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A portrait of Senator Carter Glass, the Virginia Democrat who fought to keep the Federal Reserve independent from direct political pressure, once hung in the main hallway of the Fed's ornate building on Constitution Avenue. But sometime after 1979, when Paul Volcker moved into the chairman's office, the portrait moved, too - first to a side alcove, then upstairs.

Today the portrait of the Fed's populist conscience hangs in a side hallway near the executive dinning room. And it is small coincidence that the populist, hard-money themes for which he stood are under attack in Washington.During President Bush's state of the union message, he included Fed monetary policy in the actions he would take to combat the recession. This was the latest in a series of election-year edicts from the White House demanding easy money.

Decentralized Structure

The Fed is a unique institution in political terms. Its main policy-making arm, the Federal Open Market Committee, is comprised of seven presidential

appointees, who make up the Fed's Board, and the 12 regional Reserve Bank presidents.

Each Reserve Bank president is chosen by the nine-member board of directors of each district reserve bank. Six of nine board members are elected by ''member banks," the shareholders of each Federal Reserve district, while the final three "c class" directors are approved by the Fed Board in Washington.

A grand political compromise fashioned an arrangement that gave both Washington and the states - particularly New York banking interests led by the House of Morgan - a say in monetary affairs. This is why, for example, the New York Fed is a permanent FOMC voting member. But liberal, big-government elements in Congress have always opposed this uniquely decentralized structure, and they still oppose it today.

Maryland Sen. Paul Sarbanes and others in Congress want to rid the Fed of any influence by nefarious "private interests." Using the pretext of promoting economic recovery, Rep. Lee Hamilton, D-Ind., in the House and Mr. Sarbanes in the Senate are pushing legislation to take away the vote from the regional Fed presidents.

If enacted, Sen. Sarbanes' proposal would leave monetary affairs solely in the hands of the Fed Board in Washington - and the president, who appoints them. This would vastly increase the exposure of U.S. monetary policy to overt political pressures, if not outright control.

Stacking the Deck

Senate Banking Committee Chairman Donald Riegle, D-Mich., a co-sponsor of the Senate measure (S. 1611), held hearings on the matter in November. Every witnesses called by the committee favored the bill, including Rep. Hamilton and Rep. Byron Dorgan, D-N.D., and Professor James Tobin of Yale, an advocate of exclusive federal authority over monetary affairs.

Prof. Tobin called the FOMC's present arrangement a "violation of democratic legitimacy." He correctly noted: "It's hard to imagine a policy decision of greater political moment."

Taking the same tack, co-sponsor Sen. James Sasser, D-Tenn., a Southern liberal whom one Fed aide describes as "an out and out inflationist," wondered aloud whether pursuing low inflation and price stability is "healthy for the economy."

Sen. Sarbanes, agreeing with Sen. Sasser, says that internal disputes ''behind closed doors" between those favoring lower interest rates and anti-inflation "hawks" prevented the Fed from acting quickly to help the economy.

Rep. Hamilton's Proposal

In the House, Rep. Lee Hamilton, another foe of central bank autonomy and tight money, introduced a bill last year that would make, in his words, ''modest changes in the practices and procedures of the Federal Reserve."

In addition to taking the vote away from regional Reserve Bank presidents, Rep. Hamilton proposed to:

* Require formal meetings between the Fed Board and officials from the Treasury, Office of Management & Budget, and Council of Economic Advisers. (Earlier, he proposed reinstating the Treasury secretary as a voting Fed Board member.)

* Make the Fed chairman's term coterminous with that of the president, allowing an incoming president to appoint the Fed chief one year after taking office for a four-year term.

* Require immediate public disclosure of Fed policy changes, including targets for monetary aggregates, interest rates and prices for commodities and other goods and service.

* Give the General Accounting Office explicit legal authority to audit the Fed's domestic and foreign operations, including the domestic open market desk and the central bank's highly secretive foreign currency trading and loan operations.

Some of these proposals, such as immediate disclosure of Fed deliberations and annual GAO audits of the Fed's shadowy foreign operations, make excellent sense and should be adopted.

But increasing Washington's direct control over monetary policy is a bad idea that goes against American political traditions and basic common sense.

Ignoring Tradition

The view that monetary affairs properly falls within the realm of "public policy" at the federal level ignores the tradition of balancing central authority with strong regional representation. Central bank "independence"

from political pressure is generally accepted as necessary for effective monetary policy - if only to avoid having so much power concentrated in the hands of a few bureaucrats and elected officials.

The claim that Reserve Bank presidents represent only the views of the ''private sector" is likewise suspect. Private interests have an equal if not superior interest in the value of money.

The most important - and least defensible - assumption underlying the Sarbanes-Hamilton proposal is the idea that Washington, rather than the ''private sector," should govern interest rate and monetary policy. If truly "open" hearings were held on the question of Fed governance, this dangerous argument would be challenged by scores of local bankers, business leaders and elected officials.

Sen. Glass and other conservative framers of the Federal Reserve Act argued that different regions of the country needed a say in monetary policy matters, in part to limit the influence of large eastern banks and their political cronies in Washington. By allowing the regional bank presidents a vote on the FOMC, albeit on a rotating basis, Sen. Glass and other populists sought to ensure that the nation's diverse needs were represented at the Fed Board's table.

Far from making the monetary policy process more "democratic," the Sarbanes-Hamilton scheme would sweep away the regional "check" against Washington's predominant influence on Fed deliberations. Any "private" or regional voice in monetary affairs would be eliminated in favor of the views and needs of the world's largest debtor government. That would create doubts in the bond market as to whether money growth would be managed so as to protect the interests of private wealth.

Alexander Hamilton's Vision

Treasury Secretary Alexander Hamilton probably had a situation such as this in mind when he outlined the necessary characteristics of a "national bank" in 1790.

He said at that time: "To attach full confidence to an institution of this nature, it appears to be an essential ingredient in its structure that it shall be under private, not public, direction - under the guidance of individual interest, not of public policy, which would be supposed to be . . . too much influenced by public necessity."

Ironically, when the Federal Reserve Act passed in 1913, restraining the perceived power of the large New York banks was deemed necessary to ensure that monetary policy would not be too tight.

President Woodrow Wilson warned that control over money should be kept in the public domain to avoid domination by the big banks. But today's proponents of a politicized central bank conveniently forget that President Wilson ultimately opposed concentrating authority over monetary policy in the hands of the president.

Bailing Out Eastern Banks

Today the political equation is very different. Burdened with bad foreign loans and domestic assets, large money center banks eagerly support ''reflation" to stabilize their capital bases.

Whereas in the past an independent Fed gave banks assurance against inflation, today most commercial banks, particularly larger money center institutions, identify their economic interests with those of the government rather than with protecting the value of financial assets.

As long as Washington stands ready to liquefy impaired bank assets at par value, commercial lenders seemingly have no problem with giving our profligate federal government full power over the monetary printing press.

The proposal before the Senate Banking Committee generally would not be a major threat in a normal year, but with elections approaching, the economy down and voters increasingly unhappy, some members of Congress see passage as a real threat in 1992.

The assumption on Capitol Hill is that both President Bush and Mr. Greenspan will oppose any changes to the FOMC. But such confident appraisals do not fully recognize pressures on the White House due to a sluggish economy, spiraling federal deficits, and the still uncertain cost of the savings and loan and the bank bailouts.

"If you as president anticipate the need to print money for the next few years," one committee staff director opines, "then you would certainly not mind if Congress gave you exclusive control over the Fed, would you?"
