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HEADLINE: t u r n i n g TAIL; 

Making pregnancy o p t i o n a l , new technology l e t s men f e e l they're o f f the hook 

BYLINE: George A k e r l o f ; Janet Y e l l e n 

BODY: 

I n 1970 a permanent cure t o poverty i n America seemed on the horizon. Federal 
poverty w a r r i o r s appeared t o be gain i n g ground, and decisions by s t a t e courts 
regarding a b o r t i o n and by s t a t e l e g i s l a t u r e s regarding the a v a i l a b i l i t y of 
contraception seemed t o be g i v i n g poor f a m i l i e s the t o o l s t o c o n t r o l the number 
and the t i m i n g of t h e i r c h i l d r e n . 

The dream of e l i m i n a t i n g poverty, however, has remained u n f u l f i l l e d . Not 
only have U.S. poverty r a t e s stayed stubbornly constant over the i n t e r v e n i n g 25 
years; poor f a m i l i e s have seen t h e i r l o t worsen as huge increases i n 
single-parent f a m i l i e s , more and more headed by unmarried mothers, have l e d t o 
the f e m i n i z a t i o n of poverty. 

Since 1970, out-of-wedlock b i r t h r a t e s have soared. I n 1965, 24 percent of 
black i n f a n t s and 3.1 percent of white i n f a n t s were born t o s i n g l e mothers. By 
1990 the r a t e s were 64 percent f o r black i n f a n t s , 18 percent f o r whites. Every 
year 1 m i l l i o n more c h i l d r e n are born i n t o f a t h e r l e s s f a m i l i e s . I f we have 
learned any p o l i c y lesson w e l l over the past 2 5 years, i t i s t h a t f o r c h i l d r e n 
l i v i n g i n s i n gle-parent homes, the odds of l i v i n g i n poverty are great. The 
p o l i c y i m p l i c a t i o n s of the increase i n out-of-wedlock b i r t h s are staggering. 

Searching f o r a reason 

E f f o r t s by s o c i a l s c i e n t i s t s t o e x p l a i n the r i s e i n out-of-wedlock b i r t h s 
have so f a r been unconvincing, though several t h e o r i e s have a wide popular 
f o l l o w i n g . One argument t h a t appeals t o conservatives a t t r i b u t e s the increase t o 
over l y generous f e d e r a l w e l f a r e b e n e f i t s . But welfare b e n e f i t s could not have 
played a major r o l e i n the r i s e of out-of-wedlock b i r t h s because b e n e f i t s rose 
sharply i n the 1960s and then f e l l i n the 19703 and 1980s, when out-of-wedlock 
b i r t h s rose most. 

Another popular explanation i s t h a t s i n g l e parenthood has increased since 
the l a t e 1960s because of the change i n a t t i t u d e s toward sexual behavior. But so 
fa r s o c i a l s c i e n t i s t s have been unable t o e x p l a i n e x a c t l y how t h a t change came 
about or t o estimate i n any convincing way i t s q u a n t i t a t i v e impact. I n recent 
work we have been able t o provide both. 
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Beyond the shotgun 

I n the l a t e 1960s and very e a r l y 1970s, before Roe vs. Wade, many major 
s t a t e s , i n c l u d i n g New York and C a l i f o r n i a , l i b e r a l i z e d t h e i r a b o r t i o n laws. At 
about the Seune time i t became easier f o r unmarried people t o get contr a c e p t i v e s . 
This sudden increase i n the a v a i l a b i l i t y of both a b o r t i o n and contraception - we 
c a l l i t a re p r o d u c t i v e technology shock - i s deeply i m p l i c a t e d i n the increase 
i n out-of-wedlock b i r t h s . 

Although many observers expected l i b e r a l i z e d a b o r t i o n and contraception t o 
lead t o fewer out-of-wedlock b i r t h s , the opposite happened - because of the 
erosion i n the custom of shotgun marriages. 

U n t i l the e a r l y 1970s, shotgun marriage was the norm i n p r e m a r i t a l sexual 
r e l a t i o n s . The custom was s u c c i n c t l y s t a t e d by one San Francisco r e s i d e n t i n the 
l a t e 1960s: I f a g i r l gets pregnant, you marry her. 

Since 1969, however, the t r a d i t i o n of shotgun marriage has s e r i o u s l y eroded. 
For whites, i n p a r t i c u l a r , the shotgun marriage r a t e began i t s d e c l i n e at almost 
the same time as the repr o d u c t i v e technology shock. And the d e c l i n e i n shotgun 
marriages has c o n t r i b u t e d h e a v i l y t o the r i s e i n the out-of-wedlock b i r t h r a t e 
f o r both white and black women. I n f a c t , about 75 percent of the increase i n the 
white out-of-wedlock f i r s t - b i r t h r a t e , and about 60 percent of the black 
increase, between 1965 and 1990 i s d i r e c t l y a t t r i b u t a b l e t o the d e c l i n e i n 
shotgun marriages. I f the shotgun marriage r a t e had remained steady from 1965 t o 
1990, white out-of-wedlock b i r t h s would have r i s e n only 25 percent as much as 
they have. Black out-of-wedlock b i r t h s would have increased only 40 percent as 
much. 

What l i n k s l i b e r a l i z e d c o n t raception and a b o r t i o n w i t h the d e c l i n i n g shotgun 
marriage rate? Before 1970, the stigma of unwed motherhood was so great t h a t few 
women were w i l l i n g t o bear c h i l d r e n outside of marriage. The only circumstance 
t h a t would cause women t o engage i n sexual a c t i v i t y was a promise of marriage i n 
the event of pregnancy. 

Men were w i l l i n g t o make (and keep) t h a t promise, f o r they knew t h a t i n 
leaving one woman they would be u n l i k e l y t o f i n d another who would not make the 
same demand. Even women who would be w i l l i n g t o bear c h i l d r e n out of wedlock 
could demand a promise of marriage i n the event of pregnancy. 

The increased a v a i l a b i l i t y of contraception and a b o r t i o n made shotgun 
weddings a t h i n g of the past. Women who were w i l l i n g t o get an a b o r t i o n or who 
r e l i a b l y used c o n t r a c e p t i o n no longer found i t necessary t o c o n d i t i o n sexual 
r e l a t i o n s on a promise of marriage i n the event of pregnancy. But women who 
wanted c h i l d r e n , who objected t o a b o r t i o n f o r moral or r e l i g i o u s reasons, or who 
were u n r e l i a b l e i n t h e i r use of contraception found themselves pressured t o 
p a r t i c i p a t e i n p r e m a r i t a l sex without being able t o exact a promise of marriage 
i n case of pregnancy. These women feared, c o r r e c t l y , t h a t i f they refused sexual 
r e l a t i o n s , they r i s k e d l o s i n g t h e i r p a r t n e r s . 

Advances i n repr o d u c t i v e technology eroded the custom of shotgun marriage i n 
another way. Before the sexual r e v o l u t i o n , women had less freedom, but men were 
expected t o assume r e s p o n s i b i l i t y f o r t h e i r w e l f a r e . Today women are more f r e e 
t o choose - but men have af f o r d e d themselves the comparable o p t i o n . 
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I f she i s not w i l l i n g t o have an a b o r t i o n or use cont r a c e p t i o n , the man can 
reason, why should I s a c r i f i c e myself and get married? By making the b i r t h of 
the c h i l d the p h y s i c a l choice of the mother, the sexual r e v o l u t i o n has made 
marriage and c h i l d support a s o c i a l choice of the f a t h e r . 

Many men have changed t h e i r a t t i t u d e s regarding the r e s p o n s i b i l i t y f o r 
unplanned pregnancies. As one c o n t r i b u t o r t o the I n t e r n e t wrote r e c e n t l y t o the 
Dads Rights Newsgroup, "Since the d e c i s i o n t o have the c h i l d i s s o l e l y up t o the 
mother, I don't see how both parents have r e s p o n s i b i l i t y t o t h a t c h i l d . " 

That a t t i t u d e , of course, makes i t f a r less l i k e l y t h a t the man w i l l o f f e r 
marriage as a s o l u t i o n t o a couple's pregnancy quandary, l e a v i n g the mother 
e i t h e r t o r a i s e the c h i l d or t o give i t up f o r adoption. 

Before the 1970s, unmarried mothers kept few of t h e i r babies. Today they put 
only a few up f o r adoption because the stigma of unwed motherhood has dec l i n e d . 
The t r a n s f o r m a t i o n i n a t t i t u d e s was captured by the New York Times i n 1993: I n 
the o l d days of the 1960s, '50s and '40s, pregnant teenagers were pariahs, 
banished from schools and o s t r a c i z e d by t h e i r peers, or they s c u r r i e d out of 
town t o give b i r t h i n secret. Today they are supported and embraced i n t h e i r 
d e cision t o give b i r t h , keep t h e i r babies, continue t h e i r education and 
p a r t i c i p a t e i n school a c t i v i t i e s . 

Since out-of-wedlock c h i l d b e a r i n g no longer r e s u l t s i n s o c i a l ostracism, 
l i t e r a l l y and f i g u r a t i v e l y , t h e r e i s no longer a need t o marry at the p o i n t of 
the shotgun. 

Theory and f a c t s 

How w e l l do the data f i t the theory? 

I n 1970 th e r e were about 400,000 out-of-wedlock b i r t h s out of 3.7 m i l l i o n 
t o t a l b i r t h s . I n 1990 th e r e were 1.2 m i l l i o n out-of-wedlock b i r t h s out of 4 
m i l l i o n t o t a l . From the l a t e 1960s t o the l a t e 1980s, the number of b i r t h s per 
unmarried woman roughly doubled f o r whites, but f e l l by 5 t o 10 percent f o r 
blacks. The f r a c t i o n of unmarried women rose about 30 percent f o r whites, about 
40 percent f o r blacks. The f e r t i l i t y r a t e s f o r married women of both races 
declined r a p i d l y ( a l s o , of course, c o n t r i b u t i n g t o the r i s e i n the 
out-of-wedlock b i r t h r a t i o ) . 

I f the increased abortions and use of contraceptives caused the r i s e i n 
out-of-wedlock b i r t h s , the increase would have t o have been very large r e l a t i v e 
t o the number of those b i r t h s and t o the number of unmarried women. And t h a t was 
indeed the case. The use of b i r t h c o n t r o l p i l l s a t f i r s t i n t e r c o u r s e by 
unmarried women jumped from 6 percent t o 15 percent i n j u s t a few years, a 
change t h a t suggests t h a t a much l a r g e r f r a c t i o n of a l l sexually a c t i v e 
unmarried women began using the p i l l . The number of abortions t o unmarried women 
grew from roughly 100,000 a year i n the l a t e 1960s (compared w i t h some 322,000 
out-of-wedlock b i r t h s ) t o more than 1.2 m i l l i o n (compared w i t h 715,000 
out-of-wedlock b i r t h s ) i n the e a r l y 1980s. Thus the data do support the theory. 

Indeed, the technology shock theory explains not only the increase i n the 
out-of-wedlock b i r t h r a t e , but also r e l a t e d changes i n f a m i l y s t r u c t u r e and 
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sexual practice, such as the sharp decline i n the number of children put up for 
adoption. The peak year for adoptions i n the United States was 1970, the year of 
the technology shock. Over the next f i v e years the number of agency adoptions 
was halved from 86,000 to 43,000. In 1969, mothers of out-of-wedlock children 
who had not married a f t e r three years kept only 28 percent of those children. In 
1984, that rate was 56 percent; by the la t e 1980s i t was 66 percent. 

Unlike the other s t a t i s t i c s we have mentioned, the shotgun marriage rate 
i t s e l f underwent only gradual change following the early 1970s. Why did i t not 
change as dramatically as the others? For two reasons. The f i r s t i s that shotgun 
marriage was an accepted social convention and, as such, i t changed slowly. I t 
took time for men to recognize that they did not have to promise marriage i n the 
event of a pregnancy i n exchange for sexual relations. I t may also have taken 
time for women to perceive the increased willingness of men to leave them i f 
they demanded marriage. As new expectations formed, social norms readjusted, and 
the shotgun marriage rate began i t s long decline. 

In addition, the decreasing stigma of out-of-wedlock c h i l d b i r t h reinforced 
the technology-driven causes for the decline i n shotgun marriage and increased 
retention of out-of-wedlock children. With premarital sex the rul e , rather than 
the exception, an out-of-wedlock c h i l d b i r t h gradually ceased to be a sign that 
society's sexual taboos had been violated. The reduction i n stigma also helps 
explain why women who would once have put t h e i r baby up for adoption chose to 
keep i t instead. 

One f i n a l puzzle requires explanation. The black shotgun marriage r a t i o 
began to f a l l e a r l i e r than the white r a t i o and shows no si g n i f i c a n t change i n 
trend around 1970. How do we account for that apparent anomaly? 

Here federal welfare benefits may play a role. For women whose earnings are 
so low that they are p o t e n t i a l l y e l i g i b l e for welfare, an increase i n welfare 
benefits has the same effect on out-of-wedlock b i r t h s as a decline i n the stigma 
to bearing a c h i l d out of wedlock. The difference i n welfare e l i g i b i l i t y between 
whites and blacks and the patterns of change i n benefits r i s i n g i n the 1960s and 
f a l l i n g thereafter may then explain why the decline i n the black shotgun 
marriage r a t i o began e a r l i e r than that for whites. Because blacks on average 
have lower incomes than whites, they are more affected by changes i n welfare 
benefits. As a r e s u l t , the r i s e i n welfare benefits i n the 1960s may have had 
only a small impact on the white shotgun rate but resulted i n a s i g n i f i c a n t 
decrease i n the black shotgun marriage rate. 

Policy considerations 

Although doubt w i l l always remain about the ultimate cause for something as 
diffuse as a change i n social custom, the technology shock theory does f i t the 
facts. The new reproductive technology was adopted quickly and on a massive 
scale. I t i s therefore plausible that i t could have accounted for a comparably 
large change i n marital and f e r t i l i t y patterns. The timing of the changes also 
seems, at least crudely, to f i t the theory. 

From a policy perspective, attempts to turn the technology clock back by 
denying women access to abortion and contraception i s probably not possible. 
Even i f i t were, i t would almost surely be counterproductive. In addition t o 
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probably reducing the well-being of women who use the technology, such measures 
could lead t o yet greater poverty. With sexual abstinence rare and the stigma of 
out-of-wedlock motherhood small, denying women access to abortion and 
contraception would probably increase the number of children born out of wedlock 
and reared i n impoverished single-parent families. On the contrary, e f f o r t s 
should be made to ensure that women can use the new technologies i f they choose 
to do so. 

Finally, i f the technology shock theory does explain the r i s e i n single 
motherhood, cuts i n welfare as currently proposed would only further harm the 
victims. Such cuts would have l i t t l e impact on the number of children born out 
of wedlock while impoverishing those already on welfare yet further. Instead, 
policy measures to make fathers pay to support t h e i r out-of-wedlock children 
would not only d i r e c t l y contribute t o the well-being of children, but also tax 
men for fathering such children, thereby o f f s e t t i n g at least p a r t i a l l y the 
change i n terms between fathers and mothers. 

- George Akerlof and Janet Yellen, a husband-wife team of economists, are on 
leave from the University of California at Berkeley. Yellen i s on the Board of 
Governors of the Federal Reserve System. Akerlof i s a senior fellow at the 
Brookings I n s t i t u t i o n i n Washington, D.C. They wrote t h i s for the Brookings 
Review. 
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WHAT'S LEARNING CO. 

ACTUALLY WORTH? 

Ed i t o r — I'm not embarrassed t o admit I never got A's i n my economic 
courses. That i s why I can ask, w i t h equal lack of embarrassment, the f o l l o w i n g : 
How can a company, such as Learning Co., h i g h l i g h t e d on Friday, November 28, be 
worth $ 606 m i l l i o n when i t s only asset i s seemingly the 240 people who work 
there? 

What's t o prevent them from cashing i n t h e i r stock, walking t o an empty 
b u i l d i n g next door, doing the same t h i n g they were the day before and again 
cimassing another stock p o r t f o l i o worth $ 606 m i l l i o n ? George F u l f o r d 

M i l l V a l l e y 

E d i t o r ' s Response: Good question, although Learning Co. shareholders have 30 
days before they can exercise t h e i r options. 

UNDERAGE ENFORCEMENT 

WOULD GO A LONG WAY 

Ed i t o r — How i s i t t h a t nowhere i n your piece on college boozing 
(BusinessExtra, December 11) d i d you mention the f a c t (so f a r as I know s t i l l 
t r u e ) t h a t a l l 50 st a t e s p r o h i b i t those under 21 from d r i n k i n g ? 

Surely s t r i c t enforcement of those laws would go a long way toward s o l v i n g 
the problem of a l c o h o l abuse among college k i d s . 

I f the bars, r e s t a u r a n t s and stores knew they'd be busted and face huge 
p e n a l t i e s ; i f the colleges made drunkenness a suspendable offense f o r both 
students and Greek o r g a n i z a t i o n s ; i f the abusers knew they'd face j a i l time, 
f i n e s and the aforementioned suspensions, I bet the problem would disappear 
f a s t . 

I s t h i s yet another example of f o l k s p r e f e r r i n g t o spend money on studies 
instead of simply using the mechanisms already i n place? Serena B a r d e l l 

San Francisco 
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FED IS CLUELESS 

ABOUT ITS POLICIES 

The i n t e r v i e w w i t h Federal Reserve Board member Janet Y e l l e n , 
(BusinessExtra, December 11) underscored how clueless the Federal Reserve i s 
when i t comes t o the impact of t h e i r p o l i c i e s on the average American worker. 

Yellen s t a t e s , ' ' A l l sectors of the economy seem q u i t e healthy.'' 

This a n a l y s i s i s i n d i r e c t c o n f l i c t w i t h Secretary of Labor Robert Reich's 
recent complaint t h a t the average worker has derived l i t t l e f i n a n c i a l b e n e f i t 
from the c u r r e n t economic recovery. 

I t has been well-documented i n the news media t h a t the s a l a r y b e n e f i t s of the 
recovery have been going t o the greedy corporate executives who b e l i e v e i t i s i n 
the n a t i o n a l i n t e r e s t t o send manufacturing jobs overseas and or merge t h e i r 
companies through leveraged buyouts or h o s t i l e takeovers. 

Yellen b e l i e v e s , absurdly, t h a t e v e r y t h i n g i s j u s t great f o r the average 
American household. 

She s t a t e s , ''household wealth has also gone up enormously. We've had a 
t r i l l i o n d o l l a r s i n new stock market wealth i n 1995. 

''Of course, you also have t o look at who's g e t t i n g the wealth. 

''We know less than we'd l i k e t o about t h a t . ' ' Janet, read the research by 
Kevin P h i l l i p s . 

P h i l l i p s has shown t h a t 50 percent of the stocks and bonds i n the United 
States are owned by the r i c h e s t 1 percent of the p o p u l a t i o n . 

P h i l l i p s ' f i g u r e s are considered conservative by many people. 

These f i g u r e s are a strong clue t h a t stock market wealth i s n ' t accruing f o r 
most members of the middle c l a s s . 

P o p u l i s t Senator Ernest H o l l i n g s r e c e n t l y s t a t e d t h a t Federal Reserve Board 
Chairman Alan Greenspan works f o r Wall S t r e e t , period. 

Janet Yellen's economic views put her f i r m l y i n Greenspan's corner. 

T r a g i c a l l y , f o r the d e c l i n i n g middle class of America, the Fed's love a f f a i r 
w i t h Wall S t r e e t i s not about t o end. Craig Thunem 

P a c i f i c a 

Address a l l correspondence t o L e t t e r s t o BusinessExtra, San Francisco 
Chronicle, 901 Mission S t r e e t , San Francisco, C a l i f . 94103. Include your name, 
address and phone number. Anonymous l e t t e r s w i l l not be published. We reserve 
the r i g h t t o e d i t l e t t e r s f o r c l a r i t y . 

LANGUAGE: ENGLISH 
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Though ha r d l y a household name, Berkeley economist Janet Y e l l e n i s one of 
the nation's most powerful women. 

Cur r e n t l y on leave from the U n i v e r s i t y of C a l i f o r n i a ' s Haas School of 
Business, Yellen i s one of seven members of the Federal Reserve System's Board 
of Governors, where she helps steer the U.S. economy. 

Yell e n was appointed l a s t year by President C l i n t o n t o f i l l a term ending 
Jan. 31, 2008. She i s one of only two women i n t h a t t r a d i t i o n a l l y male b a s t i o n 
of economic power. The other i s Susan P h i l l i p s , a former professor of finance at 
the U n i v e r s i t y of Iowa. 

As a former teacher at Harvard U n i v e r s i t y , the London School of Economics and 
the Haas School — and as a former i n t e r n a t i o n a l economist on the Fed's research 
s t a f f i n the l a t e 1970s — Y e l l e n i s h i g h l y regarded by f i n a n c i a l experts and 
academic colleagues. Her major research i n t e r e s t s include unemployment, trade 
balances and economic reform i n Eastern Europe. 

The 49-year-old Y e l l e n i s married t o another eminent economist, George 
Ak e r l o f , whom she met i n the l a t e 1970s when both worked at the Fed. A k e r l o f 
works at both UC Berkeley and the Brookings I n s t i t u t i o n i n Washington, D.C. 

Yellen agreed t o t a l k about her views on the economy and Fed p o l i c y . 

Q. We are now w e l l i n t o the f o u r t h year of the current economic expansion. 
How long do you t h i n k i t w i l l l a s t ? 

A. I t ' s unusual t o have an expansion t h a t l a s t s as long as the one we've had, 
but I don't see any fundamental reason i t can't continue. A l l sectors seem q u i t e 
healthy. P r o f i t margins are healthy and we've had impressive p r o d u c t i v i t y 
increases. Over the past year we s u c c e s s f u l l y subdued the economy enough t h a t 
we'd have sustainable growth. We've kept t h i n g s on an even keel by t i g h t e n i n g 
monetary p o l i c y the r i g h t way at the r i g h t time. We've been lo o k i n g f o r a s o f t 
landing, where growth would subside t o a sustainable r a t e so i n f l a t i o n wouldn't 
pi c k up. One never wants t o declare v i c t o r y , but t h i n g s look p r e t t y good. 

Q. Household debt l e v e l s are r i s i n g f a s t and so are c r e d i t card 
delinquencies. I s t h e r e reason f o r concern t h a t consumers are g e t t i n g 
overextended? 
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A. I t does concern me. Debt has been growing very f a s t r e l a t i v e t o income. 
On the other hand, household wealth has also gone up enormously. We've had a 
t r i l l i o n d o l l a r s i n new stock market wealth j u s t i n 1995. Of course, you also 
have t o look at who's t a k i n g on debt and who's g e t t i n g the wealth. We know less 
than we'd l i k e t o about t h a t . We've expressed concern i n speeches t o banks about 
c r e d i t standards, and i n s t r u c t e d banks examiners t o c a r e f u l l y examine c r e d i t 
standards and t a l k w i t h banks about r i s k s . On balance we f e e l most banks have 
strong c a p i t a l p o s i t i o n s . 

Q. Short-term i n t e r e s t r a t e s are c u r r e n t l y running w e l l above t h e i r long-run 
average. I s the Fed hold i n g the monetary r e i n s too t i g h t ? 

A. H i s t o r i c a l averages shouldn't be taken too s e r i o u s l y . The ''appropriate'' 
l e v e l of rat e s depends on what's happening i n the economy. The economy i s p r e t t y 
strong r i g h t now; i t ' s hard t o say monetary p o l i c y i s r e s t r i c t i n g i t much. But 
i f f i s c a l p o l i c y turned more r e s t r i c t i v e , we might loosen. 

F i n a n c i a l markets have been p l e a s a n t l y surprised t h a t i n f l a t i o n hasn't picked 
up. A year ago the markets were more p e s s i m i s t i c about i n f l a t i o n . But we've had 
a year of st a b l e i n f l a t i o n and labor has been less aggressive i n bargaining. Now 
the markets have a w e l l - j u s t i f i e d l e v e l of t r u s t t h a t Fed intends t o keep a l i d 
on i n f l a t i o n . 

Q. A l o t of economists argue t h a t beyond some p o i n t — o f t e n said t o be 
around 6 percent — unemployment can't f a l l w ithout r e i g n i t i n g i n f l a t i o n . Are 
we running such a r i s k w i t h the jo b l e s s r a t e now running around 5.5 percent? 

A. The j u r y i s out on t h a t . I've been surprised by the moderate behavior of 
compensation growth given the l e v e l of unemployment. I n f l a t i o n i t s e l f has come 
down less than i t might have, because of widening p r o f i t margins. To me t h i s 
means there i s room f o r i n f l a t i o n t o d e c l i n e f u r t h e r . 

Q. I s t h e r e any evidence, as some analysts claim, t h a t the economy has become 
less s e n s i t i v e t o Fed p o l i c i e s ? 

A. The economy remains q u i t e s e n s i t i v e t o i n t e r e s t r a t e s . Just i n the l a s t 
year and a h a l f you could see t h a t i n operation. The Fed decided t o t i g h t e n the 
monetary r e i n s i n an attempt t o brake the economy, t o slow what would have been 
unsustainable growth i n demand. We c e r t a i n l y saw an impact on r e s i d e n t i a l 
investment, autos and consumer durables. The r e s u l t s are sometimes 
unpredictable, but i n the end, monetary p o l i c y s t i l l works. 

Q. What guides you i n s e t t i n g p o l i c y : measures of money, i n t e r e s t r a t e s , 
employment data or other f a c t o r s ? 

A. I look at e v e r y t h i n g . I t r y t o understand what's operating on supply and 
demand. On the supply side, I look at i n d i c a t o r s l i k e capacity u t i l i z a t i o n and 
employment. On the demand side, I look at r e t a i l sales, orders f o r durable and 
c a p i t a l goods, trends i n government spending, trade data and r e s i d e n t i a l 
investment. We have a s t a f f w i t h many Ph.D. economists who have t h e i r f i n g e r t i p s 
on q u a n t i t a t i v e r e l a t i o n s h i p s , plus we have large-scale s i m u l a t i o n models of the 
economy. Another great s t r e n g t h of the Fed i s c o l l e c t i n g anecdotal i n f o r m a t i o n . 
A l l of the r e g i o n a l Fed banks r e p o r t what they see going on around them, i n 
t h e i r i n d u s t r i e s and labor markets. 
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Q. Does the Fed ever get pressure from the White House or Treasury? 

A. There's been no pressure a t a l l . This a d m i n i s t r a t i o n has had a p o l i c y of 
never commenting on what the Fed does. Q. We've been seeing a rash of mergers i n 
the banking i n d u s t r y . Do you t h i n k t h i s t r e n d w i l l continue? 

A. Yes. I n the United States we've had a somewhat a r t i f i c i a l s t r u c t u r e of 
banking based on laws against geographic expansion. As we get r i d of those, i t ' s 
n a t u r a l t o see c o n s o l i d a t i o n take place. What's emerging are r e g i o n a l or even 
n a t i o n a l banks. Part of t h e i r goal i s t o spread r i s k s geographically, so banks 
are not so s e n s i t i v e t o economic developments i n one p a r t of the country. 

We've been studying mergers f o r a long time, t r y i n g t o f i g u r e out i f they are 
necessary t o achieve e f f i c i e n c i e s through economies of scale. The answer i s t h a t 
economies are l i m i t e d . Most research suggests e f f i c i e n c y can be obtained at the 
$ 100 m i l l i o n ( i n assets) l e v e l . Beyond t h a t there's not much evidence of gain. 

Q. Are banks i n r e l a t i v e d e c l i n e as other f i n a n c i a l competitors grab market 
share? 

A. I f you look a t holdings of assets, banks' share i s d e c l i n i n g . But when you 
look at p r o f i t a b i l i t y and fee-based business, they are extremely c o m p e t i t i v e . 
U.S. banks are very important i n the d e r i v a t i v e s business, but t h a t doesn't show 
up as assets. Also loan guarantees don't show up as an asset but you earn a fee. 
I f you s e c u r i t i z e a loan or mortgage, i t generates fees. So p r o f i t a b i l i t y has 
been q u i t e good. 

Q. Should banks be allowed t o get i n t o insurance and s e c u r i t i e s u n d e r w r i t i n g , 
or w i l l t h a t make o v e r s i g h t and r e g u l a t i o n too d i f f i c u l t ? 

A. We have t o worry about the s a f e t y and soundness of banks because they have 
deposit insurance, a government guarantee. But i f s e c u r i t i e s u n d e r w r i t i n g i s i n 
a separate s u b s i d i a r y of a bank holding company, i t ' s c e r t a i n l y an appropriate 
a c t i v i t y f o r banks. I t h i n k the same argument holds f o r insurance. I n theory, 
more competition b e n e f i t s consumers. 
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Early t h i s year a tremor shook the Federal Reserve Board's headquarters on 
C o n s t i t u t i o n Avenue: A l l four of the Fed's then-governors met w i t h Chairman Alan 
Greenspan t o i n s i s t t h a t they be t o l d what he and the s t a f f were doing about a 
wide range of i n t e r n a t i o n a l economic matters, i n c l u d i n g contacts w i t h f o r e i g n 
c e n t r a l banks. 

The four board members were not complaining about p o l i c y . Rather, they were 
f r u s t r a t e d t h a t no one was keeping them adequately informed about the s t a f f ' s 
a c t i v i t i e s , i n c l u d i n g discussions w i t h the Treasury Department and research on 
i n t e r n a t i o n a l f i n a n c i a l issues. Two of the four also grumbled l a t e r about being 
excluded from the s t a f f ' s p r e p a r a t i o n of domestic economic f o r e c a s t s . 

Such complaints almost never surface a t the c e n t r a l bank. Powerful chairmen 
have run the show f o r a t l e a s t the l a s t h a l f century, w i t h the s t a f f as t h e i r 
strong r i g h t arm. 

Each governor, as board members are c a l l e d , has one vote on p o l i c y matters, 
as does the chairman. But t r a d i t i o n a l l y the chairman speaks f o r the i n s t i t u t i o n 
and o p p o s i t i o n t o h i s view i s not a small matter. 

H i s t o r i c a l l y , the l i n e s of power at the Fed have been so cl e a r t h a t some 
years ago a dep a r t i n g senior s t a f f member said he never had an i n t e r e s t i n 
becoming a board member; i t would have reduced h i s i n f l u e n c e over the Fed's 
p o l i c i e s i f he d i d , he sai d . 

The r o l e of the s t a f f i n Fed policymaking, and i n p a r t i c u l a r i t s closeness t o 
the chairman, has been a contentious issue at the c e n t r a l bank headquarters f o r 
years. 

One reason i s the sheer amount of power the Fed exercises over the U.S. 
economy; another i s the i n s t i t u t i o n ' s i n h e r e n t l y cumbersome decision-making 
machinery. 

Since the l a t e 19703 the Fed has been the U.S. economy's balance wheel, 
a d j u s t i n g i n t e r e s t r a t e s up and down t o squeeze out i n f l a t i o n w h i l e m a i n t a i n i n g 
healthy growth. I n f l a t i o n and unemployment now are a t low l e v e l s , w i t h no end t o 
the expansion i n s i g h t . 

The three t o p economic p o l i c y s t a f f members, known as "the barons," prepare 
— without p a r t i c i p a t i o n by the board members — the i n f o r m a t i o n a l b u i l d i n g 
blocks from which the Fed's policymakers shape t h e i r i n t e r e s t - r a t e decisions. 
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Edwin M. "Ted" Truman, d i r e c t o r of the d i v i s i o n of i n t e r n a t i o n a l finance, i s 
the most senior of the t r i o . Michael J. P r e l l , d i r e c t o r of the d i v i s i o n of 
research and s t a t i s t i c s , and Donald L. Kohn, d i r e c t o r of the d i v i s i o n of 
monetary a f f a i r s , have been equals since 1987. At t h a t time, then-Fed Chairman 
Paul Volcker was a f r a i d one would leave, so he reorganized the s t a f f t o promote 
both. 

The barons serve at the pleasure of the chairman, w h i l e the s i x members of 
the Fed Board and the chairman are appointed by the pre s i d e n t , w i t h the approval 
of the Senate. To allow the seven t o exercise t h e i r power without regard t o 
short-term p o l i t i c a l concerns, the terms are f o r 14 years. The chairmanship 
c a r r i e s a four-year term. 

I n i n t e r e s t - r a t e d ecisions, there i s another set of players as w e l l — the 
presidents of the 12 r e g i o n a l Federal Reserve banks. The pr e s i d e n t s , chosen by 
t h e i r r e s p e c t i v e boards of d i r e c t o r s w i t h the approval of the Fed Board i n 
Washington, j o i n the board i n meetings of the Federal Open Market Committee. The 
committee, which meets e i g h t times a year, most r e c e n t l y l a s t week, sets t a r g e t s 
f o r overnight i n t e r e s t r a t e s on the basis of votes of the seven board members 
and a r o t a t i n g group of f i v e presidents. 

To some w i t h i n and outside the Fed, the power of the s t a f f represents a 
challenge t o the a u t h o r i t y of the board members. 

At a Senate Banking Committee hearing i n March on whether t o confirm 
Greenspan t o a t h i r d term. Sen. Paul Sarbanes (D-Md.), who f r e q u e n t l y spars w i t h 
the chairman over both monetary p o l i c y and how the c e n t r a l bank i s run, asked: 
"What do you say t o the . . . observation t h a t the Fed and the Board of 
Governors are staff-dominated, p a r t i c u l a r l y as i t may a f f e c t the members of the 
board, as opposed t o the chairman?" 

Greenspan r e p l i e d : " [ W ] h i l e i t may appear t h a t I take a c t i o n u n i l a t e r a l l y 
w i t h the s t a f f , t h a t i s never done without c o n s u l t a t i o n w i t h each i n d i v i d u a l 
member of the Federal Reserve Board, because a l l of the a u t h o r i t y of the Federal 
Reserve Board i s w i t h i n the board members themselves. I , as c h i e f executive 
o f f i c e r , have one s t a t u t o r y a u t h o r i t y : I run the meetings." 

A S t a f f Without Peer 

As economists and managers, the barons are h i g h l y regarded, even by the 
complaining governors, as among the most able i n government. Late l a s t month at 
his swearing-in ceremony, Greenspan c a l l e d them an "exceptional s t a f f . . . 
which has no peer w i t h i n the American government." 

The barons each were paid $ 170,700 l a s t year. Though those s a l a r i e s are 
unusually high f o r f e d e r a l employees, several Fed o f f i c i a l s and some analysts 
w i t h p r i v a t e f i n a n c i a l f i r m s said t h a t each of the barons could earn much more 
money than t h a t o utside government. Greenspan's s a l a r y , meanwhile, i s $ 133,600, 
one notch below t h a t of a Cabinet o f f i c i a l . 

The four governors who complained — Edward W. Ke l l e y J r . , Lawrence B. 
Lindsey, Susan M. P h i l l i p s and Janet L. Yellen — said i n i n t e r v i e w s t h a t they 
d i d not in t e n d t o challenge Greenspan's a u t h o r i t y or the barons' e x p e r t i s e ; they 
j u s t wanted t o be informed. 
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"The c r i t i c i s m I have relates to the position the governors are l e f t i n , " 
said one governor, who requested anonymity. "Information flowing through the 
barons to the governors i s scanty. These are not people who work for me. They do 
not think t h e i r jobs are to inform." 

But the governors eventually got t h e i r information. 

Greenspan saw to i t that Truman put the entire board i n his loop. Since they 
lodged t h e i r complaint, information on international matters has flooded into 
the governors' o f f i c e s . 

Truman, 55, who received a PhD i n economics from Yale University, has been i n 
his job since 1977. He has an explosive temper, which he has unleashed i n 
negotiations with foreign o f f i c i a l s and sometimes on the Treasury Department. 

"For an economist," said Jack Beebe, research director at the San Francisco 
Federal Reserve Bank, "he i s an emotional man." 

Truman has been, as he puts i t , "on the c i r c u i t a long time" and knows senior 
o f f i c i a l s i n a l l the world's major central banks. " I can always pick up the 
phone and c a l l someone, and vice versa," Truman said. 

His knowledge and experience i n international f i n a n c i a l crises are so highly 
regarded by Greenspan that i f there i s an international meeting or issue that 
either the chairman or the vice chairman cannot deal with, Truman rather than a 
governor usually gets the assignment. 

That role for Truman was underscored early t h i s year. President Clinton was 
considering whether to nominate Greenspan for a t h i r d term and how to f i l l the 
vice chairmanship and another vacancy on the board. One name on the short l i s t 
for the l a t t e r spot was Peter Kenen, an international economist at Princeton 
University. 

Kenen, seeking to ensure that he would be able to use his international 
expertise i f Clinton chose him, went to see Greenspan to ask. The answer was no. 

" I was t o l d that the representational role of the board i n international 
matters were his and the vice chairman's and Ted's," Kenen said. " I could not 
expect to attend many international meetings on behalf of the board." 
Furthermore, he was t o l d , the "close coordination" of international economic 
policy with the Treasury would be handled by the chairman and Truman. 

"There were no hard feelings on either side, but I was taken aback by the 
reaction . . . [and] I f e l t what I could contribute was not getting due weight," 
Kenen said. 

Kenen did not withdraw his name, but he t o l d the White House he was a l o t 
less interested than he had been. The issue became moot when Clinton chose White 
House budget director Alice M. R i v l i n as vice chairman. She was nominated from 
the Philadelphia Federal Reserve d i s t r i c t , which includes Princeton, and there 
can be only one board member from a d i s t r i c t . Truman defended the current 
arrangement, saying, "One problem i n the international area i s that many of the 
issues involve negotiations with the Treasury, and i t i s very hard to have the 
board as a whole negotiate with the Treasury. The chairman has to have s t a f f 
work for those negotiations." 
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Knowledge I s Power 

There are some eq u a l l y d i f f i c u l t issues s w i r l i n g about the s t a f f and i t s r o l e 
t h a t i n v o l v e domestic considerations. 

For example, then-Fed Vice Chairman Alan B l i n d e r , who l e f t a t the end of h i s 
term i n January t o r e t u r n t o teaching at Princeton U n i v e r s i t y , was p l a i n about 
hi s unhappiness over the s t a f f ' s r o l e . B l i n d e r was p a r t i c u l a r l y upset over 
P r e l l ' 8 r e f u s a l t o allow him t o s i t i n when d e t a i l s of the s t a f f ' s economic 
forecast are thrashed out. "There's an o l d admonition t h a t we remember from 
grade school a r i t h m e t i c : show your work," B l i n d e r said i n an i n t e r v i e w before he 
l e f t . "There's a s t a f f reluctance t o do t h a t . . . I have pursued t h i s , but i t ' s 
been l i k e knocking your head against the w a l l . " Several other Fed governors have 
l e f t the board i n recent years t a k i n g shots at the power of the s t a f f , i n c l u d i n g 
Wayne Angel1, John P. LaWare and Martha Seger. Even former Fed governor Lyle 
Gramley, who once was a senior member of the Fed s t a f f , has remarked, "The s t a f f 
does not seem t o t h i n k i t important, nor even d e s i r a b l e , f o r governors other 
than the chairman t o be well-informed on s e n s i t i v e i n t e r n a t i o n a l matters." 

I n r e a l i t y , however, many of the complaints about Truman, P r e l l and Kohn may 
be i n d i r e c t complaints about the primacy of Greenspan. None of the Fed governors 
would say as much, but a l l l a v i s h l y p r a i s e the three senior s t a f f e r s , which 
suggests the t r u e focus of t h e i r complaints l i e s elsewhere. 

The barons have outranked some of the board members at e a r l i e r p o i n t s i n 
t h e i r careers. While Truman was an associate professor at Yale U n i v e r s i t y , he 
was a member of a f a c u l t y committee t h a t conducted an o r a l examination of 
Yellen before she began her d i s s e r t a t i o n , and l a t e r he h i r e d her t o work on h i s 
d i v i s i o n ' s s t a f f . 

When P h i l l i p s f i r s t met P r e l l a f t e r being appointed governor, she reminded 
him t h a t he had once interviewed her f o r a job . "He had a look of ho r r o r on h i s 
face and asked, 'Did we o f f e r you a job?' Well, they had," P h i l l i p s said w i t h a 
laugh. 

Lindsey praised the barons i n extravagant terms echoed by the other 
governors. " I t h i n k t h a t the s t a f f i s a n a t i o n a l t r e a s u r e . Each i n h i s own way 
i s e x c e p t i o n a l , " he sai d . 

D i f f i c u l t R e l a t i o n s h i p s 

The new flow of i n t e r n a t i o n a l i n f o r m a t i o n has helped smooth the waters, but 
the sometimes d i f f i c u l t r e l a t i o n s h i p between the governors and the barons 
remains, as even the barons agree. P r e l l , 51, i s an intense, bearded man who 
can be i r a s c i b l e and abrupt but also pleasant, colleagues s a i d . He holds 
undergraduate, master's and PhD degrees from the U n i v e r s i t y of C a l i f o r n i a at 
Berkeley and oversees h i s own s t a f f of about 275, most of whom are p r o f e s s i o n a l 
economists. 

His d i v i s i o n ' s p r i n c i p a l r e s p o n s i b i l i t y i s analyzing and f o r e c a s t i n g where 
the economy i s headed. The s t a f f f o r e c a s t i s f o r m a l l y updated i n the Green Book, 
which goes t o the Fed Board and t o the 12 Federal Reserve Bank presidents before 
the meetings of the Federal Open Market Committee. 
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I t was the closed-door preparation of the Green Book that so raised Blinder's 
i r e . Yellen also expressed a strong desire to s i t i n on Prell's forecasting 
meetings. 

P r e l l explained that he said no to both because he believes that a l l of the 
Fed o f f i c i a l s with a say i n setting policy must be assured that the Green Book 
forecast i s the independent work of the s t a f f . I f board members began to s i t i n , 
P r e l l said, other o f f i c i a l s could not be sure that the forecast had not been 
subtly shaped to lend support to a part i c u l a r policy view. 

Agree to Disagree 

S i g n i f i c a n t l y , Greenspan has never sought to participate i n the s t a f f 
meetings that eventually produce the Green Book forecast, presumably because he 
shares Prell's desire that policymakers discuss the forecast only a f t e r i t i s 
completed. 

Lindsey, Yellen and P h i l l i p s a l l said they would l i k e to know about what 
might happen i f some of the key assumptions behind the forecast turn out to be 
wrong. 

" I regard my role now as throwing up questions about why may we not have one 
of these alternative scenarios," Lindsey said. 

Kohn's d i v i s i o n produces the Blue Book. I t gives the Federal Open Market 
Committee an analysis of f i n a n c i a l markets and the l i k e l y impact of three 
interest-rate policy choices: raisi n g them, lowering them, or leaving them 
unchanged. 

Kohn stressed that neither the Green Book forecast nor the Blue Book's 
explanation of monetary policy alternatives ever l i m i t s what the FOMC 
policymakers can decide to do. The Green Book only "sets a standard" for 
discussion, he said. 

The committee doesn't always agree with the s t a f f conclusions. One governor 
said that Greenspan often disagrees with portions of the Green Book's outlook. 
And the 12 presidents come to the table with independent forecasts crafted with 
the aid of t h e i r own bank research s t a f f s . 

Kohn, 53, who earned a PhD from the University of Michigan, i s the most 
easygoing of the barons and the only one l i k e l y to drop i n on a governor to chat 
about a puzzling issue, several o f f i c i a l s said. 

He i s the board's l i a i s o n with the New York Federal Reserve Bank, which 
almost da i l y buys or s e l l s U.S. government securities to keep overnight interest 
rates close to the target set by the FOMC. Each business day at 11 a.m. Kohn 
participates i n a conference c a l l with o f f i c i a l s at the New York Fed to decide 
how best to intervene to keep rates on track. 

A new challenge t o the s t a f f could come with the a r r i v a l of R i v l i n and 
Laurence H. Meyer, a St. Louis economist who has won awards for the accuracy of 
his forecasts. 

Meyer may be able to read the economy's tea leaves as well as Greenspan or 
Pr e l l , and R i v l i n has run both the Congressional Budget Office and the Office 
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of Management and Budget. Neither i s l i k e l y to be very happy i f they f i n d 
themselves very far out of the loop. 

GRAPHIC: Photo; I l l u s t r a t i o n , The Washington Post, WHO'S WHO AT THE FED? The 
power wielded by Federal Reserve s t a f f members has at times unsettled members of 
the Board of Governors. Alan Greenspan, Chairman SENIOR STAFF: "THE BARONS" 
Edwin M. Truman Michael J. P r e l l Donald L. Kohn BOARD OF GOVERNORS Alice M. 
Ri v l i n , Vice chairman Edward W. Kelley Lawrence B. Lindsey Laurence H. Meyer 
Susan M. P h i l l i p s Janet L. Yellen ALAN GREENSPAN 

LANGUAGE: ENGLISH 

LOAD-DATE: July 08, 1996 



PAGE 33 
14TH STORY of Level 1 printed i n FULL format. 

Copyright 1996 Investor's Business Daily, Inc. 
Investor's Business Daily 

A p r i l 24, 1996 

SECTION: Guest E d i t o r i a l ; Pg. A2 

LENGTH: 816 words 

HEADLINE: The Fed: Mission Impossible? 

BYLINE: By VICTOR CANTO 

BODY: 

The Humphrey-Hawkins Act t e l l s the Federal Reserve to aim for ''maximum 
employment, stable prices and moderate long-term interest rates.'' Sen. Connie 
Mack wants to change the law to give the Fed just one goal - price s t a b i l i t y . 
Growth-hungry investors should think twice before opposing him. 

The Florida Republican heads Congress' Joint Economic Committee. But one of 
his c r i t i c s also holds a high position. Indeed, Fed Governor Janet Yellen's 
comments suggest she thinks she and her fellow central bankers are smarter than 
the market. In her view, the central bank should have a say i n running the 
economy. 

''Monetary policy i s needed, and has succeeded, i n smoothing the ups and 
downs of the business cycle,'' she t o l d Congress, ''mitigating economic 
fluctuations and s t a b i l i z i n g output and employment i n the U.S. economy. I I 

But the Fed is n ' t equipped to grow the economy, much less smooth i t s ups and 
downs. Nor can i t s t a b i l i z e output or change employment i n the long run. 

The central bank has just one real t o o l - i t s influence over the money supply. 
I t can use t h i s t o t r y t o control the quantity of money, or to t r y to control 
the value of the currency. 

The f i r s t was the Fed's method of choice i n the '70s. I t led to the disaster 
of "'stagflation.'' The Fed has used the second method with some success i n 
recent years, though even now i t i s continually changing i t s own target figures. 

The Fed can affect i n f l a t i o n . Period. 

Well, that's not e n t i r e l y true. The Fed can affect economic growth -
negatively. I f the central bank were to boost the money supply much beyond 
demand, the markets would convulse - and growth would s t a l l . An excess of money 
causes i n f l a t i o n . That pushes people into higher tax brackets and destroys 
incentives t o work and produce. The res u l t : slower growth. 

The upper bound of economic growth, for the most part, i s lim i t e d not by 
monetary policy but by f i s c a l policy. And that i s not set by the Fed, but by 
Congress and the president. 
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Mack's proposal j u s t recognizes t h i s basic fac t , and t e l l s the Fed to focus 
on a task i t actually has the tools to accomplish. 

You can understand why Yellen wants the Fed to have other goals: They give 
the governors a reason for being. I f the bank's sole duty i s to monitor 
i n f l a t i o n , a computer could do the job r e l a t i v e l y well. Just program i t to 
reduce the supply of money i f i n f l a t i o n increases, and increase the money supply 
i f d e f l a t i o n looms. 

Now, Mack doesn't want to replace the Fed with a computer, but existing 
econometric models could do the t r i c k . One that has received a l o t of attention 
comes from John Taylor of Stanford University. 

Such ''price r u l e ' ' models have existed for years. The most famous of a l l i s 
the gold standard, and i t worked f a i r l y w e ll. Prices did swing from year to year 
when the dollar was gold-backed, but they were stable over the long run, because 
they swung around a f a i r l y constant center. 

Yellen believes these models can only be an aid, not a hard-and-fast rule to 
replace the governors' judgment. She argues that i f , say, the stock markets 
crash, the Fed should be able to move to increase l i q u i d i t y , as i t did i n 1987. 

She's r i g h t - i n part. Even following a price rule, the Fed needs to be able 
to cushion economic shocks, too. But i t doesn't have to threaten price s t a b i l i t y 
to do so. I t has other useful levers, such as rules on what cash reserves banks 
must maintain, to steer i n s t i t u t i o n s through rocky s t r a i t s . 

And reacting to a market shock i s a long way from the Keynesian 
'•fine-tuning'' that Yellen claims the Fed can achieve. A market crash i s both 
a clear signal and an event i n and of i t s e l f . A bigger-than-expected jobs 
number, by contrast, may be caused by any number of factors - including bad 
data. The markets now often move on such releases not because of what the data 
say about the economy, but because of how the Fed might react to them. 

The Fed governors should have the leeway to act when the market t e l l s them 
to. We should not ask them to manage the entire economy. No one can know enough 
to do that. 

I t ' s an ominous sign when central bankers lay claim to such a b i l i t i e s . 
Yellen's b e l i e f that she and her colleagues can outdo the market i n maximizing 
output or employment suggests that Fed policy could take a frightening turn i n 
the years to come. 

Neither Yellen nor the Fed has taken an o f f i c i a l position on the Mack b i l l . 
But when a Fed governor believes she should be ''directed to pursue multiple 
objectives simultaneously,'' we must worry that the Fed may soon wander o f f i t s 
price rule. Cover your wallet and keep an eye on the i n f l a t i o n numbers - they 
may be r i s i n g soon. 

Victor Canto i s a p r i n c i p a l i n Laffer, Canto & Associates, a San Diego-based 
economic consulting fi r m . 
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Interest rates rose t h i s winter, mostly on the theory that a rebound i n the 
economy w i l l prevent the Federal Reserve from easing policy. 

Wall Street's twenty-something bond traders - those self-appointed "masters 
of the universe" - have i t backward. Nations with the lowest long-term rates 
have the t i g h t e s t monetary po l i c i e s . 

Fed policy has been t i g h t for more than two years, and i n response business 
a c t i v i t y has slowed substantially. In t h i s setting, higher rates are l i k e l y to 
be s e l f - l i m i t i n g . Sales of autos and homes, which improved during the f i r s t 
quarter because of lower rates las t f a l l , w i l l probably resume t h e i r downward 
slide. Business people have already decided to c u r t a i l t h e i r investments i n new 
plant and equipment i n 1996. Increased financing costs would put an additional 
damper on t h e i r plans. 

Rather, the force behind the r i s e i n rates may be a concern that the 
Clinton contingent on the Fed -vice chairman Alice R i v l i n and members Janet 
Yellen and Laurence Meyer - may push the central bank to "fine-tune" the 
economy. Fine-tuning refers to attempts to pump up the money supply to achieve 
short-run gains i n employment. 

With the presidential election ju s t seven months away, pressure to speed up 
the economy i s intense. However, schemes to fine-tune the business cycle f a i l 
and leave the country with a nasty brew of more i n f l a t i o n and fewer jobs. Even 
the threat of f i n e tuning could put more upward pressure on rates than a 
temporary bulge i n business. 

Ms. Yellen paid l i p service recently to the conventional wisdom that stable 
prices should be the Fed's main goal. "There i s no long-run tradeoff," she 
said, "between unemployment and i n f l a t i o n . " But i n a slap at Sen. Connie Mack, 
the Florida Republican who chairs Congress' Joint Economic Committee, she added 
i t would be "wrong-minded" to conclude that c o n t r o l l i n g i n f l a t i o n should be the 
Fed's only goal. 

Mr. Mack has introduced l e g i s l a t i o n to give the Fed a mandate for zero 
i n f l a t i o n . Despite the "temptation to use the Fed to fine-tune the economy," he 
said, " t h i s kind of monetary manipulation has f a i l e d time and again. 
Ultimately, p r i n t i n g money can do nothing but affect prices. Using monetary 
policy to accomplish other goals courts disaster." 
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Gov. Yellen r e j e c t e d t h i s view. " I do not concede t h a t u n c e r t a i n t i e s of 
economic for e c a s t s and long v a r i a b l e p o l i c y lags n e c e s s a r i l y doom our best 
e f f o r t s t o f a i l u r e . The record i n d i c a t e s t h a t w i t h i n l i m i t s 'tuning' works, 
even i f i t ' s not f i n e . " 

This i s not an academic matter. Together w i t h Gov. Lawrence Lindsey, Ms. 
Yellen dissented from the Fed's monetary t a r g e t s f o r 1996. According t o the 
minutes of the p o l i c y session on Jan. 30, the two " p r e f e r r e d somewhat higher 
(growth) ranges f o r M-2 and M-3. ... They believed the (Federal Open Market) 
Committee could r e a d i l y e x p l a i n t h a t such an adjustment t o the ranges d i d not 
represent a lessened commitment t o i t s p r i c e s t a b i l i t y goal or an increased 
emphasis on the monetary aggregates i n p o l i c y f o r m u l a t i o n . " 

At h i s Senate c o n f i r m a t i o n l a s t week, Mr. Meyer gave h i s p r i o r i t i e s f o r the 
Fed: p r i c e s t a b i l i t y , f u l l employment and economic growth. Stable p r i c e s come 
f i r s t , he s a i d , because they are "the s i n g u l a r goal f o r monetary p o l i c y i n the 
long run. ... There i s no long-run t r a d e o f f between unemployment and 
i n f l a t i o n . " At the same time, Mr. Meyer asserted t h a t the " P h i l l i p s Curve" has 
the "best p r e d i c t i v e power on i n f l a t i o n . " 

B r i t i s h economist A.W. P h i l l i p s found t h a t i n England from 1851 t o 1957 
there was an inverse r e l a t i o n between unemployment and the change i n money 
wages. Economists have generalized t h a t f i n d i n g t o j u s t i f y e f f o r t s t o t rade 
higher i n f l a t i o n f o r more jobs. While such a l i n k may have e x i s t e d i n B r i t a i n 
i n the 19th century, i t i s not t r u e of the U.S. economy at the end of the 20th. 
As Mr. Mack observed, t r a d i n g i n f l a t i o n f o r employment i s a Faustian bargain, 
where everybody loses. 

The modern American ve r s i o n of the P h i l l i p s Curve i s the idea t h a t i t works 
f o r short periods but not f o r long ones. This i s the basis of Ms. Yellen's 
statement t h a t "there i s no c o n f l i c t whatever between pursuing p r i c e s t a b i l i t y 
as the primary long-run goal w h i l e simultaneously operating t o help s t a b i l i z e 
the economy's r e a l economic performance." Her f a t a l flaw i s t h a t t h e re i s no way 
f o r anyone t o know where the short run ends and the long run begins. 

Meanwhile, Fed policy-makers must grapple w i t h serious problems of t h e i r own 
making. During 1991, '92 and '93, monetary p o l i c y was very easy. T o t a l bank 
reserves, the raw m a t e r i a l f o r the money supply, rose at an annual r a t e of 
almost 14 percent. Since the f i r s t q uarter of 1994, the Fed's o f f i c i a l measure 
of reserves has dropped an average of about 4 percent. Rapid growth of " r e t a i l 
sweep accounts" - a complex technique t h a t r e s u l t s i n a r e d u c t i o n i n reserve 
t o t a l s - makes these data appear weaker than they r e a l l y are. Even so, money i s 
s t i l l t i g h t . 

The r a p i d swing from ease t o r e s t r a i n t n a t u r a l l y set o f f shock waves i n 
f i n a n c i a l markets and the economy. I n 1994, concern about possible f u t u r e 
i n f l a t i o n dominated the market, and i n t e r e s t r ates rose sharply. Now the worry 
i s t h a t money i s too t i g h t and the r i s k of recession i s r i s i n g . I n c a l l i n g f o r 
a more generous money t a r g e t f o r 1996, Mr. Lindsey, who does not share Ms. 
Yellen's f a s c i n a t i o n w i t h f i n e t u n i n g , was apparently r e a c t i n g t o these l a t t e r 
concerns. 

The Fed w i l l have t o walk a t i g h t r o p e i n months leading up t o the e l e c t i o n . 
Policy-makers must back away from excessive r e s t r a i n t , which would only lead t o 
recession. They must avoid a new round of experiments w i t h f i n e - t u n i n g , which 
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would surely backfire. I t won't be easy. 

H. Erich Heinemann i s chief economist of Heinemann Economic Research, a 
divis i o n of Brimberg & Co., i n s t i t u t i o n a l brokers i n New York. 
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Against a background of low unemployment, low i n f l a t i o n and an economic 
expansion e n t e r i n g i t s s i x t h year. Federal Reserve Chairman Alan Greenspan and 
two other Fed nominees are expected t o breeze through c o n f i r m a t i o n hearings 
today. 

But i f t h e r e i s l i t t l e suspense about Fed p o l i c y i n the short run, the 
nominees — White House budget d i r e c t o r A l i c e M. R i v l i n f o r v i c e chairman and 
St. Louis economist Laurence B. Meyer t o f i l l another vacancy on the Fed board 
— l i k e l y w i l l be questioned c l o s e l y about t h e i r views on what the c e n t r a l 
bank's long-term goals should be. 

Banking Committee Republicans, i n c l u d i n g Sen. Connie Mack of F l o r i d a , want t o 
make p r i c e s t a b i l i t y the Fed's sole long-term goal, and Mack has introduced 
l e g i s l a t i o n t o t h a t e f f e c t . 

I n c o n t r a s t , some committee Democrats, i n c l u d i n g Sen. Paul S. Sarbanes of 
Maryland, argue t h a t the Fed's cur r e n t l e g a l mandate t o pursue "maximum 
employment, s t a b l e p r i c e s and moderate long-term i n t e r e s t r a t e s " should not be 
changed t o e l i m i n a t e the focus on jobs. 

Greenspan has t e s t i f i e d repeatedly t h a t he believes the Fed's primary goal 
should be p r i c e s t a b i l i t y and he has i n d i c a t e d general support f o r Mack's b i l l . 
R i v l i n and Meyer have not made p u b l i c t h e i r views on the issue. 

Like the chairman, several other Fed o f f i c i a l s also have i n d i c a t e d they would 
p r e f e r having a s i n g u l a r l e g a l mandate t o keep i n f l a t i o n low and would be 
prepared t o have t h e i r performance judged on t h a t basis. 

As W i l l i a m J. McDonough, president of the New York Federal Reserve Bank, said 
i n a speech l a s t week, "The b e n e f i t of a declared i n f l a t i o n goal i s t h a t i t puts 
the focus of p u b l i c o v e r s i g h t where i t belongs — on how w e l l the c e n t r a l bank 
i s doing i t s job — and s e t t l e s the issue of what t h a t job should be. 

" I eim i n c r e a s i n g l y convinced t h a t i n a democracy, a c e n t r a l bank can maintain 
p r i c e s t a b i l i t y over the intermediate and long term only when i t has p u b l i c 
support f o r the necessary p o l i c y . Numerical goals f o r monetary p o l i c y may help a 
c r e d i b l e monetary a u t h o r i t y maintain and b u i l d upon t h a t support," McDonough 
said. 

The Fed bank president suggested t h a t the Fed should have an i n f l a t i o n t a r g e t 
i n a 0.5 percent t o 2 percent range, because p r i c e experts say o f f i c i a l 
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i n f l a t i o n indexes overstate changes i n the cost of l i v i n g by that much. The 
target should be i n the "upper end" of the range to make sure Fed policy could 
not cause a destructive decline i n prices, he said. 

But not a l l Fed policymakers agree about having an i n f l a t i o n target. For 
instance, former vice chairman Alan S. Blinder, who resigned i n January to 
return t o teaching at Princeton University, was outspoken i n his opposition to 
eliminating the mandate to maximize employment. And e a r l i e r t h i s month, 
Clinton's only other appointee on the Fed board, Janet L. Yellen, also p u b l i c l y 
opposed such a change. 

In a speech here to the National Association of Business Economists, Yellen 
said she agreed that "the appropriate primary long-term goal for the Federal 
Reserve should be price s t a b i l i t y , " but she quickly added that " i t does not 
follow that the Fed should focus exclusively on i n f l a t i o n . " 

"In my view, monetary policy i s needed, and has succeeded, i n smoothing the 
ups and downs of the business cycle — mitigating economic fluctuations and 
st a b i l i z i n g output and employment i n the U.S. economy. . . . St a b i l i z a t i o n of 
output and employment i s a second appropriate goal for the Federal Reserve," 
Yellen said. 

Mack's b i l l , which would l e t the Fed set i t s own i n f l a t i o n target and decide 
how long i t would need to achieve i t , i s ambiguous on whether the central bank 
should take other factors, such as unemployment, into account i n setting policy 
once the target has been achieved. 

Nevertheless, Yellen expressed concern that a future Fed might be too 
single-minded i f the law i s changed. "A quantitative target solely for i n f l a t i o n 
could undercut adequate attention to real variables [such as unemployment] i n 
the short run," she cautioned. 

The confirmation hearings for R i v l i n and Meyer w i l l begin while the Fed's top 
policymaking group, the Federal Open Market Committee, i s meeting to consider 
whether to make a change i n short-term interest rates. Greenspan, who was 
appointed by Clinton to a t h i r d , four-year term at the helm of the central bank, 
w i l l appear before the Senate committee shortly after noon. Before he t e s t i f i e s , 
the Fed w i l l announce whether the FOMC chose to make a change i n rates, but 
analysts expect none. 
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America's p o p u l a t i o n growth w i l l slow t o the lowest r a t e since the Great 
Depression as the n a t i o n ages i n next h a l f - c e n t u r y . New Census Bureau estimates 
c a l l f o r a n a t i o n of 400 m i l l i o n people by 2050, but p r e d i c t the lowest growth 
r a t e since the 1930s. The nation's median age of 34.1 i n 1995 was a record high. 
But i t i s expected t o climb t o 35.7 by 2000 and 38.7 by 2035, according t o the 
r e p o r t , ''Population P r o j e c t i o n s of the United States.''Report: Fewer Workers, 
More Retirees ComingThe Census r e p o r t said t h a t as the baby-boom generation 
ages, le a v i n g fewer people i n the prime c h i l d b e a r i n g years, the country's growth 
r a t e w i l l slow. Between 1995 and 2000, annual growth i s expected t o be 0.88%. 
But t h i s w i l l slow t o 0.63% annually between 2040 and 2050. The so- c a l l e d 
dependency r a t i o , the number of people under age 18 and over 65 compared t o 
those of working age, was 63.7 i n 1995. I t w i l l grow t o 68.2 i n 2020, and 79.9 
by 2050.U.S. P o l i c y Toward China Gets A Boost From RubinTreasury Secretary 
Robert Rubin defended the C l i n t o n a d m i n i s t r a t i o n ' s p o l i c y of engagement w i t h 
China, saying i t helped both c o u n t r i e s . ''(China) i s going t o be l a r g e s t economy 
i n the world one day,'' Rubin said. ''We need t o f o s t e r a p o l i c y of 
engagement.'' Rubin i s set t o meet w i t h China's finance m i n i s t e r i n Japan t h i s 
weekend t o discuss t r a d e issues. The U.S.' d e f i c i t w i t h China jumped l a s t year 
by 15% t o $ 33.8 b i l l i o n , second only t o the U.S. s h o r t f a l l w i t h Japan. 
Lindsey: Fed 'Pushing' The Envelope Of GrowthFed Gov. Lawrence Lindsey said the 
drop i n unemployment t o 5.5% means the Fed i s p r o p e r l y ''pushing the envelope'' 
of growth w i t h o u t t r i g g e r i n g higher i n f l a t i o n . ' ' I t h i n k t h a t ' s the r i g h t t h i n g 
t o do,'' he sa i d . ''We b e l i e v e i n maximum sustained growth w i t h o u t i n f l a t i o n , so 
what we want t o do i s keep the economy as revved as possible w h i l e f e e l i n g out 
there as best we can f o r signs of i n f l a t i o n . ' ' O v e r a l l , though, Lindsey sa i d 
U.S. i s l i k e l y t o post ''below average'' growth t h i s year w hile avoiding a 
recession.Yellen - Fed Shouldn't Just Focus On I n f l a t i o n T h e Federal Reserve 
shouldn't be l i m i t e d s o l e l y t o f i g h t i n g i n f l a t i o n as some Republican l e g i s l a t o r s 
advocate. Fed Gov. Janet L. Yel l e n s a i d . She said she opposes proposals i n 
Congress t o l i m i t the Fed s o l e l y t o f i g h t i n g i n f l a t i o n . ''Monetary p o l i c y i s 
needed, and has succeeded, i n smoothing the ups and downs of the business c y c l e , 
m i t i g a t i n g economic f l u c t u a t i o n s and s t a b i l i z i n g output and employment i n the 
U.S. economy,'' Ye l l e n said.Jobs And Output Should Be Fed Targets: YellenYellen 
added t h a t a boom and bust economy, w i t h people u n c e r t a i n they can hold a j o b , 
''diminish w e l f a r e , impede business and household planning and create 
u n c e r t a i n t y which i s harmful t o investment.'' She said, ' ' S t a b i l i z a t i o n of 
output and employment i s a second appropriate goal f o r the Federal Reserve,'' 
a f t e r i t s No. 1 p r i o r i t y of co n t a i n i n g i n f l a t i o n . That clashes w i t h Fed Chairman 
Alan Greenspan's view t h a t the Fed's sole goal should be t o keep p r i c e s s t a b l e . 
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The megamerger boom i n the banking i n d u s t r y i s u n l i k e l y t o d i m i n i s h 
competition f o r banking services or be harmful t o consumers, according t o the 
Federal Reserve Board and other r e g u l a t o r y agencies. 

"The p i c t u r e t h a t emerges i s t h a t of a dynamic U.S. banking s t r u c t u r e 
a d j u s t i n g i t s e l f t o the removal of long-standing l e g a l r e s t r i c t i o n s on 
geographic expansion, t e c h n o l o g i c a l change and g r e a t l y increased domestic and 
i n t e r n a t i o n a l c o m p e t i t i o n , " said Federal Reserve Board Gov. Janet L. Ye l l e n . 
She t e s t i f i e d w i t h other r e g u l a t o r s a t a hearing October 17 before the House 
Banking Subcommittee on F i n a n c i a l I n s t i t u t i o n s and Consumer C r e d i t . 
Subcommittee Chairwoman Marge Roukema (R-N.J.) c a l l e d the hearing t o 
i n v e s t i g a t e r e p o r t s t h a t the megamerger boom would d i m i n i s h consumer access t o 
basic banking services. 

Natural Development 

Yellen s a i d the on-going t r e n d toward c o n s o l i d a t i o n i n banking i s the r e s u l t 
of n a t u r a l and b e n e f i c i a l market forces. Moreover, she added, the Fed and other 
r e g u l a t o r y agencies are determined, i n the merger and a c q u i s i t i o n approval 
process, t o preserve the b e n e f i t s of competition f o r consumers of banking 
services and t o maintain the s a f e t y and soundness of the banking system. 

"The recent wave of la r g e mergers and merger announcements r e f l e c t t o a large 
degree a n a t u r a l response t o new o p p o r t u n i t i e s f o r geographic expansion as l e g a l 
r e s t r a i n t s are removed," she said. "The i n d u s t r y i s moving away from a l e g a l l y 
fragmented banking s t r u c t u r e toward a nationwide banking s t r u c t u r e . Rapid 
t e c h n o l o g i c a l changes and g l o b a l competition i n corporate banking are almost 
c e r t a i n l y a m o t i v a t i n g f a c t o r f o r the very large banks." 

Yellen's reassurance i s noteworthy because the Fed i s the primary f e d e r a l 
bank agency r u l i n g on major bank c o n s o l i d a t i o n s , and i t s decisions are important 
i n f o r m u l a t i n g standards f o r bank expansion. 

" I t i s c e r t a i n l y p o s s i b l e t h a t some customers have been disadvantaged by some 
mergers," she sa i d . But "market developments and the removal of geographic 
r e s t r i c t i o n s on banks have s i g n i f i c a n t l y lessened the chances f o r 
a n t i c o m p e t i t i v e e f f e c t s . " 

Competition Endures 

Yellen s a i d the banking system has a b u i l t - i n process of r e j u v e n a t i o n t h a t 
helps i t s u s t a i n a healthy l e v e l of competition even i n periods of fast-paced 
consolidat i o n . 
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"The increased pace of bank mergers since the e a r l y 1980s has g r e a t l y reduced 
the number of U.S. banking o r g a n i z a t i o n s , and r e s u l t e d i n a s u b s t a n t i a l l y higher 
nationwide c o n c e n t r a t i o n of banking assets a t the 100 l a r g e s t banks," she sa i d . 
"However, con c e n t r a t i o n i n l o c a l banking markets, which i s normally considered 
most important f o r the a n a l y s i s of possible competitive e f f e c t s , has remained 
v i r t u a l l y unchanged. I n a d d i t i o n , there continues t o be new bank e n t r y , and 
there i s a c o n t i n u i n g increase i n the number of banking o f f i c e s . This 
i l l u s t r a t e s t h a t the U.S. banking s t r u c t u r e i s h i g h l y dynamic, and t h a t sweeping 
g e n e r a l i z a t i o n s are extremely d i f f i c u l t t o make." 

Economies of Scale 

So f a r the Fed has uncovered no evidence t h a t the wave of bank mergers on 
average have produced s i g n i f i c a n t gains i n e f f i c i e n c y , Yellen s a i d , "However," 
she added, " i n recent years, there appear t o have been some cases of 
improvements i n e f f i c i e n c y , and our s t a f f work does suggest the p o t e n t i a l f o r 
such savings i f well-managed e n t i t i e s acquire and modify the operations of 
highcost o r g a n i z a t i o n s . " 

Yellen urged Congress t o remain calm about the unprecedented c o n s o l i d a t i o n 
now reshaping the U.S. banking i n d u s t r y . "Bank c o n s o l i d a t i o n t o date has not 
reduced competition i n any meaningful way," she said, "and we see no reason why 
i t should begin t o do so." 
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In a h i g h l y unusual move, two Federal Reserve Board governors dissented on 
Community Reinvestment Act grounds from the c e n t r a l bank's d e c i s i o n l a t e 
Wednesday t o give Northern Trust Corp. of Chicago permission t o acquire a 
F l o r i d a i n s t i t u t i o n . 

Fed Vice Chairman Alan B l i n d e r and Gov. Janet Y e l l e n , both appointed by 
President B i l l C l i n t o n , wrote i n a two-page dissent t h a t the c e n t r a l bank should 
have delayed a c t i o n on Northern Trust's b i d f o r Beach One F i n a n c i a l Services 
Inc. of Vero Beach, Fla. 

Northern T r u s t , the parent of Chicago Bank, i s under i n v e s t i g a t i o n by the 
J u s t i c e Department f o r v i o l a t i n g the f a i r - l e n d i n g laws from 1992 t o 1994. 

"We be l i e v e i t i s wise t o w a i t a short w h i l e f o r more p e r t i n e n t i n f o r m a t i o n , " 
the two wrote. 

The two wrote t h a t w i t h i n the next few months the bank should be r e s o l v i n g 
i t s d ispute w i t h the J u s t i c e Department and f i l i n g a Community Reinvestment Act 
status r e p o r t w i t h the Fed. 

"These two pieces of i n f o r m a t i o n , we b e l i e v e , would put the board i n a much 
b e t t e r p o s i t i o n t o make a determination," the two wrote. 

The dissent e l a t e d community a c t i v i s t s . " I t i s s i g n i f i c a n t t h a t the two 
newest Fed governors are s t a r t i n g t o express a view t o the board, which i s 
something we have been w a i t i n g f o r , " said A l l e n Fishbein, general counsel of the 
Center f o r Community Change. 

But banking analysts were more sedate. " I t i s an i n d i c a t i o n of s e n s i t i v i t y , " 
said Karen Shaw, president of ISD/Shaw Inc. "But, the a p p l i c a t i o n has 
progressed." 
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Janet Y e l l e n , the Federal Reserve Board's newest governor, i s supposed t o 
come from a d i f f e r e n t t r a d i t i o n than her Republican- appointed colleagues. 

Supporters have sa i d she's one of President B i l l C l i n t o n ' s new Democrats -
l i b e r a l on s o c i a l issues and conservative on economic ones. 

But, i n her f i r s t f i v e months at the Fed, Ms. Yellen has remained q u i e t and 
noncombative, d e c l i n i n g t o stake out c o n t r o v e r s i a l p o s i t i o n s p u b l i c l y . 

I n f a c t , she appears t o have adopted many of the Fed's long-standing views on 
re g u l a t o r y issues. 

Unlike f e l l o w C l i n t o n appointee Alan B l i n d e r , who caused a s t i r e a r l y l a s t 
f a l l a f t e r d iscussing p u b l i c l y the Fed's r o l e i n preventing unemployment, Ms. 
Yellen has not made headlines. 

Even on an issue the President has s i n g l e d out as a p r i o r i t y - community 
reinvestment reform - Ms. Yellen so f a r has not d i f f e r e d from her colleagues. 

For excunple, the former U n i v e r s i t y of C a l i f o r n i a business professor voted i n 
September t o give Barnett Banks permission t o buy a F l o r i d a t h r i f t , d espite a 
contin u i n g J u s t i c e Department f a i r - l e n d i n g probe. 

"I'm somewhat disappointed t h a t (Ms. Yel l e n and Mr. B l i n d e r ) have not sought 
out new ground from some of the holdovers on the board, e s p e c i a l l y given the 
p u b l i c comments of some members of the board," said A l l e n Fishbein, general 
counsel t o the Center f o r Community Change. 

Several board members, i n c l u d i n g Lawrence B. Lindsey, have questioned the 
wisdom of p a r t s of the Community Redevelopment Act reform package. 

Ms. Y e l l e n , i n her f i r s t wide-ranging i n t e r v i e w since t a k i n g o f f i c e i n 
August, s a i d the p u b l i c should not m i s i n t e r p r e t her s i l e n c e on CRA issues. 

" I consider myself a l i b e r a l , " she sai d . " I am concerned about the c i t i e s . I 
j u s t t h i n k i t i s i n a p p r o p r i a t e t o be st a k i n g out a p o s i t i o n . " 
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She said she w i l l speak out once she's considered the comments f i l e d on the 
most recent CRA revisions. U n t i l then, she said she wants to keep an open mind. 

She and the other governors, contrary to the b e l i e f of some CRA a c t i v i s t s , do 
not take CRA complaints l i g h t l y , she added. 

"The board always takes CRA protests seriously," she said. "They are not 
ignored." 

Fed governors receive a confidential assessment of a bank's Home Mortgage 
Disclosure Act data and an analysis of i t s CRA performance before voting on an 
application, she said. 

Community a c t i v i s t s said i t i s too early to know where Ms. Yellen stands on 
CRA. 

"The jury i s s t i l l out," said John Taylor, president of the National 
Community Reinvestment Coalition. 

He said Ms. Yellen has made several encouraging comments, t e l l i n g community 
a c t i v i s t s that she believes CRA i s an important part of the regulatory system. 
Hopefully, those comments w i l l turn into action, he said. 

"The sense I got with her i s that she clearly i s t r y i n g to learn and do some 
on-the-job t r a i n i n g , " Mr. Fishbein said. "That may explain why she's been 
quiet." 

But, he said he i s surprised that Ms. Yellen has not defended CRA and 
fair-lending issues when they have come up at Fed meetings. 

Ms. Yellen also has adopted the board's consensus view on a host of other 
issues, including regulatory consolidation, derivatives. Glass- Steagall Act 
reform, and mutual fund sales. 

For example, while the Clinton administration wanted to s t r i p the Fed of some 
of i t s bank regulatory powers, Ms. Yellen said these powers are v i t a l to the 
central bank's monetary policy mission. 

" I t i s surprising how much you learn from the regulatory environment that i s 
helpful i n monetary policy," she said. 

For example, as the Fed has tightened the money supply, bankers have t o l d her 
that they are easing cre d i t terms, e f f e c t i v e l y mooting the central bank's 
interest rate hikes. 

"Is that relevant t o us on the monetary side?" she asked. "Absolutely." 

On the derivatives f r o n t , Ms. Yellen echoed the view of several Fed governors 
who have said regulators have a hard time accounting for r i s k . 

"Risk can only be evaluated i n the context of a bank's complete holdings," 
she said. "The problem i s , how do you judge the r i s k of a por t f o l i o ? This i s not 
just a matter of sending i n bean counters." 
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Regulators also must determine how t o respond t o i n s t i t u t i o n s t h a t c a l c u l a t e 
r i s k exposure d i f f e r e n t l y , she sai d . 

Ms. Y e l l e n , agreeing w i t h Fed Gov. Susan M. P h i l l i p s and others, said 
a d d i t i o n a l l e g i s l a t i o n on d e r i v a t i v e s i s not needed because there i s no evidence 
yet t h a t banks are abusing the complicated f i n a n c i a l instruments. 

Ms. Yellen also s t i c k s t o the Fed's consensus view on Glass-Steagall reform, 
saying separately c a p i t a l i z e d h o l d i n g companies should be free d from the 10% cap 
on t h e i r u n d e r w r i t i n g a c t i v i t i e s . 

" I t h i n k I eim reasonably comfortable w i t h t h a t , " she said. 

But, r e p e a t i n g Fed Chairman Alan Greenspan's view, a f i n a l r e s o l u t i o n of 
whether the cap stays or goes must be l e f t t o Congress, she sai d . 

" I would not be comfortable seeing r e g u l a t o r s adopt r u l e s t h a t e f f e c t i v e l y 
repeal Glass-Steagall," she said. 

Ms. Y e l l e n adheres as w e l l t o the Fed's view on the sale of mutual funds and 
other investments, saying she supports l e t t i n g banks expand i n t o new businesses 
provided t h e r e are adequate safeguards. 

Ms. Y e l l e n stressed several times during the i n t e r v i e w t h a t she i s j u s t 
l e a r n i n g about many of these r e g u l a t o r y issues, n o t i n g t h a t she d i d n ' t encounter 
these questions d u r i n g her career as an economist. 

That career began when the Yale U n i v e r s i t y doctor of philosophy served as an 
as s i s t a n t professor of economics at Harvard from 1971 t o 1976, before j o i n i n g 
the Fed as an i n t e r n a t i o n a l economist. 

She l e f t the c e n t r a l bank i n 1978 t o teach at the London School of Economics 
before j o i n i n g the f a c u l t y a t Berkeley. 

She found out she was i n the running f o r the Fed post w h i l e v a c a t i o n i n g i n 
Hawaii. She sai d i t took Treasury Department o f f i c i a l s a week t o t r a c k her down. 

" I was f a r from a phone and d i d n ' t t e l l anyone where I was going," she sai d 
w i t h a smile. 

Less than a month l a t e r , the President f o r m a l l y nominated her, she sai d . 

That Ms. Yellen's f i r s t major i n t e r v i e w comes f i v e months i n t o her 14- year 
term shouldn't s u r p r i s e anyone, Emory U n i v e r s i t y professor George J. Bentson 
said. Most new governors avoid the s p o t l i g h t , added Mr. Bentson, a member of the 
Shadow F i n a n c i a l Regulatory Committee. 

"That i s p r e t t y much the way they do i t , " he sai d . 
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Three years ago, Minnie Green's Washington, D.C, neighborhood was th i c k with 

drug dealers. "You couldn't walk the streets. They went from one side of the 
street to the other. They didn't care, and i t seemed the police wouldn't do 
anything." 

The neighbors organized. They patrolled at night and took down license-plate 
numbers of cars cruising for drugs. Today, three major drug busts l a t e r , she 
says children play safely i n the streets: "People feel so free now." 

Adds Alpha O. McPherson, president of another active Washington community 
group: " I f you want to save your community...you have to put the l i n e i n the 
sand and organize to stop these bad fol k s . " 

That's j u s t what economists George Akerlof and Janet Yellen think, too. The 
professors of economics at the University of California at Berkeley, who are 
husband and wife, have designed a complex economic model that they say shows 
that neighborhood action holds the key to crime f i g h t i n g . 

"We are t r y i n g to emphasize the important role communities play - the idea 
that there i s a broader society that has input" into c o n t r o l l i n g crime, says Dr. 
Yellen, who, since helping develop t h i s theory, has become a governor of the 
Federal Reserve Board. 

Mainstream economists believe that crime i s a ra t i o n a l economic choice: 
Criminals choose crime when the benefits exceed the costs. When governments 
increase the "cost" of crime by increasing the certainty of punishment, they 
argue, crime w i l l f a l l . 

The Akerlof-Yellen model begins with the mainstream assumptions about the 
criminals' choices. But i t comes to a sharply d i f f e r e n t conclusion about 
deterrence. A more e f f e c t i v e way to increase the cost of crime, Drs. Akerlof and 
Yellen say t h e i r model shows, i s to cut a community's willingness to to l e r a t e 
i t . 

Up to a certain crime l e v e l , they argue, communities inadvertently cooperate 
with criminals by looking the other way instead of reporting crime to the 
police. "Up to that point, crime pays," they write i n t h e i r paper applying t h e i r 
model to gang behavior. Eventually, though, when crime gets too bad, 
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communities begin t o cooperate w i t h the p o l i c e instead, and crime drops. They 
c a l l the l i n e at which t h a t switch takes place the "cooperation-noncooperation 
boundary." 

They f i n d t h a t crime seeks i t s own e q u i l i b r i u m i n c l a s s i c economic fashion as 
c r i m i n a l s - r a t i o n a l l y - t r y t o keep t h e i r crime l e v e l high enough t o give them 
maximum p r o f i t s but low enough not t o t r i g g e r the community's i r e . Crime can be 
c o n t r o l l e d i f ways can be found t o lower t h a t cooperation t h r e s h o l d , the two 
economists argue. 

They maintain t h a t a f t e r a c e r t a i n p o i n t , more p r i s o n b u i l d i n g may cause the 
t h r e s h o l d t o r i s e i f the community perceives punishments t o be too harsh. " I 
would go p r e t t y f a r i n saying t h a t people's perceptions of the f a i r n e s s of the 
j u s t i c e system can have r e a l l y b i g e f f e c t s on the crime r a t e , " says Mr. A k e r l o f . 
" I n our model, i f people t h i n k t h a t the l e g a l system i s not f a i r , then they stop 
cooperating w i t h the a u t h o r i t i e s and the crime r a t e i s going t o go way up." 

Proponents of community a c t i v i s m say the economists' work provides r a r e 
academic support f o r t h e i r e f f o r t s . " I t ' s a r a d i c a l l y d i f f e r e n t look" at crime, 
says Roger Conner, executive d i r e c t o r of American A l l i a n c e f o r Rights and 
R e s p o n s i b i l i t i e s , a Washington-based group t h a t , among other t h i n g s , supports 
neighborhood o r g a n i z i n g against crime. "Their work, which i s t h e o r e t i c a l , and my 
own work, which i s on the s t r e e t s and p r a c t i c a l , are completely c o n s i s t e n t . " 

For example, he says the model helps him understand why a n t i d r u g l o i t e r i n g 
laws w i l l work i f the community welcomes them but w i l l be counterproductive i f 
the community perceives them t o be u n f a i r and won't help p o l i c e enforce them. 

The r o l e of the community i n crime f i g h t i n g received l i t t l e economic 
a t t e n t i o n u n t i l the A k e r l o f - Y e l l e n model. George K e l l i n g , a professor at 
Northeastern U n i v e r s i t y and a f e l l o w at Harvard's John F. Kennedy School of 
Government who s p e c i a l i z e s i n c r i m i n a l j u s t i c e , says economists have been much 
more i n t e r e s t e d i n crime's e f f e c t on the economy or crime's response t o an 
increase i n the number of p o l i c e o f f i c e r s . 

Meanwhile, Prof. K e l l i n g adds, there has been a p o l a r i z a t i o n i n the crime 
debate: One side argues f o r p o l i c e , p e n a l t i e s and p r i s o n space; the other 
focuses on the r o o t s o c i a l causes of crime and supports education, job t r a i n i n g 
and drug r e h a b i l i t a t i o n . 

Dr. Yellen says t h a t she and Dr. A k e r l o f were looking f o r a way t o bridge the 
gap between the t r a d i t i o n a l l y a d v e r s a r i a l c r i m e - f i g h t i n g p o s i t i o n s . "We were 
t r y i n g t o f i n d some common ground," she says. 

I t won't be easy. Both sides f i n d something t o hate i n the model. I n t a n g i b l e s 
l i k e cooperation thresholds are " j u s t p o l i t i c a l g u f f , " says Morgan Reynolds, 
d i r e c t o r of c r i m i n a l - j u s t i c e studies at the National Center f o r P o l i c y Analysis, 
a Dallas-based t h i n k tank. He says h i s research shows c l e a r l y t h a t crime drops 
as r a t e s of imprisonment go up. 

On the other side of the debate but t a k i n g issue w i t h the model i s Jerome 
M i l l e r , president of the N a t i o n a l Center on I n s t i t u t i o n s and A l t e r n a t i v e s i n 
Alexandria, Va., and a proponent of addressing the economic and s o c i a l causes of 
crime. He c h a r a c t e r i z e s the assumptions behind the model as "a white man's 
th i n k - t a n k view of crime - the view t h a t c r i m i n a l s are d i f f e r e n t from the r e s t 
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of the community." 

S t i l l , both sides also f i n d things to agree with. " I f they are saying that 
high rates of incarceration bring about not only diminishing returns but 
negative returns I would h e a r t i l y agree," says Mr. M i l l e r . Meanwhile, John 
D i l u l i o , a professor of p o l i t i c s and public a f f a i r s at Princeton University who 
favors more imprisonment, says he thinks the Akerlof-Yellen model supports 
increasing use of prisons. 

Some say that the model's appeal l i e s precisely i n i t s a b i l i t y to off e r 
something to both sides. To be ef f e c t i v e , community activism does require 
s u f f i c i e n t police t o back up citizens and swift penalties once offenders are 
caught. At the same time, community vigilance i s seen as a cheaper and more 
humane way of deterring crime than raising prison terms. 

" I t ' s an argument that both sides ought to be able to buy," says Jeffrey 
Roth, a senior fellow at the Urban I n s t i t u t e . " I f you are committed to using 
prisons, i t works - and also i f you aren't." 
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Small-business lending w i l l not be crimped by the banking i n d u s t r y ' s r a p i d 
c o n s o l i d a t i o n , r e g u l a t o r s t o l d lawmakers Wednesday. 

" I am o p t i m i s t i c about the outlook f o r small-business c r e d i t , " said Federal 
Reserve Board Governor Janet Yellen a t a hearing before the House Small Business 
Committee. 

Ms. Y e l l e n disagreed w i t h d i r e p r e d i c t i o n s f o r small-business lending made by 
Fed economists i n March. The economists showed bank lending t o small business 
declined 34% from 1989 t o 1994, and warned i t could drop another 32% during the 
next f i v e years. Ms. Yel l e n c r i t i c i z e d those p r e d i c t i o n s as being based on 
i n s u f f i c i e n t i n f o r m a t i o n . 

I n support of her upbeat f o r e c a s t , she said the number of bank commercial 
loans of $1 m i l l i o n or less increased more than 7% between June 1994 and June 
1995. 

Agreeing w i t h the rosy f o r e c a s t , Andrew C. Hove J r . , Federal Deposit 
Insurance Corp. v i c e chairman, asserted t h a t the d e c l i n e i n small-business 
lending has already been reversed. "The s t r e n g t h of the banking i n d u s t r y over 
the past three years has been accompanied by increased lending t o small 
businesses," he sai d . 

Mr. Hove sai d the v i a b i l i t y of community banks - the biggest source of 
small-business loans - w i l l not be threatened by c o n s o l i d a t i o n . I n t h r e e of the 
l a s t s i x years, banks w i t h assets of less than $100 m i l l i o n enjoyed 
above-average p r o f i t s , he sai d . 

Lawmakers were s k e p t i c a l , however. 

Rep. John LaFalce, D-N.Y., pr e d i c t e d the wave of mergers w i l l g r e a t l y t h i n 
the ranks of community banks w i l l i n g t o lend t o small businesses. "Out-of-state 
bank ho l d i n g companies show lower r a t e s of small-business lending than l o c a l 
i n s t i t u t i o n s , " he s a i d , c i t i n g the Fed r e p o r t . 

Troubled by Ms. Yellen's disagreement w i t h the Fed economists. Small Business 
Committee Chairwoman Jan Myers asked the c e n t r a l bank t o prepare a more d e t a i l e d 
analysis of small-business lending. 
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P. Jeunes Dowe Jr., president of Bangor Savings Bank i n Maine, asked lawmakers 
to double the l i m i t on commercial lending by t h r i f t s to 20% of assets. Frank A. 
Suellentrop, chairman of the Community Bankers Association of Kansas, urged 
Congress to pass pending regulatory r e l i e f b i l l s , which would ease many consumer 
protection and compliance rules. 

GRAPHIC: Yellen, photo 

LANGUAGE: ENGLISH 
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While the proposed Glass-Steagall reform l e g i s l a t i o n debated i n Congress t h i s 
year would have f a l l e n w e l l short of t r u e r e g u l a t o r y modernization. Federal 
Reserve System o f f i c i a l s s t i l l were q u i t e encouraged by the prospect of a 
reasoned expansion of banking powers and a red u c t i o n of burdensome r e g u l a t i o n s . 

Under the b i l l proposed by Rep. James A. Leach (R-Iowa), chairman of the 
House Banking Committee, banks would have gained the freedom t o a f f i l i a t e w i t h 
non-insurance f i n a n c i a l companies such as brokerage f i r m s . C e r t a i n laws f o r c i n g 
banks t o seek r e g u l a t o r y approval f o r a l l s o r t s of corporate decisions also 
would have been eased. 

What i s more, the Fed stood t o gain a d d i t i o n a l s t a t u r e i n the r e g u l a t o r y 
community, along w i t h a l e g i s l a t i v e v a l i d a t i o n of i t s view on how banking 
companies should be organized and regulated. Rep. Leach supported the c e n t r a l 
bank's conte n t i o n t h a t new and p o t e n t i a l l y more r i s k y banking a c t i v i t i e s should 
be housed i n separate bank holding company s u b s i d i a r i e s , w i t h the Fed a c t i n g as 
the umbrella supervisor of the parent companies. 

So from many perspectives, the l e g i s l a t i o n ' s defeat made l i f e more d i f f i c u l t 
f o r the Fed, both i n i t s r o l e as an advocate of progressive r e g u l a t i o n , and as 
the a s p i r i n g master a r c h i t e c t of banking's f u t u r e corporate and r e g u l a t o r y 
s t r u c t u r e . 

While acknowledging t h a t "proceeding from here i s going t o be a challenge," 
Janet L. Yellen says the Fed s t i l l hopes t o gain ground i n modernizing and 
streeunlining i t s r e g u l a t o r y p r a c t i c e s . A member of the Board of Governors, she 
also defends the apparent m a j o r i t y stance among Federal Reserve o f f i c i a l s on 
what c o n s t i t u t e s banking's optimal corporate s t r u c t u r e . 

I n an i n t e r v i e w w i t h Banking S t r a t e g i e s , Ms. Yellen says the Fed i s 
o p t i m i s t i c t h a t more of banking's i n t e r n a l r i s k management procedures can be 
incorporated i n t o r e g u l a t i o n , s i m p l i f y i n g o v e r s i g h t and rewarding well-managed 
banks w i t h g r e a t e r leeway i n self-governance. And she has hopes of c u t t i n g some 
of the red tape surrounding the a p p l i c a t i o n s and approvals process. 

The economist j o i n e d the Board of Governors i n August 1994, f o l l o w i n g a 
14-year tenure a t the U n i v e r s i t y of C a l i f o r n i a at Berkeley. She completed a 
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doctorate i n economics at Yale U n i v e r s i t y i n 1971. 

While conceding t h a t sequestering new a c t i v i t i e s i n separate s u b s i d i a r i e s 
d r i v e s up costs and probably slows o v e r - a l l corporate responsiveness, Ms. 
Yellen says loading up f e d e r a l l y - i n s u r e d d e p o s i t o r i e s w i t h myriad n o n t r a d i t i o n a l 
l i n e s of business would give banks u n f a i r competitive advantages w h i l e 
compromising the r i s k p r o f i l e of the Bank Insurance Fund. 

Ms. Yellen also makes a case f o r s i g n i f i c a n t Fed involvement i n bank 
r e g u l a t i o n , and f o r the continued widespread a v a i l a b i l i t y of deposit insurance 
— even at the p r i c e of heavier r e g u l a t i o n . 

Banking S t r a t e g i e s : What are the major issues f a c i n g depository i n s t i t u t i o n s ? 
Where can the Federal Reserve help, and where should i t be involved? 

Y e l l e n : Depository i n s t i t u t i o n s are f a c i n g competition from many kinds of 
f i n a n c i a l i n s t i t u t i o n s o p e r a t i n g i n less-encumbering r e g u l a t o r y environments. 
Banks have t o gain stance i n e v o l v i n g market arenas i f they are t o maintain 
t h e i r competitiveness. 

For the Federal Reserve, t h a t means we need t o usher banks i n t o new areas i n 
ways t h a t are c o n s i s t e n t w i t h law and the d i c t a t e s of s a f e t y and soundness, and 
t o support modernizing l e g i s l a t i o n . We were disappointed t h a t the 
Glass-Steagall reform b i l l wasn't passed. We f e e l t h e re i s a range of 
a c t i v i t i e s banks could pursue t h a t would broaden t h e i r a b i l i t y t o serve 
customers i n a way t h a t would be p e r f e c t l y c o n s i s t e n t w i t h s a f e t y and soundness. 
Proceeding from here i s going t o be a challenge. 

Banking S t r a t e g i e s : You can only go so f a r w i t h i n the c u r r e n t l e g a l 
framework. 

Yel l e n : That's r i g h t . We also supported the r e g u l a t o r y r e l i e f p r o v i s i o n s 
wrapped i n the Glass-Steagall package. But we s t i l l are t r y i n g t o go as f a r as 
we can on our own. We are s y s t e m a t i c a l l y reviewing every one of our 
r e g u l a t i o n s , t r y i n g t o see what we can do t o reduce r e g u l a t o r y burdens. 

Banking S t r a t e g i e s : What are the primary o p p o r t u n i t i e s ? 

Y e l l e n : We're studying ways t o streamline the process of s u b m i t t i n g 
a p p l i c a t i o n s and o b t a i n i n g approvals, p a r t i c u l a r l y f o r banks t h a t are 
w e l l - c a p i t a l i z e d and -managed, and which have e i t h e r s a t i s f a c t o r y or outstanding 
r a t i n g s f o r compliance w i t h the Community Reinvestment Act. 

Another p r i o r i t y i s keeping c u r r e n t w i t h progressive r i s k management 
p r a c t i c e s i n the i n d u s t r y . We c e r t a i n l y see t h a t r i s k management methods, 
models and techniques are r a p i d l y advancing. We want t o understand these 
p r a c t i c e s and maintain an open mind about i n c o r p o r a t i n g them i n t o s u p e r v i s i o n 
and r e g u l a t i o n . 

For example, we're about t o p u b l i s h f i n a l r u l e s on the r e g u l a t o r y use of 
i n t e r n a l bank models assessing t r a d i n g r i s k s . That's a novel approach. I t 
shows a w i l l i n g n e s s on the p a r t of the r e g u l a t o r s t o work w i t h the i n d u s t r y — 
t o gear our own c a p i t a l standards and supervision t o r i s k management techniques 
banks themselves are using d a i l y . 
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We're not stopping at t h a t . I n the d r a f t of our pre-commitment concept, on 
which we c u r r e n t l y are s o l i c i t i n g comment, we t r y t o create i n c e n t i v e s f o r banks 
t o f i g u r e out on t h e i r own how much c a p i t a l they need t o cover losses i n t r a d i n g 
accounts. We would give banks the freedom t o decide f o r themselves, based on 
self-assessments of exposures and r i s k management c a p a b i l i t i e s . 

Banking S t r a t e g i e s : Can t h i s approach be expanded beyond i t s proposed i n i t i a l 
a p p l i c a t i o n ? 

Y e l l e n : I t i s a question mark f o r other areas. One r e q u i s i t e of the 
pre-commitment approach i s an a b i l i t y t o evaluate the market value and 
prospective performance of a p o r t f o l i o , assessing gains and losses and the 
v a r i a b i l i t y of r e t u r n s . C a p i t a l requirements are based on t h a t a n a l y s i s , and 
banks commit themselves t o m a i n t a i n i n g c a p i t a l l e v e l s s p e c i f i e d by t h e i r own 
models. 

But i n the case of loan p o r t f o l i o s , the assets can't be valued. And t h a t ' s a 
b i g d i f f e r e n c e . Loans are not l i k e exchange-traded d e r i v a t i v e s and t r a d a b l e 
s e c u r i t i e s , on which we can o b t a i n market values every day. That impedes the 
assessment of gains and losses and the v a r i a b i l i t y of r e t u r n s , and as such i s an 
obstacle. I'm not going t o r u l e out the p o s s i b i l i t y t h a t someone could f i g u r e 
out how t o extend the pre-commitment approach t o i l l i q u i d loans, but at t h i s 
p o i n t I don't see how t h a t could be done. 

Banking S t r a t e g i e s : One issue i n banking e f f i c i e n c y i s corporate s t r u c t u r e . 
There i s serious disagreement on whether t r a d i n g and many other types of 
cutting-edge f i n a n c i a l services a c t i v i t i e s should be f o l d e d i n t o the main bank, 
or housed i n separately c a p i t a l i z e d s u b s i d i a r i e s . 

There are those people who very s t r o n g l y contend t h a t housing h i g h - r i s k 
a c t i v i t i e s i n separate s u b s i d i a r i e s doesn't enhance sa f e t y and soundness and 
does pose a burden. On the other hand, there are those people who say separate 
s u b s i d i a r i e s help p r o t e c t d e p o s i t o r i e s and prevent market d i s p a r i t i e s a r i s i n g 
when banks use deposits t o fund h i g h - r i s k u n i t s t h a t compete w i t h non-banks 
having higher funding costs. 

What's your take? What i s the i d e a l corporate s t r u c t u r e t h a t assures s a f e t y 
and soundness but at the same time assures maximum f l e x i b i l i t y and economy of 
operation f o r the banking industry? 

Y e l l e n : You've asked a very d i f f i c u l t question, and I don't t h i n k there's a 
c l e a r - c u t answer t o be had. 

I n terms of a l l o w i n g banks t o engage i n new a c t i v i t i e s , i t seems t o me t h a t 
we ought t o t r y t o maintain a l e v e l p l a y i n g f i e l d . I worry about the p o t e n t i a l 
competitive i n e q u i t i e s t h a t could a r i s e i f banks were permitted t o c a r r y new 
a c t i v i t i e s under t h e i r depository c h a r t e r s . The advantages would include a 
lowered cost of c a p i t a l and the i m p l i e d extension of the s a f e t y net t o new and 
p o t e n t i a l l y more r i s k y a c t i v i t i e s . 

To be sure, there's a consequence f o r e f f i c i e n c y and competitiveness when 
a c t i v i t i e s are compartmentalized i n separate s u b s i d i a r i e s . The h o l d i n g company 
s t r u c t u r e can r a i s e the cost of engaging i n new a c t i v i t i e s and maybe prevent — 
given the f i r e w a l l s t h a t we would e n v i s i o n — some of the synergies t h a t could 
spring from a more t i g h t l y - i n t e g r a t e d o r g a n i z a t i o n . 
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The Federal Reserve i s sensitive to t h i s issue, and our position on separate 
subsidiaries i s n ' t t o t a l l y r i g i d . 

But under the holding company structure, there's less chance that banks w i l l 
take advantage of the safety net and become unfair competitors i n new 
a c t i v i t i e s . And there i s greater insulation between depositories and 
higher-risk a f f i l i a t e s . 

Of course, a l l of us understand that a holding company i n practice i s a 
single organization. I f a separate subsidiary engages i n risky a c t i v i t i e s and 
gets i n trouble, i t i s possible that detrimental public and market reactions 
could s p i l l over to the bank a f f i l i a t e , even though i t i s a l e g a l l y d i s t i n c t 
e n t i t y i n sound condition. The a f f i l i a t e s are a l l part of the same e n t i t y . 
They a l l have the same name on the door. 

Banking Strategies: Confidence i s confidence on both sides of the a i s l e . I f 
the public loses confidence i n a banking a f f i l i a t e . . . 

Yellen: . . . the mistrust can extend to the bank as well. We understand 
that having new a c t i v i t i e s undertaken i n separately capitalized subsidiaries of 
holding companies doesn't completely insulate the bank. That i s why we think 
banking organizations also should have umbrella supervision. 

Banking Strategies: Should t h i s r e s p o n s i b i l i t y necessarily f a l l to the 
Federal Reserve? 

Yellen: Currently, the Fed i s the umbrella supervisor of a l l bank holding 
companies. I can envision reorganizing things so that r e s p o n s i b i l i t i e s among 
the various regulatory agencies are carved up i n a d i f f e r e n t way, so I don't 
want to make i t sound l i k e t h i s i s a unique and perfect arrangement and could 
never, ever be d i f f e r e n t . But do I think there ought to be a supervisor, an 
umbrella supervisor of holding companies? Yes, I do. 

I also think i t i s very important that the Federal Reserve play a role i n 
bank supervision, even i f that role varies somewhat from today's d e f i n i t i o n . 
Bank supervision t i e s i n with monetary policy. And i t t i e s i n with the ultimate 
re s p o n s i b i l i t y of the central bank, which i s guaranteeing the s t a b i l i t y , 
l i q u i d i t y and e f f i c i e n c y of the f i n a n c i a l system. Every once i n a while, the 
Federal Reserve i s called on to handle a systemic c r i s i s . I don't believe we 
could adequately perform that function without the hands-on expertise and 
knowledge of the banking system that stems from the discharge of supervisory 
r e s p o n s i b i l i t i e s . 

The other thing I would say i s that we have a s l i g h t l y d i f f e r e n t approach to 
regulation than other agencies. Because we have re s p o n s i b i l i t y for monetary 
policy, we are constantly looking at the role of the banking system i n 
supporting economic growth. I t ' s naturally our perspective that banks should 
take r i s k s . 

Under an alternative regulatory mindset that says " I don't want any bank to 
f a i l on my watch," you lose the perspective that i t i s the function of the 
banking industry to assume and manage risks by making loans that f a c i l i t a t e 
economic growth. 
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When r e g u l a t i o n i s made too tough because of worries about bank f a i l u r e s , i t 
can have repercussions on the e n t i r e economy. We saw t h a t i n the c r e d i t crunch 
of the e a r l y 1990s. 

Banking S t r a t e g i e s : How do we arrange t h i n g s so t h a t the d i s p e r s i o n of 
r e g u l a t o r y o v e r s i g h t and self-governance p r i v i l e g e s matches the d i s p e r s i o n of 
r i s k p r o f i l e s i n the banking i n d u s t r y , as opposed t o the o n e - s i z e - f i t s - a l l 
approach t h a t we o f t e n see? 

Yellen: That's a r e a l l y tough issue. S u p e r f i c i a l l y , f o r example, a loan i s a 
loan i s a loan. But a group of banks having nominally s i m i l a r p o r t f o l i o s can 
have sharply d i f f e r i n g r i s k p r o f i l e s . I n an i d e a l world, they ought t o hold 
very d i f f e r e n t amounts of c a p i t a l . But under our c u r r e n t system, c a p i t a l 
standards on a p o r t f o l i o of t r i p l e - A bonds can be the same as f o r a p o r t f o l i o of 
junk bonds, because we aren't d i f f e r e n t i a t i n g . 

I t h i n k we're making small, gradual steps i n the d i r e c t i o n of p r e s c r i b i n g 
c a p i t a l standards t h a t do r e f l e c t v a r y i n g gradations of r i s k , coming down hard 
i n terms of s u p e r v i s i o n f o r banks managing t h e i r a f f a i r s comparatively less 
a d r o i t l y . 

I'm not saying progress i s u n i v e r s a l , but look at the i n t e r n a l models on 
t r a d i n g r i s k . This i s a good excimple of where we are going. We are t r y i n g t o 
gear what we do o f f what the banks themselves do, working w i t h the banks' own 
models. There are rewards f o r banking organizations t h a t have good models and 
manage t h i n g s p r o p e r l y . There are p e n a l t i e s i f your model i s lousy. 

I n c r e a s i n g l y w i t h respect t o a p p l i c a t i o n s and approvals, w e l l - c a p i t a l i z e d and 
-managed i n s t i t u t i o n s w i l l f i n d the procedures they go through less burden-some. 
For them, c e r t a i n t h i n g s w i l l be automatic. 

Generally speaking, I t h i n k i t i s important t o reward good p r a c t i c e s . But 
i t ' s not easy. I t r e a l l y i s n ' t . 

Banking S t r a t e g i e s : What's your general outlook f o r c h a r t e r expansions and 
modernizing l e g i s l a t i o n ? 

Y e l l e n : Even though the Glass-Steagall reform package s t a l l e d , t h e re seems t o 
be a general l e g i s l a t i v e consensus t h a t t h i n g s can be done t o streamline 
r e g u l a t i o n and make i t less burdensome. But even w i t h i n the l i m i t s of what the 
law c u r r e n t l y says, we are making a great e f f o r t on our own t o streamline 
t h i n g s . We'll go as f a r as we can. 

A suggestion has been made t h a t we reconsider our own r e g u l a t i o n s t h a t l i m i t 
the p r o p o r t i o n of revenues banks can d e r i v e from Section 20 s u b s i d i a r i e s 
involved i n u n d e r w r i t i n g , and w e ' l l have t o t h i n k about the p o s s i b i l i t i e s t h e r e . 
The Comptroller of the Currency has had considerable success i n a l l o w i n g 
n a t i o n a l banks t o become involved i n insurance and other a c t i v i t i e s . 

U l t i m a t e l y , Congress has an important r o l e t o play. I'd l i k e t o t h i n k t h a t 
when there are l a r g e chunks of t h i n g s t h a t are e i t h e r u t t e r l y u n c o n t r o v e r s i a l or 
obviously c o n s t r u c t i v e , t h a t somehow or another, those proposals e v e n t u a l l y w i l l 
become law. 
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The l a s t l e g i s l a t i v e push got wrapped up i n some p r e t t y contentious p o l i t i c s . 
But i f you ask me what i s my f o r e c a s t , I t h i n k a l l the forces are moving i n the 
SEune d i r e c t i o n , and t h a t i s t o expand bank powers so long as sa f e t y and 
soundness i s not compromised. I don't know how the journey w i l l work out 
p r e c i s e l y . 

Banking S t r a t e g i e s : There are those bankers, such as Norwest Corp. chairman 
Richard Kovacevich, who are q u i t e vocal i n saying, "Why don't we scale back the 
safety net, so t h a t when i t comes time f o r lawmakers t o consider l i b e r a l i z i n g 
c h arters and s t r e a m l i n i n g r e g u l a t i o n , they won't be hamstrung by the issue of 
deposit insurance and the government's i m p l i c i t backing of the banking system." 

Yel l e n : My sense i s t h a t Dick's view i s not the m a j o r i t y view. I f banks were 
o f f e r e d a choice — e i t h e r keep t h i n g s the way they are and get deposit 
insurance and the r e g u l a t i o n s t h a t go w i t h i t , or give up insured deposits and 
get r i d of a l o t of the r e g u l a t i o n s — I t h i n k most banks would keep t h i n g s the 
way they are. 

I have the sense t h a t most bankers f e e l deposit insurance i s very important, 
t h a t the insured deposit i s a valuable core product. 

On top of t h a t , you have a very d i f f i c u l t p u b l i c p o l i c y question which has t o 
do w i t h systemic r i s k and the s t a b i l i t y of the f i n a n c i a l system. Deposit 
insurance was introduced both t o p r o t e c t i n d i v i d u a l depositors and t o prevent 
panics surrounding i n d i v i d u a l banks from spreading throughout the f i n a n c i a l 
system. 

Would we be b e t t e r o f f as a country g i v i n g t h a t up? I don't t h i n k i t i s 
obvious t h a t we would be. We would have t o t h i n k through very c a r e f u l l y what 
i m p l i c a t i o n s the r e d u c t i o n or e l i m i n a t i o n of deposit insurance would have f o r 
systemic r i s k . The Depression taught us a lesson. I'm not sure we should get 
r i d of a system t h a t has served us w e l l i n terms of assuring the s t a b i l i t y of 
our f i n a n c i a l system. 

Banking S t r a t e g i e s : What are the most promising and important r i s k management 
p r i o r i t i e s i n the banking industry? 

Yellen: When you look at the large t r a d i n g c r i s e s o c c u r r i n g over the past few 
years, the Barings s i t u a t i o n , the recent losses at Sumitomo, i n v i r t u a l l y every 
case the problem stemmed from improper i n t e r n a l c o n t r o l s . While some episodes 
involved the use of s o p h i s t i c a t e d f i n a n c i a l instruments and s t r a t e g i e s , i t was 
the un s o p h i s t i c a t e d s t u f f -- lax c o n t r o l s , poor p o l i c i e s and procedures — t h a t 
sparked t r o u b l e . 

The lessons are simple yet powerful. You don't l e t the person doing the 
t r a d i n g keep the books. You e s t a b l i s h r i s k l i m i t s , backed up by proper 
oversight and c o n t r o l s and a robust o r g a n i z a t i o n a l s t r u c t u r e . I t ' s not so much 
having the team of rocket s c i e n t i s t s b u i l d i n g r i s k c o n t r o l models and making 
sure you don't i n s e r t an e r r o r i n l i n e 9,022 of the program, i t i s c o n t r o l l i n g 
people i n the o r g a n i z a t i o n and guarding against the p o s s i b i l i t y t h a t an e r r a n t 
o f f i c e r could i n c u r and conceal $ 1 b i l l i o n of t r a d i n g losses. 

My sense of the s t a t e of the p r a c t i c e i s t h a t i t i s very good. I f e e l the 
in d u s t r y has come a long way. I f e e l the supervisors have come a long way. 
In c r e a s i n g l y , our emphasis i s on the o r g a n i z a t i o n , making sure t h a t the 
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i n t e r n a l c o n t r o l s are the r e . 

Beyond t h a t , the technologies f o r measuring, monitoring and c o n t r o l l i n g r i s k 
are also advancing. Not a l l i n s t i t u t i o n s are using these t o o l s , and they're not 
a l l engaging i n the r i s k i e s t and f a n c i e s t kinds of a c t i v i t i e s , but my goodness, 
the technology i n t h i s area has evolved enormously. 

Banking S t r a t e g i e s : Are you o p t i m i s t i c about the f u t u r e of the banking 
industry? 

Y e l l e n : Yes, I know there are concerns about increased competition from 
nonbank f i n a n c i a l o r g a n i z a t i o n . But i t seems t o me t h a t a growing p o r t i o n o f 
bank p r o f i t a b i l i t y comes from a c t i v i t i e s t h a t don't show up on balance sheets. 
I n many fee-based products and services, American banks are h i g h l y c o m p e t i t i v e . 
I understand t h a t banks are anxious t o get i n t o new a c t i v i t i e s . But o v e r a l l , I 
t h i n k banking i s doing q u i t e w e l l . 

GRAPHIC: Photos 1 through 3, no caption. Photographs by Mike M i t c h e l l 
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