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INTERPRETING FEDERAL RESERVE BEHAVIOR

Thomas Mayer*

Hard-core monetarlsts belleve that the Fed lacks the efficlency
required for effective counter-cyclical policy. Although the best-known
monetarist argument ils the existence of long and variable lags in the
fmpact of monetary policy, Friedman (Modigliani and Friedman, 1977. P.
18) placeg "at ljeast as much" emphasis on the Fed’s inefficiencies, and
its susceptibility to political pressures. Thus, suppose that somehow
it could be shown conclusively that the Fed’s forecasts ave accurate
enough for monetary policy to be stabilizing, if the Fed would adopt the
policles that its forecasts show to be appropriate. Monetarists would
still oppose counter-cyclical policy because they believe that the Fed
wonld not follow those pollcies that ite forecasts ilmply. Disagreément
about how the Fed functions is therefore not just a technical lssue of
interest only to Fed-watchers, but is basic for the "rules vs. discre-
tionary policy"” debate.

Economists approach the study of Fed behavior in six distinct ways.
Some argue that Fed behavior primerily reflects the wishes of 1its
political masters. Others focus on time-inconsistency theory. The
ma jority probably accept what I will describe as the "well-intenticned
automaton"” explanation, while a distinct minority employ a public-choice
approach. In addition, several economists look to the personal charac-
teristics ot Fed policy-makers, while a few explain certaln dysfunc-
tional behavior of the Fed by organizational or psychological factors.

Althoueh 1t deals with all six explanations, the gsecond p«tt or
this paper 1= devoted to Fed dysfunction, because this explanation has

been lavreely neglected. A basic guestion about monetary policy i¢



whether discretionary policy should be replaced by some rule,. The
well~-intentioned—-automaton explanation suggests that 1t should not. 1
will therefore see whether the other explanations raise enough doubt
about the well-intentioned automaton explanation to raise serious

questions about the desirability of discretionary policy.

OUTSIDE PRESSURES

According to one interpretation of Fed policy, although the Fed
might occasionally indulge in acts of minor rebellion, such as the 1965
increase in the discount rate despite presidential objectionsg, it is the
president who determines the major thrust of monetary policy. The Fed
obeys the president because it fears his displeasure, or because of the
powers of moral suasion that an elected president has over unelected
povernors (See Maisel, 1973, Thomas Havrilseky 1988, Donald Kettl, 19%e¢,
Robert Weintraub, 1978 and John Woolley 1984).

An extensive literature on political business cycles goes further,
and argues that the Fed gives the president the policy he wants even
when his guasion is hardly moral suasion., This literature, and 1lts
conflicting empirical evidence, 1s hard to interpret. Does the hypothe-
sisg that '"there are political business cycles” mean that before every
presidential election the Fed adopts unduly expansionary policies? Ir
8o, it 1s easy to refute. Or do the proponents of political business
cycles claim merely that the Fed has behaved In accordance with politi-
cal buslinescs-cycle theory at least once, & proposition thst i1s harder,
or perhaps imposgssgsible, to refute. Fresumably, the debate centers on
what happens "normally”., But, so fatr in the postwar period, only elght
presidential electlons have occurred since the Fed was able to putsue an

independent policy.® This may not be a lavge enough sample to decide



what happens "normally" .2

Another, generally neglected,

hypothesis is that it 18 public opinion that constrains the Fed,

directly,

and the White House. Thusg William Poole

vergion of the outaside-pressures

either

or through the potential impact of public opinion on congress

(1986) has argued that the Fed

has to be seen fighting whatever currently bothers the public the most,
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If mo,

Hence,
to take the lag of monetary
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when unemployment is still
to

current conditions seem

and this does seem

plausible, then the view that the Fed bases 1ts policy on sophisticated

analysla la seriously at fault. The Fed

alwaysg act or its knowledge.
Two other variants deal,
with

the way political pressures impinge

below, despite the high caliber

are characterized by only casual snalysis.

explains this as due to political pressures,

that,
coherent economic analysis, because such
embarrassing when
Hence the FOMC prefers to "hang loose"
broad enocugh
to in the future.

wiash reach

economic analysis driving policy, policy

Finally,

not with the choice of policy per

of Fed policy-makers,

to be consistent with just about any conclusion

To a considerable extent,

may know what to do, but cannot

ge, but
on policy-making. As described
FOMC discussions

Robert Hetzel

(forthcoming)

He arguesg persuasively

having to bend to these pressuresg prevents the FOMC from using

an analyslis would becoms

it implies a policy that is politically unpalatasble.

and use an analytic framework

that it may

instesd of

drives economic analysis.

Robert Shapiro (1982) has tried to explain the FOMC’s



tendency to procrastinate when changing policy. FOMC votes are pub-
lished, and to avold glving ammunition to its critics, the FOMC wants to
reach its decislons by unanimous o1 near-unanimous votes. Hence it
delays changing to a more restrictive policy until all, or most, liberal
FOMC members are persuaded that a more restrictive policy 18 needed, and
a similar situation spplies when switching to a more restrictive policy,.
But this explanation is unconvincing. What 18 to prevent those who want
a change in policy from threatening to vote against a continuation of
the old policy? If they do thisg, the FOMC’g wisgh for unanimity gives 1t
no reason to stay with its current policy?

All in all, political pressures do 1imit Fed policy-making. One
may well argue that this is as it should be; in a democracy elected
officials, and hence the wishes of the public, should govern monetary
policy. But if one accepts that asargument one cannot, at the sgame time,
argue that discretionary peolicy will be necessarily successful because
the Fed possesses the required technical skills. Moreover, there i3s3 at
leasgst the danger of 3 political business cycle. In addition, the
public’s pressures on the Fed may well be due to ignorance of such
"technical details" such as that monetary policy operates with a signit-
icant lap. The politically-induced vagueness of FOMC meetings too, is
hardly desirable. Hence, the "outside pressures" view of the Fed raiscecs

serious questions about the efficacy of discretionary monetary policy.

TIME INCONSISTENCY
Many recent papers have discussed the hypothesia that the Fed’s
inflationary blas 1is dué to time Inconasistency. This liltersature hasg
been capably summarized by Blackburn and Christensen (14987), and 1 will

discussed it only briefly. It sees the Fed as tryling to ralse output



above ita equilibrium level, because equlilibrium output is too low, due
to digtortions created by taxes and unemployment compensation. Hence,
the Fed has an incentive to ralse output temporarily by generating an
unexpected inflation, This incentive may, or may not, be held in check
by the Fed’s wish to maintain its reputation. Minor changes in initial
assumptions can generate either result.

To someone who has read FOMC minutes, the hypothesis that the FOMC
1s worried asbout taxes holding equillibrium output below optimal output
must seem strange. Such subtle ideas do not arise at FOMC meetings.
Presumably time-inconsistency theorists would reject such criticism as a
naive demand for descriptive realism. But when one relles on "as if"
reasoning, one should verify that the data actually behave as the
hypothesis implies. Leaving aside inflations that are wai-connected,
since the rounding of the Federal Reserve System in 1914, persgsistently
inflationary pollicies have been followed only durlng the 19605 and
19708. This one instance 18 hardly convincing evidence of a pervasive
inflationary blasg.? Moreover, if the Fed does have an inflatlionary biss,
explanations other than time inconsistency could readily account rfor tt.
As far as monetary policy 18 concerned, time-inconsistency theory is a

solution in search of & problem.

THE FED AS A WELL-INTENTIONED AUTO&ATON
Perhaps the most common explanation of the Fed‘s behavior sees the
Fed as an agency maximizing a utility function that has the public
welfare as 1tsg dominating element. The Fed’s own welfare, and the
special Interestes of the Fed’s constituenclies, play only a subordinatle
role. Moreover, Fed policy-makers are capable, and their thinking is

not distorted by myopia, by a wish to avoid cognitive dissonance, or by



similar "irrationalities".* The Fed acts like a8 well-intentioned highly
intelligent robot. Suppose 1t momehow were shown that the FOMC’s
predictions are good enough for policy based on them to reduce the
varlance of GNP by, say, 20 percent. The Fed would then actually reduce
GNP variance by close to 20 percent.

Not much can be said about the underlying reasoning of this view of
the Fed. Its proponents have not explained it, and have generally not
even made it explicit. They have treated it as though it were self-
evident, and hence not worth discussing. If pressed, they would presum-
ably argue that the selection process for Fed governors and Reserve Bank
pregidents ensures that Fed policy-makers are highly capable, and are
strongly motivated to further the public welfare. Moreover, Fed policy-
makers have tew, if any chances, to advance their own welfare at the
public’s expense. It 1s hard to imagine a governor thinking: "Even
though thig policy will result in much unneeded unemployment, I will
support it because it will enhance my prestige."”

But such a justification of the well-intentioned robot theory of
Fed behavior is unconvincing. First, as discussed below, self-
interested behavior does not require that persons are consciously
motivated by self-interest. Second, the fact that policy-makers are
capable does not mean that the pressures of maklng important decisions
under great uncertainty will not rorce them into gowmr inefficient
behavior patterns. Students of organizational behavior and psycholo-
gists have described numerous ways in which organizations fail to
operate with maximum efficlency,. Thils literature 1is surely relevant
when, as in the case of the Fed, no Datrwinlan mechanism operates. 1t
suggests that Fed policy might be destabilizing even ir forecast errovs

by themselves do not prevent some degree of stabilization. Further, ar



I will argue below, the very fact that policy-makers are selected on the
basis of their past successes, biases them towards making certain
inappropriate decisions.

PUBLIC CHOICE THEORY AND THE FED

The public cholce approach explains Fed behavior very differently.
It too accepts the assumption that the Fed behaved entirely rationally,
but introduces the Fed’s own welfare into its utility function. It is
not entirely clear whether proponents of this approach assume a lexlo-
graphic utility function in which the Fed’s own welfare always dominates
the publlic’s welfare, or whether, as seems more lilkely, they merely
clalm that on some issues the Fed gives priority to its own welfare.
This 1s 80 because what the public—-choice economists have often done is
to pick some particular Fed decision and explain it by the Fed’s self-
interest. In some cases, though certalnly not in all, that decislilon is
@ relatively minor detail, such as the Fed’s open-market "churning” or
the delay in publiahing the FOMC’s Record of Policy Actlions. It is
therefore not always clear whether these public-choice theorists bellieve
that monetary-policy decisions are dominated by the Fed’s self-interest,
or whether they clalm that self-interest explains gsome part of Fed
behavior.

The public-choice analysis of Fed behavior has been developed in a
number of papers, mostly reprinted in Toma and Toma (1987). Three
papers in this collection (by Mark Toma, by Willliam Shuggart and Robert
Tollison and by Stewart Mounts and Clifford Sowell) argue that the Fed
follows too expanslonary policles, at least in part, because the greaterv
are its open-market purchases, the greater are 1ts interest recelipts,
and hence the greater can be its expenditures.® In two other papers John

Chant and Keith Acheson explaln the cholice of the Bank of Canada’s



target variables and instruments by its self-interest. They argue that
the Bank of Canada prefers to use moral suasion because use of such a
covert tool makes it more difficult to monitor the Bank’s actions.
Moreover, self-interest 1nduces it to select targets that minimize its
conflicts with powerful groups, and that allow it to blame others 1r it
migses its targets. Milton Frliedman’s paper attributes to the Fed’s
concern about its prestige a wide variety of its decislions, such as
excegsive defensive open-market operationas, and undue concern about the
s8ize of its membership.® But Friedman goes beyond a self-interest
interpretation of Fed behavior since he focuses on the Fed’s 1nabllity
to learn from either history or from its critics, stating (p. 27) that,
"the most fundamental explanation for the persistence and.importance of
bureaucratic inertia in the Federal Reserve System is the absence of a
bottom line."” This makes Friedman’s criticism, at least partially, a
part of the dysfunction approach discussed below.

Despite the importance of the challenge that public-choice theo-
rists have mounted to the well-intentioned-automaton theorvry, 1t has
generally been lgnored by mainstream macro-economists. Presumably, it
has not been considered worthy of response because most economists rind
it hard to belleve that 1f they were Fed governors, they would act 1in a
self-interested way. Despite the (spurious) claim of adhering to
positivistlic methodology, in this case most economists appear to have
rejected positivism in favor of "Verstehen" (Blaug, 1980). Moreover,
mogt of those who know the Fed’s policy-makers personally, probably find
it hard to lmagline then disregarding the public interest. In addi-
tion, gince, at least on4the surface, the Fed is able to set its own
budget, 1t seems to lack the incentive that other agenclies have Lo take

undesgirable sctions because they generate greater congressional sppro-



priations.

But to reject the public-choice interpretation of Fed actions,
because it is hard to imagine Fed governors consciously acting contrary
to the public interest, is to misunderstand public-choice theory. This
theory does not claim that policy-makers maximize thelr personal welfare
directly. Instead, policy-makers maximize the welfare of their agency
for two reasons. One is that they beltieve the work of their agency to
have greater value than its superior, e. g. Congress, realizes, so that
actionsg that enhance 1ts power and autonomy serve the publlic welfare
indirectly. The second is that they put great welght on the welfare of
the staff and clients of their agency. Nelther 18 a case of pure
gelfishness, and neither requires that policy-makers undertake actions
they consider "pad."7” It is a familiar saying that "where you gtand
depends upon where you sit." Since it is hard for anyone to evaluate
objectively the work of his or her agency, and the importance of 1ts
gtarr and clients, even dedicated policy-makers may act as thouyh they
ware pursuling theirv self-interest.® As Milton Friedman (198&7, p. 30)
has remarked: "All of us know that whsat’s good rfor us, 1is good for the
country.... The human gpecies 1s distingulished from animals much more by
its ability to vationallze than to reason."”

The validity of the public-cholce interpretation of Fed actions
must therefore be settled by empirical tests. While public-cholce
economiasts have presented such tests, their critics have not. However,
as 18 common in economics, these tests have been more guccesgsful In
showing that a public-choice hypothesgis can explain Fed behavior, than
in showing that 1t can explain the Fed’s behavior better than can 3

vival hypothesis, such as the well-intentioned automaton.
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THE CHARACTERISTICS OF FED POLICY~-MAKERS
A fifth explanation of Fed actions looks at the backgrounds of Fed

policy-makers. Thus, Richard Pluckett (1984) found that dissents at
FOMC meetings are not random. Governors appointed by Democratic presi-
dents dissented more frequently on the expansionary side, while those
appointed by Republican presidents, as well as Reserve Bank presidents,
dissented more frequently on the restrictive side.® Ray Canterbery
(1967), who analyzed FOMC discussions and dissenting votes in 1955-65,
found that the high degree of unanimity at FOMC meetings is probably
explained best by FOMC members having similar utlility functions, but
that the small number of professional economists then on the FOMC, had a
different utility function. A more detalled analysis by John Glldea
(1987, p. 18) shows that the personal background of FOMC members
matters:

Governors tended to cast their split decision votes along

party lines. ... Fulfilliing a partial term appointment,

Federal Reserve Board and government experience, along

with a background in private industry tended to itwmpart a

relatively liberal voting behavior. Conversely, an Ivy

League education, a Ph.D. in economics, and being a

Federal Reserve Bank President tended to describe those

FOMC members who voted more conservatively, ... Desplte

their technical expertise, FOMC members seemed to be

unable to avoid the subjectivity that inherently accompa-

nies policymaking.

Moreover, Thomas Havrilseky and Robert Schweltzer (1988) argue that

those governors who have had a closer connection with the federal

government tend to dissent on the side of ease, while those who with 2

lesgser connection tend to digssent on the restrictive silde.

FEDERAL RESERVE DYSFUNCTION

A different way to interpret some, or much (7) of the Fed's behav-



11

ftor isa to look for psychologlical and organlzational problems that
inhibit effilclent declslon-making. Whlle the public-cholce approasch
abandona the "well-intentioned”" component of the standard well-
intentioned sautomaton assumption, the dysfunctlion approach accepts the
"well-intentioned" part, but drops the "automaton" part. Two factors
make this approach plausible. One is the evidence from empirical
studies of Fed thinking and behavior in specific situations, which many
observers interpret as showing inefrficient policy-making. The other
consglists of developments in cognitive psychology and in the study of
organizational behavior,

In principle, to document this interpretation of Fed functioning,
one should take some specitic instances of Fed behavior, and show how
’they result from the cognitive and organizational blases that have been
unearthed by psychologlists and organizational theorists. This would be
difficult, in part, because of disagreement about what 1s a rational
response of monetary policy to specific events, and in part, because tLhe
reasoning described in the FOMC minutes 1is often hard to interpret. No
such study hss been published, and it cannot be undertaken here.
However, it is possible to cite experimental evidence that cognitive
biases and organizational problems affect the judgment of even highly
education people. Hence, while one cannot provide conclusive evi-
dence that cognitive biases play an important role in the making of
monetary policy, one can show that such biases may well lead to substan-
tial errors in monetary policy, and that they may account for some of
the characteristics of Fed policy that many economlists have criticized.
The argument to be presented 1s therefore not an assertion that coeni-
tive and organizational problems necessarily prevent the Fed from

carrying out effective steablilization policy. Ingtead it is 2 clalm that
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Fed policy may be lrrational and destabllizing; that despite the high
caliber of ite policy-makers the Fed does not necessarily behave like a
well-intentloned automaton.

Any claim that Fed policy-makers suffer from cognitive or organiza-
tional blases is likely to be challenged on the ground that these
policy-makers have a large and competent staff to advise them. But the
gtarf’s influence on Fed decision-making 18 relatively small because
FOMC decisions are made in a technically unsophisticated "sgeat of the
pants" way that provides relatively little room for the staff‘s sophis-

ticated analysis. (See Mayer, 1982b.)

Empirical Studies of the Fed’s Economic Analyses

Empirical studies of the Fed often show it functioning on a much
lower level than one would expect from the quality of its pollcy-makers,
Thus Friedman and Schwartz (1963), Clark Warburton (n.d.) and Elmus
Wicker (1966) demonstrate the poor quallity of the Fed’s economic analy-
gis during the Great Depression. Then, for the 149508 and early 19605,
Karl Brunner and Allan Meltzer (19¢64) show that the FOMC had no under-
standing of economic analysis, relied on unverified hypotheses, and
lacked understanding of the lmpact of 1ts actions on the economy. 1t
calibrated 1ts policy by a set of indicators that would usually glve
wrong glgnals (See also Edgatvr, 1975). Raymond Lombra and Michael Moran
(1980) who studied the FOMC minutes for the early 19708 provide a
pilcture of policy-making that 1is "seat of the pants" making little use
of modern economic analysis. My own analysis (Mayer 1982a) of the FOMC
minutes for the 1973-75 recessions confirmed this judgment. The Board’'s
discussion of Regulation Q in 196¢ also exhlibits an apparent unfamil-

iarity with basic microeconomics, (Mayetr, 19832b). To be sure, not all
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students of Fed thinking reach a negative verdict. Former governor
Sherman Maisel (1973) certainly does not.

The evidence for a negative verdict 1s strong enough that some
explanation of the Fed’s way of making policy is needed. Thlis explana-
tion certainly cannot be that the Fed’s policy-makers lack abllity.
Starting in the 19608 several highly capable economists, some with
outstanding academic reputations, were appolinted to the Board, and most
Reserve Bank presidents are now also professional economists, The
regearch staff at the Board and at the Reserve banks 1s superb.

Hetzel’s hypothesis that the Fed wants to keep its options open
plausibly explains much of the weakness of the Fed’s analysis, but it 1is
probably not the entire explanation. It cannot explalin directly why the
Board’s discussion of Regulation Q was so simple-minded. It can do so
only indirectly by invoking a possible psychologlical explanatlion, that
the constraints on FOMC discussions created a "corporate culture" that
discourages serious economic analysis, even when such analysis would not
cloge off any options. Hence, it 1s worth seeing if there are psycho-
loglcal pressures and organization problems that generate FOMC dysfunc-

The Principle of Dysfunctional Behavior

That there are so few attempts to relate Fed behavior to specific
characteristics of the Fed’s organization, and to the way decision-
makersg act under pressure 1s surprising, because there is an extensive
literature on organizational dysfunctlon, and on how the psycholoplcal
pressures inherent in making decisions under great uncertainty, distort
Judgment. Thus, Shelley Taylor (1982, pp. 190 & 198) wrote:

Even in the absence of motives, judgments are often made
on the basis of scant data, which are seemingly hapha-
zardly combined and influenced by preconceptions... The

past few decades have witnessed a shift away from a view
of Judgments as the product of rational, logical decision
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making marred by the occasional presence of irrational
needs and motives towards a view of the person as a
heuristic user.

This pasgage describes the behavior of sophisticated as well as
ignorant declsion-makers. Tversky and Kahneman (1982, p. 18) report
that: "The reliance on heuristics and the prevalence of blases are not
reastricted to laymen. Experienced researchers are also prone to the
same biases -~ when they think intuitively." And, as glance of the FOMC
minutes shows, the FOMC does think intuitively.

Some of the problems that arise at FOMC meetings are best seen as
problems of individuals suffering from information overload, and others
ag problems of declsion-making by a committee.

Biagses in Individual’s Declsion-Proceszses

One get of biases are due to the wish to avold cognitive disso-
nance, by putting conflicting, and hence unwelcome information out of
one’s mind (See Kahneman, 14980). George Akerlof and William Dickens
(1982) provide examples of such biases in the private sector.

One implication of cognitive dissonance theory 1s that people seek
out information that supports their previously-made declisions, and
reject conflicting information, Irving Janis and Leo Mann (1977, p.
205) preéent a modification of this theory Iin which people become
intolerant of conflicting evidence when they resallize that all the
alternatives to thelr policy have serious costs, and that they have no
hope of finding a good alternative. Janis and Mann also describe a
gtate of "hypervigilance” which occurs if there isg much conflict, but
people also believe that a good solution exists, It results in informa-
tion-overload, a state in which people are too open to information and
fail to distingulash valid and relevant, from invalid and irrelevant

information, In @ companion paper (Mayer, forthcoming a3) I show how
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such behavior can help to explain, in part, several maJjor characterisg-
tice of Fed behavior: the way 1t uses its technical astaff, its prefer-
ence for an interest-rate target, 1ts unwillingness to admit that its
current pollicy is wrong, and the way it responds to the existence of a
lag in the effect of monetary pollicy.

Another source of blas 1s myopla. Janis and Mann (1977 p. 255)
argue that people tend to treat as trivial losses that will not mate-
rialize in the foreseeable future. This might help to explain the Fed’s
myopia that Brunner and Meltzer (1964) found in their classic study. It
might also explain, in part, the Fed’s inflatlonary bilas in the 1960s
and 1970s, A major cost of inflation to the Fed was the loss of {its
reputation. This loss was not immediate since a few years of inflation
would not overcome the memory of pvlce‘stablllty in the 19508 and early
19608, Hence, if as Janls and Mann state, losses in the distant future
are treated as trivial, this might help to explain why the Fed followed
such inflationary policies in the late 1960s. It 18 certainly not the
only explanastion - it seems plausible that the critical force was
political pressure (See Mayer, forthcoming b) - but it may have been a
signlificant rfactor,

Still another factor that probably contributed to inflation 1is
"anchoring". This refers to excessive reliance on the current value of
a varliable as a gulde to 1ts appropriste level (See Tversky and Kane-
man, 1982, pp. 14-15). It was probably one reason for the Fed’'s reluc-
tance to raise interest rate sufficiently in the 19608 and 1970s.
Similarly, 1t may have induced the Fed to tolerate a monetary growth
rate that, though lower than the previous growth rate, was still too
high.

Social psychologlists have elucidated an "availablility heuristic”
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People judge the probabilities of events by the ease with which they can
recall instances of these events. Tversky and Kaheman (1982, pp. 11-113)
show that, as a result, events that are memorable and easily retrieved
have a disproportionate impact on our thinking. Shelley Taylor (1982 p.
192) points out that "colorful, dynamic, and other dlistinctive stimull
disproportionately engage attention, and aécordingly dlsproportionately
arffect judgments." This too, may well be a partial explanation of the
Fed’s inflatlionary bias in the 19608 and early 19708 when the deleteri-
ous affects of inflatlon were vaguer and harder to visuallze than the
deleterious effects of unemployment. Moreover, credit crunches are more
dramatic events than rising inflation rates, and that may have blased
the Fed agalinsgst curbing the monetary growth rate. Moreover, gince the
immédlate and dlsruptlve effects of rapld increases in ilnterest rates
are more dramatic than the immediate effectas of sharp rises in the
monetary growth rate, the availabllity heuristic tends to blas the

Fed towards keeping interest-rates relatively stable.

Paychologists have alsce shown that people make serious mistakes in
evaluating probabilities (Tversky and Kaheman, 1982, pp. 4 -11). One
error 1s to judge the probablility that a particular observed event, A,
is a member of class X primarily on the basis of A‘s vresemblance to
other events In classg X, while ignoring the frequency of with which
events In class X actually occur.'® Thia might be one reason why the Fed
has sometimes believed that the demand function for money had shifted,
when it had not. Moreover:

miaconceptions of chance are not limited to nalve aub-
jecta., A study of the statistical intuitions of exper-
fenced research pasychologlats ... revealed a lingering
belief in what may be called the "law of amall numbers"
according to which even amall samplesa are highly repre-—

sentative of the populations from which they are drawn
(Tversky and Kaheman, 1982, p. 7)
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In addition, people do not take regressions towards the mean
sufficiently into account, and also tend to see correlations where none
exiat (Tversky and Kaheman, 1982, pp. 10, 13-14). Such errors could
readily lead the FOMC to make wrong decisionsg.*"

Particularly disturbing 18 that in estimaeting probability, people
overestimate the probabllities of conjuctive events, whlle underestimat-
ing the probabllities of disjunctive events. Similarly, even sophlisti-
cated people get confidence limits too low (Tversky and Ksheman, 1482,
PP. 10, 13-17). Since the success of Fed policliles often depends upon
the compounded probability of disjunctive events, such errors would give
the FOMC an unwarranted faith In its policies, if 1t frames the 1lssue as
followss: "Our policy will succeed only lf all the followling events
occur", By contrast, 1f it frames the issue as: "our policy will fall
only 1f the followling events occur', then 1t will derive a too pessgimis-
tic conclusion. In either case, errors in combining probabilitlies
could, at times, lead to serious errors in policy.

It is likely that the Fed, like other organizations, suffers from
over—-optimism, As Cyert and March (1963, p. 81) point out " expecta-
tions are by no means independent of such things as hopes, wishes and
the internal bargaining needs of subunits." Moreover, there 1is a
general tendency to overestimate one’s predicdive powers (Tversky and
Kahneman, 1982, pp. 8-9), as well as the control one can exerclise.
According to Ellen Langer (1982, p. 238): " People are motivated to
control their environment. . . . Most social scientist agree that therve
is motivatlion to maaster one’s environment, and 3 complete mastery would
include the abllity to “*beat the odds’, that 1s to control chance

events ., "
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It seems plausible that policy-makers are particularly likely to
overegstimate their own abilities., They attained their poaitions through
auccess in prior work. This success is likely to have resulted both
from abllity and luck, so that they tend to be people who have had more
than average luck. There 18 considerable evidence that people attribute
too much of their guccess to abllity, and too little to luck. (See Ellen
Langer and Jane Roth, 1975, Siegfried and Susan Streufert, 1969.) The
regsulting exaggerated belief of policy-makers in their abilities could
induce them to try overly ambitlous tasks, e. g., to reduce the varliance
of GNP by more than is feasible, with the result that the varlance of
GNP actually increases. (Such overconfidence of policy-makers is, of
course, a problem, not Jjust for the Fed, but for any organizatlion that
gelects its leaders on the basis of past achlievements.)

Moreover, the way Fed policy-makers are selected is lilkely to bias
monetary policy towards activism. Moast governors could earn more 1in
private pursuits, but became Fed governors because they want to serve
the public, or because they like to exercise power. A wish to serve the
public is more likely to be assoclated with a "can do" attitude than
with 2 bellef that the Fed should do little.

Biases Partly due to Organizational Problems

The FOMC recelves a vast amount of information on current and
projected conditlions; given the pervaslive uncertalinty about what 1t 1is
that really "matters"”, and disagreements among FOMC members about the
importance of various types of information, "informatlon flooding" 1s
almost inevitable. But 1t can degrade Judgement. Irving Janis (1982 p.
19¢6) states:

The mere fact that a huge overload of complicated infor-

mation has to be processed in order to arrive st an
optimal choice 18 sufficlent to induce competent and
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highly efficient decision-makers to resort to simple
decisglion rules that fail to take account of the full
complexlity of the issues at hand. Then too, there are
ego-defenaive tendenclies and all sorts of self-serving
biases that incline a person to lapse into wishful
thinking....

Then there is8 the finding that groups maeke riskier declislions than
1ts individual members would make on thelr own (Bazerman, 1986, p. 153).
It 18 not clear whether such greater willingness to take risk enhances
or degrades the quality of FOMC decisions, but it does suggest that the
FOMC might be willing to take excessive risk.

Decislons are also arffected by the way the problem is framed for
committee discussion (Bazerman 198¢). Conslider, for example, how the
FOMC might respond to a supply shock. If the gquestion before it is
whether to allow a temporary rvise In the inflatlon rate, ovr to generate
additional unemployment, the FOMC may well prefer the temporary risgse in
the inflation rate. But the question could Jjust as well have been posed
as a permanent rise in the price level versus a temporary rise in
unemployment .2 If so, the FOMC might make the opposite choice.*?

Finally, there 1ls "groupthink”" defined by Janis (1982, p. 9.) as a
"mode of thinking that people engage in when they are deeply involved in
a coheslilve in-group, when member’s striving for unanimity overrides
their motivation to realistically appralse alternative courses of
actlion.” Janis (1982, p. 243) argues that" a sizable percentage” of the
errors made by 2 pollcy-making group that is "moderately or highly
cohesive" are "at least partly attributable to groupthink.” The FOMC i

certalnly cohesive, and it meets some of the other characteristics that

Janis believes conducive to groupthink.



20

CONCLUSION

The various factors discussed here qualify the widely-held view that
the Fed functions 1like well-intentioned automaton. Political pressures
to which the Fed bends provide one major qualification. The factors
stressed by the public choice school probably degrade Fed policy-making
to some extent, though, plausibly not by as much as political pressures.
Finally, there are strong reasons for expecting substantial dysfunction
in Fed policy-making. The impact of each of these qualifications is
hard to quantify, but it seems highly probable that jointly they are
important enough to make the well-intentioned automaton view of Fed
behavior untenable.

Whether they are also strong enough to make counter-cyclical
monetary policy infeasible 1s hard to détermlne, because the success of
such a policy also depends on the length and varlability of the lag in
monetary pollicy, and on the Fed’s ability to forecast. If the Fed were
technically able to eliminate, say, 90 percent of the varlance of GNP,
then, despite the problems discussed here, counter-cyclical policy may
well succeed. However, 1if, even In the absence of these problems, the
Fed could reduce the variance of GNP by only, say, 5 percent, then
counter-cyclical policy is likely to be destabilizing. But while lags
and forecast errors obviously matter, the debate about discretionary

monetary policy should not be carried cut as though only they matter.
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FOOTNOTES
- I am indebted for helpful comments to T.Y. Shen.

1. The Fed obtained genuine freedom from the Treasury domination only
with the election of Pregident Elsenhower 1n 1953, The hypothesis that
there 18 a8 political business cycle could, of course, be applied also to
mid-term electionsgs, but is usually spplied only to presidentlial elec-
tions.

2. It might seem that the small slze of the sample does not matter if
the hypothesis 18 confirmed at the, say 5 percent level, But this is
not 80 if the significance test requires the assumption of a normal
distribution.

3. Given the use of the dollar as 8 reserve currency, the Fed faced
little constraint on inflationary pollicles even prior to 1971. (See
Briggs, Christenson, Martin and Willet, forthcoming.)

4., This 13 gimiler to what James Buchanan and Richard Wagner (1377},
following Sir Roy Harrod, have referred to as the "presuppositions of
Harvey Road ", and to what Graham Allison (1671) calls the "rational
actor" model.

5. This argument seems implausible on the surface because the Fed sets
1ts own budpet, but it should be evaluated by empirical tests.

6. Other papers in the Toma and Toma volume discuss such issues as the
relation of the Fed and Congress, and the Board’s treatment of Federal
Reserve Banks that publicly disagree with 1t,. An interesting applica-
tion of public-choice theory not included in the Toma and Toma volume 1ig
Sanford Borins (1972)

7. That maximizing the welfare of a3 government agency ls frequently
altruistic rather than selfish behavior weakens the claim of public
choice theory that it explains public and private actions 1In the same
way.

8. Allsion (1977, p. 93) reports that during World War I1, "when a
breakthrough cracked the Japanese codes the question in the Navy was
less “*What do these messages mean?’ than “Who would perform the task of
serious evaluation of enemy intention?”".

9. See also William Yohe (1966)

10. The experiment cited by Tversky and Kahneman is one in which the
subjects were glven a description of someone resembling the stereotype
of a librarian and asked if that person was more likely to be a librar-
lan than 3 farmer, saleswman, etc. The subjects disregarded the fact
that there are more farmers and salesmen than llbrarians.

1. In an experiment using an artiflicial market Colin Camerer (1987)
found that, while there was some appatent blas in eastimating probabil-
itles, the blas was not large, at least by some measuresn. But the way
the Fed makes decisions may be less conducive to rational decision-
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making than Camerer‘s experiment.

12, The price level, and not just the inflation rate matters because of
long term contracts. If prices rise 1in, say 1985, and stabllize at the
higher level in 1986, those who bought long~term bonds in 1984 are
worse off 1ln 1987 as well ag in 1985.

13. Another example of the importance of framing 18 provided by the way
the FOMC arrives at its Directive for open-market operatlons. The Staff
prepares (or prepared, FOMC minutes have not been kept since 1976) three
alternative Directives of different degrees of restrictiveness. Not
surprisingly, the FOMC then tends to choose the middle onc. Since the
chairman can work with the staff in developing these Directives, this
procedure enhances the chairman’s power,
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