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The “Great Recession” and the Role of the Federal Reserve Bank
By Paul A. Volcker

The following are remarks by Paul Volcker at the Tru-
man Medal for Economic Policy Award Luncheon.

of Harry Truman, who indeed stands as one
of our most important Presidents, with a last-
ing legacy. I’d like to think that that same
Harry Truman, were he here with us today,
would have changed his views as well, and
come to respect the importance of a strong
and independent central bank.

A couple of years ago, a Harvard professor polled his
large undergraduate class: “in all the world in the past
100 years, whom would you rank as first in constructive
influence on global affairs?” President Truman — one of
only two American Presidents to be mentioned — ranked
number seven. I have to tell you he would not have
been on the list in my undergraduate days. Quite the
contrary. So I am particularly grateful for this chance to
atone for that enormous error of judgment about a sim-
ple and courageous man from Missouri. There is an-
other irony in my presence today, following by a couple
of years my successor as Federal Reserve Chairman
Alan Greenspan. The simple fact is President Truman
had a rocky relationship with the Fed. For some years,
during World War II and thereafter, the Federal Reserve
was in practice under the thumb of the Treasury (in the
person of one John Snyder, another Missourian). Interest
rates were held very low — from 3/8 percent to 2 ¥ per-
cent for long-term lenders. Mr. Truman liked it that
way. But as inflation threatened, the Federal Reserve did
not. It became increasingly restless. Eventually, there
was a public fight. To put it bluntly, that was one fight
that Truman lost. The independence of the Fed was af-
firmed and reinforced. And that, I like to think has been
good for the country.

That is all an introduction to the fact that, for
the first time in decades, the role and inde-
pendence of the Federal Reserve has again
become a matter of political concern and
debate. We have lived through — are still
living through — a financial debacle. That
debacle has been a part of — indeed a precipi-
tating factor — in a deep and potentially
lengthy economic recession. It has been la-
beled “the Great Recession”, threatening
something much worse. That is not an en-
tirely farfetched view. It was only enor-
mously forceful and massive intervention in
financial markets by the Federal Reserve and
the Treasury that contained the crisis. Each
activated long dormant emergency powers,
interpreting their existing authority to the
very limits. They succeeded in restoring
some functioning order to the markets.

While the sense of crisis may have eased, it is

Events and maturity have completely changed my view  true to this day, more than a year after the
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frantic days of September and October
2008, that the apparent stability of markets
is fragile. The flow of credit - incomplete
as it is — remains dependent on Federal
Reserve support. Then, why is it that a
book entitled End the Fed by a long serv-
ing Congressman, Ron Paul, is on the NY
Times bestseller list? I do not want to give
credence to Mr. Paul’s more extreme
views. There are, however, reasonable
questions that deserve convincing answers.
One of those questions arises from the un-
precedented use of the Federal Reserve’s
dormant emergency power. That authority
enacted in the dead of the night in 1930
without legislative history and invoked
only in a very limited (and I presume, ex-
perimental) way 80 or so years ago. The
legislative language — that in “unusual and
exigent circumstances” the Federal Re-
serve could lend against any “acceptable
collateral” — has been broadly interpreted
to support loans and guarantees of hun-
dreds of billions of dollars to large finan-
cial institutions, to justify the purchase of
commercial paper in the market, and to
support the securitization of mortgages and
other loans. All “bailouts”, to use the collo-
quial language, on a massive scale.

Those are interventions that reach far be-
yond the normal, confined, and presumably
competitively neutral purchases and sales
of government securities and lending to
commercial banks against good collateral,
measures that are a normal part of central
banking operations. Significant risk of loss
is involved, loss ultimately to the taxpayers
who ordinarily benefit from Federal Re-
serve earnings. Beyond the financial risk
is the more amorphous but significant cir-
cumstance that these market interventions
inevitably involve difficult judgments
about which individual institutions should
be saved and which left to their fate. Be-
yond the individual institutions, what sec-
tors of its economy are to be aided? Should
those answers be determined by some
purely economic criteria, determined by an
independent agency, or are they inextrica-
bly and legitimately of political interest as
well?

I have no doubt that Chairman Bernanke

and his colleagues are themselves uncom-
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fortable about the position in which
events have thrust them. At the same
time, the response to those questions
seems clear. If not the Federal Re-
serve, then who and how? What other
agency has emergency funds immedi-
ately available in the amount neces-
sary? Which is prepared by financial
experience and by professional exper-
tise to act in days or literally in hours?
To whom should the Congress entrust
such powers and funds on a stand-by
basis? The practicality seems to me to
leave those 1930 emergency provi-
sions in place, but with clear proce-
dural safeguards. Politically responsi-
ble officials — the President via the
Secretary of the Treasury — should be
informed and their approval required.
That, I feel certain, has been the infor-
mal practice, and it is worth clarifying
and enforcing that practice, even at
what seems to me a negligible risk of
limiting the Fed’s independence. Per-
haps a reasonable time limit should
also be placed on the exercise of the
emergency authority. In essence,
maintaining the Federal Reserve au-
thority should be viewed as a neces-
sary, if unpalatable, means of permit-
ting response to a really dangerous
crisis. But given time, it is an Admini-
stration and a Congress that should
come to an agreement about the use of

public funds.

The second question about the Federal
Reserve role in recent events may not
be so easily answered. The argument,
quite simply, is that however heroic
the response to the financial crisis,
was the institution sufficiently alert in
its regulatory and supervisory role.
Should it have better foreseen and
mitigated the financial fragility -—e.g.,
the sub-prime mortgage phenomenon?
Beyond that, were Federal Reserve
monetary policies, at the heart of its
responsibilities, appropriately disci-
plined and alert to the potential dam-
age of financial excesses?

Those are questions that economists
and others will long debate. I would be
a biased participant in that debate, but
permit me a few relevant points. First,
if the Federal Reserve supervisory role
was less aggressive and less effective
than subsequent events suggest would
have been desirable and necessary,
let’s indeed strengthen that function,
and ensure it receives the attention it
deserves. One element of that ap-
proach could be to designate by law
one of the Fed Governors - say a vice
chairman - as responsible for supervi-
sion, nominated and confirmed in that
position and accountable directly to
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the Congress by regular reports and oth-
erwise. I would also note that the Fed-
eral Reserve was only one of several
financial regulators. In retrospect, fairly
or not, the question of supervisory ade-
quacy reaches far beyond the Federal
Reserve. In fact, experience repeatedly
illustrates that official regulation and
supervision in the best of circumstances
is an imperfect means of maintaining
stability in free and open financial mar-
kets.

All of that emphasizes the importance of
thoroughgoing structural reform. Busi-
ness as usual simply won’t do, however
attractive that may be for those Wall
Street lions who have become accus-
tomed to huge compensation as a kind of
god given right.

I do not have the time, and I am sure at
this point, that you will not have the pa-
tience, for a detailed analysis of needed
financial reform. To the extent you have
interest in my personal views, I can do
no better than refer you to the current
quarterly review of the Federal Reserve
Bank of Minneapolis in which I speak
my piece. Closer to your home, the
Kansas City Reserve Bank has long
sponsored symposia at Jackson Hole,
attracting both central bank officials and
their critics from around the world to
discuss needed reform among other pol-
icy matters. There is, however, one
point upon which there is widespread
agreement. There is a need for what I
think of as a “systemic overseer”. The
point is some authority, beyond the regu-
lator of particular institutions, that
should be responsible for looking over
the entire financial markets looking for
points of emerging weakness or strain,
potential threats (such as the sudden rise
of sub-prime mortgages or the prolifera-
tion of speculative use of derivatives).

That would be a large responsibility,
requiring experience and expertise, a
highly professional staff, and a degree of
independence. Clearly, there is more
than one way of developing the neces-
sary administrative arrangements. But I
believe this, too, is an area in which the
Federal Reserve would be especially
suited. Let me be direct in summarizing

my position. There will be no surprise in
my view that a strong and independent
central bank is a critical institutional
arrangement both for the conduct of
monetary policy and for financial super-
vision. In fact, I believe some responsi-
bility for financial regulation is an im-
portant complement to monetary policy,
which, when all is said and done, must
be conducted through the intermediation
of financial institutions and markets. If
those markets are broken, or not operat-
ing effectively as at present, then the
implementation of monetary policy will
be crippled as well. We can design on
paper, and in law, arrangements that
recognize and facilitate those relation-
ships. But more than paper designs and
law is necessary. It is more intangible
matters that are key.

Does the central bank maintain an inde-
pendence (independence not only from
partisan political pressures but from
narrow private influences), a profession-
alism, a sense of continuity and re-
sourcefulness that commands respect
and confidence? If some of that has
come into question, or been lost, let’s by
all means repair the damage and reform
the institution.

The other day, I came across some
words of Tom Hoenig, here with us to-
day after long years of service in the
Kansas City Fed. He emphasized that
the Federal Reserve System “was de-
signed to assure broad input to decisions
and to provide a mechanism to build
national policy consensus across broad
regional, economic, and cultural differ-
ences. And it was designed [to be] ac-
countable to, and yet independent of, the
Government . . . [while] assuring trust in
the institution”. Trust — a simple word
and an essential quality that we, as citi-
zens have too often lost in our governing
institutions: in the Congress, in the bu-
reaucracy, sometimes in an Administra-
tion.

To my mind, that is a grievous loss — a
loss since the days of Harry Truman
when, by and large, Government was
seen as a constructive part of society,
not as a problem. One thing is abso-
lutely certain. It was Government that, at
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the end of the day had to ride to the rescue
of our broken financial markets. That can-
not be a permanent situation. Let’s carry
out the needed financial reforms and in
the process build and reinforce both public
and private institutions that can deserve
and justify our trust.

MCEE Events

Check out
www.moeconomics.org for a
complete listing with detailed
descriptions.

Parent Workshops
MCEE, with a grant from the
Bank of America Foundation, is
currently engaging Missouri
Parent Teacher Associations in a
discussion about Personal Fi-
nance. For more information or

to schedule a seminar, please
contact MCEE at (816) 235-2654.

Stock Market Game
The Stock Market Game, spon-
sored by MCEE, is an educa-
tional program for grades 4-12
based on a real-life simulation of
the stock market. To learn more
about the game, visit
www.moeconomics.org. Con-
tact MCEE today for informa-
tion about corporate sponsor-
ship opportunities.

MO Economics Data Corner

Missouri Unemployment Rate
(Seasonally Adjusted)
September 2009 9.5%

Missouri Payroll Employment
September 2009 2,709,900
Change Over Year -80,300

Source: Missouri Economic Research and
Information Center
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