1987; Havrilesky 1995: 35–6) and
systematic evidence in the Political Business Cycle literature support presi-
dential and/or party influence onmonetary policy (Nordhaus 1975; Hibbs
1977; Beck 1982a, 1982b; Alesina 1987; Grier 1987; Rogoff and Sibert
1988; Alesina and Roubini 1990; Alesina and Rosenthal 1995).
In addition to approving presidential nominees to the BOG, the Sen-

ate Committee on Banking, Housing, and Urban Affairs conducts semi-
annual oversight hearings of the Fed’s monetary policy and reviews
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legislation related to the Fed’s structure. The semiannual oversight hear-
ings in the Senate Banking Committee are conducted according to the
Full Employment and Balanced Growth Act of 1978.10 Under this act,
the BOG submits a monetary policy report to the Senate Banking Com-
mittee every six months. In addition, the Chairman presents the re-
port before the full Senate Committee; this presentation is often called
the Humphrey-Hawkins testimony. Similar hearings also occur in the
House Committee on Banking and Financial Services under the same act.
These hearings usually take place in February and July of each year and
are closely watched by members of the financial community.
But appointments are particularly important because they are both a

regular and a formal avenue of political influence. The president may
lunch with the Fed Chairman, but there is no guarantee that the Fed
Chairman adheres to what the president wants. In fact, at no time does
theChairmanwant to give the impression to either the president or anyone
else that the Fed is trying to adhere to the president’s wishes; this would
soil the sacred image of the Fed’s independence. As for the congressional
banking committees, legislation is generally not easy to pass, and even
more difficult when it concerns an attack on the Fed’s independence. Rep-
resentative Wright Patman, a famous foe of the Fed, attempted through-
out his long career to make the Fed more politically dependent in various
ways, but he failed each time. As for the Humphrey-Hawkins testimonies,
they are in line with Greenspan’s desire to make monetary policy more
transparent to the financial community and the public, rather than being
a check by Congress on the Fed’s policy.
In contrast, appointments are potentially powerful because the presi-

dent and Senate can put in place for a long time a person who shares their
views. Onemight argue that just as weekly lunches with the president may
be ineffective, appointees can be as well. There is no commitment device
to keep them from straying from the wishes of the president and Senate.
But no commitment device is needed if the president and Senate are care-
ful enough to choose someone who is not swayed from their convictions,
as this book intends to show. Furthermore, there is guaranteed potential
for influence every two years – the frequency of the regular appointments.
This book is inevitably informed by a rich and varied literature from

a number of different fields. As a study of central banks and mone-
tary policy, this book relates closely to the macroeconomic literature

10 Although the act’s provisions expired in 2000, both the Senate and House continue
to holds these hearings under the same format as previously.
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on the relationship between rational expectations and monetary policy
and on central bank independence. As a study of policy delegation and
bureaucracy, the book fits in with the political science studies of the po-
litical control of agencies, separation of powers, and more specifically,
appointments. As a study of an institution as an object of political choice,
the book connects to the growing literature in organization theory of the
political foundations of institutional emergence. The book stands at the
intersection of many different fields as a study of the politics of monetary
policy.
The different strands of the related literature are quite complemen-

tary and have much to offer one another once the relevant connections
have been made between them. First, the studies of central bank inde-
pendence are largely theoretical rather than empirical, while the flip side
characterizes studies of the Fed. Second, neither are much concerned with
process – the principal concern of the appointments literature. Third, the
normative focus of the central bank independence literature is balanced
by the positive studies of the Fed and appointments. Fourth, the appoint-
ments literature has yet to examine central bank appointments that are
central to works in central bank independence and the Fed. Finally, an un-
derstanding of the Fed’s institutional origins would benefit from a positive
analysis of institutions.
As the following chapters demonstrate, this study builds heavily on this

previous body of work by attempting to make these complementary con-
nections. First, the study is both theoretical and empirical and attempts
to provide a tight connection between the two. Second, the appointment
process and its relation to policy are the real foci of this study. The study
looks into and illuminates the previously black box of the appointment
process. Third, the study is explicitly positive – interested in what is rather
than what should be. Fourth, the study examines the appointment pro-
cesses of two different central banks and shows how the differences in the
processes lead to different policy outcomes. Finally, I perform a positive,
interest-based analysis of the Fed’s origins to uncover why the appoint-
ment structure looks as it does.
These political struggles are neither unique to monetary policy nor

the United States. This study attempts to shed light on the fundamental
dynamics of the bargaining process and provides an approach to the study
of these dynamics that can be applied in a number of different settings
including the European Monetary Union (EMU).
Similar to the presidential nomination/Senate confirmation sequence

in the United States, members of the ECB are nominated by the Council
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of Ministers and confirmed by the Heads of States. But unlike the U.S.
president, the Council of Ministers’ nominations are not binding; the
Heads of States can suggest other nominees. Furthermore, the Heads of
States must unanimously approve a nominee whereas Senate confirmation
requires only a majority vote.
As the study will show, these differences have important implications

for how influence occurs on policy through appointments. First, the una-
nimity rule makes it possible, but unlikely, for extremely inflationary
countries to influence policy through appointments; when such countries
prefer the current policy, the only way to satisfy them is to find another
policy that satisfies them. It is more difficult for extreme politicians to ex-
ercise undue influence in the United States, because the president is only
required to satisfy the Senate median rather than all the senators. Second,
unanimity favors the status quo as it only takes one veto to stop policy
from changing; again, because not every senator has to be satisfied in the
American system, policy is easier to change. Third, even the existence of
an agenda setter with binding powers is not enough on the ECB to sub-
stantially change policy. The model shows that the unanimity rule has to
be changed as well.
Since the discussion for EMU began, a great deal of discussion has sur-

rounded the entrance of traditionally inflationary countries such as Italy,
Spain, Portugal, and,most recently, Greece. Although there has beenmuch
concern regarding the negative effects of these countries on monetary pol-
icy, the analysis in Chapter 5 shows that the power of one country with
extreme inflation preferences is limited to conditions when all countries
agree on the direction of policy change. But this is rare, and most of
the time, the status quo prevails, and as Chapter 5 shows, that was the
case in 1999 when EMU began. At the time, the status quo was of rela-
tively tight policy, and thus the institutions created by the EMU founders
guaranteed that Italy, Spain, and Portugal, assuming that they wanted to,
could not disproportionately influence policy in order to produce easier
policy.

1.6 the plan of the book

The book uses a variety of methods to tackle the three main questions.
I study the Fed appointment process both theoretically and empirically
with a combination of tools.
Chapter 2 develops a bargaining model of the process by which

the president and the Senate appoint members to the Fed. The model
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lays out the policy preferences of both the president and the Senate
and how those preferences become actual policy within the constraints
defined by the appointment process. For each appointment opportu-
nity, the model predicts the location of monetary policy following the
appointment.
Chapter 3 provides the estimates of monetary policy preferences that

are required to test the predictions from Chapter 2. For presidents, sen-
ators, and Fed members, an econometric model of voting on monetary
policy is estimated using new data from the Fed’s voting records and coded
signals of presidential and senatorial statements regarding monetary pol-
icy. The model controls for the current economic conditions that may
inspire even inflation hawks to vote for easy policy during recessions.
Chapter 4 uses the preference estimates from Chapter 3 to test the pre-

dictions from Chapter 2. From the Chapter 2 model, I derive the testable
hypotheses appropriate for answering the first two questions of this book.
In answer to the book’s first question of whether political influence on
monetary policy occurs through appointments, the results are positive;
Fed appointments are a viable source of political influence on U.S. mon-
etary policy. In answer to the second question of who influences, the
results support the president always anticipating the Senate in terms of
the FOMC. Dominance has less support.
Chapter 5 adapts the Chapter 2 model to the study of appointments

in the new ECB. In this process, the Heads of States of the member
EMU countries must unanimously approve the nominees. As a result, the
model demonstrates that sometimes extremely dovish or hawkish coun-
tries could determine European monetary policy, while at other times, it is
very difficult to change the current policy. Although the model lends sup-
port to recent alarm regarding the entry of high inflation countries such
as Italy, preliminary results indicate that the current situation dictates
against a change in the current, relatively tight policy.
Chapter 6 answers this book’s third question by examining the Fed ap-

pointment process as an endogenous object of political choice. Extensive
archival research is used to discover the political foundations of the Fed
for its creation in 1913 and for its restructuring in 1935. The research indi-
cates that the Fed’s unusual appointment structure resulted from the bat-
tles between theDemocrats andRepublicans regarding the extent towhich
the Fed’s powers were centralized. The Democrats and their constituen-
cies of smaller banks feared a central bank controlled by big New York
banks. These New York banks supported the Republicans who pushed
for a real central bank. The Federal Reserve System, as established, was
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a compromise consisting of many smaller central banks with a central
board of regional representatives as well as presidential appointees.
Chapter 7 summarizes and concludes by providing suggestions of pos-

sible extensions to other agencies and central banks. With suitable mod-
ifications, the model is applicable to any number of governmental and
policy settings. The comparative possibilities are outlined in this conclud-
ing chapter.
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A Formal Model of the Appointment Process

This chapter presents a formal model of the process by which the pres-
ident and Senate appoint members to the Fed. The model lays out the
president and Senate’s strategic considerations when they are faced with
an appointment opportunity posed by either the retirement or by the ex-
piring term of a Fed member. The president moves first with his power
of nomination and thinks about how to exploit that first-mover advan-
tage, while the Senate tries to maximize its veto power over the president’s
choice of nominee. Once they agree on a nominee, the president and Sen-
ate face constraints on how far they can move Fed policy with a single
appointment; the Fed’s multimember decision-making structure forces the
president and Senate to work around the existing Fed members. In sum,
the model details how preferences work within the constraints of the
appointment process to produce monetary policy.
The model encompasses several of the theories of appointments dis-

cussed in Chapter 1. The first is presidential anticipation: in the model
presented here, the president always anticipates the Senate’s preferences.
Under a certain set of circumstances, this means that the president dom-
inates, and at other times, the president compromises with the Senate.
Under still other circumstances, neither dominates, and both in a situ-
ation of deadlock simply maintain the current policy. Thus given presi-
dential anticipation, the model demonstrates that presidential dominance,
presidential compromise, or deadlock can occur.

2.1 an informal description of the appointment
process

This book focuses on the BOG appointments as they affect policy made by
the FOMC; the study takes as given the appointees for the reserve banks
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presidents. The appointment process used to appoint BOG members fol-
lows the general presidential nomination-Senate confirmation sequence
prescribed in Article II, Section 2 of the U.S. Constitution. The only special
feature of the process is a prescription of the Federal Reserve Act: the pres-
ident must give consideration to representation of the twelve reserve dis-
tricts and “fair representation of the financial, agricultural, industrial, and
commercial interests and geographical divisions of the country” (Federal
Reserve Act §10¶1, 38 Stat. 251(1913), 12U.S.C. §241(1935)). Informally,
consideration is given to the preferences of individual senators, financial
sector opinions, and the candidate’s sex and race (Havrilesky 1995: 291,
296–7; Jones 1995: 69).
The president submits his nominee to the Senate which refers the nom-

ination to its Committee on Banking and Urban Affairs.11 The Bank-
ing Committee investigates and holds hearings to question the nominee.
Committee members often ask candidates about potential conflicts of
financial interest and about their policy views. The Committee usually
considers BOG candidates with nominees for other official posts related
to the financial industry (e.g., commissioners for the Securities and Ex-
change Commission). The Banking Committee then votes to recommend
the nominee to the full Senate. If the nominee makes it through commit-
tee, the full Senate debates and votes to confirm the nominee. To date,
neither the Banking Committee nor the full Senate has formally rejected
a nominee to the BOG. In fact, the Senate has confirmed most nominees
by unanimous consent (Morris 1991: 31).
To summarize, the president chooses a candidate, the Senate Banking

Committee votes to recommend the nominee, and the full Senate then de-
cides whether to confirm the appointment. The following model attempts
to capture the key features of this process.

2.2 the appointment process model

2.2.1 Assumptions and Definitions

1. Actors and their preferences. There are three sets of actors in the follow-
ing model: presidents, Senate Banking Committee members, and FOMC
members (Table 2.1).

11 The Banking Committee usually consists of eighteen members, a majority of whom
are from the majority party.
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Table 2.1: Acronyms, Variables, and Other Notations

FOMC Federal Open Market Committee
BOG Board of Governors
P President’s ideal point
S Senate Banking Committee median’s ideal point
SQ0 FOMC median before a retirement
SQ1 FOMC median after a retirement
SQ2 FOMC median after the new appointee takes office
x1, . . . , x12 FOMCmembers numbered in order of easiest to tightest

policy
y FOMC retiree
x New appointee
SQ− Senate’s indifference point
L Lower limit of the range of possible outcomes
H Upper limit of the range of possible outcomes

I assume that all actors have well-behaved, single-peaked preferences
over a single dimension of monetary policy measured by the federal funds
rate, r ∈ [0,1]; lower rates indicate easier policy. The utility for an indi-
vidual i is a monotone, decreasing function, θ , of the distance of her ideal
point, ri , from the current Fed policy, SQ : Ui (ri , SQ) = θ (|ri − SQ|).
As the statistical model of preferences makes clearer in Chapter 3, ri

measures at any time an individual’s leaning toward easier or tighter policy
as a function of the individual’s characteristics and economic conditions.
Volcker and Seger’s ri s tell us that Seger is always easier than Volcker.
Because ri is a function of economic conditions, one can also think of ri
as an implied catch-all for common economic outcomes such as inflation.
Thus Volcker is always an inflation hawk relative to Seger.

2. Actions. First, the president chooses a nominee, x, on the set of r ∈
[0,1]; the nominee maps to a specific FOMC median, SQ2. Section 2.2.4
describes the exact mapping. Second, the Senate accepts or rejects the
nominee. Third, the FOMC members vote on monetary policy accord-
ing to the rule: Vote = tighter policy if ri > SQ, Vote = easier policy,
otherwise.

3. Other assumptions and implications
the senate banking committee and the fomc. Because both the

Senate Banking Committee and the FOMC are majority rule institutions,
it follows from the preceding assumptions, plus the assumption of perfect
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and complete information, that the median voter theorem applies to both
these collective institutions; the Senate Banking Committee median (S)
and the FOMC median (SQ) capture the policy positions of the two
institutions.
I assume further that the Banking Committee median accurately rep-

resents the Senate floor median; hereafter all references to the Senate are
to the Senate Banking Committee. Although there is some theoretical and
empirical controversy regarding this assumption, Krehbiel (1990) and
Krehbiel and Rivers’ (1988) results support the assumption. In particu-
lar, Krehbiel (1990) shows, using a variety of interest group ratings, that
many committees, including the Senate Banking Committee, are not pref-
erence outliers compared to the floor. Krehbiel and Rivers (1988) focus
on the Senate Committee on Labor and Human Resources since they are
concerned with minimum wage law.
The FOMC median, the current Fed policy or SQ, is the median of

the members currently serving on the FOMC. When a vacancy occurs,
in the absence of an appointment, the FOMC continues to function
with the reduced membership.12 With an odd number of members, the
median member is the FOMC median. With an even number of mem-
bers, I designate the midpoint between the two middle members as the
median.
Despite the conventional wisdom of the all-powerful Fed chair, the

FOMC median is a reasonable proxy for the institution for several rea-
sons. First, the chair has agenda-setting powers, but those powers are
limited. In a typical FOMC meeting, the chair begins with his assessment
of the current economy and provides options regarding the amount by
which the FOMCmight want to change interest rates. Each member then
reacts and adds to the chair’s comments, and in light of their comments,
the chair may adjust his proposal. Once the chair is satisfied that his pro-
posal has at least majority support, he calls for a vote.13 Thus the chair’s
agenda-setting power is neither exclusive nor absolute; others can help set
the agenda, and the chair engages in an intrameeting adjustment process
for his own agenda.
Second, even if the chair has agenda-setting power, he must satisfy the

median. Suppose the reversion point is the median – the policy starting

12 Seven FOMC members constitute a quorum.
13 I thank the research staff at the Minneapolis Fed for information on the FOMC
meetings.
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point.14 For an odd number of FOMC members, the chair cannot move
the outcome away from the median member because he cannot obtain
majority support for any other proposal.
The same is true for an even-numbered FOMC, for example with

twelve members. In that case, the reversion point is also the median, but
the median is now the range between the sixth and seventh members; any
given realization of the median is a random draw from that range. If the
chair is to the left of the sixth member, he cannot obtain any point to
the left of the range’s midpoint, because the seventh member would reject
that point. The seventh member would be better off with the status quo
because it guarantees that at least some draws of the median are right
of the midpoint, closer to her ideal point. Thus the best the chair can
do is to choose the midpoint itself, which guarantees that the outcome
is always at the midpoint rather than to the right of the midpoint some
of the time.15 The seventh member accepts the midpoint because she is
indifferent between the midpoint and the status quo; in expectation, they
yield the same utility.16

Third, the empirical evidence for chair agenda-setting power ismixed at
best. If the chair has much agenda-setting power, his voting weight should
be higher compared to that of the othermembers. Krause (1994) finds sup-
port for the chair’s ability to build consensus, and Chappell, McGregor,
and Vermilyea (1998) conclude that the chair’s voting weight is higher
than that of typical FOMCmembers. However, Chappell, McGregor, and
Vermilyea (1998) also conclude that the median voter theorem, which
presupposes equal voting weights, accurately represents FOMC voting
behavior. Furthermore, Chappell, Havrilesky, and McGregor (1993: 203;
1995: 123) find that they cannot reject the hypothesis of equal chair voting
weight.17

14 Given the median voter theorem, the assumption is reasonable.
15 Although the policy outcome point – the FOMC median – does not change, the
actual Fed policy can still change. Depending on the economic situation, the same
median point can mean raising interest rates fifty basis points or lowering them
twenty-five basis points. The context will translate the median point to the real
policy at a particular point in time.

16 Essentially, the foregoing is an application of the RR (1978) setter game in which
one player is a majority rule body and the starting point is the median. In this setup,
the median always prevails, although this is not the case if the median is not the
starting point.

17 The extent to which these studies arrive at different conclusions is disconcerting. The
mixed results may have to do with the use of different sources of data and testing
methods. The debate might be settled when the Fed finally releases all of the minutes
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2.2 The Appointment Process Model

The remaining evidence regarding chair power is anecdotal, but even
anecdotes provide mixed evidence. According to Greider (1987: 639–40),
Volcker was informally outvoted in 1987: “The sharp division in the
Federal Open Market Committee was not revealed by the final vote or
by the FOMC’s minutes. The chairman himself did not normally dissent,
even when he did not get his way . . .Volcker yielded to the others,” (p. 640,
emphasis added). Rose (1974: 187–8) claims that Burns was formally
outvoted on a number of occasions. These anecdotes indicate that the
chair does not always have his way with the other FOMC members, but
rather, it may be the other way around.

appointments and policy. As the utility function reflects, actors
care only about policy – not about specific appointments; they care about
appointments only insofar as they affect policy. But policy, the end goal,
is produced by the FOMC, while appointments, the means to the ends,
are on the BOG. How can the president and Senate ensure policy effects
on the FOMC through BOG appointments?
Essentially the president and Senate can manipulate FOMC policy

with their BOG appointments because the BOG members make up a
majority of the FOMC. I assume that the president and Senate are per-
fectly informed about the preferences of current and future reserve bank
presidents. Because reserve bank presidents often serve multiple five-year
terms, and this system of rotation is fixed, the assumption is reasonable.
For example, the Philadelphia reserve bank president recently retired after
nineteen years of service – nearly four consecutive terms.

2.2.2 The Sequence

The appointment process model is a spatial bargaining game between the
president and the Senate. The game begins when a member of the FOMC
leaves. The president moves first with his choice of appointee, after which
the Senate can veto the choice. Once they agree on an appointee, the
appointment is made, a new policy outcome is realized (the resulting
FOMC median), and payoffs are distributed to the president and Senate
based on the new outcome. If they fail to agree on an appointee, the

from its meetings. With the voting records from the publicly available “Record of
Policy Actions,” the data used in this study, a true test of the chair’s agenda-setting
power is not possible. The record does not provide enough information on the
deliberations prior to the vote, and the votes already reflect chair influence. The
minutes of the meetings do not suffer from this limitation. Chappell, McGregor, and
Vermilyea (1998) use the currently available set of minutes to conduct their test.
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Figure 2.1: Example

president and Senate have to put upwith themedian of the eleven-member
FOMC – the reversion point.

2.2.3 An Example

Before describing the equilibria of the game more generally, consider the
example in Figure 2.1. We need the following definitions.

Retirees and nominees. Define y as the retiree, and x as the nominee or if
approved – the appointee.

Status quos. SQ0 is the median of the FOMC before any given retirement,
SQ1 is the FOMC median after the retirement, and SQ2 is the FOMC
median after an appointee takes her seat on the FOMC.

Policy outcome. SQ2 is the policy outcome.
Reversion point. SQ1 is the reversion point.
The Senate’s indifference point. The Senate’s indifference point, SQ−, is the
point at which it is indifferent between SQ− and SQ1 : |S − SQ1| =
|S − SQ−|.

FOMCmembers. The FOMC members are labeled {x1, . . . , x12} in order
of easier to tighter monetary policy. In Figure 2.1, the x’s for the FOMC
members have been dropped for ease of explication.

Range of possible outcomes. The range of possible outcomes is the range
in which the president and Senate can move the FOMC median with a
given single appointment. L is the lower limit, and H is the upper limit
of the range.

In this example, the president (P) and the Senate Banking Commit-
tee median (S) favor easier policy relative to the current status quo,
SQ0.
The appointment process begins with a retirement, y = x6. After the

retirement, the FOMC median immediately changes from SQ0 to SQ1 =
x7, which is the reversion point, the outcome that the president and Senate
must tolerate in the absence of an agreement.
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If we compare P, S, and SQ1 and forget momentarily about the other
FOMCmembers, the president and Senate would agree on the Senate’s in-
difference point, SQ−, as the policy outcome. The president would suggest
this point as the agenda setter, and the Senate would agree to it because it
is indifferent between SQ− and SQ1. So far, the game is a straightforward
application of the Romer and Rosenthal (1978) setter game.
However, SQ− lies outside the possible range of outcomes for the retire-

ment, y = x6. For this retirement, whether the nominee’s ideal point is x5
or x1, the lowest point the president and Senate can achievewith this single
appointment is L2 > SQ−. In this manner, L2 defines the lower boundary
of the range of possible outcomes. The upper boundary, H2 = x7+x8

2 , re-
sults from an appointment to the right of x8. [L2, H2] is the entire range
of possible outcomes for y = x6.
The president and Senate still want to get as close as possible to SQ−.

In the range of possible outcomes, that point is L2 – the actual outcome.
Formally, the equilibrium of this particular game is defined on the path by
the president’s nominee choice, x ≤ x5 and the Senate’s acceptance. The
president and Senate receive payoffs based on SQ2 = x5+x7

2 .

2.2.4 Possible Outcomes

I now generalize the example by first examining all the possible outcomes
and then adding the president and Senate to the analysis and seeing what
it means for the actual outcomes.
The example illustrates that the game is relatively simple except for the

mapping of appointees to policy outcomes – the FOMC medians. First, a
single appointee’s position, x, is never the policy outcome of the game. In
the preceding example, even if x6 is the retiree, and x is between x5 and
x7, the new policy outcome would be x+x7

2 rather than x.
Second, even though x itself can never be the policy outcome, x may

define a unique policy outcome, that is the correspondence between x
and SQ2 can be unique. However, at other times, the correspondence
between x and SQ2 is not one to one; a range of appointees leads to the
same outcome. Going back to the example, when x6 leaves, any new x
such that x5 < x < x7 will determine a unique policy outcome defined by
x+x7
2 . The same is true for any x such that x7 < x < x8; the outcome in

this case will be x+x7
2 . However, any appointee greater than x8 will not

result in a unique policy outcome. In fact, all such appointees will result in
the same outcome, x7+x8

2 . Similarly, all appointees less than x5 will result
in the same outcome, x5+x7

2 .
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These complications will affect the extent to which the president and
Senate can move policy to exactly their desired location with one appoint-
ment. Sometimes, no matter how much they would like to move policy
to some location, there will be a limit to which they can do so, and the
limit will be determined by the location of the vacancy.
In this subsection, I formally characterize the limits – the range of pos-

sible outcomes for any given vacancy. The possible outcomes are grouped
into four ranges based on seat numbers: the first five seats, seat 6, seat 7,
and the last five. Range 1 is defined as [L1, H1], Range 2 as [L2, H2],
and so on.

Range 1 (Figure 2.2): if y ∈ {x1, x2, x3, x4, x5}
Range 1 is defined by a vacancy in one of the first five FOMC seats. Once
one of {x1, x2, x3, x4, x5} retires, the FOMC median will immediately
move to SQ1 = x7.
The first two sets of possible appointees do not uniquely define the

outcome, SQ2. First, in (1) in the following text, all appointments to
the left of x6 (x ≤ x6) will result in SQ0, the same median before the
retirement of the outgoing member. Thus SQ0 defines the lower limit,
L1, to which the president and Senate may move policy with any one
such retirement. Second, in (2), any appointment to the right of x8
will result in the median defined by the mean between the 7th and 8th
FOMC members. This point defines the upper limit, H1, to which the
president and Senate may move policy with any one such retirement.
To formalize, the nonunique correspondences between x and SQ2 are
defined by:

(1) x ≤ x6 ⇒ SQ2 = SQ0 = L1

(2) x ≥ x8 ⇒ SQ2 = x7+ x8
2

= H1

The second set of possible appointees, between seats 6 and 8, do de-
fine a unique set of outcomes – the mean of the new appointee and the
7th member. The new outcome will be between the lower and upper
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Figure 2.3: Range 2

limits. The unique one-to-one correspondences between x and SQ2 are
defined by:

(3) x6 < x < x8 ⇒ L1 < SQ2 = x+ x7
2

< H1

Thus the complete range of outcomes for y ∈ {x1, . . . , x5} is L1 ≤
SQ2 ≤ H2. Whether a one-to-one correspondence exists depends on
whether x is between or outside the boundaries defined by seats 6 and 8.

Range 2 (Figure 2.3): if y ∈ {x6}
Because x6 and x7 define the FOMC median, a retirement of x6 or x7
means that the president and Senate can potentially change the outcome to
a greater extent compared to when the other members retire. For example,
if x5 rather than x6 retires, the president and Senate will always bump up
against the lower limit, L, defined in part by x6: L = SQ0 = x6+x

2 . When
x6 retires, x5 defines the lower limit rather than x6, and thus the lower
limit is lower, and the range is larger.
If x6 retires, SQ1 = x7. As in Range 1, there are two sets of possible

outcomes based on the placement of the new appointee.
The first set defines the nonunique correspondences between an appointee
and outcomes:

(1) x ≤ x5 ⇒ SQ2 = x5+ x7
2

= L2 ≤ L1

(2) x ≥ x8 ⇒ SQ2 = x7+ x8
2

= H2 = H1

In (1), since x5 ≤ x6, this lower limit will be lower than in Range 1:
L2 < L1. According to (2), the upper limit stays the same: H1 = H2. In
sum, Range 1 ≤ Range 2.
The second set defines the unique outcomes. When x is between x5 and

x8, x together with x7 will define the new outcome:

(3) x5 < x < x8 ⇒ L2 < SQ2 = x+ x7
2

< H2
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Thus the complete range of outcomes for y ∈ {x6} is L2 ≤ SQ2 ≤ H2,
where L2 ≤ L1 and H1 = H2 such that Range 1 ≤ Range 2.

Range 3 (Figure 2.4): if y ∈ {x7}
Analogous reasoning applies to Ranges 3 and 4 in which y ∈
{x7, . . . , x12}. In order to be complete, I quickly provide the formal
details.
For any y ∈ {x7}, SQ1 = x6. The nonunique correspondences between

x and SQ2 are defined for any x such that:

(1) x ≤ x5 ⇒ SQ2 = x5+ x6
2

= L3

(2) x ≥ x8 ⇒ SQ2 = x6+ x8
2

= H3

The unique correspondences are:

(3) x5 ≤ x ≤ x8 ⇒ L3 < SQ2 = x+ x6
2

< H3

Thus the total range of outcomes for y ∈ {x7} is L4 ≤ SQ2 ≤ H4.

Range 4 (Figure 2.5): if y ∈ {x8, x9, x10, x11, x12}
For any y ∈ {x8, . . . , x12}, SQ1 = x6. The nonunique correspondences

between x and SQ2 are defined for any x such that:

(1) x ≤ x5 ⇒ SQ2 = x5+ x6
2

= L4 = L3

(2) x ≥ x7 ⇒ SQ2 = SQ0 = H4 ≤ H3
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The unique correspondences are defined for any x such that:

(3) x5 < x < x7 ⇒ L3 < SQ2 = x+ x6
2

< H3

Thus the total range of outcomes for y ∈ {x8, . . . , x12} is L3 ≤ SQ2 ≤
H3 where L3 is the same as L4 but H3 ≥ H4, and Range 3 ≥ Range 4.
As with the retirement of x6, x7’s retirement, compared to the other
members’ retirements, leaves the president and Senate more latitude to
move policy.

2.2.5 Actual Outcomes: Adding the President and the Senate

In the previous section, I examined the entire range of possible outcomes
for a single appointment given the location of the vacancy. In this sec-
tion, I predict the location of the actual outcomes in the range of possible
outcomes by adding the president and Senate to the analysis. The actual
outcomes are determined by the three possible orderings of the president
and Senate relative to SQ1.

Case 1: Presidential Dominance
definition. Romer-Rosenthal (RR) equilibrium policy. The RR equi-

librium policy is the game’s outcome in the absence of the constraints
imposed by the range of possible outcomes, for example SQ− in the ex-
ample. The RR equilibrium policy is the Romer-Rosenthal setter game
(1978) equilibrium.
In Case 1, the president is closer to the status quo, SQ1, than the Senate.

As the agenda setter, the president can propose his ideal point, P, as the
RR equilibrium policy, and the Senate will accept the proposal as the out-
come will be closer to its ideal point, S, than the status quo, SQ1. The
problem is that P might be outside the range of possible outcomes. In
that case, whichever boundary point, L or H, is closer to the president’s
ideal point will become the actual policy outcome.
More formally, there are two possible configurations of this case. In

each configuration, |P − SQ1| < |S − SQ1|.
(1) S < P < SQ1 ⇒ SQ2 = P if P ∈ [L, H], SQ2 = L otherwise

(2) SQ1 < P < S ⇒ SQ2 = P if P ∈ [L, H], SQ2 = H otherwise

Case 2: Presidential Compromise. In this case, the Senate is closer than
the president to the status quo, SQ1. However, the ultimate policy out-
come depends on how close the Senate is to the president. In some cases
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(Case 2a), the Senate is closer to the president than the Senate’s indiffer-
ence point, SQ−, and in those cases, the president has every incentive to
propose his ideal point as the RR equilibrium policy which the Senate
has no reason to reject because the reversion point, the status quo point,
SQ1, is farther away from S than P. In other cases (Case 2b), the Senate’s
indifference point is closer than the Senate’s ideal point to the president,
and the president will propose SQ− as the RR equilibrium policy; the
Senate will accept as it is indifferent, by definition, between SQ− and the
status quo.
As before, the actual outcomewill be whichever is possible: a boundary

point or P in the first set of cases (Case 2a), and a boundary point or SQ−

in the second set of cases (Case 2b).
There are four possible configurations of Case 2. In each configuration,

|S − SQ1| < |P − SQ1|.
Case 2a: S is closer to P than to SQ1

(1) P < S < SQ1 and S <
P + SQ1

2
⇒ SQ2 = P if P ∈ [L, H], SQ2 = L otherwise

(2) SQ1 < S < P and S >
P + SQ1

2
⇒ SQ2 = P if P ∈ [L, H], SQ2 = H otherwise

Case 2b: S is closer to SQ1 than to P

(3) P < S < SQ1 and S >
P + SQ1

2
⇒ SQ2 = SQ− if SQ− ∈ [L, H], SQ2 = L otherwise

(4) SQ1 < S < P and S <
P + SQ1

2
⇒ SQ2 = SQ− if SQ− ∈ [L, H], SQ2 = H otherwise

Note that although S is closer to SQ1 than to P in Case 2, the president
still dominates in configurations (1) and (2). This is due to the president’s
agenda-setting power which also shows its advantages in the Senate’s
inability to get its ideal point, S; at best, the Senate can obtain SQ−.

Case 3: Deadlock. In this case, the status quo lies between the president
and Senate’s ideal points. Thus, neither the president or Senate is willing
to give up ground, because one’s gain is the other’s loss. They therefore
agree to disagree; they maintain the current FOMC median. SQ1 is the
RR equilibrium policy.
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There are two possible configurations in this case:

(1) P < SQ1 < S ⇒ SQ2 = SQ1

(2) S < SQ1 < P ⇒ SQ2 = SQ1

ThePresident’s Influence. All in all, the president maintains much influence
over the process even in this model of presidential anticipation. Essentially
he gains leverage from his first-mover advantage. In Case 1, if the Senate
moved first rather than the president, the outcomes would be either S or
the president’s indifference point, much as the current Case 2 is favorable
toward the president. In Case 2, the outcome would be S rather than P or
SQ−; there would be Senate dominance. But in the current constitutional
setup, because the president is the agenda setter, he can use this advantage
in order to obtain a point closer to or identical to his ideal point in either
of the first two cases. In Case 3, who moves first does not matter because
SQ1 is always the outcome.

2.3 an extension of the model to multiple
appointments

In this section, I briefly consider an extension to the model. I consider
how the model would change if the president and Senate were to look
ahead and bargain over a series of appointments rather than a single
appointment. In the Appendix, I consider a second extension of the model
to the BOG.
In the previous setup, the president and Senate played a new appoint-

ment process game each time a new vacancy occurred on the FOMC. It
is interesting to consider what would happen if all of these games were
linked sequentially for a given president and Senate.
Assume for simplicity that there is no discounting and that the president

and the Senate can foresee the upcoming retirements; as the term lengths
are for fixed periods, the assumption is reasonable.18 Also assume that
the utilities of the presidents and senators are now based on an average of
payoffs from all the games they play; this assumption takes into account
the game’s total additive payoffs given that the original utility function is
a loss function with negative payoffs. Formally, U = 1

T

∑
T θ (|ri − SQt|),

where t denotes an iteration of the game. If this particular president and
Senate has three appointment opportunities, for example, we would like

18 Furthermore, early retirements are also usually known in advance.
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to know how the third appointment conditions the choice of the second,
and how the second conditions the first.
In this modified setup, there are two possible changes to the original

model. First, the exact placement of the appointees may matter more
than previously. Referring to the example in Figure 2.1, the president
and Senate would previously appoint anyone to the left of x5 (x ≤ x5)
in order to achieve SQ2 = L2, which is as close as possible to SQ−, the
RR equilibrium policy. With multiple appointments, placements of ap-
pointees between SQ− and x5 could impede future progress toward SQ−.
Therefore, the president and Senate appoint members right at SQ− if no
member is at that point, or if there is already a member at SQ−, they
will appoint members at or to the left of SQ− in order to maximize the
future chances of getting exactly to SQ−. Thus in general, the president
and Senate will try to appoint members on or as near as possible to the
RR equilibrium policy point: P in Case 1, P or SQ− in Case 2, and SQ1
in Case 3.
Second, the president and Senate may never reach the long-run equi-

librium point even with multiple appointment opportunities. Going back
to the example, if a second appointment opportunity opened up at x10,
SQ1 will become x5. This then creates a deadlock situation with P and
S on either side of SQ1 = x5. The president and Senate will not be able
to agree on policy changes and will maintain the outcome at x5 with
this and any future appointments. Thus progress toward SQ− will stop
at x5.
In the two consecutive appointment opportunities described, note that

the appointee was x ≤ x5 for the first appointment opportunity, and x5
for the second. Interestingly, we have come full circle: the original static
model also predicts x ≤ x5 for the first appointment, and if the same
president and Senate play a second appointment game after the first, then
x = SQ1 = x5, as they will be in a deadlock situation. Thus without ref-
erence to the second game conditioning the first game, the predictions are
the same from the original static model versus those of the more dynamic
version considered in this section.

2.4 summary

This chapter has developed a model of the process to appoint members
to the Fed: both the FOMC and the BOG (in the Appendix). The model
is similar to the Romer and Rosenthal (1978) setter game except that
the multimember structure of the FOMC imposes limits on the extent
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to which the politicians can make progress toward the RR equilibrium
policy.
The model makes clear, testable predictions about the location of pol-

icy after a new appointee takes office based on the preferences of the
president, Senate, and the existing Fed members. In order to test these
predictions, we need a measure of preferences over monetary policy and
a method to estimate the ideal points – the aim of the next chapter.

2.5 appendix: the board of governors

The appointment process model easily extends to the seven-member BOG
with three slight modifications due to the odd rather than even number
of members on the BOG. First, SQ0 and SQ2 are defined by a single
member, x4, on the seven-member BOG, and SQ1 is defined by the two
middle members of the after-retirement, six-member BOG.
Second, there are only three rather than four ranges of possible out-

comes. The original four ranges for the FOMC are based on four group-
ings of the twelve FOMC seats: the group of seats to the left of the median
(x ≤ x5), each of the two seats that make up the FOMC median (x6 and
x7), and the final group of seats to the right of the median (x ≥ x8). Be-
cause the BOG contains an odd number of members, the median is defined
by a single member, x4, rather than two members as previously. There-
fore, the middle range is reduced from two ranges to one defined by the
vacancy of x4. The ranges based on the left and right sides of the median
are virtually the same except for a smaller number of seats. Range 1 is
y ∈ {x1, x2, x3}, Range 2 is y ∈ {x4}, and Range 3 is y ∈ {x5, x6, x7}.
Third, because a single member defines the median, x can become the

outcome of the game.
The definitions of the limits are analogous to those of the FOMC ranges

with slight differences.

Range 1: if y ∈ {x1, x2, x3}
For any y ∈ {x1, x2, x3}, SQ1 = x4+x5

2 . The nonunique correspondences
between x and SQ2 are defined for any x such that:

(1) x ≤ x4 ⇒ SQ2 = x4 = SQ0 = L1

(2) x ≥ x5 ⇒ SQ2 = x5 = H1

The unique correspondences are defined for any x such that:

(3) x4 ≤ x ≤ x5 ⇒ L1 ≤ SQ2 = x ≤ H1
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Range 2: if y ∈ {x4}
For any y ∈ {x}, SQ1 = x3+x5

2 . The nonunique correspondences are:

(1) x ≤ x3 ⇒ SQ2 = x3 = L2 < L1

(2) x ≥ x5 ⇒ SQ2 = x5 = H2 = H1

The unique correspondences are:

(3) x3 ≤ x ≤ x5 ⇒ L2 ≤ SQ2 = x ≤ H2

Range 3: if y ∈ {x5, x6, x7}
For any y ∈ {x5, x6, x7}, SQ1 = x3+x4

2 . The nonunique correspon-
dences are:

(1) x ≤ x3 ⇒ SQ2 = x3 = L3 = L2 < L1

(2) x ≥ x4 ⇒ SQ2 = x4 = H3 < H1 = H2

The unique correspondences are:

(3) x3 ≤ x4 ⇒ L3 ≤ SQ2 = x ≤ H3

In overall comparisons, Range 2 is the largest of the three. Whether
Range 1 is greater than Range 3 and vice versa depends on the distance
between x4 and x5 for Range 1 and between x3 and x4 for Range 3.
Adding the president and Senate is totally analogous to the FOMC

game; either theRR equilibriumpolicy or the boundary pointswill prevail.
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3

Estimating Monetary Policy Preferences

Testing the implications of the appointment process model requires es-
timates of monetary policy ideal points for presidents, Senate Banking
Committee members, and FOMC members. In this chapter I develop a
method to estimate those ideal points.

3.1 the basic problems

3.1.1 Problem 1: Economic Conditions

The first problem of estimating monetary policy preferences is the con-
founding of ideal points with economic conditions. In monetary policy,
the economic context of voting leads to highly similar voting patterns
for very different individuals. Those patterns make it difficult to differ-
entiate among individuals with commonly used measures such as vote
proportions.
Take the example of Nancy Teeters and Henry Wallich. President

Carter appointed Teeters to the BOG in 1978. As a member of the FOMC,
Teeters was a well-known easy-policy advocate in contrast to Henry
Wallich, a staunch tight-policy supporter, who was appointed in 1974
(Greider 1987: 72, 81, 465–6). Despite their differences, both Teeters and
Wallich consistently voted for tighter monetary policy during 1978–82,
a period of very high inflation.19 As a result, Teeters and Wallich appear
over their careers to have very similar monetary policy preferences based
on a vote proportion measure:20 Teeters’ vote proportion was 0.51 from

19 Annual rate of 13.1 percent for the United States in 1980 (OECD 1997: A19): the
highest level since World War II.

20 An individual’s tight policy votes divided by the total number of her votes.
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Figure 3.1: Ideal Points and Cutpoints

1978 to 1984, and Wallich’s was 0.61 from 1974 to 1986. On the BOG,
they are right next to each other in a rank ordering of all seven contem-
porary members. Basically, because of inflation, Teeters had few oppor-
tunities to vote for easy policy even if she wanted to, and the same is
true in the other direction for Wallich who faced a severe recession during
1975–6 and in 1980.
The problem is that vote proportions discard useable information re-

garding the economic context of voting. Vote proportions average across
the votes and therefore, across the economic shifts. Thus two individuals
with the same voting record will have the same vote proportion regard-
less of when they served. However, the “when” matters a great deal. If an
individual votes for tight policy all the time, our insights should be dif-
ferent if she served during inflationary times as opposed to recessionary
times.
In sum we need to know how the conditions during the time of service

skews votes in one direction or the other. The method in this chapter uses
a statistical model that controls for the economic swings. As in Figure 3.1,
the model works on the idea that cutpoints shift across individuals who
have fixed ideal points.

3.1.2 Problem 2: Comparisons across Time and Institutions

The second problem of estimatingmonetary policy preferences is the com-
parison of individuals across time and across the three institutions of the
presidency, Senate, and the Fed.
The appointment process model requires comparisons of Fed members

appointed on different dates. For example, in order to assess the impact
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3.2 The Preference Estimation Model

of Martha Seger’s 1984 appointment to replace Nancy Teeters (appointed
August 1978), it is necessary not only to compare both Seger and Teeters
to one another, but also to the previous appointees who were serving
on the BOG: Rice (April 1979), Volcker (July 1979), Martin (January
1982), Partee (December 1975), Gramley (February 1980), and Wallich
(January 1974). The rank orderings of these appointees determines the
Fed median – a crucial variable in the formal model. The preceding also
applies to the Senate median.
The appointment process model also requires comparisons of individ-

uals from three different institutions. In the model, the locations of the
president, the Senate median, and the FOMC median relative to one an-
other determines the predicted locations of the new appointee and the
resulting FOMC median. Testing the model therefore requires estimating
ideal points for all three sets of actors on one common scale.

3.2 the preference estimation model

The method in this chapter tackles both problems of estimating monetary
policy preferences. First, in dealing with the current economic conditions,
themethod uses a fixed effects model with two sets of variables that isolate
the effects of individual characteristics from the time-specific economic
conditions. I use the coefficients on the individual characteristics as ideal
points estimates.
Second, with respect to producing estimates comparable across time,

the coefficients on the individual characteristics are not time-specific.
On comparing across institutions, the method uses one institution, the
FOMC, to bridge across the three institutions. Because presidents and
senators take positions on FOMC votes, the FOMC provides a common
scale for all three sets of ideal points. This feature is analogous to Bailey
and Chang’s (2001) work on the Supreme Court in which the president
takes positions on Supreme Court and Senate votes. The difference is that
in their setup, the bridge actor, the president, actively takes positions in
the other arenas; whereas in this setting, the other arenas’ actors take
positions in the bridge actor’s arena. Thus the bridge actor’s role in one
setup is opposite to her role in the other setup.

3.2.1 Assumptions

As in Chapter 2, I assume that the true underlying monetary policy prefer-
ences of each actor, i (i ∈ {1, . . . , N}), are defined on a single dimension of
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Estimating Monetary Policy Preferences

Table 3.1: Notation

r = federal funds rate
t = time of meeting (t = 1, . . . , T)
i = index for individual i (i = 1, . . . , N)
αi = set of coefficients on dummy variables

equal to 1 for member i, 0 otherwise
xt = set of macroeconomic variables
β = set of coefficients on xt
εit = error term

easier to tighter monetary policy as measured by a lower or higher federal
funds rate, r . Each individual has an ideal federal funds rate, ri . We are
interested in estimating ri for presidents, senators, and FOMC members.
(See Table 3.1 for notation.)
It seems reasonable to assume that each individual has a core set of

characteristics that do not vary according to the current economic condi-
tions. Thus when inflation is high, even if individuals all vote for tighter
policy, they will still vary in the extent to which they desire tighter policy.
Although Teeters and Wallich voted identically to tighten policy in the
late 70s, no one would claim that these two individuals shared the same
monetary policy philosophy. As the economy came out of recession in the
80s, their different core views on policy revealed themselves in opposing
votes.
I therefore further assume that ri is related to (1) a set of macroeco-

nomic variables (e.g., inflation, Gross Domestic Product [GDP] growth,
unemployment) and (2) a set of individual variables (e.g., political affil-
iation, education, and years in government). The macroeconomic vari-
ables are time-specific to each FOMC meeting, t (t ∈ {1, . . . ,T}) but not
individual-specific. Conversely, the individual variables are individual-
specific but not time-specific.
The separation of these variable types is an attempt to capture the

following assumed sequence of events: (1) the individual observes the
current macroeconomic conditions, (2) she processes these observations
with her characteristics, then (3) she arrives at her ideal federal funds rate
for time t.
As a function of economic conditions, ri is a catch-all for common

economic outcomes such as inflation, unemployment, and output. In other
words, ri is not just the preferred federal funds rate, but also the preferred
inflation rate, unemployment rate, and growth rate.
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3.2 The Preference Estimation Model

3.2.2 The Model

If the current economic conditions affect individuals equally, the condi-
tions should scale up or down all ideal points, ri s, by the same amount. As
required, in the following model, any change in xt affects each individual’s
ideal point, ri , by the same amount, β:

rit = αi + β ′xt + εi t (3.1)

where αi is a coefficient on a dummy variable for individual i , xt is a
K × 1 vector of macroeconomic variables, β is the K × 1 corresponding
vector of coefficients, and εi t are errors.
Assuming that the error structure is E(εi t) = 0, E(ε2i t) = σ 2, and

E(εi tε j t) = 0 for i �= j , Equation 3.1 is a fixed effects model. The β cap-
ture the effects of the macroeconomic variables on all individuals, and the
αi capture the effects peculiar to individual i over all time (Hsiao 1986:
ch. 3).
If rit were observed, one could use ordinary least squares (OLS) to

estimate Equation 3.1, but rather than rit, we observe discrete votes, r∗
i t,

defined by:

r∗
i t = 1 if rit > rt (3.2)

r∗
i t = 0 if rit ≤ rt (3.3)

where “1” denotes a vote for tighter policy, and rt is the current federal
funds rate.21

With the definition of r∗
i t in Equation 3.2, and the assumption that εi t is

normally distributed (0, σ 2), Equation 3.1 is a binary probit, fixed effects
model:22

P(r∗
i t = 1) = P(rit > rt)

= �(
αi

σ
+ β ′xt

σ
− rt

σ
) (3.4)

A nonstandard aspect of this equation is its relationship to contin-
gent valuation models that are often used to estimate the willingness to
pay for environmental quality (Cameron and Huppert 1991). In effect
rt is a referendum question. At time t, each FOMC member receives a

21 The coding of the data is binary due to limitations in the voting data. See data
section for more details.

22 We can also entertain other distributional assumptions. I assume the normal for
convenience. The resulting estimation of the probit model is relatively simple, and
the estimates are consistent for large T.
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take-it-or-leave-it question based on the current interest rate: Do you
find a higher interest rate acceptable compared to the current inter-
est rate? If the answer is “yes”, r∗

i t = 1, and if the answer is “no”,
r∗
i t = 0.
The parameters of the model are easy to estimate with any standard

package. I used SST version 4.0. According to Hsiao (1986: 159), the
maximum likelihood estimates of the parameters are consistent when the
number of observations per individual is large – as is the case inmy dataset
(see Section 3.3).

3.2.3 The αi s as Ideal Point Estimates

Note that in Equations 3.1, 3.2, and 3.4, references are to rit – the indi-
vidual’s ideal point at time t. But as explained previously, we need ri , the
ideal point irrespective of time. As a result, we are particularly interested
in the αi coefficients, which are not dependent on time, as proxies for ri .
From Equation 3.4, since:23

∂P(r∗
i t = 1)
∂αi

= φ(αi + β ′xt − rt)

> 0 (3.5)

the higher the value of αi , the greater the likelihood that individual i votes
for tighter policy. Thus an individual with a high value of αi tends to favor
tighter policy, while those with lower values favor easier policy. In this
manner, αi is a proxy time independent estimate of the true ideal federal
funds rate for individual actor i .
A legitimate question about this model is: if one is interested in individ-

ual characteristic variables, why not explicitly include them in the model
as variables in their own right? The reasons are twofold. First, it can
be difficult to identify and/or measure these variables. Many individual-
specific variables potentially affect ideal points including party affiliation,
profession, years in government, and level of education, but identifying
the complete and relevant set of variables is not necessarily possible. In
terms of measurement, education, for example, can be measured by tangi-
bles such as level, type, and number of degrees, but other more intangible
features, such as the conservativeness of the education, are more difficult
to measure.

23 Henceforth, for notational simplicity, I drop σ from the equations. Normalizing σ

to one just changes the scaling of the estimates.
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Table 3.2: Summary Characteristics of the Data

Senate
Banking Macroeconomic

FOMC Committee President Variables

Period 1970–95 1974–95 1969–94 1969–95
Frequency every 6 weeks every 6 months monthly monthly
No. of 2966 660 305 324
observations

yit = 1 47.70% 39.90% 39.70%
yit = 0 52.30% 60.60% 60.30%

Second, the particular variables themselves are not always of interest
per se. Rather, an estimate of general individual characteristics is more im-
portant for some applications. In testing the appointment process model,
wewant to knowwhere individual ideal points lie relative to one another –
not necessarily why individuals have a particular ideal point. The αi esti-
mates are single measures of all the individual-specific characteristics that
inform us of the relative location of the actors.

3.3 data, estimated model, and results

3.3.1 The Data

The estimation uses two new datasets of FOMC voting and Senate
Banking Committee signals, and two existing datasets for the presidents
and economic variables.

1. The FOMC Voting Data (Table 3.2). This dataset is a panel of each
FOMC member’s vote (for tighter or easier policy) at the approximately
monthly meetings during the period 1970–95.
I constructed this dataset by analyzing the formal voting records con-

tained in the FederalReserveBulletin’s “TheRecord of Policy Actions.” The
coding involved a two-step process. First, I assigned a direction, tighter or
easier, to each meeting’s “Current Economic Policy” or “Domestic Policy
Directive.”24 When the FOMCdecided to maintain prevailing conditions,

24 A binary rather than a three-level variable is used because individuals rarely truly
vote for the status quo. When the FOMC votes for the status quo, they almost
always assign a tight or easy bias to their vote. Due to the high percentage of votes
in which some bias is mentioned, it was quite difficult to confidently code status
quo votes as real status quo votes.
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I assigned a direction based on that of the previous meeting. Second, I as-
signed the directive’s direction to each member in the directive’s voting
majority. For each member in the minority, I assigned a direction based
on explicit references to the direction she would have preferred. In con-
trast to many previous studies,25 this study includes all votes at meetings,
nondissents as well as dissents, and therefore utilizes all the information
contained in the formal voting records.
The entire dataset also contains data from 1951–69, but I did not use

that data because the FOMC used a different set of criteria for judging
economic conditions during that period. Beck (1982a: 420, 422) points
out that before 1970, the FOMC under Chairman Martin did not rely
on quantitative economic indicators, preferring to rely instead on the
“tone” of markets. According to Maisel (1973: 114), a former Fed mem-
ber, “[Martin] felt that the economy was too complex to explain in detail;
intuitionwould be lost and false leads followed if toomuch stress were put
onmeasurement,” and (1973: 118) “[Martin] pointed out again and again
the inability of everyone, including himself, to explain movements in the
money supply – a fact which led him to put his faith in the tone and feel of
financial markets as opposed to specific measurements.” Essentially the
Fed’s consistent reliance on econometric modeling of the economy came
only after Martin left the chairman’s office. Thus for consistency in the
data, I stuck to the post-Martin period.
In the estimation for 1970–95, there were seventy-two FOMC mem-

bers and 258 FOMC meetings. I could not estimate the αi parameter for
individuals who voted in one direction 100 percent of the time because
the αi estimates for such individuals tended to infinity. However, in the
next chapter’s empirical analysis of the model’s predictions, I do include
these individuals in the rank orderings of the contemporaneous FOMC
members by placing them on the extreme ends of the distribution; thus an
individual who voted for tight policy 100 percent of the time was placed
at the tightest position of the twelve FOMC members in a given period.
I used an average of 42 votes per individual with a minimum of 5 (for 2
individuals) and a maximum of 137.

2. The Senate Banking Committee Signaling Data. This dataset consists of
each Banking Committee member’s (forty-two total senators) signal for
tighter or easier policy relative to current FOMC policy. The signals come

25 Yohe (1966); Canterbery (1967); Puckett (1984); Belden (1989); Havrilesky and
Schweitzer (1990); Havrilesky and Gildea (1992).
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from the semiannualmonetary policy hearings (forty-three total hearings),
the Humphrey-Hawkins testimonies, mandated by the Full Employment
and Balanced Growth Act of 1978.26 These hearings were meant to give
the senators and the public a chance to question the Fed chairman about
the Fed’s current and future policy.
I analyzed statements from the testimonies during the period 1974–95.

For each senator who spoke at the hearings, I coded her statement(s) in
the direction appropriate to her voiced concerns. For senators who did
not speak,27 I assigned a direction based on that of the current FOMC
policy. For each senator, there was an average of fifteen signals with a
minimum of five and a maximum of thirty-eight.
Because the senators’ remarks during the hearings are in relation to

current FOMCpolicy, the information from these hearings is ideally suited
for the estimation of the senators’ and FOMC members’ preferences on
one common scale.

3. ThePresidential SignalingData. This dataset consists of each president’s
(six total presidents) monthly signal for tighter or easier policy from
Thomas Havrilesky’s SAFER dataset.28 Havrilesky and his research as-
sistants coded The Wall Street Journal’s articles that commented on the
administration’s stance on current FOMC policy. Thus, like the Senate
data, these data consist of the president’s position on FOMC policy and
are ideally suited for estimating preferences for the president and FOMC
members on one common scale.
For my dataset, I aggregated Havrilesky’s measure on a monthly ba-

sis for the period 1969–94 (305 months) (Havrilesky 1988, 1991, 1993,

26 The Full Employment and Balanced Growth Act of 1978 requires the Fed chair-
man to testify before the Senate Committee on Banking and Urban Affairs on a
semiannual basis. During the period 1974–8, the act was considered in a number of
different forms, and the hearings, which were to become law according to the act,
began during this period. The exact titles and dates of the hearings are: 2-6-74Over-
sight on Economic Stabilization, Subcommittee On Production and Stabilization;
2-25-75 Monetary Policy Oversight; 1975–1976 First thru Fourth Meetings on the
Conduct of Monetary Policy, House Concurrent Resolution 133; 1977–1978 First
thru Third Meetings on the Conduct of Monetary Policy, House Concurrent Reso-
lution 133 and Public Law 95-188; 1979–1995 Federal Reserve’s [First or Second]
Monetary Policy Report for [Year]; and Full Employment and Balanced Growth
Act of 1978 (Humphrey-Hawkins), Semiannual hearings [Feb., July].

27 Over the entire period, 1974–94, roughly half of the Senate Banking Committee
members spoke during the Humphrey-Hawkins testimonies. Fewer tended to speak
during the earlier hearings, and greater numbers tended to speak in the more recent
hearings.

28 For more on this dataset, see Havrilesky 1991, 1993, and 1995.
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1995). The original coding was three-tiered: easier (+1), tighter (−1), or
no change (0). I summed the signals for eachmonth. For sums greater than
zero, I assigned an easy policy signal for the month. For sums less than
zero, I assumed that the administration was satisfied with current FOMC
policy and assigned a direction according to that of current FOMC pol-
icy. For each president, there was an average of fifty-one signals with a
minimum of seventeen and a maximum of ninety-six.

4. Macroeconomic Data. The macroeconomic data are monthly observa-
tions of seven variables during 1970–95. The data originate from the Busi-
ness Cycle Indicators (BCI) and Business Statistics (BS) historical data se-
ries produced by the U.S. Department of Commerce Bureau of Economic
Analysis.
The seven variables constitute the main economic conditions to which

FOMCmembersmay be thought to respond.29 First, the real federal funds
rate, RF F Rt, provides the status quo policy. I define the RF F Rt as the
federal funds rate less the annual rate of inflation. Second, the inflation rate
is the most commonly cited reason for Fed actions. I used two measures
of inflation: the rate of change of the consumer price index (CPI) for
inflation of consumer goods prices, and the rate of change of the prices of
industrial commodities (PIC) for inflation of nonconsumer goods prices.
Third, the Full Employment and Balanced Growth Act of 1978mandates
Fed attention to the unemployment rate. Fourth, the nominal effective
exchange rate of the dollar captures international considerations. Fifth,
the index of industrial production (IIP) is a measure of output. Finally,
M1 captures direct fluctuations in the money supply.

3.3.2 The Estimated Model

I combined the three sets of data into a single matrix with 120 individuals
and 312months. With an average of forty-two votes per FOMC member,

29 A more commonly used model of Fed behavior is the Taylor Rule, developed
by economist John Taylor (Taylor 1993). The Taylor Rule is an optimal model
of aggregate Fed behavior and states that the federal funds rate should increase
in response to a rise in: (1) the difference between potential and real GDP and
(2) the difference between the inflation rate and the target inflation rate of 2 percent.
Taylor purposely chose a simple rule that explicitly took into account output growth
and inflation. Although the Taylor Rule is based on the actual behavior of the Fed,
it is largely a normative instrument that prescribes how the Fed should act (a dis-
advantage for my project because I am more interested in a positive analysis of the
Fed’s actions).
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fifteen signals per senator, and fifty-one signals per president, I faced the
rare panel situation of many cross-sectional and time series observations;
therefore the parameter estimates are consistent in a probit, fixed effects
model (Hsiao 1986: 159).30

I estimated this final model from the data:

P(r∗
i t = 1) = �[αi − β1RF F Rt + β2 INF Lt−1 + β3UNEMPt−1

+ β4DOLLARt−1 + β5 I I Pt−1 + β6M1t−1
+ β7P ICt−1] (3.6)

in which the αi are coefficients on dummy variables for each individual
member, and all of the other variables are summarized in Table 3.3.31

30 Maddala (1987) recommends logit for consistency when the dependent variable is
categorical, but he only considers situations in which the number of cross sections
is high, and the number of observations per person is low; here, the number of
observations per person is also high. I also estimated the model with logit, and the
coefficient estimates correlated at 0.999.

31 The data are quite imperfect for two reasons. First, the data frequency differs in
each dataset, precluding ideal comparisons of votes or signals. We would really like
to observe immediate reactions of the president and Banking Committee to any
FOMC decision. Unfortunately the ideal is elusive because the FOMC meets eight
times a year, the Banking Committee holds monetary policy hearings twice a year,
and the president signals many times a month. Consequently, some FOMCdecisions
receive more attention than others by the Banking Committee and the president.
Second, both the Banking Committee hearings and The Wall Street Journal produce
noisy signals. Although monetary policy is the subject of the Banking Committee
hearings, the hearings often focus on fiscal policy as well. In addition, the hearings
can be poorly attended. As for TheWall Street Journal, it faces other news constraints
and may fail to report all the president’s monetary policy signals. Either source may
contain statements that focus on tightening moves because they are more contro-
versial than easing moves.
Because the data exhibit variation in both frequency and reliability, one esti-

mation model for all three sets of actors might be problematic because it would
imply that the errors are drawn from the same distribution. I therefore estimated
two empirical models in addition to Equation 3.6, one each for the president and
Senate Banking Committee.

1. Senate Banking Committee

P[r∗
i t = 1] = �[αi − β1RF F Rt + β2 INF Lt + β3UNEMPt−1 + β4 I I Pt−1] (7.1)

2. President

P[r∗
i t = 1] = �[αi − β1RF F Rt + β2 INF Lt + β3UNEMPt + β4 I I Pt] (7.2)

I calculated the correlation of the ideal point estimates from these models with
those from the larger model. The ideal points of the two sets of presidents correlate
at 0.985, and the ideal points of the senators correlate at 0.968. Thus there is
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Table 3.3: Definitions of the Variables

rit Direction of vote for member i at time t. 1 indicates a higher
desired federal funds rate than the prevailing rate or tighter
policy, and 0 indicates lower desired federal funds rate or
easier policy.

RFFRt The real federal funds rate at time t. RFFRt = FFRt - inflation
rate. The inflation rate in this instance is the annual inflation
rate calculated from the percent change of the Consumer Price
Index for all urban consumers (CPI-U) from the previous
12 months.

INFLt The inflation rate as indicated by the change in the proportion of
the (CPI-U) from the previous month.

UNEMPt The unemployment rate as indicated by the change in the
proportion of the unemployment level from the previous
month.

DOLLARt The value of the dollar relative to a basket of foreign currencies
as indicated by the change in the proportion of the value from
the previous month.

IIPt The value of the index of industrial production as indicated by a
change in the proportion of the index from the previous
month.

M1t The value of M1 as indicated by a change in the proportion of
M1 from the previous month. M1 consists of currency and
checkable deposits.

PICt The value of the producer price index for the industrial
commodities grouping as indicated by a change in the
proportion of the index from the previous month.

1. The β Estimates: The Macroeconomic Variables. Table 3.4 presents the
coefficient estimates for the macroeconomic variables. The overall fit is
good with approximately 71 percent of the votes predicted correctly ex
post. The estimates are in the predicted directions and significant at all
conventional levels.

direction of the coefficients. The directions of the coefficient
estimates are as expected. First, inflation (INFL, PIC), growth (IIP), and
money supply (M1) positively affect the probability of voting for tighter
policy; essentially, the results show that the Fed tries to put a cap on
an overheating economy by tightening. Second, RFFR, unemployment
(UNEMP), and the dollar exchange rate (DOLLAR) negatively affect
the probability of voting for tighter policy; the Fed tries to stimulate

very little difference between using the separately specified models versus the larger
model.
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Table 3.4: Estimated Coefficients on the Macroeconomic Variables

Dependent Variable: DIR VOTEt

(1) (2) (3) (4) (5) (6)
RFFRt −0.0860 −0.0831 −0.0903 −0.0827 −0.0855 −0.1048

(0.0009) (0.0095) (0.0097) (0.0100) (0.0102) (0.0165)
INFLt 0.4266 0.1410 0.1813 0.2887 0.7106 0.2559

(0.0794) (0.0751) (0.0759) (0.0784) (0.0941) (0.1058)
UNEMPt−1 −0.2680 −0.2550 −0.2739 −0.3098 −0.2979

(0.0203) (0.0205) (0.0212) (0.0220) (0.0224)
DOLLARt−1 −0.0464 −0.0636 −0.0621 −0.0641

(0.0106) (0.0109) (0.0110) (0.0111)
IIPt−1 0.3938 0.41846 0.47044

(0.0280) (0.0289) (0.0304)
M1t−1 0.3768 0.4398

(0.0455) (0.0468)
PICt−1 0.4771

(0.0467)
log L −2558.2 −2467.5 −2458.0 −2350.9 −2315.8 −2261.1
Percent 64.91 67.11 67.28 69.67 70.40 70.86
correctly
predicted

Values in parentheses are standard errors

the economy through easing when the economy descends into a reces-
sion, as higher rates of unemployment would indicate. As for the ex-
change rate, the Fed may try to keep the dollar from running too high
against other currencies, as the Fed did in the mid-80s. Regarding the
RFFR, the negative sign could indicate that the FOMC moderates the
RFFR by reducing its value when it increases and increasing it when it
decreases.

magnitude. As in all probit models, the magnitude of the βs is not di-
rectly interpretable; for true magnitude, we need to examine the marginal
effects of xt with respect to P(r∗

i t = 1):

∂P(r∗
i t = 1)

∂xkt
= φ[αi + β ′

kxkt]βk (3.7)

where k = {1, . . . ,7} and indexes each of the macroeconomic variables
including the RFFR. Table 3.5 presents the value of (3.7) for each variable
in xt when all other variables are evaluated at theirmean values. If inflation
doubles (a change of 100 percent) in a month, for example, an individual
is approximately 10 percent more likely to vote for tighter policy.
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Table 3.5: Marginal Effects of the
Macroeconomic Variables

Marginal Effects
xkt of xkt

RFFRt −0.0415
INFLt 0.1014
UNEMPt−1 −0.1180
DOLLARt−1 −0.0254
IIPt−1 0.1864
M1t−1 0.1743
PICt−1 0.1891

The results bolster and break down some strongly held beliefs about the
Fed’s reactions to the economy. The Fed is often attacked for reacting too
strongly to inflation and not strongly enough to unemployment, the latter
being one of the impetuses for the Full Employment and Balanced Growth
Act of 1978. However, the congressional draftees of the act would be
pleased by these results; according to Table 3.5, the Fed reacts with nearly
equal weight to both consumer inflation and unemployment, although it
is also clear that the Fed reacts more strongly to inflation in terms of the
PIC. The Fed is also often attacked for squelching growth; in fact, the
results do indicate that the Fed tightens in response to growth and that
it reacts more strongly to growth (IIP) than any other variable except for
the PIC.
The Fed also responds to international considerations in the form of the

nominal effective exchange rate although at a lower level compared to the
domestic variables. Previous studies of FOMC behavior concluded that
the FOMC does not consider international factors, which seems counter-
intuitive given the Fed’s active role in notable international events.32 In
contrast, this study finds significant effects of the dollar on voting prob-
abilities during 1970–95. A number of important international events
probably contributed to this effect, including the 1971 switch from the
gold standard, the oil shocks of 1973 and 1979, and the overvaluation of
the dollar in 1986. International effects could bemissing from the previous

32 Chappell, Havrilesky, and McGregor (1993): 197, fn. 21: “Following other reac-
tion function studies, we also considered exchange rates and balance of payments
measures as possible explanatory variables. Like most of those studies, we find little
evidence that international variables have consistently influenced monetary policy.”
See also Beck (1982a) who uses the Deutsche Mark as an independent variable but
finds that it is not significant (p. 426).
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studies because they covered longer or shorter time periods that exclude
these events.33

The αi Estimates: Ideal Points. Tables 3.6, 3.7, 3.8 present the αi estimates
for the FOMC members, senators, and presidents in order of easiest to
tightest policy.
The extent to which the αi estimates are reasonable can be measured by

the extent to which they tend to confirm anecdotal evidence of the mone-
tary policy reputations. From those standards, the estimates in Tables 3.6,
3.7, and 3.8 appear quite reasonable.
In line with the scarce sources on this subject, FOMC members with

reputations for easier policy, such as Maisel or Seger, tend to top the
list while those with reputations for tighter policy, such as Volcker, tend
toward the bottom. Burns was known as somewhat liberal but more
conservative than Maisel, and Burns follows Maisel on the estimate list.
Coldwell, Partee, and Wallich were known as staunch tight-policy advo-
cates and are located near the bottom of the list. The sources consist of a
few books (Maisel 1973; Greider 1987) and conversations with current
and former Fed staff members.
Despite the success in locating most of the members relative to one an-

other, some of the estimates seem off especially in the more recent FOMC
sessions. Greenspan seems too liberal, and Yellen and Blinder seem much
too tight. For Yellen and Blinder, the problem is that they had relatively
small numbers of observations (ten for Blinder, nine for Yellen) during a
period dominated by indications of overheating and therefore tightening
moves by the FOMC. For others like Greenspan, the period between 1987
and the early 90s was characterized by a long period of easing by the Fed
because of the 1987 stockmarket crash and the ensuing recession. Asmore
data points are added to the dataset, the individuals will have greater num-
bers of observations that expose them to a greater variety of conditions,
which in turn will allow us to pinpoint their preferences more precisely.
As for Senate members, Alfonse D’Amato, a strong critic of tight mon-

etary policy, is near the top while Proxmire, a supporter of tight mone-
tary policy, is near the bottom. In the Humphrey-Hawkins testimonies,
D’Amato repeatedly riled against the Fed for policy that he deemed too
tight. Proxmire often extolled the virtues of a tight policy FOMC and
criticized the Fed for easing too much.

33 Chappell, Havrilesky, and McGregor (1993, 1995) describe the period 1960–87
(p. 198). Beck (1982a) covers the period March 1970–August 1979 (p. 423).
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Estimating Monetary Policy Preferences

Table 3.8: Presidents – Ideal Point Estimates

Estimate of Standard
President α Error

Bush −0.66979 0.37614
Nixon 0.76827 0.20731
Ford 0.95333 0.35003
Carter 1.21460 0.25732
Reagan 1.21926 0.22658
Clinton 1.93938 0.35871

The estimates for the presidents are somewhat surprising. In contrast
to the preferences for fiscal policy, there is no easy conclusion regard-
ing whether Republicans prefer one type of policy versus the Democrats.
George H. W. Bush tops the list as the easiest policy advocate, while
Clinton bottoms out the list as the tightest policy advocate. A mix-
ture of Republicans and Democrats populate the middle region between
these two ends. Reagan is where he should be according to Chappell,
Havrilesky, and McGregor (1993) and Greider (1987); as a supply-sider,
he was well known for wanting easy members on the Fed.
As far as the relationship between the dimensions of fiscal and mone-

tary policy, it is tough to conclude that there is a clear relationship. Bush
was known for his fiscal conservatism, and Reagan is known for tripling
the national debt. The two are at opposite ends of the monetary policy
spectrum, which implies that fiscal conservatives are easy monetary policy
advocates and vice versa. However, this sort of reasoning breaks down
for the Democrats. Carter was fiscally more liberal than Clinton, and yet,
Carter is also more liberal in terms of monetary policy rather than more
conservative. On the congressional side, Boxer and Gramm are in the
middle, and Moseley-Braun is at the tight money end. Further research is
definitely needed in this regard.

3.4 summary

Empirical tests of spatial models require ideal point estimates. Normally,
the best data we have for estimating ideal points consist of a panel of indi-
vidual votes or signals. The same individuals in these data make different
choices in different contexts. In terms of monetary policy, changing eco-
nomic conditions affect whether policymakers vote for tighter monetary
policy. They are more likely to do so when inflation is high than during
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3.5 Appendix: A Comparison with NOMINATE

a recession. Methods of ideal point estimation that do not control for
these economic conditions yield similar or identical estimates for all indi-
viduals. Vote proportions and Americans for Democratic Action (ADA)
scores are two commonly used ideal point measures that suffer from this
problem.
This chapter developed a method based on the fixed effects model

that controls for economic conditions and produces unique ideal point
estimates that are comparable across both time and institutions. As the
appendix in Section 3.5 points out, the method is similar to NOMINATE
but uses macroeconomic control variables as vote covariates, which pro-
vides efficiencies in the number of estimated parameters, saves estimation
time, provides intuitive coefficient interpretations, and provides instant
standard errors.
The method yields reasonable estimates of monetary policy preferences

for all the major actors involved in monetary policy making: presidents,
Senate Banking Committee members, and FOMC members. These esti-
mates are used in the next chapter to test the implications of the appoint-
ment process model.
Although this chapter focuses on monetary policy preferences, the

problems described are hardly unique to this area. The method can be
used to estimate preferences over any dimension affected by economic
conditions, time, and issues of comparability across institutions. Fiscal
policy, stock market regulation, welfare policy, and unemployment pol-
icy are just a few of the areas in which changing economic conditions
are likely to affect policy votes at a given point in time. The method can
also be used to estimate preferences across time and institutions; test-
ing any separation of powers model requires such estimates. Thus the
method is applicable to a variety of ideal point estimation problems in
which the contexts for voting are different across sets of individuals and
are dynamically changing.

3.5 appendix: a comparison with nominate

The past two decades have witnessed the increased use of spatial models in
political science. A consequence of this occurrence has been the develop-
ment of methods to test spatial models, particularly methods to estimate
the ideal points of individuals in such models. The most prominent and
widely used of these methods is NOMINATE, a set of FORTRAN codes
initially developed by Keith Poole and Howard Rosenthal to estimate
ideal points for members of Congress from congressional roll-call votes
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(Poole and Rosenthal 1985, 1997). With Poole, McCarty later extended
the code to estimate presidential ideal points (McCarty and Poole 1995).
NOMINATE is an excellent method when information about the in-

dividuals and/or the votes is unavailable or costly to obtain. In the con-
gressional setting, for example, we may know little about what affects
members’ ideal points such as district characteristics. Likewise for bills,
we may have little information about a bill or a series of bills; a number of
appropriations bills may really be about defense spending rather than the
larger fiscal picture. Despite the lack of this information, NOMINATE
extracts estimates for the cutpoints between “yes” and “no” votes, indi-
vidual ideal points, and the dimensionality of the bills.
Using the fixed effects setup, we can estimate a one-dimensional model

comparable to NOMINATE:

rit = αi + β ′
t Xt + εi t (3.8)

where t now indexes votes, and Xt is a vector of dummy variables for the
T votes rather than the macroeconomic variables. This model therefore
contains dummy variables for each individual and each vote. It produces
N, α estimates, one for each individual, and T, β estimates, one for each
vote.
The β estimates from this model and the cutpoint estimates for

NOMINATE are similar although not exactly identical. First, both are
vote parameters that affect the individual equally and are estimated hold-
ing individual ideal points constant. Second, the estimates of β from
Equation 3.8 are effectively cutpoints. In the NOMINATE setup, indi-
vidual ideal points are fixed, and cutpoints for bills move among them
to determine who votes “yes” and “no” on the bill. In Equation 3.8, the
cutpoint and the ordering of individual ideal points are fixed, and the co-
efficients move the entire individual orderings around the cutpoint. Both
models use the estimates to determine the probability of an individual
voting “yes” for tighter policy.
Under the right conditions, there are four advantages to using the fixed

effects setup presented in the previous sections of this chapter. First, there
are efficiency gains in the number of estimated parameters. In the context
of FOMC votes, suppose there were fifty votes in the 1970s. With this
data, NOMINATE would estimate fifty vote parameters, one cutpoint
parameter for each vote. The setup in this chapter uses available infor-
mation about high inflation in the 70s as a proxy for the cutpoints. As
a result, only one parameter, the coefficient on the inflation rate, rather
than fifty parameters, one for each vote, needs to be estimated – a savings
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of forty-nine estimated parameters. Suppositions aside, seven macroeco-
nomic variables, rather than the inflation rate alone, tie down the cut-
points for the 268 FOMC votes in the period 1970–95. Compared to the
NOMINATE setup, there is a savings of 261 vote parameter estimates.
Second, because the number of estimated parameters is far fewer in the

fixed effects setup, the model is much faster to estimate. While it takes
about oneminute to estimate the probit, fixed effects model, NOMINATE
can take as long as one-and-a-half hours depending on computing power.
The main reason for the difference in estimation time is that the sheer
number of estimated parameters is far smaller for the fixed effects model
estimation – for example, for the FOMC: 268 vote parameters +72 indi-
vidual parameters = 340 total for NOMINATE, and 7 macroeconomic
coefficients +72 individual parameters = 79 total for the fixed effects
model.
Third, the probit model structure allows for easily interpretable coef-

ficients. With correct manipulations, each coefficient adds to or subtracts
from the probability of voting for higher interest rates, and this probability
is bounded between zero and one. As discussed previously in Equation 3.7
and Table 3.5, a one-unit change in the macroeconomic variables leads
to a φ(αi + β ′xt − rt) change in the probability of any individual voting
for tighter policy. For instance, if unemployment rises by 100 percent,
the probability of any FOMC member voting for tighter policy drops
by approximately 10 percent. The interpretations are couched in nicely
understood percentage terms.
Fourth, standard errors are easily estimated. They are simply the

standard errors of the coefficients from a probit model. The standard
errors of the point estimates using NOMINATE are difficult to calcu-
late, although NOMINATE coefficients are not alone in this regard; nei-
ther the Heckman/Snyder estimates (Heckman and Snyder 1997) nor
the Groseclose/Snyder estimates (Groseclose, Levitt, and Snyder 1999)
have easily computed standard errors. Although standard errors may not
be needed in some applications, they are certainly needed for testing spa-
tial models like the appointment process model. As will be seen in the
next chapter, to test the point prediction of a model, one needs to per-
form hypothesis tests of whether the point prediction and the actual point
are statistically different from one another.
Thus there are real gains to be made from utilizing available informa-

tion. There may be fewer parameters to estimate, faster estimation of the
remaining parameters, intuitive interpretations of coefficients, and easily
calculable standard errors.
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Estimating Monetary Policy Preferences

But it is important to point out that the method presented here only
works optimally under certain conditions. Most importantly, the dimen-
sionality of the issue must be well known, and the direction of votes must
be clearly identifiable. It is also important to identify properly useable vote
covariates although the model can be estimated without the covariates.
All three conditions are met in monetary policy, and it is not difficult to
imagine that being the case for many other areas of economic policy such
as fiscal policy. If the conditions are not met, NOMINATE is the better
option because NOMINATE teases out information from the data such
as the dimensionality of the issue space.
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4

Empirically Testing the Model’s Predictions

With the ideal point estimates from Chapter 3, this chapter tests the
model’s predictions from Chapter 2. For each Fed appointment oppor-
tunity, I use the ideal point estimates to order the appointing president
and the Senate median among the Fed members who remain after the re-
tiree leaves. This ordering produces a point prediction for the Fed median,
which we can compare to the actual Fed median in the data.
The model is used to test two sets of hypotheses for the FOMC and

the BOG. The first set of hypotheses answers the question of whether
political influence on monetary policy occurs through Fed appointments.
The second set concerns the question of influence by whom: the president
alone or both the president and Senate. The chapter first considers these
hypotheses for the FOMC and then for the BOG.
The results for both the FOMC and the BOG show that political influ-

ence occurs. On the FOMC, influence is by both the president and Senate,
while on the BOG, it is unclear who influences. But because the FOMC
is the more important monetary policy-making body, the results show
generally that appointments are an important avenue of political influ-
ence on monetary policy by both the president and Senate rather than the
president alone.
The chapter proceeds by describing the appointments data. I then re-

state themodel’s predictions and enumerate the exact procedures bywhich
I test the predictions. Finally, I present the results in turn for the FOMC
and for the BOG.

4.1 the data on appointments

I examine twenty-three appointments made in the period 1975–94.
Table 4.1 contains complete details regarding each appointment: the
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4.1 The Data on Appointments

appointee’s name, the appointment date, the date on which the appointee
took office, the appointing president, the appointing Senate BankingCom-
mittee median, the FOMC median, and the BOG median. The num-
bers in the columns next to the presidents, the Senate medians, FOMC
medians, and the BOG medians indicate their respective ideal point
estimates.
The period covered exhibited considerable political and economic

variation. On the political side, the twenty-three appointments encom-
passed five presidential administrations, of which three were Republican
(Ford, Reagan, and Bush), and two were Democratic (Carter and
Clinton). Reagan had the highest number of appointment opportuni-
ties at eight, and Clinton had the fewest number at two, although he
went on to appoint four more during his two administrations. The
appointments also encompassed at least ten different Senate Banking
Committees with four different chairs – Proxmire, Garn, Riegle, and
D’Amato.
The economic conditions also varied considerably. The period started

in the 70s with hyperinflation and stagflation. There were recessions in
the late 70s, early 80s, and early 90s as well as booms in the mid- to late
80s and mid-90s. The stock market exhibited similar trends during this
period culminating in the 1987 crash.
The changing political and economic landscape meant that the Fed

faced considerable challenges during this period. The 70s were charac-
terized by a phenomenon unknown until then – stagflation, a period of
high inflation and low growth. Some blame Arthur Burns, the Fed chair
until 1977, for insufficient vigilance toward inflation during the early to
mid-70s. The Fed certainly lost some credibility just before the 1972 elec-
tion when Burns was accused of backing down to political pressures from
the president. Miller, the next chair, was widely criticized for his inability
to solve the economy’s problems and particularly for the Fed’s continual
unexpected behavior. By the time Miller left in 1979, the economy was in
deep trouble, and the Fed’s reputation had taken a beating. In fact, for the
first time in forty-two years, Congress took serious legislative actions with
regard to the Fed in the Full Employment and Balanced Growth Act of
1978 that mandated Fed attention to unemployment and hearings before
congressional committees.
Carter brought in Volcker to remedy both the problem of stagfla-

tion and the Fed’s reputation. Volcker immediately and consistently
raised rates to very high levels, which proved to be an unpopular set
of moves. For example, near the beginning of his term, home building
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Empirically Testing the Model’s Predictions

contractors protested the sharp rate hikes (Greider 1987: 189). Despite
the protests, Volcker stuck to his guns, and he is widely credited for end-
ing hyperinflation and stagflation during the 80s as well as resurrecting
the Fed’s reputation.
However, Volcker stayed a hawk too long against a president and

Congress who were decidedly more dovish. When Volcker continued to
insist on maintaining high rates in the mid 80s, he was at one point out-
numbered on a vote by recent Reagan appointees. This event was un-
precedented; no chair had ever lost a Fed vote. When it was clear that
Volcker no longer had support either within the Fed or from the president
or Congress, he resigned in mid-1987 (Greider 1987: 711–13).
Almost immediately after Greenspan took office in August of 1987,

the stock market crashed in October. Unlike the Fed during the 1929
crash, this Fed immediately eased policy, and the market recovered slowly.
Greenspan is often credited with leading the economy out of the ensuing
crisis and recession. Like Volcker’s Fed, Greenspan’s Fed has often made
unpopular rate hikes such as in 1991 and 1994, but probably not to the
same extent as Volcker’s Fed.
Thus much happened during the period under study both for the Fed

and the context in which it functioned. The model from Chapter 2 looks
at how some of this context influenced the Fed – namely political changes
in the presidency and Congress and their policy repurcussions through
appointments. We now turn to how well the model’s predictions are
empirically supported.

4.2 the procedures for testing the model

In the discussion of the appointment process model in Chapter 2, SQ2
is the theoretical model’s prediction of the FOMC median for a given
appointment opportunity. We now have to distinguish between this pre-
dicted FOMC median and the actual FOMC median.

Predicted versus actual.Define PRED as the model’s predicted FOMC me-
dian, and ACTUAL as the actual, empirical FOMC median after an
appointee takes office.

The goal of the testing procedures is to compare predicted versus
actual FOMC medians, that is to test PRED = ACTUAL, for the set of
twenty-three Fed appointments. In order to do so, it is necessary to iden-
tify values of the quantities, PRED and ACTUAL, for every appointment
opportunity.
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4.2 Procedures for Testing the Model

4.2.1 Identifying PRED

For each of the twenty-three appointment opportunities, I use the follow-
ing procedures to determine PRED:

Step 1: Range of possible outcomes and SQ points. First, I identify the
retiree, y, and the date of retirement. Second, using the retirement
date, I identify and use the FOMC estimates to order the Fed
members before and after the retirement.34 This identifies the Fed
median before retirement (SQ0), the Fed median after retirement
(SQ1), the retiree’s seat number, and the corresponding range of
possible outcomes (Range 1, 2, 3, or 4 for the FOMC and Range
1, 2, or 3 for the BOG).

Step 2: Case and RR equilibrium policy. I find the president and Senate
median35 for the appointment opportunity and compare them to
SQ1. The comparison pins down the case (1, 2, or 3) and its
corresponding prediction of the RR equilibrium policy.

Step 3: PRED. I combine the range of possible outcomeswith the case and
RR equilibrium policy which subsequently nails down the exact
prediction for the FOMCmedian, PRED, after the new appointee
takes office. PRED is the RR equilibrium policy if it is in [L, H],
or otherwise, either of L or H.

Essentially the president and Senate strive to get as close as possible to
the RR equilibrium policy given that the range of outcomes places con-
straints on the proximity with which they can reach the RR equilibrium
policy. If the RR equilibrium policy is within the range of possible out-
comes for a given appointment, it is the predicted policy outcome for that
appointment. Otherwise, one of the upper or lower bounds of the range
will be the predicted policy outcome.
The following table (Table 4.2) provides a guide for the predictions,

PRED. The rows contain the three cases: Case 1 – presidential dominance,
Case 2 – presidential compromise, andCase 3 – deadlock. As inChapter 2,
I have split Case 2 into two subcases. In the first, S is closer to P, and the
RR equilibrium policy is P. In the second, S is closer to SQ1, and the RR
equilibrium policy is SQ−. The columns of Table 4.2 indicate whether P

34 The ordering is for all current Fed members, including those for whom an αi esti-
mate is not available due to their voting 100 percent in one direction. I place those
members at the extremes of the ordering.

35 Just as I did for the Fed, I order all current senators including those who voted
100 percent in one direction.
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Empirically Testing the Model’s Predictions

Table 4.2: Table of Predictions

P and S < SQ1 P and S > SQ1

Case 1 P if in [L, H] P if in [L, H]
L otherwise H otherwise

Case 2a P if in [L, H] P if in [L, H]
L otherwise H otherwise

Case 2b SQ− if in [L, H] SQ− if in [L, H]
L otherwise H otherwise

Case 3 SQ1

Entries are the values of PRED.

and S are to the left or right of SQ1. The first line of each entry indicates
the PRED outcome if the RR equilibrium policy is in the range of possible
outcomes (∈ [L, H]), and the second line indicates the PRED outcome
otherwise. For Case 3, the predicted outcome is always SQ1.

4.2.2 Identifying ACTUAL

I use two measures of ACTUAL. The first is the median of the twelve
FOMC members’ ideal points after the appointee took office. I designate
this median as ACTUAL1.
The second is the mean of a set of 1,000 simulated medians. For each

FOMC, there are twelve members, each of whom has a normal ideal point
distribution with mean, αi , and a standard deviation, σαi . For each FOMC
after an appointee took office, I drawonce from each of the twelvemember
distributions and find the median value, m, of the realized ideal points. I
then conduct 1,000 sets of such draws which produces 1,000 medians. I
define ACTUAL2 as the mean of the 1,000 medians: ACTUAL2 = µm =∑1,000

n=1 m

1,000 .
ACTUAL2 is a better measure for testing the model’s predictions be-

cause it more closely reflects the true distribution of the FOMC median
which is a function of twelve distributions – one for each FOMC mem-
ber. In contrast, ACTUAL1 only reflects the ideal point distribution of one
member – the median member. Nevertheless ACTUAL1 turns out to be a
good approximation of the true median; the median of the twelve drawn
points for any given draw is often close in value to ACTUAL1. In fact, the
values of ACTUAL2 are not very different from those of ACTUAL1; for
the FOMC, the correlation between the two is 0.980, and for the BOG, it
is 0.984. The real difference is in the standard deviation which is smaller
for ACTUAL2 than for ACTUAL1, because individuals are more likely to
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4.2 Procedures for Testing the Model

vary than the median of those individuals; this is because the distribution
of a median is generally very stable.

4.2.3 Comparing PRED to ACTUAL

In the following sections, I directly compare PRED to both ACTUAL1
and ACTUAL2. More precisely, I test the following hypotheses for each
of the twenty-three appointments:

H0 : PRED = ACTUAL (4.1)

Ha : PRED > ACTUAL or PRED < ACTUAL (4.2)

Thus if the model is correct and politicians do influence policy through
a particular appointment, then PRED = ACTUAL, and we should fail to
reject the null hypothesis. I therefore had to be careful about biasing the
test results toward accepting the null.
I use the standard z test to test the hypotheses. Both PRED and

ACTUAL1 are ideal point estimates that are distributed N(αi , σαi ). As for
ACTUAL2, the simulated distributions of the medians are also approxi-
mately normal with mean, µm and standard deviation, σm.
In the comparison of PRED and ACTUAL1, I compare ideal points

and use the standard errors of the ideal points in the z-statistic for the
hypothesis tests. More precisely, I calculate the following z-statistic that
uses the standard errors of both PRED andACTUAL1: z = PRED−ACTUAL1

σPRED−ACTUAL1

where σPRED−ACTUAL1 =
√

σ 2PRED + σ 2ACTUAL1 − 2COV(PRED,ACTUAL1).

The estimates of σ 2PRED, σ
2
ACTUAL1 , and COV(PRED, ACTUAL1) are avail-

able from the estimation of the ideal points.
In the comparison of PRED and ACTUAL2, I compare an ideal point,

PRED, to the mean of the distribution of the medians. Unlike in the
comparison ofPREDandACTUAL1, it would notmake sense to use σPRED

and σm in the z-statistic because both are calculated from very different
methods. It would make more sense to find σPRED through means similar
to those for σm.
However, I cannot reasonably simulate the distribution of the predicted

medians due to a limitation of the theoretical model. The model does not
provide precise enough predictions of the appointee’s location, that is the
appointee’s specific αi and σαi . The model only specifies a range in which
the appointee may be placed in order to reach the desired FOMCmedian.
In that range, multiple combinations of αi and σαi may result in the same
FOMCmedian.Without assuming an arbitrarily exactmean and standard
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Empirically Testing the Model’s Predictions

deviation for the appointee, I was unable to run the simulations as I did
for ACTUAL2.
Thus I compare ACTUAL2 to the fixed quantity PRED. As will be-

come clear soon, treating PRED as a constant biases the results against
the predictions of my formal model. In addition, because ACTUAL1 and
ACTUAL2 are close to one another, it is likely that PRED and the simu-
lated PRED would also be similar.
The comparisons of PRED to both ACTUALs are an attempt to get at

the true tests. Neither set of tests is perfect, but the truth does lie some-
where between them. On the one hand, comparing PRED to ACTUAL1
biases the results in the model’s favor. In each case, both PRED and
ACTUAL1 are the ideal point estimates of the median member, and each
estimate has a standard error that is likely to be larger than the stan-
dard deviation of the median’s true distribution, because individuals tend
to vary more than the median of the individuals. Thus the z-statistic,
PRED−ACTUAL1
σPRED−ACTUAL1

, has a relatively large denominator that tends to push the

z-statistic down and leads to more acceptances of the null than warranted.
This method basically rewards large estimation errors.
On the other hand, comparing PRED to ACTUAL2 biases the results

against the model. Because it is not possible to simulate a distribution for
PRED similar to that for ACTUAL2, I compare the value of PRED with-
out its standard error to ACTUAL2. The z-statistic is thus PRED−ACTUAL2

σACTUAL2
.

Without the standard error of PRED in the denominator, and a com-
parable estimated statistic, σPRED, should be in the denominator, the
z-statistic is artificially large, which leads to more rejections of the null
than there should be.
Therefore, the true results are somewhere between these two sets of

results – one of which favors the model’s predictions, and the other of
which works against the model’s predictions. The testing strategy is to
find both sets of p-values and examine the range of p-values between the
two sets. The range should give us a sense of whether or not we should
accept the null hypotheses.

4.3 hypothesis tests – fomc

4.3.1 Hypothesis Tests 1: Political Influence on Monetary Policy?

The first hypothesis corresponds to the first main question – whether
politicians influence monetary policy through appointments to the Fed.
As a first cut, Figure 4.1 presents a graph of the president’s ideal point, the

66



-1

-0
.50

0
.51

1
.52

2
.5

1
2

3
4

5
6

7
8

9
1

0
1

1
1

2
1

3
1

4
1

5
1

6
1

7
1

8
1

9
2

0
2

1
2

2
2

3

A
p

p
o

in
tm

en
t N

u
m

b
er

Ideal Points

P
re

si
de

nt

S
en

at
e

F
O

M
C

Fi
gu
re

4.
1:
G
ra
ph
of
Pr
es
id
en
t,
Se
na
te
,a
nd
FO
M
C
Id
ea
lP
oi
nt
s

67



Empirically Testing the Model’s Predictions

Senate Banking Committee median’s ideal point, and the FOMCmedian’s
ideal point after the appointee took office (ACTUAL1). The three lines
exhibit the same general trend: higher until the late 70s, then a dip or
plunge during the 80s, followed by a sharp increase in the early 90s.
However, the relationship among the three is not particularly clear; in
particular, the FOMC seems to vary more than either the president or the
Senate. In fact, the ideal point correlations of the president/FOMC and
Senate/FOMC are fairly low: 0.518 and 0.484.
The reasons for this lack of relationship are twofold. First, the rotating

memberships of the reserve bank presidents, over which the president and
Senate have no control, change the FOMC median even in the absence
of any change in the president or Senate. Second, the same president and
Senate may bargain successively over more than one appointment; thus
with each appointment, the FOMCmedian changes incrementally even if
the president and Senate do not change.
The formal model from Chapter 2 takes into account both these fea-

tures, and its predictions set up each appointment as an opportunity to test
the hypothesis that political influence on monetary policy occurs through
Fed appointments. Because the appointment process model predicts how,
when, and if politicians influence monetary policy through appointments,
every match of actual to predicted FOMC median change is evidence in
favor of this hypothesis.
More precisely, I use a z-test to test the hypothesis in Equation 4.1

for each of the twenty-three appointment opportunities. Table 4.3 pro-
vides the data used for the hypothesis tests on each appointment. This
table shows that the appointments themselves exhibit a number of inter-
esting characteristics. First, most of the retirements are at the extremes
rather than near the FOMC median; there are nineteen Range 1 or 4
appointments, only four Range 2 appointments, and no Range 3 ap-
pointments. Of the Range 1 and 4 retirements, fifteen are in the two
seats on the ends (1, 2, 11, and 12). This pattern seems to indicate that
those who retire are at the fringes and may be frustrated or pushed out
of the FOMC. Second, most of the appointments are made in Case 2:
presidential compromise situations. This means that the president is usu-
ally farther out from the SQ1 compared to the Senate. Thus the Senate
exerts its maximum leverage in most of the appointments. Third, both
the president and Senate are out of the range of possible outcomes for
the vast majority of appointments (nineteen of twenty-three). In other
words, the president and Senate are relatively far from the current policy
point.
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4.3 Hypothesis Tests – FOMC

Table 4.3: FOMCHypothesis Tests 1, Data for the Hypothesis Tests

APPT. RANGE CASE PRED ACTUAL1 ACTUAL2

1 1 2 1.113 1.332 1.234
2 4 2 1.456 1.493 1.450
3 1 2 1.403 1.403 1.428
4 4 2 1.375 1.403 1.387
5 1 2 1.545 1.607 1.462
6 1 2 1.607 1.607 1.606
7 2, 4 2 1.377 1.394 1.493
8 2, 4 2 1.377 1.394 1.451
9 4 2 1.376 1.379 1.451
10 4 2 1.379 1.457 1.464
11 2 1 1.440 1.541 1.512
12 2 1 1.400 1.400 1.304
13 4 3 1.187 0.976 0.988
14 4 3 1.187 0.976 0.988
15 4 2 0.976 0.773 0.803
16 4 2 0.852 0.852 0.715
17 4 2 0.852 0.777 0.675
18 4 2 0.817 0.817 0.794
19 1 2 0.815 0.815 0.730
20 1 3 0.687 0.757 0.786
21 1 3 0.767 0.777 0.786
22 1 3 1.343 1.440 1.457
23 1 3 1.343 1.440 1.457

Table 4.4 shows the exact form of the hypothesis for each appoint-
ment along with the results of the tests. The results of the hypothesis
tests strongly support the model’s predictions. Using ACTUAL1, we ac-
cept the null in twenty-one of twenty-three cases (91 percent) at the stan-
dard α = 0.10 level. This is relatively conservative because higher levels
of α make it more difficult to accept the null. Even using ACTUAL2,
which biases the results against the model, the p-values indicate that
we accept the null for twenty out of twenty-three cases (87 percent) at
the α = 0.10 level. At lower standardα levels (e.g.,α = 0.05 orα = 0.01),
all twenty-three predicted values match the actual values using either
ACTUAL1 or ACTUAL2. Recall that the true results lie somewhere be-
tween the results usingACTUAL1 andACTUAL2. Thus atworst the model
predicts 87 percent of the cases and at best, 91 percent of the cases at the
α = 0.10 level.
Regression results make the case strongly as well. Recall that the cor-

relations of president/FOMC and Senate/FOMC are quite low, and that
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4.3 Hypothesis Tests – FOMC

Figure 4.1 shows no discernible relationships among the three sets of ideal
points. In contrast, the 0.949 correlation between PRED and ACTUAL1,
and the 0.947 correlation between PRED and ACTUAL2 indicate that the
model works much better than trying to predict FOMC medians based
on the separate ideal points of the appointing president and Senate me-
dian. The graph in Figure 4.2 shows this more clearly. Note the marked
difference between Figures 4.1 and 4.2.
More rigorously, I tested howwell PRED, the model’s predictions, does

versus the president and Senate’s ideal points in predicting ACTUAL:

H0 : ACTUALi = β0 + β1PREDi + εi (4.3)

Ha : ACTUALi = β0 + β1PRESi + β2SENi + εi (4.4)

where PRES and SEN are respectively the ideal points of the president
and Senate median.
The regression results for both equations are in Table 4.5. As for which

values of ACTUAL, I used ACTUAL2 rather than ACTUAL1 for all of the
regression results in this chapter. The results with ACTUAL1 are virtually
identical because the two variables are very close in value.
The Cox test statistic of 1.247 with a p-value of 0.106 and the J test

statistic of −1.377 with a p-value of 0.084 indicate that we accept the
null at up to the α = 0.05 level and almost the α = 0.10 level.36 Reversing
the hypotheses with the PRES and SEN model as the null and the PRED
model as the alternative, the results are even more clear-cut: the Cox test
statistic is −16.68, and the J test statistic is 10.39. Thus we can reject the
null in favor of the alternative, the PRED model.
Thus the evidence – both direct hypothesis tests and regressions –

strongly favors the model’s predictions. Politicians can instrumentally af-
fect policy through appointments. This leaves the question of influence
by whom.

4.3.2 Hypothesis Tests 2: Who Influences?

The results from the last section support the existence of political influence
on the Fed through appointments, thereby answering the book’s first main
question. But they also partially answer the book’s second question of
who influences: the answer being both the president and Senate. Because
the appointment process model is a model of presidential anticipation,

36 See Greene (1993: 224) for details regarding the calculation of these statistics. The
p-values for both test statistics come from the standard normal table.
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4.3 Hypothesis Tests – FOMC

Table 4.5: FOMCHypothesis Tests 1, Regression Results

Dependent Variable: ACTUAL2

Coefficient Coefficient

C 0.330 −0.147
(−1.91) (−11.27)

PRES 0.188
(−9.22)

SEN 0.627
(−1.11)

PRED 1.113
(1.37)

Number of Observations 23 23
R-squared 0.369 0.897
Corrected R-squared 0.306 0.892
Sum of Squared Residuals 1.510 0.247
Standard Error of the Regression 0.275 0.109

t-statistics for H0: β = 1 are in parentheses; for the model to be true, it is
best to accept the null.

support for the model constitutes support for the influence on the Fed of
both the president and Senate – if the influence is through the mechanisms
of the presidential anticipation model.
However, the previous direct hypothesis tests do not indicate who ex-

actly influences the Fed if it is not both the president and the Senate through
the exact mechanisms of the model. The alternative hypothesis is that the
entire model of presidential anticipation does not work, but this test does
not show what indeed does work if the presidential anticipation model
does not work. The Cox and J tests were more precise in this regard.
Basically they test the model’s predictions against an alternative model
in which the president’s and Senate’s ideal points separately affect the
FOMC median.
In terms of the question of who influences, it would be better to be

still more precise. We would like to know that holding everything else
constant, does the president fail to anticipate the Senate, and if so, does
the president dominate the process?We could also test whether the Senate
dominates the process, but I do not know of anyonewho argues for Senate
dominance of the appointment process. This is logical given the nature of
the constitutional process that grants substantial power to the president –
the power to appoint – and less power to the Senate – the power to
block appointments. It is difficult to argue that the Senate dominates, and
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Empirically Testing the Model’s Predictions

Table 4.6: FOMCHypothesis Tests 2, Data for the Hypothesis Tests

APPOINTMENT RANGE PRED ACTUAL1 ACTUAL2

1 1 1.092 1.332 1.234
2 4 1.456 1.493 1.450
3 1 1.403 1.403 1.428
4 4 1.375 1.403 1.387
5 1 1.545 1.607 1.462
6 1 1.607 1.607 1.606
7 2, 4 1.377 1.394 1.493
8 2, 4 1.377 1.394 1.451
9 4 1.376 1.379 1.451
10 4 1.379 1.457 1.464
11 2 1.440 1.541 1.512
12 2 1.400 1.400 1.304
13 4 1.219 0.976 0.988
14 4 1.219 0.976 0.988
15 4 0.976 0.773 0.803
16 4 0.852 0.852 0.715
17 4 0.852 0.777 0.675
18 4 0.817 0.817 0.794
19 1 0.815 0.815 0.730
20 1 0.617 0.757 0.786
21 1 0.757 0.777 0.786
22 1 1.440 1.440 1.457
23 1 1.440 1.440 1.457

the president has no power in this process.37 For the question of who
influences, as for the question of influence itself, there are both: (1) direct
hypothesis tests and (2) regression results.
In terms of the direct hypotheses, we can answer these questions by as-

suming presidential dominance for the entire period, using the model to
derive new presidential dominance predictions, testing those predictions,
and comparing the results to those from testing the presidential anticipa-
tion model. The results of the direct hypothesis testing of the dominance
model are presented in Table 4.7; the basic information for calculating
the test statistics are in Table 4.6.

37 For the sake of completeness, I performed a Cox and J test for Senate domi-
nance. For the test of H0 : ACTUALi = αi + β1PREDi + εi versus Ha : ACTUALi =
αi + β1SENi + εi , the Cox statistic is 0.82, and the J statistic is −0.84. For
the reverse hypotheses, the Cox statistic is −25.47, and the J statistic is
11.63. Thus both sets of results support the null – the presidential anticipation
model.
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Empirically Testing the Model’s Predictions

Essentially, in the theoretical models, the differences in predictions be-
tween the presidential dominance and presidential anticipation models
are in Case 2, the presidential compromise case, and Case 3, the deadlock
case. As the name, presidential dominance, suggests, the president never
compromises in this model. In the presidential anticipation model, Case 2
yielded either the president’s ideal point, P, or the Senate’s indifference
point, SQ−, as the RR equilibrium policy. In contrast, if the president
always dominates the process, SQ− will never be the long-run policy; it
will instead always be P. In Case 3 of the presidential dominance model,
the deadlock is broken by the president; whatever he wants, he gets. Pre-
dictions from Case 1 will remain the same as previously, because it is the
case of presidential dominance.
From an examination of the appointment-by-appointment direct

hypothesis tests, it is difficult to say whether the president anticipates or
dominates the Fed appointment process. Overall presidential anticipation
predicts twenty-one cases versus twenty-two for presidential dominance
using ACTUAL1 at the α = 0.10 level. With ACTUAL2, the values are
twenty-one for presidential anticipation versus nineteen for presidential
dominance.
There are sixteen overlapping predictions between the two models and

seven different predictions on appointments: 1, 13, 14, 20, 21, 22, and 23.
First, in an examination of PRED versus ACTUAL1, three of the seven,
appointments 1, 20, and 21, favor presidential anticipation in that the
p-values for presidential anticipation compared to those for presidential
dominance more likely indicate acceptance of the null. The other four
appointments favor presidential dominance.However, for five of the seven
appointments (1, 13, 14, 20, and 21), the predictions for anticipation and
dominance are very close to one another. For instance, in appointment 21,
the anticipation prediction is 0.767, while the dominance prediction is
0.757.
Second, the results from the direct tests of PRED to ACTUAL2 yield

similarly unclear conclusions. As Table 4.7 indicates, appointments 1, 13,
14, and 20 are in favor of the presidential anticipation model. However,
for four of those five appointments – 1, 13, 14, and 21 – the two models’
predictions are very close to one another, and thus the four appointments
only barely favor presidential anticipation. Of the three remaining
appointments with different predictions, appointment 20 definitely favors
presidential anticipation, while appointments 22 and 23 definitely favor
presidential dominance.
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4.3 Hypothesis Tests – FOMC

Table 4.8: FOMCHypothesis Tests 2, Regression Results

Dependent Variable: ACTUAL2

Coefficient Coefficient Coefficient

C 0.956 −0.147 −0.083
(−0.42) (−11.27) (−10.24)

PRES 0.239
(−8.64)

PRED 1.113
(1.37)

PRESPRED 1.054
(0.64)

Number of Observations 23 23 23
R-squared 0.369 0.897 0.880
Corrected R-squared 0.306 0.892 0.875
Sum of Squared Residuals 1.510 0.247 0.286
Standard Error of the Regression 0.275 0.109 0.117

t-statistics for H0: β = 1 are in parentheses; for the model to be true, it is best to
accept the null.

Thus in both sets of comparisons, given the closeness of the predictions,
it is not quite clear whether the president anticipates or dominates the
Fed appointment process, although there is slightly more evidence for
presidential anticipation.
However, the regression results strongly favor presidential anticipation

(Table 4.8). In order to test for presidential anticipation versus presidential
dominance, I started with Cox and J tests of the following hypotheses:

H0 : ACTUALi = β0 + β1PREDi + εi (4.5)

Ha : ACTUALi = β0 + β1PRESi + εi (4.6)

We can accept the null at α as high as 0.15: the Cox statistic is 0.976
with a p-value of 0.165, and the J statistic is −1.028 with a p-value of
0.152. In reversing the hypotheses, we can reject the null that PRESi alone
best predicts ACTUALi compared to PREDi ; the Cox statistic is −22.510
and the J statistic is 11.445.
But these tests do not give presidential dominance a fair shake because

the dominance model in this case simply posits a relationship between
movements in ACTUALi with movements in PRESi . This setup does not
give dominance the benefit of a theoretical model as it does to presidential
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Empirically Testing the Model’s Predictions

anticipation. If we do provide dominance that benefit, as we did with the
direct hypothesis tests, we can test the following hypotheses:

H0 : ACTUALi = β0 + β1PREDi + εi (4.7)

Ha : ACTUALi = β0 + β1PRESPREDi + εi (4.8)

where PRESPRED is the prediction from a presidential dominance model.
Basically, for the presidential dominance model, assume that P is always
the RR equilibrium policy in Chapter 2’s appointment process model.
ThenPRESPREDprovides the point in the range of possible outcomes that
is closest to P.
The results again strongly favor presidential anticipation. It is ex-

tremely difficult to reject the null in favor of the alternative because
the Cox test yields 0.403 with a p-value of 0.303, and the J test yields
−0.387 with a p-value of 0.349. With a reversal of the hypotheses, the
Cox test statistic is −2.046 with a p-value of 0.02, and the J test statis-
tic is 1.827 with a p-value of 0.034, both of which indicate that we can
reject the null of the PRESPRED model in favor of the alternative, the
PRED model.
Thus, while the evidence is not as clear-cut as that for political influence

on monetary policy, it seems on balance to favor presidential anticipation
versus presidential dominance. Not only do the direct hypothesis tests
slightly favor anticipation, but also the regression results strongly favor
anticipation.

4.4 hypothesis tests – bog

4.4.1 Hypothesis Tests 1: Political Influence on Monetary Policy?

Because the president and Senate have greater potential control of
the BOG compared to the FOMC, does the model more accurately predict
BOG policy compared to FOMC policy?
The BOG is composed entirely of presidential appointees while the

FOMC has five additional members, the reserve bank presidents, over
whom the president and Senate have no control. In the model, I assume
that the president and Senate can accurately predict the timing and loca-
tion of each reserve bank president.
However, if that assumption is the slightest bit off, the model will

inaccurately predict the FOMCmedian. For instance, consider a president
and Senate who wish to move the median one seat to the right of the
status quo. If they fail to correctly anticipate a new bank president who
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4.4 Hypothesis Tests – BOG

Table 4.9: BOGHypothesis Tests 1, Data for the Hypothesis Tests

APPT. RANGE CASE PRED ACTUAL1 ACTUAL2

1 1 1 0.899 0.899 0.966
2 1 2 1.430 1.585 1.499
3 1 2 1.585 1.585 1.506
4 1 2 1.430 1.585 1.342
5 1 2 1.585 1.650 1.632
6 1 2 1.650 1.650 1.639
7 1 2 1.650 1.650 1.629
8 1 2 1.650 1.650 1.524
9 3 2 1.409 1.505 1.524
10 3 2 1.409 1.505 1.522
11 1 1 1.505 1.582 1.537
12 1 1 1.582 1.582 1.523
13 3 1 1.295 1.295 1.203
14 3 1 1.295 1.295 1.203
15 3 2 1.168 0.469 0.624
16 3 2 0.448 0.448 0.486
17 3 2 0.448 0.448 0.469
18 3 2 0.469 0.469 0.551
19 1 3 0.623 0.617 0.598
20 1 3 0.697 0.777 0.904
21 1 3 0.817 0.857 0.915
22 1 2 1.093 1.535 1.349
23 1 2 1.093 1.535 1.349

also comes in to the right of the status quo, the median will move two
seats to the right rather than one seat. The prediction will then be off by
the distance between the two seats.
Nevertheless the model should still accurately predict the BOGmedian

because such mistakes about the reserve bank presidents do not affect the
BOG. On the BOG, the president and Senate do not have to contend with
the appointments they do not control. Moving the median by one seat
really means moving it by one seat rather than potentially by two, three,
or up to six seats. In contrast, on the FOMC, because of the reserve bank
presidents, the median can move the other way even if the president and
Senate make the correct appointment for their desired direction of change.
In terms of the BOG, if the president and Senate have more control at
their disposal compared to the FOMC, this model of instrumental control
should better predict the results for the BOG.
In fact, the model impressively predicts the BOG median (Tables 4.9

and 4.10). First, a comparison of PRED to ACTUAL1 in direct hypothesis
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4.4 Hypothesis Tests – BOG

tests shows that predicted match actual in all twenty-three cases up to
the α = 0.20 level. Even at α = 0.30, there is a match in twenty-two
of twenty-three cases. Comparing these results to those for the FOMC,
there are twenty-onematches at α = 0.20 and fifteenmatches at α = 0.30.
Thus the match of PRED to ACTUAL1 is greater with respect to the BOG
compared to the FOMC.
Second, a comparison of PRED to ACTUAL2 reveals that pre-

dicted match actual in twenty-two of twenty-three cases up to the α =
0.05 level, while it is all twenty-three cases for the FOMC. At α = 0.10,
there are twenty-one matches for the BOG and twenty matches for the
FOMC. At α = 0.20, there are sixteen matches for the BOG versus fifteen
matches for the FOMC. While the results support the model’s predictions
for the BOG, in terms of whether the model does better in predicting the
BOG versus the FOMC, these results are less clear-cut than those using
ACTUAL1.
As with the FOMC, the true results lie somewhere in between the

comparisons of PRED/ACTUAL1 and PRED/ACTUAL2. At best (using
ACTUAL1) the model predicts 100 percent of cases at the α = 0.10 level,
while at worst (using ACTUAL2), the model predicts 91 percent of the
cases. Thus compared to the FOMC in which the range is 87 percent to
91 percent, the BOG predictions are better born out in the data.
The regression results (Table 4.11) also strongly support the model’s

predictions. As a first cut, the correlations are again high, although a
bit lower than those for the FOMC: the correlation between PRED and
ACTUAL1 is 0.901, and the correlation between PRED and ACTUAL2 is
0.924.
As before, I ran Cox and J tests for the following hypotheses:

H0 : ACTUALi = β0 + β1PREDi + εi (4.9)

Ha : ACTUALi = β0 + β1PRESi + β2SENi + εi (4.10)

The tests support the model; they allow us to accept the null. The Cox
statistic for these hypotheses is 0.814 (compared to 1.237 for the FOMC)
with a p-value of 0.208, while the J statistic is −0.761 (−1.377 FOMC)
with a p-value of 0.223. Reversing the hypotheses also provides support
for the model with a Cox statistic of −18.599 (16.68 FOMC) and a J
statistic of 9.21 (10.39 FOMC). Both allow us to reject the null of the
regression model with PRES and SEN as independent variables in favor
of one with only PRED. Compared to the FOMC, these results allow us
to accept the PRED model with greater confidence.
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Empirically Testing the Model’s Predictions

Table 4.11: BOGHypothesis Tests 1, Regression Results

Dependent Variable: ACTUAL2

Coefficient Coefficient

C 0.121 0.120
(−1.86) (−8.59)

PRES 0.140
(−7.25)

SEN 0.867
(−0.29)

PRED 0.908
(−1.13)

Number of Observations 23 23
R-squared 0.264 0.855
Corrected R-squared 0.191 0.848
Sum of Squared Residuals 2.741 0.542
Standard Error of the Regression 0.370 0.161

t-statistics for H0 : β = 1 are in parentheses; for the model to be true, it is best to
accept the null.

The evidence thus suggests that the results for the BOG are stronger
compared to the FOMC. This raises the question of whether the president
and Senate really try to control the BOG rather than the FOMC. De-
spite the evidence, this is doubtful; most discussion of candidates revolve
around their influence on monetary policy which is set by the FOMC
rather than the BOG.
But it certainly does not hurt to control the BOG, whose members all

sit on the FOMC. As in the model, the president and Senate probably try
to the best possible extent to influence the FOMC through BOG appoint-
ments, but unlike the model’s assumptions, they are not always successful
due to the rotations of the bank presidents.
As for the features of the appointments (Table 4.9), there aremore simi-

larities than differences from those of the FOMC appointments. First, like
the FOMC predictions, most of the retirees are in the two outside ranges,
Ranges 1 and 3. However, unlike the FOMC predictions, the seat num-
bers are more widely distributed – nearly all seat numbers are represented
in the distribution. Second, like the FOMC predictions, most of the ap-
pointments are in Case 2 situations, requiring compromise between the
president and Senate. Third, like the FOMC predictions, the president
and Senate are within the range of possible outcomes in only one case –
Heller’s appointment.
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4.4 Hypothesis Tests – BOG

4.4.2 Hypothesis Tests 2: Who Influences?

Just as I did for the FOMC, I examined whether the president antici-
pates or dominates the Senate in the BOG appointments. I developed a
presidential dominance version of the model for the BOG and tested its
predictions in both direct hypothesis tests and regression tests.
Compared with the FOMC, the results are more ambiguous for

the BOG. First, the correlation results are virtually identical although
they favor dominance very slightly. The correlation between PRED and
ACTUAL1 is 0.927 compared to 0.901 for anticipation; forACTUAL2, the
correlations are 0.925 for dominance and 0.924 for anticipation. These
are extremely small differences.
Second, testing the predictions of the dominance model with direct

hypothesis tests shows slightly more support for anticipation at the
α = 0.10 level. Overall, using ACTUAL1 (see Tables 4.12 and 4.13),

Table 4.12: BOGHypothesis Tests 2, Data for the
Hypothesis Tests

APPT. RANGE PRED ACTUAL1 ACTUAL2

1 1 0.899 0.899 0.966
2 1 1.430 1.585 1.499
3 1 1.585 1.585 1.506
4 1 1.430 1.585 1.342
5 1 1.585 1.650 1.632
6 1 1.650 1.650 1.639
7 1 1.650 1.650 1.629
8 1 1.650 1.650 1.524
9 3 1.409 1.505 1.524
10 3 1.409 1.505 1.522
11 1 1.505 1.582 1.537
12 1 1.582 1.582 1.523
13 3 1.295 1.295 1.203
14 3 1.295 1.295 1.203
15 3 1.219 0.469 0.624
16 3 0.448 0.448 0.486
17 3 0.448 0.448 0.469
18 3 0.469 0.469 0.551
19 1 0.469 0.617 0.598
20 1 0.617 0.777 0.904
21 1 0.777 0.857 0.915
22 1 1.535 1.535 1.349
23 1 1.535 1.535 1.349
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4.4 Hypothesis Tests – BOG

the dominance model predicts twenty-two appointments while anticipa-
tion predicts twenty-three; with ACTUAL2, dominance predicts twenty-
one and anticipation also predicts twenty-one.
The two models differ on six appointments: 15, 19, 20, 21, 22, and

23. First, with ACTUAL1, on appointments 15, 19, 22, and 23, presiden-
tial dominance better predicts the outcome, while on the other two, the
predictions are virtually identical. On the last two appointments, 22 and
23, presidential dominance exactly predicts the outcomes, while anticipa-
tion only significantly predicts them. Second,withACTUAL2, anticipation
better predicts the outcome on appointments 15, 19, 20, and 21, but ap-
pointments 15 and 20 are extremely close calls. The bottom line is that
both make very similar predictions with regard to the BOG, and both are
generally successful in predicting the outcomes.
The regression results are also ambiguous (Table 4.14). As was the case

with the FOMC, testing the PRED model against the PRES model:

H0 : ACTUALi = β0 + β1PREDi + εi (4.11)

Ha : ACTUALi = β0 + β1PRESi + εi (4.12)

results in support for the PRED model. The Cox and J statistics are re-
spectively −0.285 (p = 0.388) and −0.761 (p = 0.223). For the reverse
hypotheses, the Cox and J statistics are respectively −39.347 and 10.008.

Table 4.14: BOGHypothesis Tests 2, Regression Results

Dependent Variable: ACTUAL2

Coefficient Coefficient Coefficient

C 0.987 0.120 0.162
(−0.09) (−8.59) (−8.56)

PRES 0.211
(−6.80)

PRED 0.908
(−1.13)

PRESPRED 0.853
(−1.94)

Number of Observations 23 23 23
R-squared 0.129 0.855 0.856
Corrected R-squared 0.088 0.848 0.849
Sum of Squared Residuals 3.244 0.542 0.537
Standard Error of the Regression 0.393 0.161 0.160

t-statistics for H0 : β = 1 are in parentheses; for the model to be true, it is best to
accept the null
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Empirically Testing the Model’s Predictions

However, in the more fair test of the PRED versus the PRESPRED
model:

H0 : ACTUALi = β0 + β1PREDi + εi (4.13)

Ha : ACTUALi = β0 + β1PRESPREDi + εi (4.14)

the results of the forward hypothesis tests contradict the results of the re-
verse tests. The Cox and J statistics for the hypotheses as written – the for-
ward tests – are respectively −2.330 and 1.854. Thus we would reject the
null, the PREDmodel, in favor of the alternative model, the PRESPRED
model. However, the Cox and J statistics for the PRESPRED model as
the null and the PRED model as the alternative – the reverse tests – are
respectively −2.26 and 1.80. Thus based on this set of tests, we reject
the null, the PRESPRED model, in favor of the alternative, the PRED
model.
Thus the results are rather inconclusive. The evidence can go either

way on anticipation versus dominance with respect to the BOG.Definitive
answers await further observations on appointments that will allow for
the examination of greater numbers of different predictions from the two
models.

4.5 policy effects

Up to this point, we do not really know what this analysis means for
actual policy, the interest rates set by the FOMC and the BOG. I have
used the FOMC or BOG median interchangeably with the term “policy”
without really examining what the medians mean for the FOMC’s federal
funds rate and the BOG’s discount rate – the actual policy of the two
bodies. In this section, I examine the relationship between the medians
and the interest rates andwhat theymean in terms of how the appointment
process model predicts policy.
First, let us examine the relationship between the FOMC median and

the federal funds rate – the rate over which the FOMC has most con-
trol. The FOMC median is either ACTUAL1 or ACTUAL2, the FOMC
median after an appointee takes office. For the federal funds rate, I used
the average of the real federal funds rate from an appointee’s date of
appointment to the next appointee’s date of appointment. For example,
Jackson was appointed onMay 22, 1975, and Gardner, on November 15,
1975. For Jackson’s appointment, I averaged the real federal funds rate
from May 1975 through October 1975. The relationship is moderate
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4.5 Policy Effects

with a correlation of 0.410 for ACTUAL1 and 0.422 for ACTUAL2. The
graph in Figure 4.3 plots the three variables: the two measures of the
FOMC median (ACTUAL1 and ACTUAL2) and the real federal funds
rate (Federal Funds Rate).
Going back to the direct hypothesis tests, suppose we conservatively

use the α = 0.15 level and ACTUAL2; then the model correctly predicts
the FOMC median 78 percent (eighteen of twenty-three) of the time. If
we combine this fact with the fact that the FOMCmedian correlates with
the average real federal funds rate at 0.422, we can predict the average
federal funds rate between appointments 32.9 percent of the time.
Given that this analysis only takes into account the political process

for making appointments, the results are promising. This analysis does
not account for anything else including the fact that the federal funds rate
is determined not only by the FOMC, but also by market forces.
Second, let us look at the relationship between the BOG median and

the discount rate – the rate that the BOG controls. As for the FOMC, the
BOG median is either ACTUAL1 or ACTUAL2, the BOG median after
an appointee takes office. The discount rate is the average from the date
of a nomination to the date of the next nomination. The relationship is
almost identical to that for the FOMC and the real federal funds rate;
the correlation between the discount rate and ACTUAL1 is 0.411, while
the correlation with ACTUAL2 is 0.488. As before, with the same con-
servative assumptions, we can predict the average discount rate between
appointments about 38.1 percent of the time. Figure 4.4 plots the three
variables.
It is surprising that the correlation between the discount rate and SQ2 is

not much higher for the BOG compared to the FOMC. While the FOMC
cannot totally control the federal funds rate, the BOG does control the
discount rate. Two points can be made in this regard. First, although the
FOMC does not control the federal funds rate 100 percent, it does control
it very closely; the federal funds rate is its primary target.
Second, as with the FOMC and the federal funds rate, this analysis

does not take into account any other political or economic factors – only
those factors associated with political appointments. Both bodies may
be subject to other political pressures such as direct pressures from the
president or Congress, or to economic pressures such as that caused by
rising oil prices. Although averaging over time smooths out some of those
factors, it does not eradicate all of them. In both cases, these factors will
influence the correlation. Given that this is the case, it is still encouraging
that the correlations are as high as they are.
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Empirically Testing the Model’s Predictions

4.6 summary

In this chapter, I directly tested the predictions of the model from
Chapter 2 with the ideal point estimates from Chapter 3. By doing so,
I answered two of the book’s main questions.
First, in answer to the question of whether political influence occurs

through appointments, the answer is – it does. In both institutions, the
results strongly support the model’s predictions.
Second, in answer to the question of who influences, the answer is less

clear. With respect to the FOMC, anticipation does better on balance,
but in the case of the BOG, anticipation and dominance do equally well.
However, the FOMC is themore important policy body, and at least there,
the results indicate influence by both the president and Senate, rather than
the president alone.
Finally, the results suggest that the model predicts actual policy to

some extent. In terms of both the federal funds rate and the discount
rate, the FOMC median after appointment predicts the rates with about
32.9 percent success. The success rate is encouraging given that the anal-
ysis does not take into account any other political or economic context
variables.
In the next chapter, I examine another application of the appointment

process model – an application to the newly created ECB.
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5

Appointments to the European Central Bank

Italy’s membership in the EMU was unthinkable in early 1996. At that
time, Italy fulfilled none of the Maastricht convergence criteria, a number
of economic requirements for entry into the EMU.38 Among European
Union (EU) countries, with the exception of Greece, Italy’s budget deficit,
inflation rate, and interest rates were the highest, and its gross debt was
the second highest. In addition, the Italian lira left the Exchange Rate
Mechanism (ERM) in 1992.
Within months, the situation changed drastically. In the fall, Italy

released its budget forecasts for 1997 and 1998 (Financial Times,
September 28, 1996). Surprisingly, the deficit figures nearly achieved the
3 percent convergence criterion level, which raised expectations of Italy’s
entrance into EMU. Consequently, the Italian inflation and interest rates
began to drop, and Italy rejoined the ERM (FinancialTimes, November 25,
1996). Combined with the fact that the German and French budgets

38 TheMaastricht Treaty is the Treaty on European Union signed in 1992 in the Dutch
city of Maastricht. There are four main criteria based on price stability, government
fiscal position, the ERM, and interest rates. The criteria are defined in Articles 104c,
109j, and the Protocols on the Excessive Deficit Procedure and the Convergence Cri-
teria. For price stability, a member state’s average inflation rate over the year before
examination cannot exceed that of the three best performing states in terms of price
stability. The deficit criteria are “3% for the ratio of planned or actual govern-
ment deficit to gross domestic product at market prices,” and “60% for the ratio
of government debt to gross domestic product at market prices” (Art. 1, Protocol
on the Excessive Deficit Procedure). For the ERM, the currency of a country must
have stayed for at least two years within the normal bands of fluctuations “without
severe tensions” and without devaluations (Art. 3, Protocol on the Convergence
Criteria). Finally, for the interest rate, a country’s average nominal long-term inter-
est rate (usually the ten-year government bond rate) cannot exceed by more than
two percentage points that of the three best countries in terms of price stability
(Art. 4, Protocol on the Convergence Criteria).
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indicated problems with the 3 percent level and that the Belgian gross debt
was even higher than the Italian debt, Italy’s prospects looked markedly
better.
Still, the core EMU countries39 forcefully raised concerns about Italy’s

economic fitness for EMU entry. French president Jacques Chirac stated
that Italy needed to get its financial house in order and that, “[joining
EMU] may take a little bit longer for those who are further behind, like
Italy” (Financial Times, October 2, 1996). Hans Tietmeyer, president of
the German Bundesbank, proclaimed, “Italy certainly has more to do”
(Financial Times, November 29, 1996). The concerns culminated in a pos-
sible plan for Italy’s late entry into EMU, which Italy angrily rejected
(Financial Times, February 7, 1997). Despite the considerable hoopla, in
the end, Italy was a founding member of the then eleven-country EMU
in 1998.40

What was the basis of the concerns regarding Italy? It is not clear. In
the press and in academic circles, the concerns themselves centered on
the past economic and political instability of Italy and its potential future
contribution to easy monetary policy and a weak euro (Coleman 1998;
Kosters, et. al. 1998). But what was the exact path from Italy’s EMU
membership to easy policy and a weak euro? It is as if the naysayers
envisioned a sort of mean monetary policy among the preferred policies
of the member countries: because Italy’s preferred policy was historically
very easy and its currency very weak, Italy’s entry would automatically
lead to easier policy by dragging down the mean.
As this chapter shows, these arguments neglect the political institutions

of European monetary policy – the new ECB, the appointment process by
which the ECB’s members are appointed, and how that process influences
policy. This chapter demonstrates that a mean monetary policy is never
the case, and Italian influence can be very limited.
The impact of a single country is generally limited; it cannot unduly

influence the ECB. The reason: the EMU founders created a highly in-
dependent ECB, which when combined with the appointment process
and the conditions at the start of EMU, guaranteed tight policy for years
to come. First, the founders created an appointment process that locked
in the current policy at the start of EMU. Second, the current policy at
EMU’s start was relatively tight due to expansionary economic growth

39 Austria, Belgium, France, Germany, Luxembourg, and the Netherlands.
40 The other ten members were Austria, Belgium, France, Luxembourg, Germany, the
Netherlands, Ireland, Finland, Spain, and Portugal. Greece joined in January 2001.
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at the time. Third, the founders shielded the ECB from political influ-
ence by providing an explicit price stability mandate, lacking even of the
Bundesbank and the Fed, and severelyminimizing the ECB’s responsibility
to other governmental institutions.
Along this line of reasoning, this chapter examines the ECB’s appoint-

ment process and attempts to answer three sets of questions – two ofwhich
correspond to those for the Fed. First, what is the appointment process?
Second, who influences appointments? Third, what does the process mean
for the direction of monetary policy?
To answer the first two questions, I adapt the appointment process

model from Chapter 2 to the ECB appointment process. In the process,
the veto power of each Head of State drives two sets of results. In the
first, the model demonstrates that extreme Heads of States, those who
prefer the most easy or most tight policy, can dominate the process by
virtue of their veto power. Second, the model shows that the Heads of
States can easily deadlock and agree only to disagree; they maintain the
current status quo.
As for the third question, under a reasonable set of assumptions re-

garding the situation at the time of the initial appointments, the chapter
predicts that the appointments made in May of 1998 will preserve the
pre-May status quo policy – relatively tight, low-inflation monetary pol-
icy. This result counters the alarm regarding the entry of the noncore
countries, that is Italy as well as Spain, Portugal, and Greece.41

The model in this chapter also shows how single countries like Italy
can be limited in their influence on the ECB. The model further pro-
vides a framework for considering the implications of EMU’s enlarge-
ment. Greece’s recent membership loosened policy slightly, partially in
line with the model’s prediction. The chapter also briefly considers the
potential memberships of Sweden, the United Kingdom, and the ten new
members of the EU in 2004.

5.1 a comparison of the united states and
european monetary union monetary systems

The European System of Central Banks (ESCB), which began functioning
on January 1, 1999, has many similarities to the Federal Reserve System.
Despite the similarities, key institutional differences emphasize the most

41 The entrance of Ireland and Finland never raised the level of concern directed at the
three southern countries.
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obvious difference between the two monetary systems – that the U.S.
system functions within a single unified federal government whereas the
European system does not. As a result, the European system emphasizes
federal (national) rather than central (EU) power to set monetary policy,
whereas the opposite is true in the Federal Reserve System.

5.1.1 The Appointing Actors

Nowhere is this difference more apparent than in the actors involved in
the appointment process, and more specifically, the powers of those ac-
tors. Three sets of EU actors are statutorily involved in the appointment
process. First, the European Councils are summits of the Heads of States
of the fifteen EU member countries42 in which decisions are made by
common accord, that is unanimity rule. Second, the Council of Ministers
consists of the cabinet ministers from the fifteen EU countries. Depend-
ing on the type of issue, the council makes decisions by unanimity rule
or qualified majority (a 71 percent majority; see Table 5.1)43 in which
larger countries vote with more weight.44 Third, the European Parliament
is the EU’s popularly elected legislature. The European Parliament makes
decisions by simple majority; the larger countries have more European
Parliament representatives.
All truly important EU decisions – for example, EMU’s creation,

its membership, and central bank appointees – have been made in the
European Councils at the level of the Heads of States. In the United
States, this would be comparable to having the state governors decide
crucial national issues by a unanimous vote. Lesser decisions are made by
the Council of Ministers and the European Parliament, which together
have the power to pass EU laws and the budget. But between the two, the
European Parliament is much less powerful. For example, on taxation,
the European Parliament can only provide nonbinding opinions.
This general pattern holds true for the ECB’s appointment process.

Regarding the process, the Maastricht Treaty, Article 11.2 of the Statute

42 Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy,
Luxembourg, the Netherlands, Portugal, Spain, Sweden, and the United Kingdom.

43 A qualified majority is sixty-two votes of the eighty-seven possible votes in the
Council of Ministers (71 percent).

44 Particular sets of ministers decide on the issues for which they are responsible
in their home countries; finance ministers decide on issues relating to monetary
policy.
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Table 5.1: VotingWeights in the European Union

European Parliament Council of Ministers

Votes % of Total Votes Votes % of Total Votes

Germany 99 15.81% 10 11.49%
France 87 13.90% 10 11.49%
Italy 87 13.90% 10 11.49%
United Kingdom 87 13.90% 10 11.49%
Spain 64 10.22% 8 9.20%
Netherlands 31 4.95% 5 5.75%
Belgium 25 3.99% 5 5.75%
Greece 25 3.99% 5 5.75%
Portugal 25 3.99% 5 5.75%
Sweden 22 3.51% 4 4.60%
Austria 21 3.35% 4 4.60%
Denmark 16 2.56% 3 3.45%
Finland 16 2.56% 3 3.45%
Ireland 15 2.40% 3 3.45%
Luxembourg 6 0.96% 2 12.30%

total 626 87

Source: European Union

of the ESCB states:

“. . . the President, the Vice President, and other members of the Executive Board
shall be appointed from among persons of recognized standing and professional
experience in monetary or banking matters by common accord of the government
of the Member States at the level of the Heads of State or Government, on a
recommendation from the Council after it has consulted the European Parliament
and the Governing Council.”

The treaty’s language implies the following sequence for the appoint-
ment process. First, the European Parliament and the Governing Council,
the main decision-making body of the ECB, suggest potential nominees.
Second, the Council of Ministers recommends the suggested nominees or
makes its own recommendation. Third, the Heads of States can approve
the recommendation or choose someone else altogether.
However, neither recommendations nor consultations are binding.

Thus in reality, theHeads of States hold all the cards; neither the European
Parliament nor the Governing Council has any real power in this process.
In its recommendation role, the Council of Ministers ultimately seems
powerless as well, especially since the ministers are all cabinet members
in their home countries, handpicked by the respective Heads of States.
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This unequal distribution of power was apparent at the May 1998
European Council, when the first appointees were chosen. Except for a
row over the ECB presidency, the appointment choices were a fait accompli
with clear prior agreement among the Heads of States. Over the previous
few months, finance ministers and central bankers influenced the choices,
but seemingly through their own heads of states rather than through the
various EU institutions. The subsequent European Parliament reviews of
the appointees were largely uneventful and resulted in the unsurprisingly
high majority recommendations of the candidates.
A similar process occurred when a new appointment opportunity arose

in 2002 – the first since the start of EMU. This time, the Heads of States,
through the Council of Ministers, chose Greece’s Lucas Papademos to
replace Christian Noyer as the new vice president. A slight problem oc-
curred when the Belgians abstained due to their preference for their own
candidate, Paul de Grauwe, but the Belgians later agreed to Papademos. In
the weeks following, the European Parliament, Governing Council, and
European Council essentially rubber stamped the choice.
The distribution of powers in this process differs substantially from

that in the Fed appointment process. In the latter, a major difference is
that both sets of actors, the president and Senate, are from central gov-
ernment institutions. Furthermore, although the Senate represents state
interests, in the appointment process, both the president and Senate have
different binding powers that constrain one another. The president has
proposal power, but his proposal must be approved by the Senate. The
Senate cannot bypass the president with proposals of its own. The differ-
ence in the ECB process is that the Council of Ministers’ proposals, unlike
the president’s proposals, are not binding. If the Heads of States decide
against the proposals, they can propose and appoint their own candidates.
The Senate, on the other hand, must await a favorable presidential nom-
inee. Thus in the ECB process, the preferences of the Heads of States are
ultimately supreme – it is all about the federal units – whereas in the Fed
process, both the president and Senate’s preferences matter – the central
units matter as well.

5.1.2 The Institutions of Monetary Policy

In terms of who appoints, the individual countries maintain control versus
the EU institutions. Furthermore, even if all the Heads of States agree on
the appointees, these centrally appointed members do not alone control
monetary policy. The structure of the monetary institutions limits their
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powers. This again contrasts with the Federal Reserve System in which,
once appointed, the central appointees have majority power.
At first glance, the two sets of institutions look very similar. First, both

systems are federal. The Federal Reserve System consists of twelve district
reserve banks, one for each region of the country. The ESCB consists of
twelve national central banks, one for each EMU country.
However, an important difference lies in the boundaries of the federal

units. On the ESCB, national borders determine those boundaries. For
the Federal Reserve System, the district lines bound regional areas with
economic centers from the year 1913; the boundaries have remained fixed
since then. Thus the ESCB’s boundaries are of countries with defined
national interests and political power at the EU level. Nothing could
be farther from the truth for the Fed, whose district boundaries cross
state lines and define, in some cases, obsolete centers of former financial
prowess.
Second, two central decision-making institutions control both federal

systems, but the balance of power between the central and federal units
is reversed in each system.45 Similar to the Fed’s central structure, the
ESCB has two central decision-making bodies: the Executive Board and
the Governing Council, which are comparable to the BOG and the FOMC
respectively (see Table 5.2).46 These two institutions make up the ECB.

The Executive Board. The Executive Board consists of six members: a
president, vice president, and four other members (Art. 11.1, Statute of
the ESCB). The president and vice president are also the Governing Coun-
cil’s president and vice president. The Executive Board members must be
citizens of the member states and are appointed to staggered, eight-year,
nonrenewable terms by the Heads of States on recommendation from the
Council of Ministers who consult with the European Parliament and the
Governing Council of the ECB (Art. 11.2, Statute of the ESCB).
The Executive Board is responsible for the implementation ofmonetary

policy and the preparation of theGoverning Council’s meetings (Art. 12.1,
12.2, Statute of the ESCB). It makes decisions using a simple majority rule

45 Both sets of regional banks have no decision-making powers with respect to mone-
tary policy. The main function of the ESCB’s national banks is to act as depositories
of reserves, and the Fed’s reserve banks clear checks for the payments system and
regulates banks in the regions.

46 The Protocol on the Statute of the European System of Central Banks and of the
European Central Banks sets out the structure and functions of the ESCB and ECB.
Henceforth, I will refer to this protocol as the Statute of the ESCB.
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Table 5.2: The Structure of the European System of Central Banks

Institution Number of Members Functions

Executive 6–President, Vice President, Implementation of
Board 4 other members monetary policy

Governing 6+ number of EMU Formulation of
Council countries: The first monetary policy

6 are executive board
members with the
remaining members
each representing
one EMU member

National One bank for each Mainly depositories
Central member state of reserves
Banks

with the President casting the decisive vote in the case of a tie (Art. 11.5,
Statute of the ESCB). Just as all BOG members are also members of the
FOMC in the Federal Reserve System, all Executive Board members are
also members of the Governing Council, which is the main monetary
policy decision-making body.

The Governing Council. The Governing Council consists of the Execu-
tive Board members and the national bank governors. EMU started with
eleven members with Greece rounding it out to twelve in 2001. Thus
the Governing Council has eighteen members: the six Executive Board
members plus one governor from each of the twelve national banks.
The appointment procedures for the national bank governorsmay vary,

but the Maastricht Treaty and the Statute of the ESCB mandate certain
basic requirements. First, once appointed, national bank governors cannot
take instructions from their governments or EU institutions (Art. 107,
Title II of the Maastricht Treaty; Art. 7, Statute of the ESCB). Second,
the terms of each governors’ office must last at least five years (Art. 14.2,
Statute of the ESCB). Third, appointees cannot be dismissed unless “he
no longer fulfills the conditions required for the performance of his duties
or if he has been guilty of serious misconduct” (Art. 14.2, Statute of the
ESCB).
The primary function of the Governing Council is to formulate mone-

tary policy (Art. 12.1, Statute of the ESCB). The treaty specifies that this
function may include the setting of intermediate monetary objectives, key
interest rates, and the supply of reserves in the ESCB (Art. 12.1, Statute of
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the ESCB). The Governing Council makes decisions on the basis of simple
majority rulewith the president casting the decisive vote in the case of a tie.
A key difference between the FOMC and the Governing Council –

the main decision-making bodies for monetary policy in each system –
is the balance of power between the central government and the federal
units. On the FOMC, presidential appointees, the BOGmembers, control
the majority; of the twelve members, the regional reserve bank presidents
occupy only five of the twelve seats. On the Governing Council, the EU
appointees, the Executive Board members, are a minority; the national
central bank governors make up twelve of the eighteen members. As in
the ECB appointment process, the federal elements are emphasized over
the central elements. The structure of the ECB’s Governing Board en-
sures that national interests are represented over pan-European interests.
In theory, the ECB is the most independent central bank in the world.

The statutes do not specify its responsibility to anyone; the ECB does not
have to defend its actions to any EU or national body, although it does
have to provide annual reports to the European Commission, European
Parliament, Council of Ministers, and European Council (Art. 15, Statute
of the ESCB). Even the Fed, considered one of the most independent
central banks in the world, until recently had to defend its actions to the
U.S. Congress in semiannual monetary policy hearings. Furthermore, the
Fed is ultimately responsible to Congress (which can alter the basic Fed
law with the President’s signature). Changing the ESCB statutes requires
unanimity of the European Council and possibly referenda in the various
EU countries.
The irony is that despite its independence, it can be highly immobile in

policy due to its structure. As the subsequent sections show, unanimous
approval of nominees makes it very difficult to move long-term policy.
Furthermore, even if the appointees would like to move policy, national
bank governors can stop policy movement by ganging up against the
appointees. Both of these features, especially the appointment process,
have the potential to render the ECB the most immobile of central banks,
even if it is the most independent.

5.2 the model

5.2.1 The Model’s Assumptions

1. Actors and their preferences. The actors are the Heads of States (HS)
and the Governing Council (GC) of the ECB. The assumptions about
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preferences are essentially identical to those previously stated: all indi-
viduals have well-behaved preferences defined on a single dimension of
monetary policy measured by the short-term real interest rate r ∈ [0,1] on
a scale of lower to higher rates representing respectively easier to tighter
policy. A utility function for an individual i is, as before, in the form,
Ui = θ (|ri − SQ|) in which ri is the individual’s ideal real interest rate,
SQ is the current real interest rate implied by the median member of the
Governing Council, and θ is a monotone, decreasing function. As in the
Fed model, particular appointments do not enter the utility functions, and
individuals care about the effects of appointments on policy rather than
about the appointments themselves.

2. Actions. The Heads of States can unanimously choose a nominee, x,
on the set of r ∈ [0,1]; the nominee maps to a specific GC median, SQ2.
The next section describes the exact mapping. The Governing Council
members vote on monetary policy according to the rule: Vote = tighter
policy if ri > SQ, Vote = easier policy otherwise.

3. Other assumptions and implications. As in the Fed model, complete and
perfect information characterizes this game. I also assume, as before, that
the Heads of States are perfectly informed about the locations of the
national bank governors. Like the FOMC, the Governing Council is a
majority rule institution, and from the preceding assumptions, the median
voter theorem applies. As for the Heads of States, I assume unanimity rule
because they must unanimously approve the appointees.

4. Definition: appointments and policy. Policy in this model refers specifi-
cally to the Governing Council’s formulation of monetary policy. For ap-
pointments, however, the focus is on the Executive Board appointments.
But I am only interested in these appointments insofar as they affect the
Governing Council’s policy, much as I previously concentrated on the
BOG appointments as they affected FOMC policy.
An alternative is to focus explicitly on the Executive Board’s policy be-

cause it does have potentially important policy-implementation powers.
However, it is not yet clear whether these powers will be consequential;
to date, most of the action seems to have been on the Governing Council.
If history is any guide, in the Federal Reserve System, the Federal Reserve
Bank of New York has powers similar to those of the Executive Board,
but under the institutional reforms of 1935, the New York Fed has
very little discretion. In fact, the Maastricht Treaty’s language does not
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grant the Executive Board much power independent of the Governing
Council:

“The Executive Board shall implement monetary policy in accordance with the
guidelines and decisions laid down by the Governing Council. . . . In addition the
Executive Board may have certain powers delegated to it where the Governing
Council so decides” (Art. 12.1, Statute of the ESCB, emphasis added).

An important question regards how the Executive Board appointments
translate to the monetary policy set by the Governing Council. The Execu-
tive Boardmembers are the only ones on theGoverningCouncil appointed
by EU-level institutions. All other members are national bank governors,
who are appointed by a myriad of different institutions and procedures in
different countries. The national bank governors outnumber the Execu-
tive Board members twelve to six. The opposite is true on the Fed in which
presidential appointees outnumber the reserve bank presidents seven
to five.
Nevertheless, despite their relative small numbers, the Executive Board

could have substantial influence on monetary policy depending on how
they match up to the national bank governors in terms of policy prefer-
ences. If the Executive Board members are all on one side of the policy
dimension, for example, then their influence will tend to be smaller than
if they are dispersed among the other Governing Council members. In the
latter situation, it is more likely that one of the Executive Board members
will be the median, policy-determining member. Dispersion rather than
the extremity of Executive Board members is somewhat more likely as all
heads of the member states, whomay all have different policy preferences,
must approve the Executive Board appointees.

5.2.2 Sequence

This game is much more simple compared to the Fed game. For each
appointment opportunity, each Head of State simultaneously proposes a
point as the new policy point, SQ2. The proposal that garners unanimous
support is the RR equilibrium policy. Depending on the range of possible
outcomes, the Heads of States make an appointment that achieves either
the RR equilibrium policy or the closest boundary point, L or H.

5.2.3 Possible Outcomes

As mentioned previously, Greece joined EMU in 2001. Thus there are
now twelve EMU countries and an eighteen-member Governing Council.
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But to assess the implications of the important 1998 appointment process
in Section 5.3, the following exposition of the model sticks with the initial
setup in 1998 with eleven Heads of States and a seventeen-member Gov-
erning Council. The results follow for an eighteen-member Governing
Council with slight adjustments of seat numbers and medians.
The possible outcomes are analogous to those for the BOG that, like

the 1998 seventeen-member Governing Council, has an odd rather than
even number of members. There are three ranges defined by (1) the first
eight seats, (2) the ninth median seat, and (3) the last eight seats. As with
the FOMC members, the Governing Council members are numbered in
order of easiest to tightest policy, x1 to x17.

Range 1: if y ∈ {x1, x2, . . . , x8}
For any y ∈ {x1, x2, . . . , x8}, SQ1 = x9+x10

2 . The nonunique correspon-
dences between x and SQ2 are defined for any x such that:

(1) x ≤ x9 ⇒ SQ2 = x9 = SQ0 = L1

(2) x ≥ x10 ⇒ SQ2 = x10 = H1

The unique correspondences are defined for any x such that:

(3) x9 < x < x10 ⇒ L1 < SQ2 = x < H1

Range 2: if y ∈ {x9}
For any y ∈ {x9}, SQ1 = x8+x10

2 . The nonunique correspondences are:

(1) x ≤ x8 ⇒ SQ2 = x8 = L2 < L1

(2) x ≥ x10 ⇒ SQ2 = x10 = H2 = H1

The unique correspondences are:

(3) x8 < x < x10 ⇒ L2 < SQ2 = x < H2

Range 3: if y ∈ {x10, x11, . . . , x17}
For any y ∈ {x10, x11, . . . , x17}, SQ1 = x8+x9

2 . The nonunique corre-
spondences are:

(1) x ≤ x8 ⇒ SQ2 = x8 = L3 = L2 < L1

(2) x ≥ x9 ⇒ SQ2 = x9 = H3 < H1 = H2

The unique correspondences are:

(3) x8 < x < x10 ⇒ L3 < SQ2 = x < H3
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In overall comparisons, Range 2 is the largest of all three. Whether
Range 1 is greater than Range 3 and vice versa depends on the distance
between x9 and x10 for Range 1 and between x8 and x9 for Range 3.

5.2.4 Actual Outcomes: Adding the Heads of States

In the Fed game, the president and Senate first agree on a RR equilibrium
policy. Given the range of possible outcomes, depending on the location
of the retiree, the president and Senate then try to get as close as possible
to the RR equilibrium policy.
The setup is quite similar with respect to the ECB game with two key

differences. First, there is no agenda setter. There is no one akin to the
president in this game. Second, there is a unanimity requirement; each
Head of State must unanimously approve any policy point. If we were to
apply both these features analogously to the Fed game, there would be
no president, and it would be as if each senator, rather than the Senate
median, makes a proposal, and each senator must approve a proposal in
order for it to pass.
The exact location of the actual policy (SQ2) depends on (1) the lo-

cation of the Heads of States relative to the current policy (SQ1), and
(2) the location of the existing Governing Council members. Based on
(1), there are two cases. In Case 1: dominance by extreme heads of states,
all of the Heads of States are on one side of the status quo. In these sit-
uations, the most extreme heads of states dictate exactly how far policy
will go.
In Case 2: deadlock, at least one Head of State is on the opposite side of

the status quo from the others. In this case, there is deadlock, and policy
will not move because any proposed move will be vetoed by at least one
Head of State. For example, suppose all Heads of States are to the left of
the status quo, and the Netherlands is to the right of the status quo. Then
the Netherlands rejects all movements to the left of the status quo, and the
others reject all movements to the right of the status quo.

Case 1: Dominance by Extreme Heads of States

Head of State Indifference Point. Similar to the definition for the Senate
indifference point, define a Head of State’s indifference point as HS−,
where |HS − SQ1| = |HS − HS−|.

Heads of States Labels. The Heads of States are numbered consecutively
from left to right in order of easiest to tightest policy and labeled HS1
through HS11.
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HS1 HS11

SQ1

HS11-HS10

Figure 5.1: Example 1, Case 1

HS1 HS11

SQ1

HS11-

HS10

Figure 5.2: Example 2, Case 1

In this case, all of the Heads of States are either on the left or right side
of SQ1. Within Case 1, there are two possible types of situations with
two possible sets of outcomes.
First, suppose that there does not exist any other Head of State in the

range between the most extreme Head of State (either HS1 or HS11) and
her indifference point (HS1− or HS11−). If they are all on the left side of
SQ1, any one of them can propose the indifference point for the right-
most Head of State, the eleventh member, HS11− (see Figure 5.1). This
point will be closer to the ideal points of every other Head of State, and
thus, the Heads of States will collectively approve this point as the new
policy point. Analogously, if the Heads of States are all on the right side
of SQ1, a Head of State can propose the indifference point of the first
member, HS1−, and it will be unanimously approved as the new policy
point. The Heads of States will then make the appointment to get as close
as possible to that new policy point.
More formally,

(1) if HS ≤ SQ1 and ∀HS, HS ≤ HS11−

⇒ SQ2 = HS11−if HS11− ∈ [L, H], SQ2 = L otherwise

(2) if HS ≥ SQ1 and ∀HS, HS ≥ HS1−

⇒ SQ2 = HS1−if HS1− ∈ [L, H], SQ2 = H otherwise

Second, suppose that there does exist anotherHead of State (eitherHS2
or HS10) in the range between the most extreme Head of State and her
indifference point (see Figure 5.2). Then that Head of State can propose
her ideal point as the new policy point. HS1 through HS9 will agree be-
cause for each one of them, that point is closer to them than the reversion
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point, SQ1. For HS11, HS10 is also in its preferred set. More formally,

(3) if HS ≤ SQ1 and HS10 ∈ [HS11−, HS11]

⇒ SQ2 = HS10 if HS10 ∈ [L, H], SQ2 = L otherwise

(4) if HS ≥ SQ1 and HS2 ∈ [HS1, HS1−]

⇒ SQ2 = HS2− if HS2 ∈ [L, H], SQ2 = H otherwise

Case2: Deadlock. In this case, at least oneHead of State is on the opposite
side of SQ1 from at least one other Head of State. In such a case, it is
impossible to move policy. Any moves to the right of SQ1, no matter how
small, will be vetoed by theHeads of States to the left of SQ1. Analogously,
any moves to the left of SQ1 will be vetoed by the Heads of States to the
right of SQ1. Thus the predicted new policy point is the same as the old
policy point, SQ1. More formally,

(1) if there exists at least one HS ≤ SQ1 and one HS ≥ SQ1

⇒ SQ2 = SQ1

What is interesting is that policy can change at all with ECB appoint-
ments. Because all Heads of States have veto power, at least one Head of
State should reject any incremental policy change. That occurs in Case 2
but not in Case 1. The model shows that when all the Heads of States
agree on the direction of change, all gain from some policy movement.
But all such movements are potentially small since they are dictated by
the most extreme Head of State.
What influence does a traditionally inflationary country like Italy have?

With its one national bank seat, Italy automatically does move policy a bit
in an easier direction. In terms of influence on the appointment process,
it depends on the case. In Case 1, a country like Italy can potentially have
much positive policy influence, positive in the sense of moving policy. Italy
could in fact dictate the outcome. But if the extreme country is not Italy,
then Italy has absolutely no influence, and the fears are unjustified. In
Case 2, Italy can only have a negative effect on policy; it can only dictate
that policy will not change at all. While Italy also has this power in Case 1,
it will not be in Italy’s interest to veto policy moves because the new policy
makes it better off.
Thus there is always some reason for concern in adding themembership

of an inflationary country because that country does get a minimum of
one seat on the Governing Council and that moves policy in an easier
direction. But the extent of further influence is rather limited due to the
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setup of the appointment process. Basically the model delineates when
a particular country is influential and when it is not. The question is,
what situation characterized the initial situation in May of 1998, when
the Heads of States made the first ECB appointments? Section 5.3 tries to
answer this question.

5.2.5 Extensions and Comparisons to the Fed

In the ECB game, the veto power of each Head of State and the lack of an
agenda setter drives the major differences in policy outcomes compared
to the Fed game.
First, veto power means that extreme regional interests can influence

ECB policy to a much greater extent than Fed policy. The only way to
move policy in the ECB setup is to satisfy, in Case 1, the most extreme
or the two most extreme Heads of States. Without the support of either
HS1 or HS11, the policy reverts back to the status quo.
On the Fed, the analogous setup would be if all the Senate mem-

bers had the right to veto the president’s choice; then the senators clos-
est to the status quo would have the most influence. But with majority
rule in the Senate, the influence of extreme interests is very limited
because the president only has to satisfy the moderate, by definition,
Senate median; forty-nine senators can disagree with the president, but
as long as he obtains fifty-one votes, policy will move to his proposed
point.
Second, veto power also means that the ECB appointment process

favors the status quo policywhile the Fed’s process does not. Disagreement
is guaranteed in all “Case 2: deadlock” situations, when at least one Head
of State is on the opposite side of SQ1 from the other Heads of States.
Whereas one veto is enough for deadlock to occur in the ECB game,
deadlock is less likely in the Fed game because it requires fifty-one senators
to be on the other side of the status quo from the president.
Third, the addition of agenda-setting powers only changes the out-

comes slightly, if at all, in the ECB game, while they can dramatically
change the outcomes of the Fed game. For the ECB, the extent of possi-
ble change depends on who is designated the agenda setter. On the one
hand, if the agenda setter was the Council of Ministers, a non–Head of
State, the outcomes would not change over those of the current setup.
Consider the case when all Heads of States are left of SQ1. In this Case 1
situation, the Council of Ministers would have to choose either HS11−

or HS10 – the outcomes without the agenda setter. On the other hand, if
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HS11 were the agenda setter, the outcome would be HS11’s ideal point –
different from the previous outcomes of HS11− or HS10.
Still, in a comparison of the sheer magnitude of policy changes, the

Council of Ministers as agenda setter would lead to bigger changes than
the Heads of States as agenda setters. Both HS11− and HS10, the out-
comes with the Council of Ministers as the agenda setter, are farther from
the status quo than HS11 – the outcome with HS11 as the agenda setter.
If an agenda setterwere to be chosen, theCouncil ofMinisters seems the

more likely choice thanHS11. It is difficult to believe that the appointment
process would ever change to accommodate the most extreme Head of
State because all other Heads of States must approve this change. It is
easier to envision the delegation of binding proposal power to the Council
of Ministers by a qualified majority, since the EU Heads of States have
made greater numbers of important decisions in this fashion.
But even with the Council ofMinisters as the agenda setter, the changes

are potentially very small. In contrast, the outcomes in the Fed gamewould
be quite different if, for instance, the Senate set the agenda rather than the
president. In Case 2 of the current Fed game, when the president is farther
from the status quo compared to the Senate, the president sometimes gets
his ideal point as the outcome – he sometimes still dominates. If, however,
the Senate were the agenda setter, it would sometimes dominate instead.
Basically flipping the agenda setter means that the player with the agenda-
setting power has much more power, whereas in the ECB game, changing
the agenda settermeansmoving policy by aHead-of-State position or two.
In order for the possibility of greater policy change, not only would

there have to be a designated agenda setter, but also a change in the una-
nimity rule. In the Fed setup, the agenda-setting power of the president
combined with the Senate’s majority rule allows for greater changes in
policy. The analogous ECB setup would be if the Council of Ministers
gained binding proposal power, and the Heads of States decided to accept
proposals by majority rule. Then in a situation with the Council of Min-
isters to the left of the Heads of States and all Heads of States to the left
of the status quo, the Council of Ministers would only have to propose
the indifference point for HS6, which must be farther from SQ1 than
either HS10 or HS11−. But all this would only matter if the Council of
Ministers could be independent from the Heads of States, and it is not
clear if this could ever be the case.
Why might EMU members desire the possibility of greater policy

change? There are two related reasons. First, the ECB could be more
responsive to the current economic and political context without totally
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losing its independence. Second, with greater responsiveness, the ECB
might gain more public support which is crucial for its long-term survival.

5.3 a prediction

What does the preceding model mean empirically for the future monetary
policy in Europe? With some reasonable assumptions about the current
relevant players, I use the preceding model to predict the policy outcomes
of the initial appointment process in May 1998. The prediction contra-
dicts the recent charge that a larger monetary union with traditionally
high inflation countries like Italy will necessarily mean easy monetary
policy. In fact, the model shows how the institutional structure of the ap-
pointment process, together with the monetary policy status quo, ensures
relatively tight monetary policy in Europe during the first four years of
EMU.
The preceding model deals with the appointment process beyond the

initial stages of EMU. In May of 1998, the appointment game was differ-
ent; the Heads of States did not have to contend with just one Executive
Board appointment but all six. Assuming that the beginning status quo
was the median of the eleven-member Governing Council, the six ap-
pointments allowed the Heads of States to move the median policy point
anywhere they wished; the possible outcome ranges of Section 5.2.3 did
not apply.
It was a rare, one-time opportunity to move policy a great deal – if

Case 1 had prevailed; recall that in Case 1, either all HS < SQ1 or all
HS > SQ1, and because all the Heads of States agree on the direction of
policy change, it is the only case that allows for policy change. However,
as will be shown, Case 2: deadlock prevailed, and policy did not change
at all.
For the first round of appointments in May 1998, a few qualifica-

tions to the appointment process were in effect. First, the Council of the
European Monetary Institute (EMI), the ECB’s forerunner, served in the
consultation role of the Governing Council of ECB because the latter did
not yet exist.47 Second, in order to stagger the appointment terms from the

47 The EMI was the forerunner of the ECB. The Council of the EMI consisted of a
president and one governor from each of the fifteen national central banks (Art. 9.3,
Statute of the EuropeanMonetary Institute). The Statute of the EMI is also contained
in the Treaty on European Union Protocols. The Council of the EMI made decisions
using a simple majority rule.
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start, the president was appointed for a full term of eight years,48 the vice
president for four years, and the other four members for between five and
eight years (Art. 50, Statute of the ESCB).49 Third, non-EMU participants
could not participate in the Council of Ministers’ and European Council’s
decisions on appointees (Art. 109k,¶3, Title II of theMaastricht Treaty).50

Since May 1998, these nonparticipants are called “Member States with a
derogation” (Art. 109k, ¶1, Title II of the Maastricht Treaty). However,
the treaty does not seem to have barred such states from participating in
the consultation roles provided by the European Parliament and theCoun-
cil of the EMI. In reality, these countries – the United Kingdom, Sweden,
and Denmark – participate in the Council of Ministers’ and European
Council’s decisions, but the opinions that really matter are those of the
EMU countries.

5.3.1 Ideal Points

Unlike the Fed, there are no voting records for the ECB. One of the first
actions taken by Duisenberg was to close the records to the public for at
least sixteen years. Without voting records, it is not possible to estimate
ideal points for the Governing Council according to the method from
Chapter 3. Similarly, it is difficult to estimate ideal points for the Heads
of States.
Faced with these limitations, I used the averages of past inflation rates

as a proxy for the monetary policy preferences of the various countries.
From the five- and ten-year average inflation rates in Table 5.3, I con-
structed the following ideal points. First, for the Heads of States, I as-
sumed that the ten-year average inflation rates of each country represent

48 Although Wim Duisenberg “voluntarily” agreed to step down after four years as
part of an alleged agreement between Germany and France. He recently announced
his date of departure as July 2003.

49 Therefore, the first appointment opportunity arose in 2002, followed by two in
2003, and one appointment opportunity will arise in every one of the subsequent
four years. However, one of the two 2003 appointments is the president’s position
that is already designated to be filled by Jean-Claude Trichet, if he survives various
legal inquiries. There will be no appointments in the next subsequent three years:
2007, 2008, and 2009. In 2010, the same cycle of appointments will begin again.
This means that an unusually high number of appointment opportunities will arise
in the first seven years of EMU.

50 Title II of the Maastricht Treaty: Provisions Amending the Treaty Establishing the
European Economic Community with a View to Establishing the European Com-
munity. Henceforth, references will be to Title II of the Maastricht Treaty.
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Table 5.3: Inflation Rates for European Union Countries

10 years (1987–96) 5 years (1992–6)

Netherlands 1.93 Finland 1.55
Luxembourg 2.34 Denmark 1.91
Belgium 2.36 France 1.98
Germany 2.41 Ireland 2.21
France 2.61 Belgium 2.23
Austria 2.72 Luxembourg 2.36
Denmark 2.79 Sweden 2.43
Ireland 2.69 Netherlands 2.52
Finland 3.33 Germany 2.68
United Kingdom 4.58 United Kingdom 2.73
Sweden 4.84 Austria 2.94
Italy 5.14 Italy 4.53
Spain 5.30 Spain 4.69
Portugal 8.42 Portugal 5.56
Greece 14.19 Greece 11.69

Source: IMF International Financial Statistics Line 64: Consumer Prices

the preferences of each Head of State. The ten-year period includes
the period prior to 1992 when central bank independence from gov-
ernments was not required. Thus this ten-year average reflects a mix-
ture of central bankers’ and governments’ preferences. Inflation rates
averaged over fifteen years yield an almost identical rank ordering of
countries.
Second, for the members of the EMI Council, I used five-year inflation

rates. In particular, for the initial SQ1, I used the five-year average infla-
tion rate of theNetherlands (2.52 percent), themedian of the EMICouncil
(see Table 5.3). After the signing of the Maastricht Treaty in 1992, coun-
tries wishing to qualify for EMU were required to grant independence to
their central banks. Thus the five-year average inflation rates reflect, to
a large extent, the preferences of independent central bankers. Although
nonindependent central banks became independent at different times dur-
ing the five-year period 1992–6, these rates are the best reflection of the
central bankers’ preferences.

5.3.2 May 1998: The Game, Equilibrium, and Policy Outcome

Given these assumptions, the numbers in Table 5.3 lead to the spatial
configuration in Figure 5.3.
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Figure 5.3: The ECB Game in May 1998

SQ1 is themedian of the EMI Council (2.52 percent – theNetherlands),
and the country acronyms stand for the Heads of States positions.51

Because monetary policy preferences throughout this chapter are mea-
sured by the short-term interest rate, and preferences over inflation are
negatively related to preferences for short-term interest rates, the fig-
ure presents the players in reverse order of inflation preferences. Thus
Portugal, with the highest inflation rate, is at the lowest end of the scale
in terms of short-term interest rates.
This particular configuration is a Case 2: deadlock situation, and there-

fore, the status quo is the equilibrium point of the game. There are seven
Heads of States to the left and four to the right of the status quo.
In order to maintain SQ1, the equilibrium policy point, the politicians

could have appointed three members of the Executive Board to the right
and three members to the left of the status quo point. Alternatively, they
could have appointed all six member right on the status quo point. A final
option was to appoint a combination of some members on the status quo
and some on either side.
In fact, the politicians took the last option and almost took the first

option: the European Council appointed two members left of SQ1,
one on SQ1, and three to the right of SQ1. They appointed Wim
Duisenberg from the Netherlands as president; Christian Noyer from
France as vice president; and Eugenio Domingo Solans from Spain, Sirkka
Hämäläinen from Finland, Otmar Issing from Germany, and Tommaso
Padoa-Schioppa from Italy as the other members.
If I assume, as before for the EMI Council members, that the five-year

inflation rates of a country reflect the preferences of each board member
from that country, the result is the configuration for the new Governing
Council in Figure 5.4. The “2”s indicate that after the Executive Board
appointments, two members are at a particular position. Both before and
after the appointments, the status quo is the Dutch position at an inflation
rate of 2.52 percent.

51 PO: Portugal, SP: Spain, IT: Italy, FI: Finland, AU: Austria, IR: Ireland, FR: France,
GE: Germany, BE: Belgium, LU: Luxembourg, and NE: Netherlands.
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Figure 5.4: The New Governing Council after May 1998

Thus the veto power of the tight monetary policy countries combined
with the current status quo ensured the continuation of the status quo.
That status quo happened to coincide with relatively tight monetary pol-
icy. This simple model demonstrates how the institutional structure of
the appointment process, essentially the unanimity rule for the Heads of
States, together with the initial status quo favors tighter rather than easier
monetary policy despite the entry of high-inflation countries. Given the
status quo, Italy, Spain, and Portugal as well as Greece, will essentially
have very little power in the appointment decisions.
Discussions regarding a larger EMU have neglected to deal with the

institutional structure of the appointment process. Employing a mean in-
flation idea, discussions have assumed that the entrance of traditionally
higher inflation countries will automatically increase inflation by rais-
ing the mean inflation rate. Some have argued that these higher inflation
countries will put pressure on the ECB to lower interest rates. The model
shows that this is a possibility (Case 1) but not in the context of the 1998
situation (Case 2). If the assumptions made here are reasonable and the
initial status quo is for relatively tight monetary policy, then given the
institutional structure of the appointment process, appointees to the Ex-
ecutive Board of the ECB will maintain tight monetary policy. In fact, the
ECB has been criticized for relatively tight policy to date.
What would have happened if the Council of Ministers possessed the

power to make binding proposals? Assume that the Council of Minis-
ters would make such proposals using a qualified majority. Then Italy’s
ten-year average inflation rate of 5.14 percent is the qualified majority
point. Based on the ordering of ten-year average inflation rates, Italy is the
point at which the weighted votes exceed the qualified majority require-
ment (Table 5.4). But even with proposal power, the Council of Ministers
would not have changed anything in the face of the veto power of the
Heads of States to the right of the status quo; the equilibrium policy point
would have remained at SQ1.
However, if the Council of Ministers only had to satisfy the median,

it could have proposed France’s indifference point, which would have
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Table 5.4: VotingWeights on the Council of Ministers

Voting Weights
% of Total Council of Cumulative Sum

10-year Inflation Ministers Votesa of Voting Weights

Netherlands 1.93 7.70 7.70
Luxembourg 2.34 3.10 10.80
Belgium 2.36 7.70 18.50
Germany 2.41 15.40 33.90
France 2.61 15.40 49.30
Ireland 2.69 4.60 53.90
Austria 2.72 6.20 60.10
Finland 3.33 4.60 64.70
Italy 5.14 15.40 80.10
Spain 5.30 12.30 92.40
Portugal 8.42 7.70 100.10

a I calculated these voting weights in the followingmanner. First, I calculated percent of total
Council of Ministers votes for all fifteen EU countries. After omitting the non-initial-EMU
countries of Denmark, Sweden, the UK, and Greece, I normalized the vote percentages of
the remaining countries to 100.

Source: European Union; http://www.eu.int/inst/en/ep.htm#intro; IMF International Finan-
cial Statistics.

moved policy to the left of the median to about the location of Ireland’s
ideal point. Thus under this set of institutional arrangements with a Coun-
cil of Ministers with binding proposal power and majority rule for the
Heads of States, easier policy would have ensued. In effect, with a differ-
ent set of institutions, the outcome would have been the feared outcome.
With the set of adopted institutions, however, the fear was unjustified.

5.3.3 The Enlargement of the European Monetary Union

WhenGreece joined in 2001, the addition of Greece’s national governor to
the Governing Council moved SQ1 slightly from 2.52 percent to 2.60 per-
cent – halfway between theNetherlands andGermany. Thus in Figure 5.3,
there should be one more Head of State to the left of Portugal, and SQ1
should be slightly lower. Despite these changes, the case remained Case 2:
deadlock.
Thus the Heads of States should have maintained SQ1. In 2002, the

only appointment was for the vice chair position, held by Christian Noyer
of France. The model predicts the appointment should have been to the
right of the Netherlands in Figure 5.4 – the side of SQ1 on which France
is located.
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The prediction was almost right, but in the final outcome, it proved
wrong. Belgium’s Paul de Grauwe was a leading candidate, but he
was beaten out by Greece’s Lucas Papademos, which moved SQ1 from
2.60 percent to 2.68 percent – Germany’s position. However, the differ-
ence between the model’s predictions and the actual result is very slight –
0.08 percent – and the model’s real verification or discreditation requires
further observations.
The next round of appointments will be in 2003 with the replace-

ments of Wim Duisenberg and Sirkka Hämäläinen. It is highly likely that
Duisenberg will be replaced by Jean-Claude Trichet of France, and if not
Trichet, another Frenchman. This appointment will not affect the me-
dian. Hämäläinen will be replaced by someone from a smaller country:
Austria, Luxembourg, or Ireland. As long as Hämäläinen’s replacement
is not from Austria, this appointment should also not affect the median.
Thus the model’s predictions should be borne out by next year’s appoint-
ments; policy should stay put at a relatively tight level.
The countries most likely to join in the next decade are the United

Kingdom, Sweden, and the ten new EU countries as of 2004: Cyprus,
the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland,
Slovakia, and Slovenia. Among all the countries under consideration,
Sweden, the Czech Republic, Latvia, Estonia, and Lithuania look most
likely to join sooner than later. The group may join in a wave together
about three years from now. All have very good inflation records in the
last five years and are unlikely to affect much the tightness of policy. The
other countries are more problematic in terms of inflation records, but
their membership looks set to come several years later.

5.4 summary

The EMU is still a relatively new phenomenon. In January of 1999, ex-
change rates were irrevocably fixed, and the ECB began to formulate
monetary policy for eleven EU countries and for a twelfth in 2001. Who
will be making policy? How will they be appointed? What does the struc-
ture of the process mean for the kind of resulting policy? These are the
questions I have tried to answer in this chapter by applying a suitably
modified appointment process model from Chapter 2.
The appointment process is driven by the veto power of each Head

of State. In Case 1, when all the Heads of States are on one side of the
status quo, policy change is possible. In Case 2, when at least one Head
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of State is on the other side of the statuo quo from the other Heads of
States, policy change is impossible, and the status quo reigns.
In terms of the immediate future, the relevant questions are, are all the

Heads of States located on one side of the status quo, and what does the
status quo look like? In answer to the first question, there are some Heads
of States on each side of the status quo – therefore, deadlock ensues. In
answer to the second question, the status quo appears to favor relatively
tight monetary policy. Thus the institutional structure of the appointment
process seems to favor relatively tight monetary policy for the first few
years of monetary union – even with the addition of Greece.
This runs counter to most discussions today regarding the possibil-

ity of a larger monetary union. The presumption in these discussions is
that the inclusion of traditionally inflationary countries will necessarily
lead to easy monetary policy. However, this chapter has shown that the
institutional structure of the appointment process limits the influence of
these countries given the circumstances.
The application has shown how different structures lead to different

types of policies. In the Fed model, the circumstances can favor the pres-
ident or the Senate median or the status quo. In the ECB process, the
extreme Heads of States can dominate under certain circumstances, or
the status quo will prevail. The policy outcomes are different due to two
differences between the processes. First, there is no agenda setter; the
Council of Minsters’ proposals are not binding. Second, a unanimity rule
characterizes the approval of the proposed nominees by the Heads of
States. Those two differences have serious consequences for the types of
policies produced under each setting. The conclusions in the final chapter
suggest other possible applications and further discusses the implications
of the different appointment structures.
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6

The Origins of the Federal Reserve
Appointment Process

In the previous chapters, the appointment process is exogenous; I take
the process as given and explain how it affects policy. In this chapter,
the appointment process is an endogenous object of choice – a depen-
dent variable. I examine the development of the appointment process and
claim that it is related to the centralization of the Federal Reserve System.
Specifically, I compare and contrast the different appointment structures
envisioned in the banking bills from 1903 to 1935.

6.1 the theoretical framework

6.1.1 Assumptions and Definitions

1. TheDependentVariable:AppointmentPower. Appointment power is the
extent to which the president and Senate can influence policy through
appointments. It is related to the appointment structure, the structure of the
appointment process and its effects on policy. The appointment structure’s
components are:

the number of appointed members. This variable refers to the
number of members appointed by the president and Senate to the Fed’s
central decision-making board. On the FOMC, by appointing a larger
proportion of the central board, the president and Senate have greater
control over its decisions, because there is a greater likelihood that the
FOMCmedian is one of their appointees. Because of political uncertainty,
the president and Senate will not necessarily advocate a board composed
totally of political appointees. With such a board, once in office, oppo-
nents can quickly reverse policy gains made by the current president and
Senate.
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the length of terms. This variable refers to how long each central
board member serves. The longer the terms are, the greater the policy
lock-in by politicians. But once in office, opponents will have the same
advantage, and therefore, the politicians will not make terms too long.

the frequency of appointments. This variable refers to how often
the president and Senate are allowed to make appointments. The more
frequent the appointments are, the greater the policy influence is. Because
of political uncertainty, politicians will often insulate the board by stag-
gering appointment opportunities.

2. The Independent Variable: Centralization. Centralization is the extent to
which the Federal Reserve Board between 1913 and 1935 and the FOMC
since 1935 created and enforced monetary policy relative to the twelve
district reserve banks. More specifically, I use the term to compare differ-
ent proposals for the Fed: the National Reserve Association as envisioned
in the Aldrich Bill of 1911, the Fed created in 1913, and the restructured
Fed in 1935.

3. The Actors. The main actors are (1) various interest groups: bankers,
Chambers of Commerce, and trade associations, and (2) parties: the
Democrats and Republicans. The background section describes the actors
more fully. I assume that the interest groups care about their respective
businesses’ long-term profitability and that the parties care about reelec-
tion and their legislative majorities.

6.1.2 The Theory: Relating Centralization and Appointment Power

Politicians can counteract decentralization by increasing appointment
power – appointing a higher proportion of a board’s members, lengthen-
ing appointment terms, and increasing the frequency of appointments.52

In short, decentralization decreases the policy influence of politicians,
but politicians can consolidate the remaining central authority through
greater appointment power.
This study claims that the Fed’s appointment structure resulted from

political trade-offs between appointment power and centralization. In

52 These three factors of appointment power have different potencies with respect to
appointment power. In particular, as an anonymous referee pointed out, there is
a linear relationship between term length and appointment power; doubling the
terms leads to doubled delays in a president’s ability to gain a majority on a board.
However, doubling either board size or frequency does not have double the effect.

117



Origins of the Federal Reserve Appointment Process

the Fed’s creation in 1913, the Democrats traded the Republicans less
centralization for more appointment power. Conversely, in the 1935 re-
structuring, the Democrats obtained less appointment power but more
centralization.

6.2 background

6.2.1 The Pre-Federal Reserve Banking System

The pre-Fed era (before 1913) was characterized by a high frequency of
severe economic panics. During the post–Civil War era, panics occurred
approximately every ten years in 1873, 1884, 1890, 1893, and 1907
(Friedman and Schwartz 1963: 8). The last two panics preceding 1913
were the most severe, ultimately serving to galvanize efforts to reform the
banking system.
The sequence of events for each panic was strikingly similar to that of

the others. A failure of one bank would lead to runs,53 then failures, of
other banks. The problem was that because banks covered only a small
proportion of their total liabilities in reserves, they could not cope with
the sudden deluge of withdrawal requests. The drawdown of reserves then
threatened to shut down the entire banking system. As a preventativemea-
sure, banks would temporarily suspend all payments (banking holidays).
Lacking a payments system, the economy would slow down substantially.
The previously described snowball effects of a single bank failure were

caused by the general instability of the banking system, which itself had
three main causes: the pyramiding of bank reserves, no lender of last
resort, and the inelasticity of the currency.

1. Pyramiding of Bank Reserves. The provisions of the National Banking
Act of 1864 encouraged the pyramiding of reserves – a phenomenon in
which smaller banks held reserves in medium-sized banks, who in turn
held their reserves in large banks. The pyramiding of reserves increased
the banking system’s vulnerability to panics by providng the potential for
one bank failure to draw down reserves in the entire banking system.
More precisely, the National Banking Act established the national

banking system,54 and allowed smaller national banks (also called country

53 A bank run is a situation in which most bank depositors demand withdrawals of
all their funds.

54 The act defined national banks as those banks with a certain set of capital, reserve,
and portfolio requirements that were higher than those of state banks.
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banks) to maintain three-fifths of their reserves in other national banks
(city banks) that were located in designated reserve cities. Later modifi-
cations allowed city banks to keep their reserves in New York’s largest
banks.
The National Banking Act’s limitations on branch banking further pro-

moted the pyramiding of assets. Because a bank could not operate beyond
its local area, it could not expand and diversify its portfolio. Thus, most
country banks’ portfolios consisted of agricultural loans collaterized by
land mortgages. Through city banks, country banks could invest excess
reserves in the money market, thereby taking advantage of needed diver-
sification. City banks also offered clearinghouse services, which allowed
smaller banks to clear checks in a central location rather than dealing
individually with one another (White 1983: 65–74). In turn, farther up
the pyramid, city banks could place their reserves in the New York banks,
thereby taking advantage of large clearinghouses, and through New York
banks, city banks could invest their excess reserves in the stock market
(White 1983: 28).

2. No Lender of Last Resort. A lender of last resort provides banks the
liquidity necessary to meet the demands of its customers in times of crisis.
Even more important than providing the actual cash on hand, the mere
existence of a lender of last resort provides general confidence in the
banking system.
The pre-Fed banking system lacked a true lender of last resort. Large

private clearinghouse associations, especially the New York Clearing-
house Association, attempted to serve as lenders of last resort during
the panics of 1857, 1860, 1893, and 1907.
Unfortunately, clearinghouse associations could not bear the system’s

load as the lender of last resort. The associations covered only a small pro-
portion of the entire financial system because their stringent membership
requirements excluded the growing number of different types of finan-
cial institutions. But when nonmember institutions failed, the credibility
of member institutions was damaged. Thus clearinghouse associations
sometimes bailed out nonmember institutions who had no incentive to
play by the rules set by the clearinghouse associations. In the end, the
associations could not afford to bail out all of the failing institutions.

3. Inelasticity of the Currency. Inelastic currency refers to the inability of
the currency to expand and contract according to the needs of the econ-
omy. Currency inelasticity was a direct result of the National Banking
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Act, which tied currency to government bonds. Because the number of
government bonds increased according to the demands of fiscal policy
rather than those of the economy, the act effectively fixed currency to
fiscal policy.
The demand for currency, however, tended to increase seasonally and

during panics. At the end of every summer, farmers required loans to
harvest their crops and move them to market (Kettl 1986: 18). As for
panics, they always resulted in a cash crunch for reserve drawdowns.
Whether season or panic related, sudden increases in currency demand

required reserve withdrawals by banks, but the pyramiding of reserves
restricted banks’ abilities to recall their reserves. Thus together with the
pyramiding of reserves, the inelasticity of the currency caused a number
of major and minor panics.
Through monetary policy, a central bank could have alleviated prob-

lems caused by the sudden increased demand for currency by anticipating
seasonal fluctuations in currency demand and increasing currency in the
system through open market operations.55 Open market operations are
also an alternative or complementary method of injecting liquidity into
the banking system during panics.
Realizing that this was the case, after fifty-five years of attempting to

manage the system through private clearinghouses, most bankers agreed
by the end of 1907 that some governmental steps were required to reform
the banking system. Not surprisingly, they wanted to control the process
of reform. However, the bankers were not a particularly cohesive group,
as the next section describes.

6.2.2 The Actors Behind Banking Reform

1. The Bankers. By 1900 three distinct groups of bankers were interested
in banking reform (Wiebe 1962: 24). The first group, country bankers,
consisted of small, rural bankers whose banks’ portfolios consistedmainly
of agricultural and small business loans. The second group, city bankers,
had portfolios with larger business loans and some financial market as-
sets. The third group, Eastern, primarily New York financiers, dealt heav-
ily in large business financing and loans to investors in the stock market.

55 By buying domestic assets, a central bank increases themoney supply because it buys
those assets from banks and pays them with currency they create. By selling assets,
a central bank decreases the money supply because it takes back some currency as
payment for the assets.
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These divisions among the bankers tended to be regional, withmore coun-
try banks in the south and west, city bankers in the midwest (mainly in
Chicago), and large financiers in the north and east.
These three groups fundamentally disagreed with one other regard-

ing banking reform. The Eastern financiers wanted a central bank con-
trolled by bankers and a currency backed by state, municipal, and railroad
bonds, because they dealt often in such financial instruments. Both city
bankers and country bankers feared that centralization meant control by
the Eastern financiers at their expense. They also opposed a bond-backed
currency because their dealings with such instruments were limited or
nonexistent.
Although country bankers and city bankers agreed on decentralization

and opposed a bond-backed currency, they disagreed with each other
in other respects. The city bankers wanted to expand at the expense of
country banks by proposing currency based on the liquid assets of a bank
(generally nonmortgage and short-term commercial paper).56 Because city
banks tended to serve as reserve banks for smaller banks, they possessed
liquid assets to a far greater degree than country banks who tended to
hold agricultural and mortgage loans as assets. By proposing a currency
based on the liquid assets of a bank, city bankers would have ensured con-
trol of the currency without interference from country banks.57 Country
banks would have backed an assets currency if the assets included agri-
cultural credits, but city bankers’ plans never included such assets. In
addition to assets currency plans, city banks also tried to legalize branch
banking, which was forbidden by the National Banking Act. Legalizing
branch banking would have enabled city bankers to directly compete with
country banks in their territory. Thus country banks strongly opposed
branch banking.
These groups organized themselves into various banking associations.

City bankers, particularly those from the midwest, dominated the largest
of these organizations, the American Bankers’ Association (ABA). How-
ever, country bankers controlled the state banking associations (Wiebe
1962: 24). Although country bankers were also members of the ABA,
they seldom participated in its meetings, except to outvote the city
bankers on very contentious issues such as the ABA’s official position
on pending congressional legislation. Eastern financiers never joined state

56 Commercial paper usually constitutes short-term debt issues of large companies that
can be bought and sold on the market.

57 This idea was known as assets currency.
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associations, and although some joined the ABA, they rarely participated
in its activities. In promoting legislation, Eastern financiers usuallyworked
separately from the ABA (Wiebe 1962: 24–5).

2. Other Business Interests. In 1908, the Boston Chamber of Commerce;
the Merchants’ Association and the Board of Trade and Transportation
in New York; the Philadelphia Trades’ League; the National Associa-
tion of Credit Men; and other nonbanking business organizations formed
the National Currency League. The purpose of the National Currency
League was to protect the interests of businesses in banking reform. Al-
though some businessmen supported central bank plans, many opposed
such plans and preferred a decentralized system (Wiebe 1962: 76–9).

3. The Political Parties. The Republicans tended to back the interests of
the powerful Eastern financiers, with whom some had close ties. Senator
Nelson Aldrich, for example, had connections to the House of Morgan
(Wiebe 1962: 75). TheRepublicans’ earliest legislation on banking reform,
not surprisingly, supported the existing private clearinghouse systemswith
the addition of the government as a lender of last resort.58 Later legislation
and the Republicans’ platform for the 1912 election supported a central
bank with the balance of the appointment power in favor of bankers.
Following the turn of the century, the Democrats provided far less lead-

ership than the Republicans on the issue of banking reform. However, by
the 1912 elections, the Democrats heavily attacked the Republican plans
for a central bank by supporting a decentralized system with govern-
ment appointment power. When they won the elections, the Democrats
obtained the authority to set the banking reform agenda.
Bankers generally tended to support the Republicans, but country

bankers and some city bankers defected to the Democrats’ side during
the debate over the Federal Reserve Act of 1913. The country bankers
and half the city bankers fundamentally opposed a central bank, although
they liked the idea of banker-controlled appointees. But they also feared,
perhaps correctly, that those appointees would be controlled by Eastern
financiers. Thus they tended to support the Democratic platform of a
decentralized system with governmental appointees.
Table 6.1 summarizes the preferences of the actors with respect to the

two dimensions of centralization and appointment power.

58 The Aldrich-Vreeland Act of 1908.
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Table 6.1: Configuration of Interests in Banking Reform – Prior to 1913

Centralization

Low High

Small minority of country Republicans
bankers Eastern and New York

Low financiers
Half of the city bankers

Appointment Minority of business

Power interests

Democrats
Majority of country bankersHigh
Half of the city bankers
Majority of business interests

6.3 the creation of the federal reserve

The history of the Fed’s creation and restructuring effectively illustrates
the trade-offs between centralization and appointment power. In 1913, the
Fed began as a decentralized institution in which regional reserve banks,
rather than the central board, controlled the primary instrument of mon-
etary policy – open market operations. The 1935 restructuring drastically
centralized the Fed, placing most control of monetary policy in the newly
created FOMC. However, with the centralization in 1935, elected officials
lost appointment power. Whereas elected officials appointed all members
of the central board prior to 1935, they appointed only seven of twelve
members after 1935.
This section provides a detailed history of the Fed’s creation and re-

structuring using the framework presented in Section 6.1. Sections 6.3.1
and 6.3.2 present the first legislative attempts undertaken by the Repub-
licans. The Republican plans served as initial blueprints for the successful
Democratic legislation presented in Sections 6.3.3 and 6.3.4.

6.3.1 The First Legislative Attempts: The Republican Plans

The first attempts to reform the banking system through legislative means
began in 1903 with the Fowler Plan and Aldrich Plan, both Republican-
sponsored bills. Rather than comprehensively reforming the banking
system, the bills attempted to reshuffle interests in the current system.
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1. The First Fowler Bill (1903). The Fowler Bill supported city bankers’
interests by legalizing an asset-backed currency and branch banking
(Livingston 1986: 151–2). Due to the exclusion of agricultural credits
from the list of assets and their opposition to branch banking, the coun-
try bankers did not support this bill. At the 1902 annual ABA meetings,
country bankers succeeded in blocking a motion to support the Fowler
Bill. However, ABA support was secured by some parliamentary trick
(Wiebe 1962: 63; White 1983: 85–6). Country bankers subsequently used
their state associations to issue resolutions in opposition to the bill and
more significantly, they informed their congressional representatives of
their opposition (Livingston 1986: 154).
Eastern financiers also opposed the bill. The then-current system of

bond-backed currency worked to their competitive advantage because
they had access to the bonds while other smaller banks, particularly city
banks, did not. An asset-backed currency would have eroded this com-
petitive advantage (Wiebe 1962: 64).
The two-pronged opposition by the country bankers and Eastern fi-

nanciers doomed the Fowler Bill. The bill never made it out of the House.

2. The First Aldrich Bill (1903). The Aldrich Bill of 1903 supported the
interests of the New York and Eastern financiers. The bill allowed banks
to form associations in times of crisis in order to issue emergency bond-
backed currency, thereby legalizing the preexisting system of clearing-
houses and their issuance of loan certificates during panics (White 1983:
88). The bill also allowed for a slight expansion of the assets on which
currency was issued by including certain state, municipal, and railroad
bonds (Wiebe 1962: 64). As with federal government bonds, Eastern fi-
nanciers had ample access to these additional categories of bonds, while
city and country bankers did not. In essence the bill did little other than
to legitimize the status quo system of centralized reserves and currency
issuance.
Not surprisingly, the New York and Eastern financiers heavily sup-

ported this bill and its sponsor, Senator Nelson Aldrich. The two other
major banking groups, city and country bankers, opposed the Aldrich Bill
mainly because of the bond-backed currency provisions. With two of the
three major banking groups against the legislation, the Aldrich Bill, like
the Fowler Bill, failed to pass.

3. The Second Fowler Bill (1906). The midwestern city bankers again tried
to introduce a carbon copy of the earlier Fowler Bill in 1906. As in the
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earlier round, the country bankers effectively attacked the plan, and the
second Fowler Bill of 1906 died in committee (Wiebe 1962: 64).

4. Summary of the First RepublicanBills. Although none of the Republican
plans passed, they mobilized interests with respect to the centralization
of the banking system. In this context, centralization refers to the Eastern
clearinghouse associations versus the regional banks’ powers to control
the money supply.
The legislative thrust came from either city bankers or Eastern fi-

nanciers, but neither group’s legislators were strong enough to win leg-
islative battles without the support of legislators backed by the coun-
try bankers. Eastern financiers wanted to further legitimize the current
centralized reserve and currency issuance system. City bankers wanted
to decentralize that system by allowing for the issuance of currency on
assets more accessible to them. Country bankers also wanted more de-
centralization, and they did not necessarily oppose the idea of an assets
currency, but they would not endorse assets currency plans that did not
include agricultural credits in the list of assets and that were connected
with plans to legalize branch banking.
It should be pointed out that the split in interests described in this

subsection occurred within the Republican party. In these earlier rounds
of legislative banking reform, the Democrats tended to steer clear of the
issue, having been severely defeated on the issue of silver-backed currency
in the late nineteenth century.

6.3.2 Bigger and Better Republican Plans

1. The Panic of 1907 and Renewed Reform Attempts. A severe panic oc-
curred in 1907, serving to galvanize further banking reform attempts.
Just before the annual movement of crops, the European banks raised
discount rates, and together with a downturn in the business cycle, these
actions led to a severe credit and liquidity crunch inNewYork.WhenNew
York’s second-largest trust company,59 Knickerbocker Trust Company,
suspended payments, this began a run on other financial institutions in
New York. City and country bankers subsequently found that they could

59 Trust companies began as firms that managed large trust funds for wealthy fami-
lies. However, over time they began to offer services comparable to any bank: for
example, loans and demand deposit accounts. Trust companies were not usually
clearinghouse association members (White 1983: 38).
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not draw on their New York balances, and they too had to suspend
payments. To ease the situation, the Treasury intervened and deposited
$25 million in the New York banks (White 1983: 77–8).
This chain of events convinced many that the financial system had

grown beyond the abilities of the large clearinghouse associations to pro-
vide a remedy during panics. Knickerbocker was not a member of the
New York Clearinghouse Association because it did not, nor did it de-
sire, to meet the stringent membership requirements. But the solvency of
nonmember institutions, like Knickerbocker, had a profound effect on the
solvency of the entire financial system. Clearinghouse associations often
had to bail out nonmember institutions in order to maintain confidence
in the system. Essentially, the clearinghouse associations were providing
a public good by assuming responsibility for the healthiness of the entire
system, and the nonmember institutions were free-riding off this system.
As the number of free-riders, nonmember institutions, grew, the largest
clearinghouses had a difficult time controlling the system.

2. The Second Aldrich Bill (1907). Rather than comprehensive reform, the
Aldrich Bill of 1907 was designed as a stop-gap measure to legalize and
bolster, with Treasury funds, the actions of clearinghouse associations dur-
ing panics. The bill was very similar to the 1903 Aldrich Bill, and like it, it
was largely written to reflect the recommendations of the New York and
Eastern financiers – this was their bill. The bill allowed any national bank
to issue emergency currency upon approval by the Comptroller of the Cur-
rency and the deposit of state, municipal, or railroad bonds (Livingston
1986: 182).
The bill further stipulated the creation of a National Monetary Com-

mission to study the problems of the banking system. The commissionwas
to be composed of five members from each house of Congress and five
members to be appointed by the president. No more than three of each set
of five could be from the same party (CongressionalRecord, 60th Congress,
1st Session, pp. 1908–3852). Because the Republicans controlled both
houses as well as the presidency, this scheme biased representation on the
commission toward the Republicans.
Not surprisingly, the city and country bankers opposed the bill. Both

groups objected to the railroad bond provision – the category of bonds
to which New York and Eastern financiers had almost exclusive ac-
cess. In response, the Senate amended the bill to eliminate the railroad
bonds provision and managed to pass the bill. In the House, a still more
compromising version of the Aldrich Bill passed: the Vreeland Act. The
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Vreeland Act contained a local government bond provision that placated
the city bankers but did not satisfy the country bankers. Eastern mer-
chants and manufacturers also opposed the bill because it gave too much
control to the large financiers. But with the support of city bankers and
the Eastern financiers, the Republicans had enough support to pass the
Aldrich-Vreeland Act of 1908 along partisan lines (Congressional Record,
60th Congress, 1st Session, pp. 7078, 7263).

3. The Third Aldrich Bill (1911). After four years, the National Monetary
Commission produced the Aldrich Bill of 1911, a Republican bill designed
to comprehensively reform the banking system. For the first time in the
U.S. legislative history of banking reform, the Aldrich Bill included pro-
visions for a new system of governmental institutions for regulating the
banking industry. Compared to later bills, the Aldrich Bill provided for
a relatively centralized institution and very little appointment power for
elected officials.

a. Centralization and Appointment Power
a1. Centralization: Medium.60 The Aldrich Bill would have created a
centralized institution called the National Reserve Association. It was
to consist of a central bank with fifteen branches. The central bank
would have stored the capital of the member institutions of the Na-
tional Reserve Association, dealt with open market operations, and set
a uniform discount rate; thus the central bank would have had substan-
tial powers over monetary policy.61 Some decentralized power would
have existed in the form of individual branches’ right to rediscount
paper, that is buy and sell commercial paper (Livingston 1986: 207).
a2. Appointment power: Low. Appointment power was to be in the
district branches, and thus bankers, rather than politicians, would have
controlled appointments.

a2(1) Number of appointed members: five of forty-six. The Aldrich
Bill allowed elected officials to appoint only five of forty-six total

60 Henceforth, high, medium, and low with respect to centralization and appointment
power refer to relative comparisons among the three bills: the Aldrich Bill of 1911,
the Federal Reserve Act of 1913, and the Banking Act of 1935.

61 Discount policy has to do with the Fed’s role as lender of last resort. Banks can
borrowmoney from the Fed at the discount window at the discount rate. In practice
borrowing by banks is done more frequently than in times of crisis, but the discount
market constitutes a far smaller part of the money market than the federal funds
market. Therefore, the premier decision-making body of the Federal Reserve System
is the FOMC and not the BOG.
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members on a National Board of Directors. The board would have
consisted of thirty-nine directors, two from each district and nine
chosen to represent stock holders,62 and seven ex officio members,
for a total membership of forty-six. The ex officio members were to
consist of a governor (also the chairman of the board), two deputy
governors, the Secretary of Agriculture, the Secretary of Treasury, the
Comptroller of Currency, and the Secretary of Commerce and Labor.
The president would have appointed the governor, but the directors,
elected by the districts (the Elected Board), would have chosen the list
of potential nominees. These same elected directors would have had
the right to remove the governor with a two-thirds vote. The Elected
Board would have chosen the two deputy governors who could be
removed by a majority vote of the board. These latter provisions
served to further limit the power of elected officials’ appointees (West
1977: 74).
In addition, an executive committee would have consisted of nine

members. The executive committee would most probably have been
the working body of the association. Five members would have been
chosen from the Elected Board in addition to the governor, the two
deputy governors, and the Comptroller of Currency (West 1977: 74).
As with the National Board of Directors, elected officials would have
had the power to appoint very few members of the executive com-
mittee – only the governor and the Comptroller of Currency. How-
ever, due to the district directors’ provision of the list of possible
appointees, and the Elected Board’s right to remove the governor, the
president’s power to appoint even the governor would have been, in
fact, highly proscribed.

Because member banks would have elected the branches’ board
members, who in turn would have controlled forty-two of the forty-
six members of the National Board of Directors and eight of the
nine members of the executive committee, bankers would have heav-
ily influenced the decisions of the National Reserve Association. With
the dominance of the member banks, elected board members would
have secured the dominance of the bankers over the government
appointees.
a2(2) Length of terms: three years. All members of the board, ex-
cept the Secretary of Agriculture, Secretary of Commerce and Labor,

62 Member bankswere required to purchase stocks of theNational ReserveAssociation
and were thus the true owners of the association.
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Table 6.2: Relative Comparisons of Significant Banking Reform Bills

Aldrich Federal
NRA Reserve Banking
Bill Act of 1913 Act of 1935

Centralization Medium Low High
Appointment Power Low High Medium
(a) Number of appointments 5/46 7/7 7/12
(b) Length of terms 3 years 10 years 14 years
(c) Frequency of 3 years 2 years 2 years

appointment opportunities

The entries high, medium, and low refer to relative comparisons among the three bills.
NRA: National Reserve Association

Secretary of Treasury, and Comptroller of Currency, were to serve
three years (West 1977: 74). This gave a slight advantage to elected
officials over the bankers because the secretaries often served four
years. However, the nonelected officials’ appointments so vastly out-
numbered the elected officials’ appointments as to completely negate
this advantage.
a2(3) Frequency of appointments: every three years.No staggering of
appointments was envisioned. Every three years, a whole new board
would be in place. Normally, staggering matters for elected officials’
abilities to appoint a substantial proportion of a central board; by
limiting their abilities to appoint all members, staggering restricts the
potential for influence through appointments. In this case, because
elected officials would have had so little power tomake appointments
in the first place, the lack of staggering would not have affected their
power over appointments.
Table 6.2 summarizes the provisions of the Aldrich Bill.

b. The Death of the Aldrich Bill
Even before its introduction in 1912, the Aldrich Bill63 received quite a
bit of negative publicity because of theNational Reserve Association’s
similarity to a traditionally centralized central bank. The Democrats
assisted in the negative publicity and used the general suspicion of
the bill to their advantage. The Democrats captured the House in
1910 and shortly following the bill’s introduction, the Democrats
won the Senate and the presidency in the 1912 elections, partially

63 Henceforth, references to the Aldrich Bill refer to the 1911 bill unless otherwise
noted.
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by emphasizing their opposition to the Aldrich Bill (Kettl 1986: 20).
With the Democrats’ achievement of unified government for the first
time in twenty years, they controlled the future direction of banking
reform – at least for the time being.

6.3.3 The Advent of the Federal Reserve System: The First
Democratic Plan

Despite rejection by Congress, the Aldrich Bill set the starting point
for banking reform. Following the Democratic victory in 1912, Carter
Glass became chairman of the House Banking Committee’s subcommittee
on banking reform (Kolko 1967: 219). Basically inexperienced in banking
affairs, Glass hired H. Parker Willis, an economist and former student of
J. Laurence Laughlin. Laughlin was the head of the National Citizens’
League, a branch of the ABA created to educate the public on the Aldrich
Bill. Glass took the advice ofWillis regarding the new banking reform bill,
and not surprisingly, the eventual Federal Reserve Act closely resembled
the Aldrich Bill. Both specified reserve systems with some powers given
to reserve banks, although the Aldrich Bill would have created a much
more centralized system.

1. The Federal Reserve Act of 1913. In drafting the Federal Reserve Act,
Glass started with the Aldrich Plan and altered it to suit the interests of the
Democratic party – by trading off less centralization for more appoint-
ment power.

a. Centralization and Appointment Power
a1. Centralization: Low. The Glass Bill decentralized the reserve sys-
tem, twelve reserve banks with a coordinating central body – the
Federal Reserve Board – to a far greater extent than the Aldrich
Bill would have. First, members of the Federal Reserve System were
to keep their required capital in reserve banks rather than a central
bank, as they would have in the National Reserve Association. Second,
reserve banks could perform open market operations whereas the Na-
tional Reserve Board would have controlled such operations. Third,
reserve banks could set their own discount rates, and the Federal Re-
serve Board did not require them to be uniform throughout the sys-
tem, as the National Reserve Board would have done. Fourth, more
reserves could be kept in member banks’ own vaults and in the reserve
banks rather than in the central bank as required in the Aldrich Bill.
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Fifth, reserve banks under both schemes could rediscount paper, but
in the Federal Reserve Act, eligible paper included agricultural credits.
This enabled reserve banks to lend money based on local agricultural
conditions.
Despite giving considerable policy-making powers to regional re-

serve banks, the Federal Reserve Act also gave important powers to
the Federal Reserve Board. Most significantly, although regional banks
could rediscount paper, the board could require regional banks “to re-
discount the discounted paper of other Federal reserve banks at rates of
interest to be fixed by the Federal Reserve Board” (Federal Reserve Act
§11[b]). Essentially, the board could coordinate the monetary actions
of the several regional reserve banks. The board also had a variety of
other powers such as the power to review regional reserve banks; sus-
pend any of the act’s provisions for thirty days; issue and retire Federal
reserve notes; add reserve cities; and suspend or remove officers and
directors of reserve banks (Federal Reserve Act §11[a]-[l]).
a2. Appointment power: High. Government appointees controlled the
Federal Reserve Board.

a2(1) The number of appointed members: seven of seven. The presi-
dent and Senate appointed all seven members of the Federal Reserve
Board, which consisted of the comptroller of currency, secretary of
the treasury, and five other members appointed by the president with
the advice and consent of the Senate.
a2(2) Length of terms: ten years. Every noncabinet board mem-
ber was to serve for ten years except for the first five members:
“One shall be designated by the President to serve for two, one
for four, one for six, one for eight, and one for ten years” (Federal
Reserve Act §10). For the Democrats, this meant that despite pos-
sible losses in the 1914 midterm congressional elections, the next
presidential election in 1916, and all other elections until 1923,
they would still retain at least six board seats for three years, three
seats for six years, two seats for eight years, and one seat for ten
years. In other words, they would have had a majority representa-
tion for at least three years and a just-under-majority for at least
six years.
a2(3) Frequency of appointments: every two years. The president
and Senate could make appointments to the board every two years.
Unless board members retired early, this meant that every adminis-
tration could only make a maximum of two appointments, and each
unaltered Senate could only make a maximum of one appointment.
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Staggering appointment opportunities in this manner limited the
potential of future Republican victories to quickly alter the policy
composition of the board.
Table 6.2 summarizes the structural features of the 1913 Fed.

b. Interest group opposition and support for the Glass Bill
Opposition.Opposition to the Glass Bill was led by the large East-

ern financiers and the half of the city bankers who supported the
Republican Aldrich Bill. The large financiers especially opposed the
government control provisions of the bill, because this cut directly
into their current control of the banking system. They called for a
banker-controlled system. Half of the city bankers also opposed gov-
ernment control and wanted a banker-controlled central bank. They
too supported the Aldrich Bill and joined the Republican opposition
to the Glass Bill (Wiebe 1962: 131).

Support. Support for the bill was provided by the other half of the
city bankers and all of the country bankers. Those city bankers de-
cided some legislation was better than none and supported the bill,
although they too complained that the bill would lead to too much
government control and too little centralization (Wiebe 1962: 131–2).
Most of the country bankers supported the bill because they preferred
government control to control by the large financiers. Many business-
men, especially small businessmen, supported the bill as well. Both
the National Association of Manufacturers and the U.S. Chamber
of Commerce supported portions of the bill. However, Wall Street
businessmen generally opposed the bill. Table 6.1 lays out the con-
figuration of interests.

c. Passage of the bill
From 1912 to 1913, the Pujo subcommittee of the House Banking
Committee investigated the growing accumulation of financial in-
terests in New York, the so-called “Money Trusts,” epitomized by
J.P. Morgan and his enterprises (Wiebe 1962: 78). The negative pub-
licity generated by these hearings finally killed the Aldrich Bill, and
convinced the Democrats, especially President Wilson, that their con-
stituents wanted government control rather than banker control of a
new banking system (West 1977: 122; Kettl 1986: 21).
With the sufficient support of their constituents (see Table 6.1), the

Democrats passed the Federal Reserve Act on December 23, 1913.
With a united government, the Democrats achieved everything they
could hope for: both decentralization and government control.

132



6.3 The Creation of the Federal Reserve

Table 6.3: Configuration of Interests in Banking Reform – 1935

Centralization

Low High

Small minority of country Aldrich NRA
bankers Bill – Republicans

Eastern and New YorkLow
financiers

Half of the city bankers
Wall Street businessmen

Appointment Federal Reserve
Power Act – Democrats

Majority of country bankers
Half of the city bankers

High Small businessmen
U.S. Chamber of Commerce
National Association of
Manufacturers

Farmers

6.3.4 Restructuring the Federal Reserve: The Second Democratic Plan

The Banking Act of 1935 drastically restructured the Federal Reserve sys-
tem by making it much more centralized. However, in gaining central-
ization, elected officials lost some appointment power (see Tables 6.2
and 6.3).

1. The Great Depression: The Context for Restructuring. The new banking
act primarily reflected the ideas of Marriner S. Eccles, a prominent Utah
banker. Eccles believed that the Depression required expansionary fiscal
policy, an idea very popular with the Roosevelt administration. According
to Kettl, “[Eccles] was a Keynesian who had never heard of Keynes and
who, in fact, publicly argued the virtues of compensatory fiscal policy
before Keynes published his famousGeneralTheory” (Kettl 1986: 47). His
ideas greatly appealed to Roosevelt’s administration, which soon began
to float his name for the recently vacated Fed governor position.64 Eccles,

64 Before the passage of the 1935 act, the chairman of the Federal Reserve Board was
called the “governor.”
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however, asked that major changes occur in the structure of the Fed before
he considered the job (Kettl 1986: 48).
Eccles felt that three key problems plagued the Fed. First, its stated

purpose was to accommodate the annual business cycles, but the Fed had
no instructions with respect to periodic crises. Second, decentralization
confused the issue of responsibility for monetary policy. Third, the Trea-
sury influenced the Fed a great deal in its day-to-day operations because
both the Secretary of the Treasury and the Comptroller of Currency held
seats on the Federal Reserve Board, and the Secretary of the Treasury was
the formal chairman of the Federal Reserve Board meeting, whenever he
attended. In addition, the Federal Reserve Board had no facility of its
own and was physically located in the Treasury. Especially during World
War I, the Fed was often pressured to follow the Treasury’s preferences in
setting policy (Kettl 1986: 43)
These problems combined to produce disastrous results during the

Depression. Without guidance and the power to make and effect uni-
lateral decisions, the Fed did very little to alleviate the Depression.
The Fed’s inaction eventually worsened the Depression (Timberlake
1993: 266–9); its refusal to inject additional liquidity into the finan-
cial system meant that banks could not deal with the increasing cash
crunch caused by bank runs, which were in turn exacerbated by failing
businesses.
Eccles and Lauchlin Currie, one of Roosevelt’s economic advisors,

proposed a restructuring to deal with these three problems. First, the
Fed would be given power to actively promote stable business condi-
tions, rather than its previous mandate to passively accommodate business
conditions.
Second, the system would be drastically centralized under the power

of the BOG and the new FOMC. Discount policy would be designated
the exclusive power of the BOG rather than that of the reserve banks. To
further reduce reserve bank power, Eccles preferred no reserve bank repre-
sentation on the new FOMC. The BOG would confirm the appointments
of reserve bank presidents.
Third, the plan called for closer integration of monetary and fiscal

policies. Kettl nicely sums up Currie’s beliefs:

Currie contended that the old arguments about the Fed’s independence from
the presidency were dangerous, and he argued, ‘There is no economic prob-
lem more important than achieving and maintaining prosperity, and since the
actions of the monetary authority have a direct bearing upon the strength of
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business activity they must be subject to the control of the Administration.’
(Kettl 1986: 49).

Essentially it was the explicit purpose of the Democratic framers of
the bill to place the Fed under administration, that is Democratic con-
trol. According to Eccles’ original plan, all members of the FOMC were
to be administration appointees, including the Treasury Secretary and
Comptroller of the Currency.
Eccles succeeded in obtaining a drastic centralization of the system,

but only at the cost of elected officials losing their complete control of
appointments in the central decision-making body. The restructured Fed
looked very similar to the Fed envisioned by Eccles but with some signif-
icant changes.

2. The Banking Act of 1935

a. Centralization and Appointment Power
a1. Centralization: High. The Banking Act of 1935 truly centralized the
powers over monetary policymaking. Previously regional banks could
set their own discount rates and perform open market operations. The
Banking Act transferred those powers to central bodies in the Federal
Reserve System. The power to set the discount rate was given to the
BOG, while the power to set open market operations policy was given
to the newly created FOMC. Through its control over open market op-
erations, the FOMC has the power to set monetary policy by which the
regional reserve banks must abide. In addition, although the regional
banks’ board of directors can elect their own bank presidents, their
election is subject to veto by the BOG.
That elected officials lost the ability to appoint all members of the

FOMC is quite significant. Although they retained the ability to appoint
all members of the BOG, the FOMC is, and was known to be, the more
important of the two because it has the power to determine openmarket
operations. Discount policy, which is determined by the BOG, is also
a component of monetary policy but a much smaller one compared to
open market operations.
a2. Appointment power: Medium. Centralization came at the cost of
lower appointment power.

a2(1) Number of appointed members: seven of seven for the BOG,
seven of twelve for the FOMC. Elected officials retained the power
to appoint all seven members of the BOG, but only managed to
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obtain the power to appoint seven of the twelve members of the
newly created FOMC, the remaining five being regional reserve bank
presidents.
Eccles originally did not want the five regional reserve bank pres-

idents on the FOMC. Their inclusion on the FOMC was part of a
compromise in which he gained centralization of open market policy
in the FOMC (Kettl 1986: 52).
a2(2) Length of terms: fourteen years for the appointed members, one
year for the reserve bank presidents.The terms of appointedmembers
were lengthened from ten to fourteen years. The members sitting on
the BOG at the time of the bill’s passage served out the remainder of
their ten-year terms. These provisions meant that in addition to an
appointment opportunity in 1934, if they won the 1936 election, the
Democrats faced at least three more expiring terms in 1936, 1938,
and 1940. In addition, because the Comptroller of Currency and the
Secretary of the Treasury were no longer members of the BOG, and
their seats were designated as appointed seats, the Democrats had
two additional appointment opportunities. Therefore, between 1932
and 1940, the Democrats could appoint six of the seven presidential
appointees of the FOMC, andmost of these appointees had fourteen-
year rather than ten-year terms. Because fourteen years spanned three
and a half presidential administrations and seven sessions of congress,
the Democrats had the ability to install their preferences over mone-
tary policy in the FOMC for a long period of time.
Although reserve bank presidents serve on the FOMC, their influ-

ence is limited by their minority representation as well as their short
one-year terms on the FOMC. All reserve bank presidents serve five-
year terms at their respective reserve banks and one-year terms on the
FOMC with the exception of the New York reserve bank president,
who always sits on the FOMC.
a2(3) Frequency of appointments: every two years. Appointment op-
portunities are staggered such that they occur every two years. In
theory this limits political influence because an administration has
the ability to appoint a maximum of two members and each Senate
can appoint only one member. Thus the initial appointment oppor-
tunities provided the Democrats the chance to pack the FOMC;
the Republicans’ influence would have been limited if they had
won the 1940 election.
Table 6.2 summarizes the structural features of the Fed according

to the Banking Act of 1935.
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b. Passage of the bill
The Roosevelt administration sent the bill to the House, where it was
introduced by Representative Henry Steagall. As a senator, Carter
Glass, now the chairman of the Senate Committee on Banking and
Currency, was not consulted in the drafting of the bill. Although he
packed committee hearings with bankers who feared political con-
trol of the Fed, Glass and his committee members unanimously pro-
vided a favorable report, albeit with an amendment that removed
the Treasury Secretary and the Comptroller of the Currency from
the BOG and added the five reserve bank presidents to the FOMC
(CongressionalRecord, 63rd Congress, 1st Session, p. 11777–8). Large
financiers bitterly opposed the bill, but a coalition of other bankers,
similar to that in 1913, supported the bill (Kettl 1986: 51–2)(see
Table 6.3). Eccles and the administration opposed the amendment
to the bill on the FOMC composition but accepted it as a part of the
larger compromise in which the Fed was highly centralized.
After conference sessions, the bill passed on August 23, 1935.

Essentially Eccles and the administration obtained almost everything
they had hoped for. Eccles subsequently became chairman of the new
BOG and FOMC, and promptly instituted easier monetary policy in
line with the needs of the New Deal (Kettl 1986: 54–5).
Although Kettl places more weight on the informal relationship

between Eccles and Roosevelt during Eccles’ term as chair, the new
structural arrangements in fact institutionalized greater control of
monetary policy by elected officials. Presidential appointees outnum-
bered reserve banks seven to five on the FOMC. In addition, the BOG,
made up exclusively of presidential appointees, could veto appoint-
ments of reserve bank presidents. Finally, the new FOMC, dominated
by presidential nominees, had greater control than ever before over
the twelve reserve banks and over monetary policy.

6.4 summary

Banking reform in the United States between 1903 and 1935 was char-
acterized by trade-offs between centralization and appointment power.
The first attempts at banking reform were dominated by Republicans.
The various banking groups worked through the Republicans, with the
New York and Eastern financiers gaining the most representation. In gen-
eral, bankers were Republicans. But due to their distrust of New York
bankers, the country bankers sometimes sided with the Democrats. When
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the Democrats swept both houses of Congress and the presidency in 1912,
the control over banking reform shifted in a different direction toward
less centralization and more appointment power by elected officials.
With the exception of small minority groups, both parties and their

banking and business constituents favored some sort of reform by 1912.
However, they disagreed on the exact nature of the reform. Debates on
banking reform focused on two dimensions: the degree of centraliza-
tion and degree of appointment power by elected officials. Republicans,
backed by large financiers, favored a central bank under banker control.
Directly opposed to the Republicans, the Democrats, backed by country
bankers and business, favored a decentralized system under control of
elected officials. With their political domination, Democrats passed the
Federal Reserve Act of 1913, which established a decentralized system
with substantial appointment power by elected officials.
In 1935, Depression politics made the Democrats realize that they

needed to effectively control monetary policy in order to stimulate the
economy with various government plans. They succeeded in drasti-
cally centralizing the system but at the cost of appointment power. The
newly created FOMC completely controlled monetary policy, but elected
officials could no longer appoint all members of the central board.
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Conclusions

When Clinton nominated Edward Gramlich and Roger Ferguson to the
BOG in the fall of 1997, the Senate reaction was notable for its absence. In
stark contrast to the critical attack on Rohatyn, the senators barely com-
mented on these nominations except to praise the nominees’ “extraordi-
nary backgrounds” (Senator D’Amato, Chairman of the Senate Banking
Committee, quoted in Wessel 1997: A10). The hearings were short, and
the full Senate voted quickly to appoint Gramlich and Ferguson.
Clinton had learned a great deal from the Rohatyn nomination. He

had discovered that Rohatyn was too far on the easy side relative to what
the Senate would tolerate. Perhaps even Rivlin was a bit problematic; the
Senate’s confirmation vote on her appointment was not unanimous – a
rare occurrence. Clinton needed to nominate someone like Meyer, who
supported the current Fed policy and thus seemed likely to be a future
median member of the FOMC. According to this criterion, Gramlich and
Ferguson were good choices. At the time of their confirmation hearings,
the FOMC was split into two factions; one side expected an imminent
inflation rise while the other side claimed the possibility of a golden age
with continued low inflation and high growth. In the hearings, Gramlich
and Ferguson both staked a middle position with neither taking sides in
the FOMC debate. Satisfied with this anticipated choice by Clinton, the
Senate approved both the nominees.
This story bolsters the claims made in this study: that politicians ap-

point with an eye toward policy and that both the president and the Senate
may matter in the appointment process. But like the Rohatyn anecdote,
it too is just another supporting story. The purpose of this study has
been to generalize the claims made from the anecdotes. With this aim
in mind, the study began with three questions and now ends with three
answers.
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Question 1: Do politicians influence monetary policy through appointments
to the Federal Reserve? The answer is “yes” – that the results support
influence. I developed a formal model of the appointment process that
predicted the location of policy following every appointment; the model
specified the exact constraints of the process. I then developed a new
method to estimate monetary policy preferences and used the resulting
estimates to empirically test themodel’s predictions. In approximately 87–
91 percent of the FOMC cases and 91–100 percent of the BOG cases, the
median changed as predicted by the model. Furthermore, the results sup-
port political influence on actual policy; the model predicts the FOMC’s
federal funds rate about 33 percent of the time and the BOG’s discount
rate about 38 percent of the time.
Thus despite the sometimeswidely acclaimed, and at other timeswidely

criticized independence of the Fed, appointments are an important av-
enue of political influence on the Fed. Returning to this book’s opening
paragraphs, independence does not mean absolute independence from po-
litical authority. Politicians may delegate monetary policy powers to the
Fed, but they have never taken a completely hands-off attitude toward it.
Appointments constitute one of the ways in which politicians maintain
some control over the Fed and its policies.
As this study has shown, appointments are neither a quick nor a surefire

way to influence the Fed. For either the president or the Senate to obtain
their desired policy, it usually takes both time and luck because the right
seats must become vacant at the right time for influence to occur in the
desired direction. For example, when the president and Senate are far left
of the status quo, a vacancy in the last five seats produces the largest policy
change toward their ideal points. Timing matters because if the vacancy
occurs when the president is closer to the status quo, his ideal point may
be the outcome, whereas if the Senate is closer, the outcome will be more
favorable toward the Senate.
But rather than luck, perhaps the locations of the vacancies also have a

general logic. From a cursory look at the twenty-three appointments from
the study, it seems that sometimes members leave when they become the
extreme members of the FOMC. For instance, when Volcker entered the
Fed among Carter appointees in 1979, he was a moderate compared to
the other FOMCmembers.When he left in 1987, he did so as the strongest
inflation hawk in a largely Reagan-appointed FOMC. Perhaps an extreme
member feels alone and frustrated on an FOMC that does not pay atten-
tion to her preferences, and which is, in her view, changing inhospitably
with each appointment. This remains a possible topic for future research.
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Question 2: Who influences appointments to the Fed? The answer is some-
times just the president, sometimes both the president and Senate, and
sometimes neither. Although the president is alert to the Senate’s wishes
at all times, sometimes he does not have to pay attention to the Senate’s
preferences, while at other times, he really must. It depends on the situ-
ation: whether the president and Senate agree on the direction of policy
change, and where the president and the Senate are located on the mon-
etary policy dimension relative to one another and the current policy.
There are times when both agree on the direction in which policy should
move, but either the president or the Senate is closer to the current pol-
icy. The closer party then decides just how far policy will move. At other
times, they do not even agree on the direction of policy. In that case, they
deadlock and maintain the current policy.
But does the president always dominate? The answer to this question

is “no” for the FOMC and “maybe” for the BOG. The results supported
both the influence of the president and Senate on the FOMC, while the
results for the BOG were inconclusive.
In any case, the results do support dominance within an anticipation

framework. In the model and analysis presented here, the president al-
ways anticipates the Senate. Even within that anticipation framework,
the model showed that the Senate can be completely powerless against
a president, often because of the president’s agenda-setting power. While
the vice versa is never true, the president nevertheless sometimes has to
compromise with the Senate. Thus there is sometimes presidential dom-
inance and sometimes presidential compromise, all within presidential
anticipation. Thus the resolution of the debate between the presidential
anticipation and presidential dominance theories is that even when antici-
pation is always the case, dominance can occur within anticipation under
the specified conditions.
In these results, the intent of the Constitution’s Framers is clearly re-

alized. No branch fully dominates this process, demonstrating the func-
tioning of the checks-and-balances system. However, the extent to which
certain situations occur and to which one branch has influence over an-
other in those situations will, more likely than not, vary across agen-
cies. This possibility is suggested in Bailey and Chang’s (1999) analysis of
Supreme Court appointments. In that model, for any given spatial con-
figuration, the influence of one branch over another depends on the costs
of another round of nominations and confirmations. For example, if the
president wishes to influence long-term policy and elections are approach-
ing, it is better for him to appoint someone now rather than later unless
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he is certain of reelection. Thus, costs may be high for him in this sit-
uation. In the Senate, the cost of a major confirmation battle may be in
terms of the time lost on other legislation. Beyond the Supreme Court and
across agencies, these costs may vary. Certainly there are appointments
over which the president seems to have more control such as cabinet ap-
pointments. Likewise, the Senate seems to control other appointments
such as lower-court appointments. A comparative study across agencies,
like McCarty and Razaghian’s (1999) study of confirmation times, may
shed more light on these considerations.
An alternative comparative route is to go across countries rather than

across American agencies. As mentioned in the introduction, countries
vary quite a bit in terms of how they appoint their central bankers. In
some countries, the executive branch has complete power to appoint,
and in others, the legislative branch has that power. Sometimes the two
share the power with one party nominating and the other confirming the
appointment. From a cursory view, it seems that in parliamentary systems,
either the legislature or the cabinet appoints (e.g., Sweden, Japan), and in
separation of powers systems, the power is left up to the executive branch
(e.g., Australia). But still, there are exceptions to this rule. In the United
States, the president shares the power with the Senate. Germany is amixed
system and has elements of both; some members are appointed by the
president upon nomination by the cabinet, while others are appointed by
the president upon nomination by the Bundesrat. A comparative study of
appointment processes would yield some interesting insights into whether
this conjecture regarding governmental systems and processes holds up.
It may also shed light on whether these systematic differences in process
affect the existence and level of political influence on policy: the answer
to this book’s first question.65

Question 3: What explains the current appointment structure of the Federal
Reserve? The answer is greater centralization. I conducted detailed qual-
itative comparisons of the important Fed-related legislation during the
period 1903–35. I found that in 1913, the Democrats obtained much ap-
pointment power and not much centralization. In 1935, the last major
restructuring of the Fed, the Democrats sacrificed appointment power
for greater centralization. Specifically, they gave up the ability to appoint

65 Moser (1997) shows in a comparative study that central bank independence only
solves the time inconsistency problemwhen legislative systems have two veto players
as in a bicameral system.

142



Conclusions

all members of the central board, the FOMC, for the centralization of
open market operations in the FOMC. The result was a more coherent,
powerful Federal Reserve, which meant that the president’s remaining
appointees to the FOMC would have greater influence on policy than
previously.
This question would also benefit from a comparative investigation,

both across American agencies and across countries. Across agencies,
there is a great deal of variation in the degree to which policy is cen-
tralized. Take the examples of the Occupational Safety and Health Ad-
ministration (OSHA) and the National Labor Relations Board (NLRB).
In the former, OSHA creates the national standards but allows states
the power to enforce those standards. In the latter, the NLRB’s cen-
tral board controls both policy making and enforcement. Similarly, the
agencies vary in appointment power. With regard to the number of
appointees on the central board, OSHA has one – the Assistant Secre-
tary of Labor for OSHA – while the NLRB has five board members.
With regard to term lengths, the Assistant Secretary of Labor for OSHA
serves at the pleasure of the president. The NLRB’s members serve for
five years. In terms of the frequency of appointments, the president
really controls this for OSHA. The NLRB appointment opportunities
occur every year. Thus the structures of these two agencies are quite dif-
ferent, despite their both dealing with workers’ rights to some extent.
OSHA is less centralized but the president and Senate have higher ap-
pointment power compared to the NLRB, which is more centralized.
The comparison between the two holds up the theory presented in this
study regarding the trade-offs between centralization and appointment
power, but real support for the theory awaits further cross-sectional
evidence.
Across countries, the structure of central banks varies greatly al-

though not in terms of centralization; most are highly centralized with the
branches having little to no power to determine monetary policy. Most
of the variation occurs in terms of appointment power. The Bundesbank
has up to seventeen members on its central board, eight of whom are ap-
pointed by the federal government. The Bank of Japan’s central board has
nine members, all of whom are appointed by the federal government. The
Bank of Japan’s directors serve five years, while the Bundesbank’s mem-
bers serve eight years. Therefore, the Japanese federal government can
influence the Bank of Japan in greater proportion and more often com-
pared to the German federal government in the Bundesbank setup. In this
comparison, centralization does not vary much, but appointment power
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does; it seems to be higher in Japan compared to Germany.66 As with
the question of who influences, the governmental system may explain the
differences in appointment power. In a parliamentary system like Japan,
the principle of government is to give power to those in power; thus there
is greater potential for quick political influence through appointments in
Japan. In a separation of powers system, like parts of the German sys-
tem, the opposite principle prevails, a principle of balance between the
branches and influence by them together. The latter may lead to a pro-
cess in which it is more difficult to influence the central bank through
appointments.

Adapting the model. In addition to studying these three questions cross-
sectionally across American agencies and/or across countries, the ap-
proach used in this study can be applied to a series of appointments within
a specific agency or country over time. Themethodological approach used
in this study has been comprehensive. I started with an anecdotal obser-
vation: appointments seem to affect policy. I then used a formal model to
logically derive if and how appointments could affect policy within the
institutional constraints provided by the American constitutional system.
The model yielded testable predictions based on the spatial configuration
of the actors’ preferences. The next logical step was to estimate the ac-
tors’ preferences by using methods suited to the particular problems of
the data. I therefore developed a new method that controls for swings in
the business cycle and produces estimates that are comparable across the
president, Senate, and the FOMC. I then used these preference estimates
to test the model’s predictions. I next looked into whether or not the
process under study was the result of political intention. For this analysis,
I used comparative case-study methods by looking at several variables
across different legislative bills and acts.
The approach developed is a start-to-finish way of looking at inter-

branch interaction not only in the American system, but in other systems
as well. The details will vary, but the general problem will not. In any sys-
tem, there will be strategic interaction between different institutional ac-
tors with heterogenous preferences. In the ECB, for example, the sequence
of the appointment process is similar to the nomination/confirmation se-
quence in the American system. However, the actors and their powers are
very different. The Council of Ministers does not have the power to make

66 Some of these considerations are discussed at length byLohmann (1997) with respect
to the Bundesbank.
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binding commitments like the president of the United States. The Heads
of States must unanimously accept a nominee whereas the Senate has only
to approve a nominee by majority vote. As Chapter 5 showed, these dif-
ferences have important implications for the types of policies produced
in each setting. In the United States, politicians who represent median
interests gradually move policy through appointments. In the European
setting, either extreme countries dominate policy, or the current policy is
extremely hard to change.
The results in Chapter 5 lend some, but not absolute, support for

the concerns surrounding the entry of traditionally inflationary countries
like Italy, Spain, and Portugal (Coleman 1998; Kosters, et al. 1998). These
countries were seen as possible threats to economic convergence and
the stability of EMU. But the arguments against the entry of these coun-
tries was based on an idea of a mean monetary policy among the EMU
member countries: for example, if Italy joins, it automatically decreases
the mean stability and increases the mean inflationary policy. As such,
these arguments neglected the appointment process and its possible effects
on policy.
Through an analysis of the appointment process, Chapter 5 has shown

that the entry of these countries could lead to inflationary policy under
certain conditions but that it is not a foregone conclusion. If a current
policy is relatively different from the preferences of all the member coun-
tries, then the preferences of an extreme country, as Italy has been labeled,
may dominate. But did these conditions exist at the start of EMU? The
answer is “no”. The latter part of Chapter 5 demonstrated that the pre-
EMU European monetary policy and the countries’ preferences dictated
the continuation of the status quo – relatively tight monetary policy. Thus
the entrance of Italy, Spain, and Portugal did not contribute to more
inflationary policy in the first few years of EMU.
We can also use this approach to look in detail at other appointments

in the American system. In Bailey and Chang (1999, 2001, 2003), we use
a similar model to examine Supreme Court appointments. The basic pro-
cess is the same as that for the Fed: presidential nomination followed by
Senate confirmation. There are, however, differences that affect whether
influence occurs and who is influential. The first difference is the time lag
between appointments. Supreme Court appointments occur infrequently
relative to Fed appointments. For the latter, presidents are guaranteed at
least one appointment every other year. In contrast, there are no guaran-
tees for Supreme Court appointments; presidents have to wait for deaths
or retirements that can take many years. In the Supreme Court setting,
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politicians can never be sure that there will be further appointment op-
portunities that will get them closer to the RR equilibrium policy. Second,
Supreme Court appointments are made to another major branch of gov-
ernment and have life terms. They are therefore very high-profile and
highly publicized appointments compared to Fed appointments.
In such a setting, one might expect greater conflict between the presi-

dent and Senate compared to the Fed appointment setting. Because each
appointment is rare and high profile, it may be more important for both
the president and Senate to obtain exactly what they each want. We al-
low for this conflict through the different costs that either party bears in
the case of a repeat-nomination process. Preliminary results indicate that
political influence occurs but perhaps not to the extent that it does for
the Fed.
These are only two examples, but they illustrate how the approach

from this book can be flexibly adapted to different governmental systems
and to different appointment settings within the American system. Mak-
ing these sorts of detailed comparisons is important to our understanding
of how different institutional structures lead to different types of policy
outcomes. Comparing the Fed and the ECB, we saw that the ECB struc-
ture is more likely to yield extreme policies or no change in policy at all.
In comparisons of the Fed and the Supreme Court, perhaps politicians
are unable to influence the Supreme Court through appointments as ef-
fectively as the Fed. What other differences will reveal themselves from a
further investigation of other appointment processes remains to be seen.
With this understanding of the relationship between institutions and

outcomes, there is also a normative implication. If we know the mapping
from structures to outcomes, and if society can decide what type of policy
it wants, then it can implement the correct structures for the correct types
of policies. But making normative statements was never the intent of this
book; that’s a topic for another book altogether.
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Hämäläinen, Sirkka, 111, 114
Hammond, Thomas, 8, 9
Havrilesky, Thomas, 6, 7, 14, 21, 24,

54
Heckman, James J., 57
Heller, Robert, 82
Hibbs, Douglas, 5, 14
Hill, Jeffrey S., 8
Hsiao, Cheng, 42
Humphrey-Hawkins testimonies, 15
Huppert, Daniel D., 41

Issing, Otmar, 111

Jones, David M., 21

Keech, William, 6
Kettl, Donald, 6, 130, 132, 133, 134,

136, 137
Knickerbocker Trust Company, 125
Knott, Jack K., 9

158



Index

Kolko, Gabriel, 12, 130
Kosters, Wim, 92
Kramer, Gerald, 4
Krause, George, 24
Krehbiel, Keith, 23
Kydland, Finn E., 5

Laughlin, J. Laurence, 130
Lemieux, Peter H., 8
lender of last resort, 119
Levitt, Steven D., 57
Livingston, James, 12, 127
Lohmann, Susanne, 5
Londregan, John, 4

Mack, Connie, 3
Mackenzie, G. Calvin, 8
Maisel, Sherman, 14, 51
Martin, Justin, 10
Martin, Preston, 39
Masciandro, Donato, 1, 5
Matthews, Steven A., 9
McCarty, Nolan, 9, 10, 55, 142
McCubbins, Mathew, 8
McGregor, Rob Roy, 6, 7, 24, 54
Meyer, Laurence, 3, 8, 139
Miller, G. William, 61
Moe, Terry, 8
monetary policy
political influence on, 4–7

Moran, Mark J., 8
Moraski, Bryon, 10
Morris, Irwin, 6, 7, 8, 21
Moseley-Braun, Carol, 54
Moser, Peter, 142n
Munger, Michael, 6
Munnell, Alicia, 9

National Banking Act, 118, 121
National Currency League, 122
National Labor Relations Board, 143
National Monetary Commission,

126

New York Clearing House
Association, 126

Nixon, Richard M., 14
Nokken, Timothy P., 8
Noll, Roger, 8
NOMINATE, 55–8
Nordhaus, William, 5, 14
Noyer, Christian, 111, 114

Occupational Safety and Health
Administration, 143

Office of Management and Budget, 14
O’Halloran, Sharyn, 9
open market operations, 10, 120

Padoa-Schioppa, Tommaso, 111
Papademos, Lucas, 96, 114
Partee, J. Charles, 39
Patman, Wright, 15
Persson, Torsten, 5
political business cycles, 5, 14
Poole, Keith, 9, 55–6
President
appointment powers, 2–3, 2n. 3
signaling data, 45–6

presidential anticipation, 8, 20
presidential dominance, 8, 20, 31
Prescott, Edward C., 5
Proxmire, William, 51, 61

Razaghian, Rose, 10, 142
Reagan, Ronald, 4, 9, 10, 54, 61
reserves, pyramiding of, 118
Rice, Emmett J., 39
Riegle, Donald, 61
Riksbank, Swedish, 2
Rivers, R. Douglas, 23
Rivlin, Alice, 3, 8, 139
Rogoff, Kenneth, 5, 14
Rohatyn, Felix, 3, 8, 9, 139
Romer and Rosenthal setter game, 27,

31
Roosevelt, Franklin Delano, 13, 133

159



Index

Rose, Sanford, 25
Rosenthal, Howard, 9, 14, 55–6
Roubini, Nouriel, 14

Sala, Brian, 8
Schaling, Eric, 1
Schneider, Friedrich, 5
Schwartz, Anna, 118
Schwartz, Thomas, 8
Seger, Martha, 9, 22, 39, 51
Senate
Committee on Banking, Finance,

and Urban Affairs, 3, 9,
14–15, 21, 22, 23, 44–5

veto of, 7
Shipan, Charles, 9, 10
Sibert, Anne, 5, 14
Snyder, James, 57
Snyder, Susan, 8
Solans, Eugenio Domingo, 111
Steagall, Henry, 137
Stewart, Charles, III, 8
Stigler, George, 4
Summers, Lawrence, 5

Tabellini, Guido, 1, 5
Teeters, Nancy, 9, 37, 39, 40
Tietmeyer, Hans, 92
Timberlake, Richard H., 12
time inconsistency, 5
Trichet, Jean-Claude, 114
Tufte, Edward R., 4

Vermilyea, Todd, 24
Volcker, Paul, 10, 22, 39, 51, 61–2,

140

Waller, Christopher, 5
Wallich, Henry, 37, 39, 40
Walsh, Carl, 5
Weingast, Barry, 8, 9
Wessel, David, 3, 139
West, Robert C., 12, 128, 129, 132
White, Eugene Nelson, 12, 126
Wiebe, Robert H., 12, 120, 121, 122,

132
Wilke, John R., 3
Willis, H. Parker, 130
Woolley, John T., 6

160



Other Books in the Series (continued from page iii)

Anna L. Harvey, Votes without Leverage: Women in American
Electoral Politics, 1920–1970

Murray Horn, The Political Economy of Public Administration:
Institutional Choice in the Public Sector

John D. Huber, Rationalizing Parliament: Legislative Institutions
and Party Politics in France

Jack Knight, Institutions and Social Conflict
Michael Laver and Kenneth Shepsle, eds.,Making and Breaking

Governments
Michael Laver and Kenneth Shepsle, eds., Cabinet Ministers

and Parliamentary Government
Margaret Levi, Consent, Dissent, and Patriotism
Brian Levy and Pablo T. Spiller, eds., Regulations,

Institutions, and Commitment
Leif Lewin, Ideology and Strategy: A Century of Swedish Politics

(English edition)
Gary Libecap, Contracting for Property Rights

John Londregan, Legislative Institutions and Ideology in Chile
Arthur Lupia and Mathew D. McCubbins, The Democratic Dilemma:

Can Citizens LearnWhat They Really Need to Know?
C. Mantzavinos, Individuals, Institutions, and Markets

Mathew D. McCubbins and Terry Sullivan, eds., Congress:
Structure and Policy

Gary J. Miller,Managerial Dilemmas: The Political
Economy of Hierarchy

Douglass C. North, Institutions, Institutional Change, and
Economic Performance

Elinor Ostrom, Governing the Commons: The Evolution of
Institutions for Collective Action

J. Mark Ramseyer, OddMarkets in Japanese History
J. Mark Ramseyer and Frances Rosenbluth, The Politics of

Oligarchy: Institutional Choice in Imperial Japan
Jean-Laurent Rosenthal, The Fruits of Revolution: Property Rights,

Litigation, and French Agriculture
Charles Stewart III, Budget Reform Politics: The Design of the

Appropriations Process in the House of Representatives, 1865–1921
George Tsebelis and Jeannette Money, Bicameralism

John Waterbury, Exposed to Innumerable Delusions: Public
Enterprise and State Power in Egypt, India, Mexico, and Turkey
David L. Weimer, ed., The Political Economy of Property Rights


