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INTRODUCTION


Over the weekend of February 22, 2020, Saudi Crown Prince Mohammed bin Salman hosted the finance ministers and central-bank governors from the Group of Twenty nations, a forum for the leaders of the world’s largest economies. The prince was eager to use the event in Riyadh to showcase his country’s modernization, although the progress was relative; one of his most radical steps was allowing women to drive.


The summit featured icons of Saudi culture—which explains how Federal Reserve Chair Jerome Powell and Treasury Secretary Steven Mnuchin each ended up donning a leather glove and posing with a gray feathered falcon, Saudi Arabia’s national bird. The most powerful players in the global economy also held up their iPhones to video a white camel parading through a palace courtyard. The animal, named Most Beautiful Camel at the annual King Abdulaziz Camel Festival, had won hundreds of thousands of dollars based on criteria such as hair color and lip plumpness. Powell’s colleague at the Fed, governor Randal Quarles, and François Villeroy de Galhau, governor of the Banque de France, snapped a photo together in front of the mammal.


The trim, silver-haired Powell, who had spent his career at top-flight law firms, investment companies, and as a White House appointee, moved comfortably in these rarefied settings. He had survived a tumultuous first two years at the top of the Fed, earning the respect of Democrats and Republicans for his levelheaded leadership in the face of constant attacks from President Donald Trump. By most metrics, the US economy he was responsible for monitoring was in very good shape after the central bank had shifted from raising rates in 2018 to cutting them in 2019, a humbling U-turn. But the conference’s luxuries and cultural trappings offered just a temporary distraction from unsettling news about a virus that had recently emerged in the Hubei province of China.


That weekend, the novel coronavirus had gone viral, with outbreaks now multiplying in Iran, South Korea, and Italy. In Riyadh, there was little opportunity for Powell or other global economic leaders to officially discuss global responses to the virus—the summit had been planned down to the minute many weeks earlier. Talk on the sidelines of the conference, however, quickly turned to how northern Italy was sealing off eleven towns inside a quarantined zona rossa, or red zone, enforced by military police. Major events such as the Venice Carnival were being canceled. Guests didn’t know what to think—it all sounded like something out of The Andromeda Strain, the 1969 Michael Crichton techno-thriller about a deadly rogue pathogen from outer space. Would it be a worse repeat of the 2003 SARS outbreak, which killed hundreds, primarily in East Asia? Or something more serious? Over 2,300 people had already died, almost all of them in China.


Powell—who was not trained as an economist—had spent hours poring over economic papers and textbooks when he first joined the central bank in 2012 so he could take part in monetary debates. In recent weeks, he had added the latest epidemiological research to his evening reading diet. There were still more questions than answers—the virus appeared to be less lethal than Ebola or SARS, but it was extremely contagious.


In Riyadh that weekend, Powell walked away from a private meeting with Lee Ju-yeol, the head of South Korea’s central bank, struck by Lee’s firsthand report over the stringent public-health measures already being deployed in South Korea to prevent outbreaks. Not good, thought Powell. Until then, Powell shared the consensus view that the virus might sap Chinese demand and roil supply chains for a couple of quarters, denting growth in Asia, but it would not be memorable for the United States. The previous week, for example, Apple had announced it would miss its quarterly sales goal because of chaos caused by the coronavirus in China. Unfazed investors sent the tech-heavy Nasdaq stock index to a record high the following day.


When it was his turn to address the international delegations, Powell slapped a huge disclaimer on his cautiously positive outlook. “I hold these views with very, very low confidence,” he said, “and I’m really wondering whether they’re right at this point.” His private remarks would have been especially notable if they became public because the Fed leader’s words can cause huge, nearly instantaneous drops in investor confidence and stock markets.


Officials from Hong Kong and Singapore—areas that had been heavily affected by similar earlier viruses—skipped straight past standard monetary-policy measures and discussed extensive, much more radical, fiscal measures, such as income-replacement programs, that were being rolled out to defend against the virus’s disruptions. It was a wake-up call for Western financial officials.


On his last day in Riyadh, Powell began to think it was only a matter of time before virus clusters would multiply through US cities. He called his colleagues at the Fed. “What capabilities are available to the Treasury to do anything specific about this?” he asked. “And by the way, what authorities do we actually have?”


During the previous year’s trade war, Trump had come up with a farmer-bailout program that ultimately directed nearly $25 billion to offset losses in exports. Was there a similar way for the Treasury Department to quickly make government payments available if American cities had to start shutting down commerce to stop the spread of the virus?


During a television interview from Riyadh on Sunday, February 23, Mnuchin, a former partner at Goldman Sachs with jet-black hair and black-framed eyeglasses, said there was “no question” that the US government had a backup plan to deal with a contagious virus, but he also said it was too soon to say what that would entail. “In another three or four weeks, we’ll have much better data,” he said. “I don’t think people should be at the point where they’re panicked. On the other hand, it is concerning.”1
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On Monday, February 24, Powell climbed on a jet for the flight back to Washington, DC. In 2018, he’d been asked at a forum if he slept well at night. “No one wants a central banker who sleeps well,” he joked. “What good is that?” But there wasn’t much he could do for the moment. He switched off his phone and settled in for the fourteen-hour flight.


When the plane touched down at Dulles International Airport outside Washington, Powell switched on his phone. The news was all bad. Italy and South Korea had announced more deaths. Additional countries were imposing travel restrictions. The Dow Jones Industrial Average had tanked, falling 1,000 points. The Centers for Disease Control wasn’t calling it a pandemic yet, but the markets were treating it like one.


There are two sides to Powell’s job. One could fairly be described as boring—regulating banks and the supply of credit to keep the economy growing steadily. These decisions on dry monetary policy, however, can have tremendous influence over people’s lives. Setting the price of money influences the prices Americans pay on their credit-card balances, their car loans, their mortgages. Changes in the prices of stocks and bonds can influence how much large and small companies are willing to hire, invest, and save.


The other side of his job is harder to quantify: maintaining confidence in the financial system. In a few hours on that Monday, investors had erased the Dow’s gains for the year to date. The Fed’s job, of course, isn’t to respond to normal ups and downs in markets. But when investors and corporate finance chiefs are forced to make very sudden changes in their investment plans, the risk of a market crack-up or panic soars. In late February, those risks accelerated. The Federal Reserve had been created 107 years earlier to prevent a rerun of debilitating banking panics by serving as a lender of last resort—a role that it had embraced during the Great Recession of 2008.


Even with interest rates at historically low levels, that episode illustrated how Powell had plenty of tools at his disposal. He led an institution with almost magical powers—lending money that it creates out of thin air. American presidents can order troops to war and a midnight air strike, but they can’t spend $1 trillion unilaterally. The Fed can.


At the same time, politics, monetary theory, and decades of Fed history meant that Powell’s job wasn’t as simple as pointing a money hose at a problem. The central bank can help boost demand when the economy slumps; there was no precedent for what policymakers would soon face—the equivalent of an economy placed into a medically induced coma. And rash action risked panicking the markets further. As he disembarked from the plane, Powell already knew one thing: doing nothing was not an option.
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The next day, Dr. Nancy Messonnier, director of the CDC’s National Center for Immunization and Respiratory Diseases, offered an austere assessment of the public-health situation. “It’s not so much of a question of if this will happen anymore, but rather more of a question of exactly when this will happen and how many people in this country will have severe illness,” she said at a press briefing.2


Messonnier described how she had told her children that morning about the potential for severe disruptions to everyday life, including school closures and telework, and she calmly advised Americans to begin preparing for similar “significant disruption of our lives.” Unnerved by the candor, the Dow dropped another 879 points on Tuesday.


The White House continued to deny that the virus would have much impact. That same Tuesday, February 25, after two straight days of a plunging Dow average, Larry Kudlow, Trump’s director of the National Economic Council, appeared on CNBC. Fed governor Lael Brainard, at a conference in Amsterdam, caught part of the interview. Kudlow had just walked out of a meeting with senior health advisers and thought he was simply reiterating the points they had covered. “We have contained this,” Kudlow said from the briefing room. “We have contained this—I won’t say airtight, but pretty close to airtight… I don’t think it’s going to be an economic tragedy at all.”3


Brainard couldn’t believe what she was hearing. Oh my God, she thought. These guys think this is all about the stock market. They just don’t get it.


The next morning, President Trump fired off a tweet blaming cable news for overhyping the “Caronavirus” and panicking markets. Then he called Powell to tell him how big a loser he was. The dollar had strengthened over the prior week—as it usually does when investors get nervous about financial volatility. The strong dollar was killing the United States, Trump said.


The president envied negative interest rates in Germany and incorrectly believed that if the US had negative rates, he could call due existing Treasury debt, like the mortgage on a hotel, and replace it with new, negative-yield debt. After decades in real estate and three years as president, Trump still didn’t understand the difference between public and private debt. Trump told Powell the Germans were laughing their heads off at the Fed chief. “They think it’s so funny that you don’t understand any of this, how they’re picking our pockets because of you, and they tell me this personally,” Trump said to the man he had put in charge of the central bank two years earlier.


On this and other occasional calls, Trump would also refer to the CEO of Caterpillar, the giant maker of construction equipment and engines, who, the president alleged, had said the Fed was the reason the economy was not growing faster. After Trump first brought up the company, Powell read Caterpillar’s earnings reports and found no such mention of the Fed or a strong dollar. But with Trump, reality didn’t matter.


Powell summoned the discipline that had served him well over the past year of similar outbursts. The only promise I can make you, Powell would offer politely, is to do my absolute best for the people that we both serve. He pledged that the Fed was devoting lots of thought and analysis to what was happening, and that it would use whatever tools would be needed. Trump’s public threats and needling would soon be the least of Powell’s worries.


At 10 a.m. Wednesday morning, Powell and a dozen Fed officials convened their first Covid-19 crisis-planning meeting in a wood-paneled conference room on the fourth floor of the Marriner S. Eccles Federal Reserve Board Building overlooking the National Mall. The Fed had already put in place certain safeguards, such as quarantining paper money returning from Asia just in case it might spread the virus. The discussion turned to what might happen to the US economy if and when the virus arrived.


At the time, the Fed was preparing for a one-quarter slowdown. Officials could see anecdotal reports that foot traffic at shopping malls was declining. It seemed likely that air travel and hotel bookings would soon follow. But they believed the economy—then in the middle of the longest continuous expansion since the Civil War—could still avoid a recession. It was a classic case of the human tendency to absorb big news slowly. What’s more, none of the experts around the table had any historical context for what happens when a $20 trillion economy shuts down, either voluntarily or by government decree.


Powell, who sat at the head of the conference room, had encouraged his board members to ignore received wisdom and economic orthodoxies. He turned to Vice Chair Richard Clarida and pressed him for his worst-case scenario. “Don’t tell me what’s plausible,” said Powell. “What’s the real worst case?”


“Well, Jay, if we become Italy, and we shut down the entire economy, then this will be a bigger hit than the Great Depression,” Clarida said.
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The names of Fed chairs are often well known—Paul Volcker, Alan Greenspan, Ben Bernanke, Janet Yellen—but the central bank’s leaders operate mostly in the background, giving bland speeches in drab hotel ballrooms to chambers of commerce and economics clubs, away from the harsh political glare bathing other institutions such as Congress and the Supreme Court.


There are certain moments, however, when the Fed sheds those reservations and becomes what is tantamount to a fourth branch of government. In crisis, the Fed chair’s words are more closely watched by global money managers and CEOs than anyone else’s in the world, including those of the US president. On the precipice of catastrophic financial meltdowns, the normally staid and predictable Fed can move faster and more powerfully than any other arm of the government.


The Pandemic Crisis would be one of those moments.


3















Chapter One



HAWKS, DOVES, AND JAYBIRD


Jerome “Jay” Powell grew up the second of six children in Chevy Chase, Maryland, a Washington DC suburb with picturesque Cape Cod–style homes that sits about seven miles from the Fed headquarters.


His upper-middle-class family were among the first Catholics to join the prestigious Chevy Chase Club, where his father, also named Jerome, would serve as president. The elder Powell saw combat as an Army infantryman in Europe during World War II before a career as an accomplished lawyer who represented companies in labor disputes. Powell learned from his father how to measure his words carefully. Patricia Hayden, Powell’s mother, graduated valedictorian from Trinity College in Washington before going to work as a statistician for the Army Map Service. After marrying the elder Powell, she volunteered widely and worked part-time for the Republican National Committee.


Powell, whose family called him “Jaybird,” followed his father to Georgetown Prep, a strict all-male Jesuit high school in nearby Bethesda. Students wore jackets and ties, attended Mass every day, and were assigned to detention called JUG, short for Justice Under God, for minor violations—such as arriving late to class. Georgetown Prep graduated future diplomats, congressmen, senators—and the first two justices Donald Trump would seat on the Supreme Court, Neil Gorsuch and Brett Kavanaugh. Powell was popular, played center for Prep’s “Little Hoyas” football team, and was a good student. His classmate Francis Rooney, later a two-term Republican congressman from Florida, recalls Powell as “killer smart.”


Despite a first-rate education—he graduated from Princeton University, where he majored in government, in 1975—Powell considered himself a bit of a late bloomer. That summer, he traveled through Europe with his guitar, entertaining a crowd at a Paris café with “I’m So Lonesome I Could Cry” and other Hank Williams ballads. Back in Washington, he took a job working for a friend’s father at an office-supply company, then became an assistant to a senator on Capitol Hill. After watching former classmates take high-paying and prestigious jobs, he rediscovered his drive at Georgetown University’s law school.


After graduating from Georgetown, Powell went on to a clerkship and a few years at prestigious Manhattan law firms before switching to investment banking in 1983, joining Dillon, Read & Company, led by a low-key but well-connected New England blueblood named Nicholas Brady.


Two years later, in 1985, Powell married Elissa Leonard, a Harvard-educated producer and writer of science television shows who was friends with Powell’s younger sister. Leonard kept her last name and would eventually put her career on hold after their first two of three children were born.


At Dillon Read, Powell snagged a meeting with Brady and introduced himself as a Washington native who was interested in public service and ready to make himself helpful however he could. His colleagues at Dillon Read rolled their eyes: Time spent in Washington was time wasted; it didn’t generate new banking business. Powell didn’t care, and his connection to Brady paid off.


A few months later, Dillon Read found itself defending the petroleum exporter Unocal Corporation in a takeover bid from T. Boone Pickens, the corporate raider. Brady called Powell down to Washington to accompany him on meetings with top officials at the Treasury, White House, and Congress.


President Ronald Reagan tapped Brady to chair a task force that reviewed the Black Monday stock market crash of 1987, then named him Treasury secretary a few months before Brady’s friend, George H. W. Bush, became president. It seemed like a plum opportunity for Powell, but to his disappointment, Brady had agreed not to bring anyone from his firm down to DC.


Two years later, a partner at Dillon Read leaned into Powell’s office to tell him Brady was looking for a new assistant secretary:


“Nick wants someone who’s like a carbon copy of Jay Powell.”


Powell offered a few names before adding, “But why settle for a cheap imitation?”


He got the job. A few months later, Powell called up his old Wall Street law firm, Davis Polk & Wardwell, and said he needed a hardworking assistant. They recommended a thirty-three-year-old, Ivy League–educated lawyer, Randal Quarles. Powell hired him, launching the public-policy career of another future Fed colleague.


Financial crisis 101


1990 wasn’t the easiest year to start work at the Treasury. Over the previous few years, the country had been rocked by financial collapses and corruption. A rolling savings-and-loans crisis had resulted in the collapse of over 1,000 banks and depositories and still wasn’t fully contained. The bank-deposit insurance fund—which guarantees that bank customers will be able to withdraw their money even in a crisis—was depleted. The economy entered a recession.


It was, however, the perfect time to learn firsthand how to deal with unpredictable crises. In early 1991, Powell found himself at the center of a disaster involving the Bank of New England, a large regional bank on the brink of failure as a result of the recent collapse of the commercial and residential real-estate markets. Powell and other regulators wrestled with the potential consequences of a bailout. The immediate stakes were not catastrophic—the Bank of New England was only the 33rd largest bank in the country—but the basic questions were the same as when a Citigroup or Lehman Brothers was courting insolvency. A fraction of the $19 billion in deposits at the bank and two of its sisters were in accounts that exceeded the amounts guaranteed by the Federal Deposit Insurance Corporation. Should the government let market forces wash away poorly managed institutions? Or did it have a responsibility to prevent shocks to the bigger economy?


Robert Glauber, a Harvard academic whom Powell reported to, came down firmly on one side: he hated bailouts. Powell huddled with Fed governor John LaWare at a Treasury Department conference room where Glauber pounded the table and insisted the depositors take a haircut and pay for the sins of the bank. If we always run to the rescue, he said, it creates a “moral hazard”—a term the insurance industry uses to refer to people who take risks knowing they’re protected against larger losses.


After Glauber got off his soapbox, LaWare calmly laid out the Fed’s line: “You’re the government, and you can do whatever you want, but here’s what we think will happen if we haircut uninsured depositors. There will be a run on every American bank when they open Monday, and all these money-center banks will be at our door. Do you really want to run that test, Bob?”


The fear of a bigger crisis trumped the concern about bailouts.


“We chose the first option, without dissent,” Powell said.1


Upping the ante


A few months later, Powell again wrestled with the problem of what to do with a financial institution on the verge of insolvency—this time, with greater stakes. Salomon Brothers had dominated 1980s Wall Street, both financially—the investment bank was consistently one of the most profitable firms—and culturally. It was the fictional backdrop for The Bonfire of the Vanities, Tom Wolfe’s 1987 satire of an ambitious bond salesman, as well as the actual setting for Michael Lewis’s 1989 Liar’s Poker, a searing critique of testosterone-driven trading culture. But by 1991, as the Wall Street party was quickly turning into a hangover, the all-powerful Salomon Brothers had hit a wall.


The trouble for the bond-trading giant began in late May, when federal regulators started investigating how Salomon and a few of its customers had ended up controlling 94 percent of the market for two-year Treasury notes. By cornering the market, Salomon could force dealers who had been shut out of the auction—together with arbitrageurs who had bet prices would fall and had sold such securities “short”—to buy the notes back from Salomon at higher prices.


Salomon was one of an elite group of thirty-nine “primary dealers” authorized to trade directly with the New York Fed, which transacts in markets on behalf of the US Treasury. Primary dealers buy Treasury securities directly from the government and resell them to other investors. The total purchases of any one buyer are limited, but Salomon had gotten around that rule by buying securities in its clients’ names—without their knowledge—and then using the combined purchases from multiple clients to corner the market.


As the regulators kept digging around, Salomon executives hoped to put the scandal behind them when they disclosed how a senior trader had flouted government rules and rigged the bidding. The revelations sent ripples through the $2.2 trillion market for Treasury securities. Had other dealers joined Salomon in manipulating pricing? Why had Salomon executives not come clean earlier? Was the US government paying more to finance the federal debt as a result of the rigging? And why hadn’t regulators noticed sooner?


In the messy aftermath, the New York Fed forced out Salomon’s legendary CEO and chairman, John Gutfreund.2 The government was also contemplating a harsher penalty: suspending the firm’s privileged status as a primary dealer in Treasury securities. Even though government bond trading didn’t account for much of the firm’s total revenues, the move could still be tantamount to a death sentence for the firm in the eyes of its creditors. Salomon depended heavily on short-term borrowing to finance its trading operations. If the Fed cut off Salomon, its lenders could refuse to extend new loans, forcing a fire sale of its assets that would almost surely dissolve the storied firm into bankruptcy.


Revered investor Warren Buffett, the firm’s biggest shareholder, had agreed to help clean up the mess and soothe markets by stepping in to serve as chairman. But he threatened to back out if the Treasury decided not to allow Salomon to keep its privileged relationship with the Fed. A game of high-stakes brinksmanship ensued.


On Sunday, August 18, 1991, Powell found himself in the middle of a series of urgent calls among some of the most powerful people in finance—Brady, Greenspan, New York Fed president Gerald Corrigan, and Buffett—about the fate of one of the most powerful firms on Wall Street.


The clock was ticking. Salomon’s board was set to meet that afternoon to elect Buffett—known as the “Oracle of Omaha”—as chairman. The board had already called a 2:30 p.m. press conference to make the announcement. But Buffett balked when, that same morning, Treasury announced that it would follow through with the sanctions that would revoke Salomon’s status as a primary dealer.


Buffett wanted to shore up confidence in the existing firm, not mop up a total mess. “I am not going to spend the rest of my life shepherding the greatest financial disaster in history,” he said.3


Corrigan thought Buffett was bluffing. He figured there was no way Salomon’s biggest shareholder would flush his stock down the drain. He also thought Buffett was exaggerating the consequences of revoking Salomon’s status.


Buffett countered with an ugly picture of handing off a bankrupt Salomon: “We were going to find a judge someplace in Manhattan, walk in on him while he’s watching baseball probably and eating popcorn at two in the afternoon, and tell him, we’re handing you the keys, you’re running the place now. By the way, what do you know about Japanese law, because we owe ten or twelve billion dollars in Japan?”4


Powell himself had doubts about taking a hard line on Salomon. He knew Treasury had no plan for handling the failure of a firm that big. And what if Buffett was right? If Salomon’s board met and then didn’t announce a new chairman, would traders in Tokyo set off a chain reaction when trading opened that evening by refusing to roll over the bank’s loans?


Buffett made a final emotional appeal to Brady that Sunday.


“Well, I don’t think you’re right, but I believe that you believe that you are right,” Brady said. Buffett would later call it “among the most important sentences I’ve ever heard.”5


Brady, Powell, and the other regulators agreed among themselves to a compromise: if Buffett would stay, they would partially reverse the penalties. Salomon could bid in Treasury auctions for its own accounts, but not for other customers.


Powell was nominated to deal directly with Buffett, but Corrigan wanted him to update the rest of the team before agreeing to any final deal. Brady shot Corrigan down. He was the type of boss who, once he trusted someone, would throw them into the deepest part of the ocean.


“I trust him. Just go do it, Jay,” Brady said.


So Powell called Buffett and explained the new offer. “Will that do?” Powell asked.


“I think it will,” Buffett said.6


Powell was finally able to exhale. “The firm’s failure,” he said years later, “would almost certainly have caused massive disruption in the markets.”7


After persuading Buffett to stay on, Powell had another, more-public role in the Salomon mess: a Senate hearing. Lawmakers want to appear firm when dealing publicly with the bosses of big financial institutions—it showcases their independence from moneyed elites.


Wednesday, September 4, 1991 was Salomon Brothers’ turn in the hot seat. In this case, though, it was a chair behind a large wooden table in a cavernous hearing room on Capitol Hill. Dark red curtains covered the floor-to-ceiling windows. And the first person to occupy the seat had been an executive at Salomon for less than a month.


Cameramen crowded around Buffett in the standing-room-only hearing chamber. He used his homespun Nebraska charm to placate angry lawmakers, beginning with this apology that vowed changes in the bank’s culture: “Lose money for the firm, and I will be understanding; lose a shred of reputation for the firm, and I will be ruthless.”


Later, lawmakers hauled up the Treasury regulators to find out what had gone wrong on their end. Had the government been asleep at the wheel?


The thirty-eight-year-old Powell, with a shock of silver in the middle of his dark hair, had been at Treasury for only about a year, but he wielded a notable ability to dial down the pressure in a room. He assured lawmakers the government would treat the scandal that was roiling the market for US debt with the utmost seriousness.


The Treasury market “is the bedrock of the world financial system,” said Powell.


When a skeptical congressman from Kansas asked him why Treasury hadn’t detected Salomon’s false bids earlier, Powell raised his eyebrows and lifted his hand.


“The fact is, we did catch it, and that’s why we’re sitting here,” said Powell.


Another representative from Ohio piled on: Hadn’t the Treasury simply gotten lucky because Salomon’s behavior grew so sloppy?


“They fumbled the ball,” the congressman said. “You recovered the fumble.”


Powell held his ground. “But why did they fumble? They were hit. They didn’t just fumble in open field.”


His retort drew laughs from the chamber, and even Powell’s interlocutor cocked his head and grinned.8


Brady had given Powell a chance to cut his teeth in public service, and Powell seized it. When Glauber returned to Harvard in 1992, Brady promoted Powell to be the undersecretary for domestic finance.


Finding fortune


After Bush left office in 1993, Powell returned to the private sector, primarily in mergers and acquisitions. Over the next decade and a half he made a ton of money, although he didn’t always jibe with the culture on Wall Street. Not long after he joined Bankers Trust, traders of novel securities called derivatives were caught on tape bragging about how they had screwed over the bank’s unsophisticated customers. Lawsuits followed. Powell wanted no part of it and left.


He rejoined Dillon Read as head of mergers in 1995 for a couple of years before moving back down to Washington to join the Carlyle Group, a growing private-equity firm. Powell started and led the industrial group within the firm’s buyout fund. His biggest hit was the acquisition of Rexnord Corp., a Milwaukee-based maker of auto parts, which Carlyle sold a few years later to another private-equity firm for more than double what it initially paid. But by 2005, the corporate-buyout market looked more and more like a bubble. Powell, a conservative, cash flow–oriented investor, didn’t like being part of the perilous game of hot potato. He also didn’t mesh with Dan Akerson, a former naval officer and technology executive who had been brought in to run industrial buyouts for Carlyle. Powell confided in one of Carlyle’s partners that he was unhappy in his work.


“You were great,” the partner told Powell, “but other people are making a shitload of money doing deals at ten times earnings, and that’s just not going to be you.” Powell decided to leave.


“Jay was not as driven by making large sums of money as people often can be in this business,” said Carlyle’s founder, David Rubenstein. “You get on what I call a money merry-go-round, and when you get on it, you can’t get off it. Jay was not seduced by that—and he had already made a fair amount of money by any normal human standards.”9


Powell, at fifty-two, was indeed financially secure—his financial disclosures years later would report assets worth between $19.7 million and $55 million10—but he wasn’t ready to retire. One venture with another Carlyle alumnus never advanced beyond a business card. After a few more years in the wilderness—Powell did a stint at an asset manager run by his late brother-in-law called the Global Environmental Fund—he pursued a dream his father had deferred: As a college student in 1973, Powell had seen his father turn down a chance to accept a posting in Richard Nixon’s Labor Department. Government work simply wouldn’t pay college tuition for six kids. But the wealthy, younger Powell didn’t have to worry about that.


There was one problem. By the time Powell decided to return to government work in 2010, there was no obvious place for him. Powell, a registered Republican, was unlikely to find work in the Democratic administration of Barack Obama. So he did what people in Washington do when their party is out of power: he joined a think tank. Powell signed on at the centrist Bipartisan Policy Center as an unpaid adviser.


Hitting the ceiling, opening a door


Republicans scored huge wins in the November 2010 midterm elections, retaking control of the House of Representatives with a commanding majority. The influence of the Tea Party movement within the GOP surge ratcheted up the partisanship, quickly choking legislative action.


The success of the insurgents also emboldened conservative lawmakers to take a hard line: they refused to raise the federal borrowing limit. Their strategy was to use the threat of a default on US government debt to bring the White House to the bargaining table, where they could demand steep cuts in spending.


One critical issue in the debate was when the government would run out of money. If the Treasury invokes “extraordinary measures,” it’s able to operate for a few weeks or months past the date when it is unable to increase borrowing by employing emergency cash-management measures. Powell, who had the luxury of being in an academic position, decided to pinpoint when, exactly, the government could no longer keep the lights on.


That spring, Powell compiled a spreadsheet that modeled daily cash flows—estimating future payments owed and incoming revenues—to approximate what he termed the “X Date,” or the specific day on which the US would no longer be able to make required payments to veterans, retirees, or bondholders.


A couple of weeks after he published the analysis online, his blog post went viral. As the standoff heated up, Powell began getting calls from newspapers and radio stations across the country.


The loudest conservative commentators held seemingly contradictory positions. Some accused the Obama administration and business leaders of exaggerating the consequences of default when talking about the necessity of coming to an agreement. But at the same time, they argued that the crisis they were inviting would be so serious as to force their longstanding goal of cutting government retirement and health-care spending programs.


In a May 14, 2011 Wall Street Journal interview, billionaire investor Stanley Druckenmiller encouraged conservative lawmakers to hold firm.11 He claimed the US was heading toward a “Greek situation” of unsustainable borrowing “in six or seven years.” Druckenmiller encouraged delaying debt payments for “six, eight or 10 days” to force a grand bargain to entitlement-spending programs.


Powell agreed that government spending was on an unsustainable path. His experience supervising debt-management policy at the Treasury in the early 1990s, however, led him to a different conclusion about the budget standoff. Powell believed Republicans were being led down a dead end by partisans. They were playing politics without really understanding the consequences of taking hostage the nation’s sterling credit. He also thought the arguments advanced by people like Druckenmiller were crap.


Powell wrote in a letter to the Journal, “Any credible threat of a default would run unacceptable risks for the markets, the economy and our standing in the world.… We must fix our entitlements. It won’t happen in ‘six, eight or 10 days.’ Threats of default will not help to build the broad public support and bipartisan agreement that will be necessary.”12


While Powell was pushing pragmatism, White House officials were pulling out their hair trying to convince rank-and-file Republicans of what boiled down to the same arguments. This partisan logjam opened Powell’s unlikely path back into government.


In the spring of 2011, Powell visited the Treasury to make sure his cash-flow estimates weren’t way off base. If I’m wrong here, he told Treasury Secretary Tim Geithner’s staff, I’ll throw this in the trash. If I’m right, I’ll be a big advocate for raising the debt ceiling and explaining it.


The GOP had stopped listening to Obama or Geithner. Maybe intransigent conservatives would listen to the silver-haired Powell? The former finance executive was a Republican with solid markets cred.


Soon Geithner was back-channeling regularly with Powell. Treasury officials—who don’t publicly release their own estimates—began to refer journalists to Powell. He also began meeting with lawmakers and their staffs.


On Capitol Hill, Powell stuck with his “Just the facts, ma’am” approach. He wasn’t lobbying. His presentation simply spelled out what would happen when the government ran out of money. The facts spoke for themselves.


Powell estimated the Treasury would be unable to pay its bills after August 2. On Wednesday, July 13—twenty days before “X Date”—he briefed Republican congressional leaders. Impressed, they brought him back to brief the entire House GOP conference at a raucous 8 a.m. meeting that Friday. The leadership said Powell was simply there to provide information, not persuade. The response to his take-your-medicine message was mixed. Some conservatives and Tea Party members were elaborately rude, but his analysis clicked with establishment Republicans who needed to hear an outsider say, “There is no other credible choice.”


Powell’s visit to the lion’s den burnished his appeal as a non-ideologue who wasn’t going to sugarcoat things. Afterward, House Speaker John Boehner explained to Obama that Boehner still lacked the votes to raise the debt limit, despite bringing in “this Powell guy” to explain everything.


After Congress and the White House reached an intricately crafted compromise to raise the debt limit on August 2, a grateful Geithner asked Powell if he would accept a government appointment. Powell was, of course, enthusiastic.


The debt limit showdown was resolved, but partisanship was creating another headache for Geithner: Obama had nominated a professor at the Massachusetts Institute of Technology named Peter Diamond for one of two seats on the Fed’s Board of Governors. Diamond had recently won the Nobel Prize in economics. Republicans said he was unqualified.


Looking for a way to assuage the GOP, Geithner suggested pairing Powell, a Republican, with the other nominee, Harvard professor Jeremy Stein, a Democrat, to break the impasse.


Just before Labor Day, Geithner’s chief of staff asked Powell if he wanted to join the Federal Reserve’s Board of Governors. Powell took the night to think it over, then called back.


“Yeah, I do,” he said.


At the end of 2011, Obama formally nominated Powell to fill the final two years of a vacant term. The Senate confirmed him the following spring. He was joining an institution with loads of experience navigating messy political battles.
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Chapter Two



“THIS FEDERAL RESERVE PLACE”


In October 1907, a group of investors attempted to corner the market on shares of the United Copper Company. They failed spectacularly, causing a run on the lenders that had financed the scheme, which in turn instigated a more generalized panic. Over the next few weeks, New York City’s third-largest trust and numerous regional banks failed. The crisis subsided only after the financier J. P. Morgan put up a large sum of his own money to stabilize banks.


Relying on the country’s wealthiest citizens to manage future crises was clearly no way to run a national financial system. Lawmakers began a series of negotiations, encouraged by Wall Street financiers, which in 1913 led to the creation of America’s own central bank: the Federal Reserve.


From its beginning, the Fed was criticized by populists as too close to wealthy banking interests, but the institution was also relatively weak. In a compromise with agrarian interests who were suspicious of a national bank controlled by East Coast bankers, the Fed had been created as a decentralized network of private banks based in different major cities across the country. On the eve of the Great Depression and the 1929 crash, the Fed had little power—and failed to use what it did have—to stem what is still considered the worst economic crisis in the nation’s history. Officials made a series of policy errors, standing by while hundreds of banks failed.


The autonomy that the Fed would later carve out for itself took decades to build and featured high-stakes battles and some painful mistakes. A brief history of the Fed demonstrates why the modern central bank and Jay Powell never took this hard-won independence for granted.


A centralized central bank


The failures of the Fed in the first years of the Great Depression led to the most significant overhaul in its history. Franklin D. Roosevelt’s Fed chair, Marriner Eccles, was in many ways the embodiment of the American dream. His Scottish-born Mormon parents immigrated to Utah when the state was still a territory and, through hard work, built up extensive business interests. Only twenty-two years old when his father died, Eccles capably guided the businesses, which had expanded into banking, through the early years of the Great Depression.1


Despite never graduating from high school, Eccles came to the kind of radical ideas on government spending that made him an American version of John Maynard Keynes—before the celebrated British economist had published his most important works. Among these ideas was that the way out of the Great Depression was a fiscal policy that increased government spending to fill the gap left by anemic private demand.


Eccles accepted Roosevelt’s offer to lead the Fed in 1934 only after the president agreed to back a series of changes to centralize the Fed’s authority in Washington. The extreme economic crisis—unemployment stayed above 20 percent for all of 1934—was the perfect environment for a fundamental redesign of the Fed. The regional Fed banks, which were jointly owned by private local banks, would stay in places like St. Louis and Dallas. But on the “really important questions of policy, authority and responsibility,” Eccles wrote, authority would now be “concentrated in the board.”2


To address concerns from Congress about the increased potential for political meddling in monetary policy, the seven presidentially appointed governors on the Washington-based board would enjoy fourteen-year terms to insulate the central bank system from radical shifts in direction or political pressures. No longer would the Treasury secretary or Comptroller of the Currency serve as ex officio members of the board. And to further limit the chances of a single president dominating the makeup of the Fed, the governors’ terms would be staggered; a new term begins every two years.


The Eccles reforms put decisions about expanding or contracting the money supply in the hands of a twelve-member group called the Federal Open Market Committee, or FOMC. The seven presidential appointees on the Washington-based board would become permanent members, along with the president of the New York Fed. The other four would rotate among the presidents of the other eleven Fed banks. The reserve-bank presidents underscore the private-public hybrid of the Fed system. Nationally chartered banks are required to own stock in their regional Fed, each of which is a private institution with a board that names its president, subject to the approval of the board of governors in Washington.


In 1937, the Fed consolidated its growing staff in a downtown DC building across from the National Mall. With an exterior of imposing Georgia marble, the four-story structure is known, appropriately, as the Marriner S. Eccles Building.


Eccles didn’t rush to use the Fed’s considerable new power. He believed the Fed’s tools were better suited for slowing down an overheating economy than for jump-starting a contracting one. “One cannot push on a string,” he told lawmakers at hearings in 1935.3 In the years after Roosevelt’s initial reforms, “the Treasury usually led and the Federal Reserve usually followed,” historian Allan Meltzer wrote.4


After the attack on Pearl Harbor drew the United States into the Second World War, long-term Treasury yields jumped. Higher yields send borrowing costs up and can curb investment, spending, and economic growth. To free up resources for the war effort, the Fed agreed to cap certain Treasury yields by purchasing securities as needed to hold rates down. On March 20, 1942, the Fed and Treasury agreed that the Fed would cap long-term Treasury yields at 2½ percent, although the policy was never formally announced—“perhaps to avoid embarrassment in case the policy proved unsuccessful,” Fed economists later concluded.5



The Missouri populists


Following World War II, US officials relaxed wartime wage and price controls. Combined with demand for American goods from war-torn Europe, consumer prices rose an enormous 17.6 percent between June 1946 and June 1947, and another 9.5 percent over the following 12 months. As prices exploded upward, Eccles decided to end the wartime policy of capping government borrowing costs. Easy money wasn’t needed in a rapidly expanding peacetime economy, and it was stoking inflation (a preview of the post-pandemic debates of 2021).


Eccles’s move was fiercely resisted by the President Truman’s Treasury Secretary, John W. Snyder, who didn’t want the government to pay more on its war debts. Snyder, an old army buddy of Truman’s, had the president’s full support. He and Eccles eventually came to a compromise in which the government’s borrowing costs were allowed to rise subject to Treasury approval.6


The president’s confused understanding of finance further drew the Fed into conflict with the White House—something that Powell would encounter with a different president shortly after he became Fed chair. Truman was a populist who never attended college, worked his family’s farm, and was left in debt for years after his haberdashery business went bust. By pushing back on raising interest rates, the president felt that he was resisting a “non-productive tax burden on the public.” Years later, Truman would describe rising interest rates as a “hardship on the consuming public” that “only benefits the privileged few.”7


Truman especially hated the idea that long-term rates might rise because, decades earlier, he had lost money when he sold his World War I Liberty savings bonds early. Truman erroneously feared that those who had invested their savings in wartime bonds would suffer similar losses if the Fed prevailed now. Truman didn’t realize—and couldn’t be convinced by Snyder—that bondholders could suffer losses only if they sold their bonds before they matured, as he had.8


Truman replaced Eccles when his term as Fed chair expired though Eccles, whose term as governor ran for another ten years beyond the chairmanship, chose to stay on the Fed board, where he wielded an unusual amount of influence.9 Secretary Snyder recommended a friend of his, business executive Thomas McCabe, for the Fed job, claiming he’d stand down on any fight over interest rates.10 But the administration quickly learned they had misjudged their choice for Fed chair, which became a common theme for future presidents.


A 1949 recession helped cool inflation, but the next year, the prospect of a wider war in Korea drove new fears of inflation. The FOMC voted in June to increase the one-year rate, but the Treasury refused. The Fed’s purchases of securities soared.11 Eccles and New York Fed president Allan Sproul encouraged McCabe to dig in and defend the bank’s autonomy. If the central bank “expected to survive as an agency with any independence whatsoever, [it] should exercise some independence,” Eccles said.12 When the FOMC voted to raise rates in June 1950 to tamp down inflation, Snyder and Truman were completely opposed.13 Ralph Leach, who joined the Fed board as the head of the government finance section in 1950, later wrote about the confrontation: “The chasm that existed was unbridgeable. Truman and Snyder were populists who believed that banks, not the market forces of supply and demand, set interest rates.”14


When communist China entered the Korean war and repelled US forces at the end of 1950, consumer spending surged in anticipation of new shortages, and prices soared.15 Truman framed his desired Fed policy in stark terms of national security in a letter to McCabe: “I hope the Board will… not allow the bottom to drop from under our securities,” he said. “If that happens that is exactly what Mr. Stalin wants.”16


The dispute boiled down to which entity should have control over interest-rate decisions—and the Fed’s independence from Treasury. More debt issued by the Treasury to finance war spending risked sending up yields unless the Fed purchased the securities, something economists refer to as “monetizing” the debt. When the Fed buys debt from the government, it adds reserves to the banking system, which can boost lending and spur inflationary pressures. Eccles explained to lawmakers how the Fed’s policies made the banking system, through the actions of the Fed, “an engine of inflation.”17



The Treasury-Fed accord


On January 31, 1951, Truman summoned the entire FOMC to the White House, the first and only time any such meeting has been called. The “present emergency is the greatest this country has ever faced, including the two World Wars and all the preceding wars,” Truman told the FOMC, somewhat hyperbolically.18


The next morning, the White House press secretary blindsided the Fed by declaring that the central bank had “pledged its support to President Truman to maintain the stability as long as the emergency lasts.”19 When newspaper reporters called Eccles, he said Truman had utterly misconstrued the Fed’s position. Eccles regarded Truman’s treachery as “the final move in a Treasury attempt to impose its will on the Federal Reserve,” he wrote. “If swift action was not taken… the Federal Reserve would… be reduced to the level of a Treasury bureau.”20


Eccles decided to leak a confidential FOMC memorandum summarizing who had said what during the White House meeting, exposing the administration’s perfidy. “The fat was in the fire,” Eccles wrote in his memoirs.21


The opening for a resolution between the Fed and White House emerged after Snyder, the Treasury secretary, checked into the hospital on Sunday, February 11, for a previously scheduled cataract operation. One of Snyder’s lieutenants, William McChesney Martin Jr., began secret discussions with Fed staffers at his house in Washington.22


Martin’s conversations with the Fed ultimately produced a formal agreement that Snyder and Truman reluctantly supported. The central bank announced the Treasury-Fed accord on March 4, 1951, in an unexceptional, two-paragraph bulletin. Its significance would grow over time because it marked the beginning of what many commentators refer to as Fed independence. Going forward, the Fed would set interest-rate policy to ensure the economy functioned well rather than to support cheaper financing for the government, as the Fed had done since 1942 to support the war effort. Those boundaries have largely remained to the present day. The Treasury manages all of the money the government receives and pays out, while the Fed manages the supply of money in circulation to keep the economy stable.


The Fed had two things in its favor in 1951: support from key members of Congress and the president’s weakening political standing. The month in which the Treasury-Fed accord was reached coincided with Truman’s discovery that General MacArthur had discussed defying direct orders, which ignited one of the worst storms of his presidency when he fired MacArthur on April 11.23


“Traitor”


The end of Treasury-Fed hostilities did nothing to reduce personal hostilities. Snyder, still furious with the Fed’s McCabe for pushing ahead with plans to sever the rate peg while he was in the hospital, secured Truman’s agreement to accept the resignation that McCabe had angrily offered.24 To find Truman his second new Fed chair, Snyder recommended Bill Martin, thinking the fellow Missourian who had so ably negotiated the accord might be more tractable.


At a White House meeting, Truman asked Martin if he would commit to keeping rates stable. The president patiently explained how his Liberty bonds had gone down in value after World War I. “You wouldn’t ever let that happen again, would you?”


Martin’s reply was blunt. Without responsible fiscal and monetary policies, a rate increase “will probably happen again. Markets will not wait on kings, prime ministers, presidents, secretaries of the Treasury, or chairmen of the Federal Reserve.”25 Even if it wasn’t the answer Truman wanted, the politically weakened president gave him the job.


The initial reaction on Wall Street and at the Fed was that with Martin’s appointment, the Fed had “won the battle but lost the war,” recalled Leach, the Fed staffer. “That is, the Fed had broken free from the Treasury, but then the Treasury had recaptured it by installing its own man.”26


The conventional wisdom was wrong. Under Martin, the Fed forced Treasury to issue short- and medium-term debt that was higher than Snyder wanted. This show of independence from his new chair incensed Truman. In late 1952, while leaving the Waldorf Astoria Hotel in midtown Manhattan, Martin ran into the president on the sidewalk.


“I said, Good afternoon, Mr. President,” Martin recalled later. “The president looked me right in the eye and said only one word in reply: Traitor!”27


Getting pushed around


President Dwight Eisenhower reappointed Martin twice, a precedent that helped validate the Fed’s independence. Despite disagreements between Martin and President Kennedy’s more liberal advisers, they recognized that Martin enjoyed the confidence of the broader financial community and recommended his reappointment in 1963. Kennedy didn’t bully Martin, but he did become the first president to seek out candidates for Fed governorships with the academic or technical heft to push or pull a consensus toward the administration’s policies. “About the only power I have over the Federal Reserve is the power of appointment, and I plan to use it,” he said.28


Whatever peace Martin forged with Kennedy unraveled under President Lyndon B. Johnson. Early on, Johnson told Martin that he came from “a part of the country that liked interest rates to be low—all the time.”29 In contrast, Martin worried credit conditions were too easy and that, by 1965, inflation could become a more difficult problem. Martin, who had once quipped that it was the Fed’s job to take away the punch bowl before the party got out of hand, later learned that spending on the Vietnam War was growing faster than Johnson’s advisers would publicly admit. The higher deficits might also fuel more inflation.


Martin believed he needed to act soon by raising the discount rate, which the Fed charges banks for short-term loans and which is controlled by the seven-member board of governors, as opposed to the larger FOMC. One of Martin’s allies on the board was set to retire in January 1966, potentially depriving Martin of a majority of support for an increase in the discount rate. The economy was looking strong. An expansion that had started in early 1961 was more than four and a half years old, the longest since World War II. The discount rate had been raised only twice in two years. The unemployment rate, which peaked at 7 percent in 1961, was nearing a low level of 4 percent. Taking away the punch bowl could stop the possibility of inflation taking off.


But such a policy went against Johnson’s low-rate mantra. At an October 6, 1965, meeting at the White House, Martin suggested the president think of it as a way to extend the economic expansion and aid small banks, which were disadvantaged by statutory ceilings on interest rates for savings certificates.30


Johnson didn’t bite. “‘It would,’ he said with an arm outstretched and fingers clenched, ‘amount to squeezing blood from the American working man in the interest of Wall Street,’” recalled Paul Volcker, then a thirty-eight-year-old assistant secretary of the Treasury.31


On Friday, December 3, 1965, Martin called a meeting of the board to make his move. After sleepless nights, he cast the deciding vote in favor of raising the discount rate by half a percentage point, to 4.5 percent. Martin also warned his colleagues about the potential ferocity of Johnson’s ire. “We should be under no illusions,” said Martin. Their decision could lead to a wholesale “revamping of the Federal Reserve System, including its structure and operating methods.”32


The president summoned Martin, along with other top economic advisers, to his Texas ranch on December 6, 1965. Johnson saw the battle in historic terms. Before Martin’s rate increase that week, in a phone call with Treasury Secretary Henry Fowler, Johnson had alluded to the fight over the Second Bank of the United States, a Philadelphia-based and federally authorized national bank that had operated from 1816 until 1836. In 1832, President Andrew Jackson had vetoed the renewal of that bank’s charter in an epic clash with bank president Nicholas Biddle.


“I would hope that he wouldn’t call his board together and have a Biddle-Jackson fight,” Johnson told his Treasury secretary. “I’m prepared to be Jackson if he wants to be Biddle—have a fight like that. Right now, I don’t want that in public.”33 He also told Fowler, who had earlier recommended that Volcker take Martin’s job, to find a new chair—“a real articulate, able, tough guy that can take this Federal Reserve place.”34


It would be a showdown. Johnson had already asked his attorney general whether language in the Federal Reserve Act that allowed the president to fire a governor “for cause” gave him grounds to dismiss Martin. The answer was no.35


Alone in the president’s living room, Johnson let Martin have it: “You took advantage of me, and I just want you to know that’s a despicable thing to do.”36 Johnson advanced on Martin, pushed him around the room and shouted in his face, “Boys are dying in Vietnam, and Bill Martin doesn’t care!”37


Martin allowed he might have made the wrong decision, “but I do have a very strong conviction that the Federal Reserve Act placed responsibility for interest rates with the Federal Reserve Board. This is one of those few occasions where the Federal Reserve Board decision has to be final.”38


After the lashing, Martin and his economic advisers sat with Johnson on the porch of the ranch house in a line of folding aluminum chairs for a press conference. All sides played down any conflict.


“Your job [in the press] is to provoke a fight. Mine is to prevent one,” Johnson said diplomatically.39


Lawmakers pilloried Martin. He took solace from a surprise note he received from Eisenhower, who wrote of “the intense pride I have in seeing you stand 4-square for what you know to be right.”40 Eisenhower told Martin history would regard his path-setting tenure at the Fed the way it did for John Marshall, the first chief justice of the Supreme Court.41


For all the drama, it turned out that the 1965 rate increase ultimately did little to slow the growth of inflation. The Fed would reverse course in 1967, after the economy appeared to be entering a downturn, and Martin held off on raising rates after that because he wanted to support a White House proposal to raise taxes.


“You’ve got a problem”


For all the fireworks of the Johnson presidency, the wheels really came off the bus under Richard Nixon. The new president wanted to turn the Fed over to Arthur Burns, his longtime economic adviser. In 1960, Burns had warned the then–vice president that Martin’s monetary policy would cause a slowdown, derailing Nixon’s campaign for the presidency. “Unfortunately, Arthur Burns turned out to be a good prophet,” Nixon later wrote.42 Martin wanted to take care of the growing inflation problem before leaving and rejected an offer Nixon made to install him as Treasury secretary. By the time Nixon took office, the rate of annual price growth had reached an unsettling 4.7 percent.


Shortly after Nixon became president, Paul Volcker, now an undersecretary at Treasury, went to the White House to deliver some straight talk. “You’re in here. The inflation rate is up. You’ve got a problem. Deal with it now. If you have to have a recession, take it early,” Volcker told Nixon. “Don’t sit around because it will be worse for you later.” Volcker laughed as he later recalled the new president’s reaction: “He didn’t believe a word.”43


Meanwhile, Martin’s Fed again raised rates. Nixon was furious, recalling the Republican Party’s wipeout during the 1958 congressional elections. “We cooled off the economy and cooled off 15 senators and 60 congressmen at the same time,” he said.44


The economy fell into recession in 1970, ending the longest US expansion since the Civil War, but inflation didn’t entirely subside. Martin was ashamed of the situation he was leaving behind and feared that he had deferred too much to Johnson. At a Saturday black-tie sendoff at the White House, Martin lamented how the central bank had allowed inflation to fester: “I wish I could turn the bank over to Arthur Burns as I would have liked,” he said. “But we are in very deep trouble.”45


At Martin’s final luncheon at the Fed board, “He said simply, ‘I’ve failed,’” recalled FOMC secretary Bob Holland. “He felt that inflation had crept into the American economy on his watch, and he saw it as his failure.”46


When Martin met with Richard T. McCormack, a Nixon adviser who was overseeing a council studying how to better organize the executive branch, Martin told him the story about what had happened at Johnson’s ranch in 1965, implying that he should have raised rates sooner—or higher—than he actually did. “To my everlasting shame,” Martin said, “I finally gave in to him.”47


“We got his attention”


Nixon didn’t care much for the idea of Fed autonomy either. The president figured he was going to get the credit or blame for the economy’s performance, so he should be able to decide on the money supply.48 He announced Arthur Burns’s nomination on October 17, 1969, and from the start, made clear to Burns that he had little regard for “the myth of the autonomous Fed.”49


Like many economists who came of age during the Great Depression, Burns believed government policy had an obligation to prevent a recurrence of the unacceptably high levels of unemployment that followed and should focus on that task above all else.


By the time Burns was nominated, however, inflation was on a sharp upward turn. He began advocating for an unorthodox “incomes policy” that would use wage and price controls, not interest-rate increases, to hold down inflation. Nixon was furious when he read press reports about the proposal, which he didn’t support. After White House adviser John Ehrlichman delivered a stern admonition from the president, Burns’s reply revealed his sense of devotion to Nixon: “The idea that I would ever let a conflict arise between what I think is right and my loyalty to Dick Nixon is outrageous.”50


By the summer of 1971, the economy was six months into a recovery, and inflation held at a still-high 4.4 percent. On July 16, the Fed raised the discount rate for the first time under Burns, to 5 percent from 4.75 percent. A week later, at a July 23 congressional hearing, Burns again strayed from Nixon’s political goals. Instead of offering the optimistic spin the president desperately wanted, he publicly puzzled over the phenomenon that had begun in the late 1960s. “The rules of economics are not working in quite the way they used to. Despite extensive unemployment in our country, wage-rate increases have not moderated. Despite much idle industrial capacity, commodity prices continue to rise rapidly.”51


Nixon had heard enough. That evening, during a Friday-night cruise on the Potomac River aboard the presidential yacht Sequoia, Nixon and a few advisers hatched a plot to manipulate Burns.52 With Burns pushing for wage controls, they leaked a story saying the chair was simultaneously seeking to increase his own $42,500 annual salary by $20,000.53 White House press secretary Ron Ziegler carefully refused to deny the story.


In case Burns hadn’t gotten the message, Nixon adviser Charles Colson enlisted Alan Greenspan—a Burns protégé and an economic consultant for the Nixon campaign—to telephone the Fed chair. Colson had helped hatch the pay-raise-smear pressure tactic on the Sequoia, and he would later go to jail for his role in other White House dirty tricks. According to Sebastian Mallaby’s 2016 biography of Greenspan, notes from Colson suggest Greenspan spoke at length to Burns about his policy dilemma and loyalties to Nixon.54 According to those notes, Greenspan reported Burns as being “very disturbed” and “pissed off.”55


H. R. Haldeman, Nixon’s chief of staff, relayed Colson’s account to the president. “The Arthur Burns ploy worked with a bang,” he reported to Nixon. “Greenspan says Arthur’s ego is so great that honestly he thinks he is doing the right thing, and he doesn’t think until now Arthur really realized he was doing political harm.”56


Nixon was delighted. “We got his attention,” the president said of Burns in a phone call with Treasury Secretary John Connally.57


Confident that Burns had gotten the message, Nixon turned from foe to friend. At an August 4 news conference, he said his budget office had proposed the idea of a pay raise for the Fed chair and that Burns had rejected it.


“He has taken a very unfair shot,” Nixon told reporters.58


A copy of Nixon’s remarks was later sent to Burns. “It warmed my heart,” Burns said. “I haven’t been so deeply moved in years.”59


The anguish of central banking


Nixon faced a bigger problem in August 1971: the postwar international monetary system was breaking down. The system relied on the convertibility of gold to a fixed-exchange rate of $35 per ounce, redeemable by the US government. Other currencies, in turn, pegged to the dollar. In essence, the United States found itself in the position of supplying the rest of the world with reserve assets—dollars backed by gold. For it all to work, the US had to maintain the purchasing power of the dollar by avoiding inflation. But there weren’t enough dollars in a growing global economy with increasing demand for reserves. Now, with inflation rising, the dollar link to gold was unraveling.


On Friday, August 13, 1971, Nixon gathered his economic team at Camp David in the Catoctin Mountains of western Maryland, where they decided in favor of abandoning the gold link. Nixon also relented on the incomes policy and announced a ninety-day freeze of all prices and wages, which was to be followed by some form of price and wage controls. For Volcker, the end of the fixed exchange-rate system gave more responsibility to the Fed by indicating “widespread understanding that the dollar’s value now depended on the Fed’s ability to control the money supply and end the inflationary process.”60


Meanwhile, the pressure on Burns appeared to pay off. The FOMC cut rates twice before the end of 1971. Despite Nixon’s continued paranoia about the Fed, the economy accelerated at a breakneck pace. In a clear surrender to Nixon’s political schedule, the Fed held rates at 4.5 percent through the November 1972 election, then raised them aggressively over the next year, to 7.5 percent by September 1973. Fed governor Dewey Daane later contrasted Burns unfavorably with his predecessor. Martin “was always seeking to strengthen the system to make it work. Burns was always trying to get invited to the White House.”61


Burns’s second term proved as challenging as his first. A bad harvest in 1972 and the oil shock of 1973 drove prices up rapidly, leading to a recession at the end of 1973. As would be expected in a contracting economy, unemployment shot up over the course of 1974. But so did inflation, reaching levels not seen since the immediate postwar era.


Normally, central bankers look past one-time price increases from such transitory shocks. But the rising inflation of the late 1960s and early 1970s meant consumers were getting accustomed to paying higher prices, leading to self-fulfilling expectations of still-higher prices. Consumer prices rose nearly 9 percent in 1973—more than double the rate when price controls took effect two years earlier—and 12 percent in 1974. Burns feared raising interest rates too high would lead to levels of unemployment not seen since the Great Depression. When he retired in the spring of 1978, unemployment was at 6 percent and inflation hit 9 percent—and both were still rising.


In the ongoing crisis, Congress passed Democratic legislation in 1977 and 1978 that set forth a so-called dual mandate for the Fed. The legislation directed the Fed to maintain stable prices and low unemployment. Until then, Congress hadn’t been so specific about the Fed’s goals. The legislation creating the Fed in 1913 focused not on defined economic objectives but on supervising banks and furnishing an “elastic currency.” The Employment Act of 1946, passed as millions of American soldiers returned home and with memories still fresh of the Great Depression, declared it the responsibility of the federal government, but not specifically the Fed, to “promote maximum employment, production and purchasing power.” Now, Congress had given the Fed two very specific goals.


At a speech in Belgrade in September 1979 entitled “The Anguish of Central Banking,” Burns offered a litany of excuses for the decade of economic-policy failures. “It is illusory to expect central banks to put an end to the inflation that now afflicts the industrial democracies,” he said.62 Whether he had been a victim of bad luck, misreading the economy, or political pressure—or a combination of all three—economic historians would later judge Burns harshly for not even trying to use monetary policy to constrain inflation once the genie was out of the bottle. The lesson to future Fed chairs was clear: Don’t be like Burns.


Tall Paul


In 1978, President Jimmy Carter named corporate executive G. William Miller to succeed Burns. Miller used an egg timer at committee meetings to keep his colleagues from droning on and posted a sign that said THANK YOU FOR NOT SMOKING. Both proved as ineffective as his monetary policy.63 Inflation was soaring, but rising unemployment made the Fed reluctant to raise rates. Miller’s job grew harder after the second oil shock of the decade, again driven by events in the Middle East.


On July 19, 1979, after Carter outlined his measures for dealing with twin energy and economic crises, he sacked his Treasury secretary. Miller would take his place. He called Volcker, who was then president of the New York Fed, and asked him to fly down to see Carter.


Volcker stood a looming six feet seven and had a gruff and rumpled disposition. A former colleague described him as badly dressed and often in need of a haircut. Though he had served in the Treasury under three presidents, he had never met Carter. At their Oval Office meeting, Volcker slumped on a couch, cigar in hand, and told Carter, “You have to understand, if you appoint me, I favor a tighter policy than that fellow,” pointing a friendly finger at Miller.64


Carter telephoned him the next morning at 7:30 to offer him the job. Volcker hadn’t even gotten out of bed yet.65


Volcker’s appointment signaled the beginning of a new era in central banking. Ten days into Volcker’s term, the Fed raised the discount rate to 10½ percent—its highest level ever. The board voted again on September 18 to raise rates, but this had been a closer 4-3 decision. The split vote stoked concern in markets that the Fed and its new chair might lose their nerve. An unnamed Treasury official told The Wall Street Journal that the Fed would soon be forced to cut rates because unemployment would hit 7 percent “and Congress isn’t willing to bear that burden.”66


Volcker decided new tactics were needed. One week after returning from international financial meetings in Belgrade, where he had attended Burns’s defeatist jeremiad, he called a rare Saturday meeting of the FOMC. Over six hours on October 6, 1979, he secured agreement to a drastic change in how the Fed would conduct monetary policy.


No longer would the Fed manage the daily level of the federal-funds rate—the price of money—to achieve desired credit conditions. Instead, it would focus on the overall supply of money to achieve its goals. The price of money—short-term interest rates—would fluctuate dramatically, if needed, to hit the money-supply targets. The old, established pattern of making small, steady changes to the short-term rates “tended to be too little, too late to influence expectations,” Volcker concluded.67


When Volcker’s press aide, Joe Coyne, phoned news outlets to tell them about an unusual 6 p.m. news conference, an assignment editor at the CBS bureau protested he didn’t have a camera to spare. Pope John Paul II happened to be in Washington that Saturday. Without hesitating, Coyne told the editor to send a crew:68 “Long after the pope is gone, you’ll remember this one.”69


Just how high rates would rise under Volcker’s new strategy was anyone’s guess. Eventually, rates on three-month Treasury bills exceeded 17 percent and the commercial bank prime-lending rate peaked at 21.5 percent. Mortgage rates neared 18 percent. All were unheard of, and it was terrible timing for Carter’s reelection. A recession began in January 1980.


Carter mostly kept any frustrations to himself, but the public pressure on the Fed was intense. Angry farmers drove their tractors around the Fed’s headquarters. Home builders mailed two-by-fours bearing the message LOWER INTEREST RATES, and realtors and car dealers sent in keys to represent unsold homes and autos. After an armed man broke into the Fed’s headquarters in December 1980 and threatened to take hostages, Volcker was forced to accept a personal security detail.70


Economic misery was again poison for the incumbent; Carter lost the 1980 election in a landslide to Ronald Reagan. Following Reagan’s inauguration in January 1981, someone from the White House asked Volcker if he’d like to host the president at the Fed. Volcker was concerned about the optics. “I’m glad to meet with the president and I’m at his beck and call, but if he comes to the Federal Reserve, a lot of questions will be raised about why the hell you have this new president meeting at the Federal Reserve,” Volcker said.71


Volcker didn’t know what to expect when they agreed to meet for lunch at the Treasury Department on January 23, 1981. Volcker had been told that some “gold bugs” had enlisted Reagan’s support in returning to the gold standard. The new president disarmed him immediately when the meeting began by poking fun at that crowd: “What about all this crazy gold-standard stuff?” the president said, laughing.72 He applauded the drop in gold prices as a sign that Volcker’s inflation fight was succeeding.


“I don’t kiss men,” Volcker said, “but I was tempted.”73


Even though Reagan declined to attack the Fed, his senior officials occasionally fired off criticisms of Volcker, and congressional Democrats were unsparing. They wanted to hold Volcker to the Fed’s new dual mandate. Yet in the early 1980s, the dual mandate wasn’t just hard to achieve, it was contradictory. With the unemployment rate rising to 10.8 percent in November 1982 from 7.2 percent in early 1981, Volcker appeared to be disregarding the jobs half to achieve the stability half. Texas Democrat Henry Gonzalez said he intended to file impeachment proceedings against Volcker. Massachusetts Senator Edward Kennedy said he supported legislation to put the Fed in the Treasury Department, “where it belongs.”74


Volcker’s comments at FOMC meetings during a crucial period in 1981, when the economy was in a painful double-dip recession, underscored his concern that they had one shot to defeat inflation. He acknowledged “great restiveness and anger” that could be “relieved, obviously, by some decline in interest rates,” at a meeting on October 6. But giving temporary comfort by lowering rates, only to have to raise them later because inflation hadn’t been reined in, would be the worst outcome. “The public patience for climbing up the hill very rapidly again may be extremely limited,” he said.75


By July 1982, economic activity appeared to hit a trough, and Volcker began easing up. A few months later, inflation had fallen below 5 percent for the first time in a decade. Volcker conceded the Fed had reached the limits of what the public would accept. “If we get this wrong, we are going to have legislation next year without a doubt. We may get it anyway,” he told the FOMC on October 5, 1982.76


Things quieted down after that as the economy revved up, with one exception. Reagan’s advisers had packed the board with governors who favored looser monetary policy. In February 1986, four of them—a majority—proposed a cut in the discount rate that Volcker opposed. The chair saw it as a coup and told James Baker he would submit his resignation to the president that day. To defuse the situation, one of the governors agreed to reverse his vote and wait to cut rates, as Volcker had proposed. But for Volcker, life at the Fed “was never quite the same.”77


The lessons of Fed history were becoming clear: Autonomy from day-to-day political pressure served the central bank well in any effort to hold inflation down, but there was no such thing as true independence. Congress could revamp the Fed at any time, as it did after the Great Depression and again when lawmakers spelled out the dual mandate in the late 1970s. George Shultz, who served as Reagan’s secretary of state and Nixon’s Treasury secretary, stated the case well years later: “To do something difficult, even if you are the independent Federal Reserve, it makes a huge difference if the president is on your side and is strong and understands the problem, and when things get tough, he doesn’t go the other way and denounce you.”78


The Rubin Rule


The boom years that followed the defeat of high inflation strengthened the argument for the Fed’s political autonomy. It would be up to Alan Greenspan—appointed by Reagan and confirmed in August of 1987—to consolidate those gains by holding inflation low.


The Greenspan era was marked by economic expansion and generally low unemployment and inflation. Greenspan caught some flak during the first Bush administration for not reducing rates more after the 1990–91 recession. Treasury Secretary Nick Brady—Jay Powell’s boss—canceled their weekly breakfasts, and the president later blamed Greenspan for his 1992 election loss. Still, it was nothing compared with Johnson’s hectoring or Nixon’s dirty tricks.79


Even this mild reproach would fade away under President Bill Clinton. Robert Rubin, the co-chairman of Goldman Sachs, disapprovingly watched the entire Greenspan-Bush fracas play out. When he was appointed to run Clinton’s National Economic Council, Rubin advised Clinton to make it a policy of his administration that neither the president nor anyone else would ever weigh in publicly on monetary policy. Demanding something the president couldn’t attain made Bush look weak, Rubin concluded. And it could be counterproductive. Some Fed officials might feel obligated to stiffen their backs against presidential pressure, lest markets question the central bank’s inflation-fighting credibility.


“It was clear what we should do,” Rubin said. “If you looked at the Paul Volcker experience, for example, having an independent Fed in terms of its decisions and credibility was critically important.”80 Thus was born the “Rubin Rule.” A few advisers wavered at first in following it, but the booming economy of the late 1990s made it a moot point.


The hands-off policy carried through into the next administration, led by Bush’s son. At a breakfast meeting in Washington shortly before his inauguration, George W. Bush assured Greenspan he would not comment on Fed policy during his time in office. “And he never did,” said Greenspan, continuing Rubin’s practice.81
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Declining inflation, rising incomes, a booming stock market, and low unemployment allowed Greenspan—dubbed “the Maestro”—to cultivate an aura of technocratic omniscience and gave the Fed license to be mostly left alone by politicians. Term limits forced Greenspan to retire in 2006, and George W. Bush nominated Ben Bernanke—a distinguished economist with experience in academia and government—to serve as the 14th chair of the Federal Reserve. The next year, a nationwide housing bubble collapsed, triggering the worst financial crisis since the Great Depression. The messy aftermath plunged the Fed into grueling policy and political battles. Jay Powell watched closely, and he would later borrow extensively from Bernanke’s playbook.
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