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Sound Money, Inflation, Bubbles, and

Bailouts: What is a Fed Chairman to do?

Ben Bernanke will take over as Chairman of the Federal Reserve

when Alan Greenspan retires at the end of January. The new Chairman’s

greatest challenges will reflect his predecessor’s failure to address

speculative bubbles as they form and failures of bank supervision that

inevitably require bailouts as political solutions.

Alan Greenspan has been Chairman of
the Federal Reserve since August 1987.
His term in that office expires at the close
of the Federal Open Market Committee
(FOMC) meeting that commences Janu-
ary 31, 2006. He then will be about a
month shy of his 80th birthday and four
months short of the record for longest ten-
ure of a Federal Reserve Chairman held
by William McChesney Martin, who
served April 1951 through January 1970.

President Bush has nominated Ben S.
Bernanke, age 52, to succeed Greenspan.
Bernanke was educated at Harvard and
MIT. He was a professor of economics at
Stanford (1979-1985) and Princeton
(1985-2002). His specialty is monetary
economics. Bernanke served as a Gover-
nor of the Federal Reserve from 2002 un-
til last June, when he was named Chair-
man of the President’s Council of Eco-
nomic Advisers. Born in Georgia,
Bernanke grew up in South Carolina and
is slated to become the first Fed chairman
from the Old Confederacy since Eugene
Black left office in 1934.

Greenspan’s Legacy

It has often been said of Chairman
Greenspan’s tenure at the Fed that he re-
duced the rate of decline in the purchas-
ing power of the dollar. However the
“heavy lifting” in that regard occurred
under Paul Volcker, who was Fed chair-
man, 1979-1987 (see accompanying
table). Volcker inherited a rate of price
inflation of over 20 percent. Although
the annualized rate of total price infla-
tion under Volcker was higher than it
has been under Greenspan, the rate dur-
ing Volcker’s last 12 months, 4.3 per-
cent, was actually slightly less than it
has been during the 12 months ended last

month (4.4 percent).
The Greenspan dollar (August

1987 = $1) is worth only 58 cents today.
The 3.1 percent annualized rate of price
inflation during Greenspan’s tenure
eroded 42 cents from the purchasing
power of the dollar.

Optimists would say that we suffered
“only” a 42-percent depreciation of the
dollar over the last 18 years. Some sound
money advocates would say that such per-
formance is surprisingly good for fiat cur-
rencies that are discretionarily managed,
but others would deem such performance
unacceptable for the central reserve cur-
rency of the world. As Lee Hoskins,
former president of the Federal Reserve
Bank of Cleveland (1987-1991), put it,
“Zero is the only acceptable inflation rate
for a central bank’s monetary policy.”

Greenspan steadfastly opposed any
congressional attempt to specify either a
zero inflation or “price level stability” as
the sole operational target for the Fed’s
monetary policy.

The decline in purchasing power of the
dollar under Greenspan is only one of the
disappointments that advocates of sound
money have experienced during his ten-
ure. Many assumed that he would pay at-
tention to the gold price as an indicator of

the effectiveness of Federal Reserve mon-
etary policy. The basis for that optimism
was a well-known article that Greenspan
wrote as a young economist, “Gold and
Economic Freedom,” published in Capi-
talism: The Unknown Ideal (1966). He
was asked about his staunchly pro-gold
views in that article in light of his subse-
quent experiences by Representative Ron
Paul (R-TX) in a hearing before the House
Financial Affairs Committee on July 20,
2005. Relevant excerpts from Greenspan’s
reply to Rep. Paul are reproduced below:

[S]ince the late 1970s, central bankers

generally have behaved as though we

were on the gold standard. And, indeed,

the extent of liquidity contraction that

has occurred as a consequence of the

various different efforts on the part of

monetary authorities is a clear indication

that we recognize that excessive creation

of liquidity creates inflation which, in

turn, undermines economic growth. So

that the question is: Would there be any

advantage, at this particular stage, in

going back to the gold standard? And

the answer is: I don’t think so, because

we’re acting as though we were there….

So I think central banking, I believe,

has learned the dangers of fiat money,

and I think, as a consequence of that,

we’ve behaved as though there are,

indeed, real reserves underneath the

system.

Intriguingly, London gold was trading
in a monthly price range of $455 to $480
in August-October 1987 when Greenspan
became chairman; he might leave office
with gold at the same price as when he
entered (London spot gold was $462.55
at this writing). To illustrate the decline
of the dollar versus gold in the Greenspan

Monetary Policy in a Fiat World
[A] world monetary system has emerged that has no historical

precedent: a system in which every major currency in the world is,
directly or indirectly, on an irredeemable paper money standard—directly,
if the exchange rate of the currency is flexible though possibly manipu-
lated; indirectly, if the currency is unified with another fiat-based
currency…. The ultimate consequences of this development are shrouded
in uncertainty.

—Milton Friedman, Money Mischief: Episodes in Monetary History
(1992), p. 249.
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years, currency in circulation could have
been backed by about a 60 percent gold
reserve at market value in late 1987; to-
day, at market value, the U.S. gold re-
serve would cover only about 17 percent
of currency in circulation.

Greenspan inherited various problems
from Volcker, such as the lingering ef-
fects of the international payments crises
of the 1980s, a collapse of U.S. agricul-
tural prices, 1980-1986, as well as the dif-
ficulties of the savings and loans banks
that became evident in 1987-1992.
Greenspan had to deal with the 1987 stock
market crash shortly after he took over
from Volcker and other messes surfaced
on his watch (the bursting of the North-
eastern and coastal commercial real es-
tate bubble, 1987-1993, the Mexican bail-
out of 1995, the East Asian and Russian
payments crises of 1997-1998, the ar-
ranged rescue of Long-Term Capital Man-
agement in 1998, the “dot com” bubble of
1996-2000 and the renewed Northeastern
and coastal housing price bubble, 2000-
2005). In short, the recurring asset price
bubbles that were stimulated by “easy
money” policies (as in 1990-1994 and
2001-2004) may have reinforced an ex-
pectation of future bailouts. The
“Greenspan put option,” as financial mar-
ket analysts describe it, may be
Greenspan’s major legacy that his suc-
cessor will have to live with.

A related and potentially even more
troubling legacy Greenspan leaves to his
successor is the rapid increase of finan-
cial derivative instruments, heavily con-
centrated at a few key points in the bank-
ing system. For example, credit deriva-
tives (a means of swapping default risk
around in financial markets) first were cre-
ated in 1997, reached $2.3 trillion gross
notional (face) amount by year-end 2004,
and expanded exponentially to $4.1 tril-
lion by end-June 2005. For comparison,
U.S. GDP was $12.4 trillion at end-June,
and total credit market debt outstanding
was $37.3 trillion at end-March 2005.

Greenspan has been active personally,
intervening on multiple occasions, to
block congressional and other bank su-

pervisory agencies’ attempts to rein in the
expansion of the over-the-counter (off-
exchange) derivatives market since 1993.
He may have done this to assert the Fed’s
supervisory function (unique among the
world’s major central bankers, who typi-
cally leave regulatory matters to govern-
ment departments, such as treasuries or
ministries of finance). “Turf wars” or not,
Greenspan did not have to countenance
the explosive growth of financial deriva-
tives whose potential for exacerbating fi-
nancial crises is little understood.

About halfway through the tenure of
Paul Volcker as Fed chairman, in the early
1980s, The American Banker interviewed
William McChesney Martin and asked
him what he thought of Volcker’s man-
agement of the Fed. Martin’s reply was
that he would give Volcker an A for mon-
etary policy and an F for banking supervi-
sion. A charitable assessment of
Greenspan’s legacy might be B-/C+ at best
for monetary policy and an F for supervi-
sory policy.

Bernanke’s Prospects

Most observers believe that Ben
Bernanke will be confirmed easily. He will
take over the Fed in February with real
growth of the economy running at about
3.5 to 4.0 percent annually if current eco-
nomic trends continue. Unfortunately, he
also will be taking over as energy and
non-agricultural commodity prices reach
multi-decades peak levels in nominal dol-
lars and with strong inflationary pressures
bubbling up at various hotspots in the
economy. The year-over-year inflation
rates have reached 4.7 percent for all con-
sumer prices and 2.0 percent for “core”
inflation (without food and energy), the
latter figure being somewhat depressed by
domestic competition from the surge of
imported goods in recent years (analyti-
cally, this is not a problem unless the im-
ports stop, for whatever reason).

Bernanke comes into office with repu-
tations for great intelligence, extensive
research and writing on monetary policy,
plain speaking (a refreshing change from
the obfuscations emanating from the

chairman’s office during the Volcker and
Greenspan years), writing his own
speeches (we shall see if the Board staff’s
Mandarins allow that to continue—the
chairman does not necessarily speak for
the Fed on monetary policy), attempting
to increase the transparency of monetary
policy decision-making (there is room to
make further inroads against the bastions
of Fed secrecy), and strong beliefs in at-
tempting to manage aggregate economic
performance through monetary policy and
in inflation targeting. This last character-
istic distinguishes him from Chairman
Greenspan, who absolutely refused to be
pinned down on a specific numerical in-
flation target. The Board’s senior staff is
deeply entrenched in its habits of secrecy
and obfuscation, and Bernanke may be
hard pressed to make much headway
against those habits.

Bernanke’s speeches while serving as
a Fed governor indicated that he favored
an inflation target of about two percent
annually, within a range of one to 2.5 or
three percent. This is a rational inference
from his speeches, not an explicit state-
ment: he would not have been allowed to
specify a target while Greenspan was
chairman. Bernanke’s writings state
plainly that he abhors deflation (believ-
ing that zero inflation is a lower bound
for actively managed monetary policy, he
prefers not to approach it and to stop the
decline around one percent). He appar-
ently has not made any recent statement
on a monetary role for gold.

The FOMC, as currently constituted,
probably has a consensus view in favor of
a one to three percent inflation target, with
a minority faction in favor of zero to two
percent. For comparison, the European
Central Bank specifically follows a “zero
to two percent” inflation targeting rule,
which it has tended to violate lately, and
its member central banks hold large gold
reserves (about 30 percent of currency in
circulation), even though the euro has no
explicit link to gold.

Probably the greatest weaknesses of
Bernanke’s ideas going into his confir-
mation hearings are related to the Achil-
les heel of all recent Fed chairmen since
Martin, failure to address bubbles as they
are forming, which Martin called “taking
the punch bowl away just when the party
gets going good,” and failures of bank
supervision that inevitably require bail-
outs as political solutions. The strong op-
position to CPI deflation (it is not so clear
where he stands on asset price deflation)
expressed in Bernanke’s recent writings
leads one to believe that he deserves the
nickname “Helicopter Ben” that some fi-
nancial market analysts have pinned on
him for a 2002 speech. In that speech, he

Price Inflation and Interest Rates Under Fed Chairmen Since 1934

Inflation† Loss of
Annualized During Last Average  Purchasing

Months as Rate of 12 mos. as Interest Power of
Chariman Starting Inflation† Chairman Rate*  the Dollar

Marriner S. Eccles 164 Nov-34 4.2% 8.7% 0.3% -43.3%
Thomas B. McCabe 36 Apr-48 2.7% 9.3% 1.1% -7.8%
Wm. McC. Martin, Jr. 225 Apr-51 2.1% 2.2% 3.1% -31.7%
Arthur F. Burns 98 Jan-70 6.5% 6.6% 5.7% -40.4%
G. William Miller 17 Mar-78 11.3% 20.9% 8.4% -14.1%
Paul A. Volcker 96 Aug-79 5.6% 4.3% 9.4% -35.5%
Alan Greenspan** 218 Aug-87 3.1% 4.4% 4.4% -42.6%

* 3-month Treasury Bills. † Consumer Price Index.  **Through October 2005.
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advocated strong monetary policy inter-
vention by the Fed to prevent deflation,
pointing to the currency printing press as
a possible solution, recalling for many the
mental image (attributed to Milton Fried-
man) of flying a helicopter over the
economy and dropping money from it to
drive up the prices of goods and services
below.

Bernanke’s recent writings on bubbles,
industry-specific bailouts, and bank su-
pervisory policy are scarce to nonexist-
ent. One suspects that he was encouraged
to stay away from those subjects as long
as Greenspan was chairman. His writings
display a proclivity to manage the
economy actively through “forecast-based
policies” not limited by any fixed rule

(which he calls “simple feedback poli-
cies”) and an acknowledged reliance on
the quality of data feeding those forecasts.
Because of those characteristics, one fur-
ther suspects that, like his recent prede-
cessors, Bernanke will stumble into occa-
sional asset price bubbles linked back to
monetary policy failures that are rooted
in (a) bad data, (b) bad forecasts, (c) po-
litical pressures, or (d) all of the forego-
ing, with all the attendant bank supervi-
sory failures and political demands for
industry-specific bailouts. He appears to
be unwilling to tackle the derivatives prob-
lem and, like Greenspan, might be para-
lyzed into inaction by fascination with
derivatives as an intellectual construct.

What’s a Chairman to do? ❑

THE BURDEN OF GOVERNMENT

What is the best way to measure the burden of government? The Tax

Foundation calculates Tax Freedom Day, or the day when Americans

will have earned enough money to pay off their tax bill for the year and

are free to spend their income on other goods and services. But, ac-

cording to economist Milton Friedman, the true cost of government is

how much it spends.

As Alexander Hamilton put it, “The
wants of the Union are to be supplied in
one way or another.” And the amount of
revenue needed to supply those wants is
astonishing. According to estimates from
the Bureau of Economic Analysis, the tax
take by all levels of government will total
$3.3 trillion in 2005. Numbers this large
are hard to grasp.

To help put the size of the Nation’s tax
burden into perspective, in 1948 Florida
businessman Dallas Hostetler came up
with the idea of figuring out how many
days of the year Americans spent working
to pay their taxes. He eventually turned
the task of making the annual calculation
over to the Tax Foundation, a nonprofit
organization headquartered in Washing-
ton, D.C., which has been carrying out ac-
tivities to raise the public’s “tax conscious-
ness” since the 1930s. “Tax Freedom Day”
is the day of the year that Americans are
“free” of the burden of domestic taxation,
assuming that every penny of income
earned before that date is used to pay taxes.
This year, that day arrived on April 17th.

This does not mean that every Ameri-
can worked until April 17th to pay off his
taxes. Individual tax circumstances vary
greatly, of course. Tax Freedom Day is
calculated by estimating the share of the
national income that is paid to all levels
of government—Federal, state, and lo-
cal—and applying this percentage to the
number of working days in the year. Tax
Freedom Day is a useful statistic for mea-

suring the aggregate tax burden of all
Americans, and it underscores that today
Americans spend a large part of their time
working to pay taxes.

However, the taxes collected may not
be sufficient to meet “the wants of the
Union.” Because Tax Freedom Day fo-
cuses solely on the tax burden, it does not
take into account the full burden of gov-
ernment. As economist Milton Friedman
sees it, the true cost of government is what
it spends. Following Friedman’s notion,
we modified the Tax Freedom Day con-
cept to calculate the number of days the
nation would need to work to pay for what
government spends.

Another Measure of Burden

Our calculation is similar to the Tax
Freedom Day except, instead of estimat-
ing the percentage of income required to
pay for taxes, we determine the day when
Americans will have earned enough
money to pay for spending at all levels of
government. The result is what we will
call “Friedman Day,” in honor of Profes-
sor Friedman.1

Friedman Day is plotted along side Tax
Freedom Day in Chart 1. Since 1960, the
number of days worked to pay for gov-
ernment spending has exceeded the num-
ber of days needed to pay taxes. This year
Friedman Day fell on May 16th, 29 days
later than Tax Freedom Day.

Looking back, except for a spike near
the recession of 1973-75, the lag between
Tax Freedom Day and Friedman Day was
fairly constant until the onset of the 1980
and 1981-1982 recessions. In general,
Friedman Day tends to increase during
recessions as incomes decrease and gov-
ernment transfer payments increase. Tax
Freedom Day does not exhibit the same
spikes at recessions because tax payments
fall as incomes decrease.

During the 1980s Americans had to
work about 140 days to cover government
spending. After peaking at 147 days in
1992, Friedman Day arrived earlier and
earlier through the rest of the decade as
the growth in government spending
slowed to an average increase of 3.8 per-
cent per year and national income in-
creased at an average rate of 5.6 percent
per year. The combined impact hastened
the arrival of Friedman Day by 19 days
between 1992 and 2000.

This trend reversed in 2001 when the
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1
 The Americans for Tax Reform Foundation spon-

sors the calculation of a similar measure called
“Cost of Government Day.” In addition to count-
ing the days Americans must work to pay the
costs of taxation and deficit spending, Cost of
Government Day includes the regulatory burden
imposed by Federal and state governments. Cost
of Government Day for 2005 falls on July 4. Cop-
ies of ATR’s report can be found at www.atr.org.
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PRICE OF GOLD

2003 2004 —— 2005 ——
Nov. 12 Nov. 10 Nov. 2 Nov. 9

Final fixing in London $389.70 $433.40 $460.80 $462.55

Where’s the Fat?
Each year the Citizens Against Government Waste—a private,

nonprofit, nonpartisan organization—publishes its Congressional Pig Book
Summary, which lists the most blatant example of pork-barrel spending
projects and their sponsors. All the items in the booklet meet at least one
of seven criteria: Requested by only one chamber of Congress; not
specifically authorized; not competitively awarded; not requested by the
President; greatly exceeds the President’s budget request or prior funding;
not subject to congressional hearings; or serves only a local or special
interest.

According to the group, Congress funded 13,997 pork projects costing
$27.3 billion in 2005 and a total of $191 billion since 1991. Among the
items slipped into the 2005 Omnibus Act was money “for the purpose of
acquiring a vessel with the Coast Guard registration number 225115,” or
as USA Today cracked, “$2 million for the government to buy back the
presidential yacht USS Sequoia, sold in 1977 by President Jimmy Carter to
demonstrate frugality.” (For other examples of how money was spent, visit
www.cagw.org.)

No matter how wasteful, however, the prospective gains to taxpayers
from killing such programs are trivial. Discretionary spending no longer
dominates the budget. The Congressional Budget Office estimates that
mandatory spending on entitlements including Social Security, Medicare,
and Medicaid, will exceed $1.3 trillion in 2005, and continue to grow
rapidly over the next decade. The CBO projects that in ten years,
mandatory spending programs—as currently structured—will exceed 70
percent of total outlays.

How ironic. Growing entitlements, the primary source of government
bloat, are viewed as untouchable when it comes to trimming fat from the
budget. We have evaded reality on entitlements for decades. It is time to
ask: What level of support do we want to guarantee Americans via
government transfers; what is to be the circumstances of those qualified for
support; and what is the best way to finance the payments.

economy entered a recession and spend-
ing for the “War on Terror” started. In
that year, national income increased 2.6
percent relative to the 6.3 percent increase
in government spending. The net effect
was to delay Friedman Day by five days.
In 2002 Friedman Day fell four days later,
arriving 137 days into the year, where it
has since remained, as is shown in the
chart. Americans will work 25 percent
longer to pay for government than they
will for food, clothing, and shelter com-
bined. (See the table below.)

Tax Freedom Day also began arriving
earlier in 2001. That year Tax Freedom
Day came four days earlier than the year
before, and continued to arrive earlier each
year until 2004. This trend is partly due to
the Federal tax cuts passed in 2001, and
to more modest reductions in 2002 that
allowed firms to expense 30 percent of
the value of certain investments in the first
year of purchase. In addition, a weak
economy, and the plunge in the stock mar-
ket, which caused capital gains taxes to
nose-dive, also contributed to the drop in
tax revenue and the earlier arrival of Tax
Freedom Day.

Chart 1 also plots the difference be-
tween our Friedman Day and the Tax
Foundation’s Tax Freedom Day. From its
peak in 1992 of 36 days, the gap steadily
dropped during the 1990s to only five days
in 2000. Much of this had to do with ris-
ing incomes that made it possible to pay
for government quicker (causing Fried-
man Day to arrive earlier in the year) and
increasing tax revenue (delaying the Tax
Freedom Day).

Although by 1998 the Federal govern-
ment was running a surplus for the first
time since 1969, and continued to run sur-
pluses for the next four years, Friedman
Day never came before Tax Freedom Day
because deficits at the state and local lev-
els were greater than the Federal surplus.

Since then, the gap between Tax Free-
dom Day and Friedman Day has returned
to the levels seen in the 1980s and early
1990s. This year the Americans need to

work an estimated extra 29 days to make
up the difference between tax revenue and
spending.

To help see where the changes is spend-
ing patterns are, Chart 2 breaks out the
number of days worked to pay for Federal
spending from that for state and local
spending. As this chart indicates, much of
the driving force behind the recent changes
in Friedman Day is at the Federal level.
From 1992 to 2000 the number of days
needed to work to pay for Federal spend-
ing decreased by 16 days while the num-
ber of days needed to work to pay for
state and local governments hardly
changed. The burden of government in-
creased at all levels in 2001 and 2002 and
although state and local levels eased a bit
in 2003, the burden of the Federal gov-

Gov’t Burden vs. Other Spending

Days

Federal spending 87

Housing 65

Medical care 52

State/Local spending 49

Food 31

Transportation 31

Recreation 22

Clothing 13

Saving 2

All Other 13

Source: BEA, Tax Foundation.

ernment increased again. This year state
and local levels were unchanged at 49 days
and the federal level increase by one day
to 87 days.

How the burden of government is mea-
sured makes a significant difference in
one’s outlook. From the perspective of
lower tax burdens, the past five years ap-
pear to be good news. Lower taxes have
helped Tax Freedom Day come earlier.
However, lower tax revenues and a lighter
tax burden have not been accompanied
by less spending. When looking at the
spending side of the equation, the outlook
is not so rosy. From this perspective, since
2000 the cost of government has increased
not decreased. So, while Tax Freedom Day
came on April 17th the burden of govern-
ment was not lifted until May 16th. ❑


