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Abstract
The Nixon tapes, personal tape recordings made during the presidency of Richard Nixon, are now available to the public and provide a unique body of evidence to investigate the motivations for Nixon’s macroeconomic policies.  We uncover and report in this paper new evidence that Nixon manipulated Arthur Burns and the Federal Reserve Bank into creating a political business cycle that helped secure his reelection victory in 1972.   Nixon understood the risks to the economy of his monetary policy actions, but chose to trade longer-term economic costs to the economy for his own short-term political benefit.
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Introduction.
Over thirty-years ago, William Nordhaus (1975) initiated the literature on the opportunistic political business cycle, the idea that politicians regardless of their party affiliation try to maximize their chances for reelection by creating favorable economic environments in the run-up to elections.  If operative, the opportunistic political business cycle should yield economic fluctuations that follow the election cycle.  Nordhaus’ work has spawned hundreds of papers, but support for his hypothesis has been far from unanimous.  Alesina, et al. (1997), for example, report that the opportunistic model does poorly in explaining economic fluctuations in many countries.   More recent work points to party-specific evidence of political business cycles (for example, Kraus and Mendez (2005) and Bloomberg and Hess (2003)) and conditional opportunistic cycles (Abrams and Iossifov (2006), Alpanda and Honig (2009) and Ferris (2008)).

 

Richard Nixon knew well the importance of economic conditions, especially unemployment, in affecting presidential election outcomes and blamed his narrow defeat in the 1960 presidential election on a weak economy.  After winning the presidency in 1968, he became dissatisfied with secretarial minute-taking and secretly substituted tape recording devices in the White House.    The tapes reveal that Nixon, more than being a “Keynesian,” as he once described himself, was a “Monetarist.”  He was well versed in the then-current monetary policy theory championed by Milton Friedman.  He knew monetary policy’s short-run effect on interest rates, its impact lag, and its longer-run effect on inflation.  He believed firmly that monetary growth rates were crucial for changing aggregate demand and the unemployment rate in the short run.  Over the next four years, he obsessed about money supply growth rates and fought to get monetary policy sufficiently expansionary in a timely fashion to lower unemployment prior to the 1972 election.   In this paper, we draw extensively from the Nixon tapes to reveal new evidence of successful presidential interference in monetary policy that produced an opportunistic political business cycle.  The tapes reveal new details on how the Fed’s independence was threatened and compromised for Nixon’s short-run political gain.
Monetary Policy in the Run-Up to the 1968 and 1972 Elections.

In 1964, William McChesney Martin Jr., chair of the Fed, was trying to get the party going.  Table 1 provides data indicating the economy began 1964 with a relatively high unemployment rate of 5.6%.  With inflation tame, expansionary monetary policy was the policy of choice and the annual growth rate for M2 was held at over 8 percent for the next two years.  In December of 1965 with unemployment on the decline, the Fed shifted towards a less expansionary policy.  It raised the discount rate and substantially slowed the growth rates for the monetary aggregates, M1 and M2.
 


Chairman Martin was famous for noting that the Fed’s role was “to take away the punch bowl just when the party gets going.”  And in 1966 the party was going.  The unemployment rate began 1966 at a relatively low 4 percent and inflation was creeping up.   During 1966, money growth rates were slashed considerably compared to rates in 1965.  Entering 1967 the presidential election was less than two years away and a continued tight monetary policy might have seemed appropriate.  But continuing tight monetary policy, however, might risk a recession at election time in 1968.  The evidence indicates that Democrat-appointed Martin serving under a Democrat president opted to bring the punch bowl out again.  Monetary growth rates accelerated dramatically in 1967 and 1968, intensifying inflationary pressures.  The unemployment rate continued to drop during 1968, falling to 3.4 percent in time for the November election.  But inflation worsened, rising to 4.7 percent (Table 1).


Despite the dropping unemployment rate, disillusionment over the Vietnam War and perhaps concern over the rising inflation rate helped Richard Nixon defeat Hubert Humphrey and snatch the White House from the Democrats.  With the election over, Martin and the Fed removed the punch bowl once again and slashed money growth rates by approximately 50 percent in 1969, but the inflation rate worsened to 6.2 percent.  With tighter monetary policy in place, the economy entered recession in December of 1969.  Martin’s term with the Fed expired in early 1970 and President Richard Nixon appointed an old friend and party loyalist, Arthur Burns, to chair the Fed.  Burns inherited an economy in the midst of an inflationary recession.

In February, 1970, Burns took over the chairmanship of the Fed and the punch bowl once again appeared.  Monetary policy became more expansionary in 1970 and even more so in 1971 and 1972.  The growth rates for M2 in 1971 and 1972 surged to 13.4 percent and 12.9 percent.  

Both Martin’s last four years and Burn’s first four years suggest monetary policies consistent with the creation of an opportunistic political business cycle.  Both men were politically affiliated with the party holding the White House and both oversaw an acceleration in the growth rate of the money supply in the two years leading up to the presidential election.  Given the widely recognized lag in the impact of monetary policy on the real economy, accelerating growth of the money supply in the two years leading up to the election would seem appropriate for getting the economy stimulated in time for the election.

Of course, it is possible that the rapid money growth prior to the 1968 and 1972 elections was endogenous.  Support for the view that these money supply changes were exogenous and represent Fed policies to stimulate the economy prior to the elections comes from a Taylor-rule analysis by Abrams and Iossifov (2006).  They find that both the Martin and Burns chairmanships were characterized by lower than expected federal funds rates (consistent with higher than expected monetary growth rates) in the run-up to presidential elections when the chairs were affiliated with the incumbent presidential party.  This supports the view that the excessive money growth in the pre-election period was exogenous.  The Nixon tapes now provide additional evidence of the exogeneity of the Fed’s policy stance during the Nixon years.  We turn to the evidence from the tapes.
Burns’ chairmanship, February, 1970-November, 1971. 

The evidence indicates that Burns substantially eased monetary policy during his first year as chair.  Money growth rates for M1 and M2 in 1969, the last year of Martin’s chairmanship, were 3.8 percent and 3.6 percent.  In 1970, Burns’ first year as chair, money growth rates for M1 and M2 accelerated to 4.5 percent and 7.4 percent.  By February, 1971, Burns had overseen a full year of monetary ease but Nixon pushed for still greater monetary expansion.  Burns resisted.   

Burns: “In my view the monetary authority… has laid the foundation for recovery. … What is holding back the economy now is not any shortage of money but a certain shortage of confidence.  If we flooded the banks even more than we have I think you could have awful problems in 1972 and beyond.”


Burns is clearly acknowledging his view that further increasing the growth rates for the monetary aggregates in 1971 would worsen inflationary pressures in 1972 and beyond.  His comment indicates he believes the impact of monetary policy on inflation is one year or more, a view consistent with “long and variable lags.”  


In March 5, 1971, Treasury Secretary John Connally joins Nixon is exhorting Burns to take a more expansionary stance, but again Burns resists.    

Connally: “We need to drive this interest rate down.”
Burns: “…..We could make matters worse by making money easier…..If anybody gets the notion, you see, that we are easing monetary policy further, that will intensify these fears of a rise in interest rates later on.”


Burns clearly indicates that he had, in his view, eased monetary policy sufficiently (despite the already inflationary environment) and acknowledges that expansionary monetary policy would likely raise inflationary expectations and interest rates.  At the end of the meeting, the others leave and Connally stays to talk with Nixon.  Nixon praises Connally for stressing the need to lower interest rates.  

 Neither Connally nor Nixon is an economist, but they know the monetary policy appropriate for their political objective and that they want Burns to cooperate.
Nixon:   “He’s [Burns is] ruthless.  He plays all the bureaucracy.  He plays all the press.  He does the leaks.  He does everything else, John.”

Connally:   “He plays that Hill … in a big way.  Both sides.”

Nixon:   “I’d be delighted to be the first President in 25 years to take the Fed on if it becomes necessary.”

Connally:   “He can force these interest rates down and that ought to be done.”


Nixon is clearly frustrated by Burns’ independence and indicates he is prepared to “take on” the Fed to get his desired monetary policy.

On March 16, 1971, Nixon and Connally discuss Burns.  They discuss the need to reign in Burns and who should do it.  Connally says he will talk to Burns and tell him to stay out of Connally’s territory.  He’ll tell Burns, “If you want to maintain the independence of this Federal Reserve System, you oughtn’t to be talking about wage and price policies and fiscal affairs…it’s not your business…sure you’re knowledgeable about it, but what the hell, you’re running the Federal Reserve now.” 

 This is the first mention in the Nixon tapes concerning an explicit treat to the independence of the Fed.  There will be more.


   Also in this conversation on March 16:

Nixon: “…he is also wrong in terms of monetary supply, damn it!  Everybody except Arthur thinks it [the money supply] ought to be higher and let’s just keep hitting him on that…..He [Burns] must not do things that are going to embarrass the Administration.”


Contrary to Nixon’s claim that “everybody” thinks the money supply should be higher, Nixon will hear (reported below) from Milton Friedman that monetary policy is already too expansionary.  The embarrassment that Burns might inflict on the Administration is apparently to allow the unemployment rate to remain too high. 

Two days later, Nixon states that a good inflation target is 3 percent and reveals his preference for the unemployment rate.  
Nixon:  “If we can keep the unemployment, to be perfectly frank with you, John, I’d just like to get it down to around 5 … I think to have unemployment around 3 is too low.  The labor gets too damned cocky.”

Nixon demonstrates a sophisticated understanding of macroeconomics.  Although not using this terminology, he seems to suggest that the “natural rate” of unemployment is around 5 percent.  Anything lower than that risks accelerating wage demands and presumably upward pressure on costs and prices.


Later in the conversation, Connally discusses (nominal) interest rates.


Connally:  “You don’t want ‘em down until next spring because they’re volatile.  We can’t hold the interest rate on short-term Treasuries, in my judgment, down to 3.2 for God’s sake…for eighteen months.

…You can’t hold it to November ’72.  It’s just gonna fluctuate.

…If you can get [un]employment down to 4%, its not going to stay there. It’ll be going back up next year.  Or if you get inflation down…it’s going to go back up next year.  Nothing stays flat as you well know.”

Nixon: “It always moves.”

Connally:  “It always moves.”


Connally, definitely not the economist, seems to be arguing two contradictory positions.  One the one hand, he is pressuring Burns to increase the growth of the money supply now (March, 1971), but doesn’t want interest rates to be reduced until spring of 1972.

In a subsequent March meeting with Burns, Nixon stresses that monetary policy should be geared towards reducing unemployment in 1972 and that he is well aware of monetary policy’s impact lag on economic growth and employment.
Nixon (to Burns):  “We’ve really got to think of goosing it … late summer and fall of this year [1971] and next year [1972].  As you know there’s a hell of a lag.”



Two days later, Connally reports to the President about his meeting with Burns.  Connally’s message to Burns was that Burns is losing his influence in the Administration.  Connally told Burns, “’If I read the tea leaves right, that isn’t the way things are going.  They’re going the other way.’  I said, ‘you’re isolating yourself more and more.  …  Normally the Treasury and Federal Reserve will be right together and that’s the way I want it, but if you’re going to isolate yourself, I can’t go with you.’” 

 Connally and Nixon are letting Burns know that he is rapidly becoming the odd-man out due to his opposition to increasing the growth rate of the money supply to stimulate the economy.  Burns, by being too independent, is told he is isolating himself.  Burns needs to get onboard with the Treasury (i.e., Connally) or face the consequences.

Later that day, Nixon meets with Haldeman and Ehrlichman and praises Connally,  “That’s the only man that can stand up to Arthur [Burns]. …  You tell him what you want, he does it.”  Nixon’s admiration for Connally and disdain for Burns are both increasing.

The next day, March 19, Nixon and Burns meet.  Burns is upset about criticism through press leaks.  He emphasizes his loyalty to the President, “I’m doing my basic job at the Fed [tape skips] I’m a dedicated man, to serve the health and strength of our national economy, and I’ve done everything in my power, as I see it to help keep pressing your reputation, your standing in American life and in history.  I’ve never seen a conflict between the two.  But I want you to know this, if a conflict did arise, the moment a conflict arises, I’m going to be right here [Burns bangs the table for emphasis].  And I’ll tell you about it and we’ll talk it out, and try to decide together where to go next.”

Burns is restating his loyalty to Nixon while acknowledging policy differences exist between them.  His tone suggests he might be amenable to compromise on his monetary policy stance.  But for now, before “talking it out,” he makes another pitch for rejecting a more expansionary monetary policy by introducing a new consideration.  Burns states …“To drive interest rates lower would run the risk of accelerating an international monetary crisis.”  
Lower interest rates would accelerate the flight from the dollar and accelerate gold withdrawals.  At this time, the United States is running dangerously low on gold reserves.  Under the Breton Woods Agreement, the U.S. is pledged to redeem dollars with gold to foreign governments.  Burns worries that the cupboard would soon be bare.  

Burns raises yet another justification for his resistance to easing monetary policy.  He warns that lowering interest rates now (March 19, 1971) would cause rates to increase during the election year, with the implication that the resulting damage to housing will hurt Nixon’s reelection chances.  “If interest rates go down further through my actions…the probability as I see it is, they will go up later on in the year and in 1972.  Housing which is recovering very nicely will go into a tailspin in 1972.  Where will we be, as a country, and as a party and me personally?”  Again, Burns emphasizes the adverse longer-run effects on inflation and interest rates if the Fed eases monetary policy further.

On June 8, 1971, Milton Friedman visits the White House for the first of two recorded conversations.  He warns Nixon against using monetary stimulus to try to reduce nominal interest rates or unemployment.
  Friedman: “I’m not optimistic because you cannot avoid a rise in interest rates in the next six months…I don’t know a thing about politics.  But it does seem to me that nothing could be more damaging to you in 1972.  …[than] if the price rise in 1972 is back up to 7%.  I think in general unemployment is much more damaging politically than inflation.

…but in the particular case of your administration and yourself it is even [tape skips] because we took extra measures to do something about it. And now it must pay off.”


Friedman’s advice about the political costs of reviving inflation has no impact on Nixon whose primary concern is reducing unemployment.  When Nixon took office the unemployment rate was 3.4%.  After the 1969 contractionary policy efforts by Martin and the Fed to reduce inflation produced a recession in 1970, the unemployment rate increased to 6% and stubbornly remained there.  In a July, 1971, one month after the Friedman visit, Nixon clearly reveals his interest in the unemployment rate and indifference to inflation.  He tells Peter Peterson, Assistant to the President for International Economic Affairs:  “I’ve never seen anybody beaten on inflation in the United States.  I’ve seen many people beaten on unemployment.”


On June 14, 1971, Burns, Connally, McCracken and Shultz meet with the President.  They debate the reason interest rates are moving up.  Shultz and Connally both think the rates are rising due to economic growth and that the Fed should keep rates lower to facilitate the expansion.  Shultz says: “I guess I’m more in John’s [Connally] camp than Paul’s [McCracken] on what’s happening in the economy … There is a good substantial expansion under way….To have a rise in interest rates in the face of the kind of monetary influx that Arthur’s been providing means there’s got to be a hell of a demand for credit. …That means there’s something real behind it somewhere.”

Burns counters that lenders are asking for higher rates due to inflation.  “The lenders, fearing an intensification of the inflation rate are holding out for somewhat higher interest rates, because they’ll be paid back in cheaper dollars.”  

Burns’ view is that inflation is rising and suggests energetic action on the wage-price front (wage and price controls that were under consideration) and a halt to an expansion in government spending.  It’s clear that Burns thinks the economy is overheating.  The “old” Arthur Burns, author of Prosperity without Inflation, would have applied a tighter monetary policy, but he surely knows that this would have been vehemently opposed by Connally, Shultz and, most importantly, Nixon.  Burns is shifting inflation fighting to tighter fiscal policy, constraints on increases in government spending, and to hoped-for wage and price policy.


In July, 1971, Nixon and Shultz discuss a possible vacancy on the Federal Reserve Board.  Nixon, wanting to increase the pressure on Burns, tells Shultz to inform Burns that he already has someone in mind for the position, although in fact he has not identified a candidate.

Nixon:  “I’ll tell you what I’ve done.  I’ve told Connally to find the easiest money man he can find in the country.  And one that will do exactly what Connally wants and one that will speak up to Burns… and Connally is searching the god damn hills of Texas, California, Ohio.  We’ll get a populist senator [sic] on that Board one way or another.  

…If you know of someone that’s that crazy let me know too…I want a man on that Board that I can control.  I really do.  Basically that Connally can control…But Arthur’s not going to name that man to the Board, George.”


The seven members of the Board of Governors are each appointed by the president to serve fourteen-year, non-renewable terms.  A long term presumably allows a Governor the opportunity to put short-run political considerations aside when voting on monetary policy.  Nixon’s scheme to appoint a reduce-unemployment-at-all-cost Governor demonstrates how a presidential short-run bias can be injected into Fed policymaking.

To further pressure Burns, Nixon tells John Ehrlichman and Bob Haldeman to leak a story through Charles Colson about a recommendation to expand the Federal Reserve Board, “Could you get one story leaked through the Colson apparatus about Arthur?... Recommendations are being made from among the President’s economic advisors that ... recommended that the Federal Reserve Board .. the membership be expanded…”  Expanding the seven-member Board would weaken Burns’ powers, especially if the additional appointees were loyal to Nixon.  

Nixon also wants another rumor leaked. 

Nixon:  “In view of the fact that the President has responsibility for full employment, the President is considering legislation to … the Fed has got to be brought in the …”
Haldeman: “in the executive branch.”
Nixon: “The independence of the Fed…”
Haldeman: “is seriously in question.”
Nixon:  “Connally feels, John and Bob, that it’d be helpful…  he thinks it might sort of worry Arthur a little.”


While the Fed is a quasi-private organization, its powers are derived from federal legislation.  Laws can be changed and Nixon now spreads rumors that he may do so in a way that would reduce the independence of the Fed.  

Nixon and Haldeman continue discussing two pending vacancies on the Federal Reserve Board.  Nixon reiterates his desire to fill the positions with individuals who will support his desire for an easier monetary policy.
Nixon:  “We’re going to fill ’em both with basically easy money men.”
Haldeman:  “George (Shultz) said both he and Connally are under orders from you to find the easiest money man in town.”


In another meeting that month (July 27, 1971) Nixon reiterates his desire for an expansionary monetary policy.

Nixon:  “I want him [the new member to the Fed’s Board] to be a guy that’s more interested in the job front than the inflation front.”


On August 4, about two week later, Connally reports to Nixon that Burns fears that Treasury is moving to take over the Fed. Connally reports that he told Burns it was not his goal.  Nixon’s leaked messages have gotten through.  Burns is now clearly aware of threats to Fed independence, despite Connally’s denial.

On September 24, 1971, Milton Friedman again visits the White House and warns of the inflationary consequences of the Fed’s current monetary policy.  Since Friedman’s last visit, Nixon has imposed a program of wage and price controls (August 1971).
Friedman:  “Now on the domestic side, there are two questions or problems.  One is the technical problem of how you unwind the price control.  [garbled]  But I think there is a more fundamental or basic problem.  The great danger lies in the path we are now on, is that, under cover of suppressing the inflation, the true inflationary forces will be increased.  That’s the real danger.  Because the Congressman says, ‘Why do we have to worry about inflation?  Here’s the CLC [Cost of Living Council], they’re taking care of it for us.’  Now that’s a very real danger, because we want to look forward…”
Nixon:  “They’ll spend more.”
Friedman:  “They’ll spend more.  The same danger with the Fed.  When it sat down, it could print more.  Now from your point of view and our point of view, we want to look forward, not only to ’72, but beyond that.  We don’t want, we all want a victory in ’72, but we don’t want a victory which has to be followed by a course of action that puts the Democrats in power for 20 years.” 

Nixon:  “Yeah.”
Friedman:  “[garbled]… If you let the inflationary pressure build up over us, we might be able to hold it down at least through the election [in 1972].   [Garbled]   After this, you’ll have a great upsurge in inflation.  And there would be again pressure to stepping on the brakes, hard again.  We will have thrown away the advantage, what we gained with the cost of the 1970 recession.  You’ll have to have an even worse recession.  And, if in 1974, your fortune is to superintend a severe recession, that’s going to put the Democrats back in for 20 years.  Now that’s a horror story and I don’t mean to say it’s [garbled].  It’s possible.  Now the question is how to avoid it.  And the key to avoiding it is our friend Arthur [Burns], as I was telling you last night.” 

Nixon:  “Uh, huh.”
Friedman:  “Because Congress will not be able to, I think, prevent from spending and we’ll have a whopping [garbled] deficit.  And if the Fed monetizes that deficit and increases the quantity of money at anything like the way it did in the first six months of this year, I’m afraid that the scenario I’ve described is inevitable.”
Nixon:  “Well, let’s just hope we don’t convince Arthur to do it too soon.”  (Friedman laughs).



Nixon is worried that a tight monetary policy applied “too soon” would adversely affect the employment picture prior to the election.  In this conversation, Shultz and Nixon also express concern that the Fed had engaged in monetary “contraction” in the previous month.  Friedman asserts what later becomes conventional wisdom that month-to-month money supply numbers are not very meaningful and assures them that a robust economic recovery is underway.  Friedman predicts that unemployment will not be a problem for the 1972 election and restates that the real problem is to keep the money supply growth in the 4-5 percent range so that inflationary pressures will not build up.  Friedman’s advice falls on deaf ears.
Burns Blinks, November 1971-November 1972.


On November 10, 1971, Burns’ abruptly changes his tone after 21 months of staunchly resisting Nixon’s exhortations to ease monetary policy.  Burns speaks to Nixon in a private telephone conversation and inexplicably announces a reversal:   “Look, I wanted you to know that we are reducing the discount rate today.”  Burns’ Board approves the recommended reduction of the discount rate one-quarter of a point to 4.75 percent.  The discount rate is the interest rate that the Fed charges when it lends funds to banks.  Lowering the rate will make money cheaper and more available for banks—flooding the banks with more money, so to speak.  Burns goes on to say that this move should help Nixon in his forthcoming meeting with Congressman Wright Patman (D-Texas) to argue against using government spending to boost the economy.  Burns warns that an increase in government spending would cause interest rates to move up and “lenders will become more cautious.”


Burns reinforces the change in Fed policy by announcing even more aggressive steps.  In a private call to Nixon on December 10,  Burns states that “I wanted you to know that we lowered the discount rate……got it down to 4.5 percent.”   “Good, good, good,” replies Nixon.  Burns goes on to indicate that the announcement of the discount rate reduction would be accompanied by the usual statement that it was done to keep the rate in line with other interest rates, which had been falling, but with an added statement that it was done to “also further economic expansion.”  Burns exclaims that he also lowered the rate to “put them [the Federal Open Market Committee] on notice that through this action that I want more aggressive steps taken by that committee on next Tuesday.”  “Great. Great,” replies Nixon.  “You can lead ‘em.  You can lead ‘em.  You always have now.  Just kick ‘em in the rump a little.” 


Burns continues the conversation and urges the President to do something about the Pay Board and the Cost of Living Council who, in his opinion, are “holding back recovery” and squeezing businesses by restraining price increases relative to wage increases.  Burns adds adamantly, “Time is getting short.  We want to get this economy going.”  


Later in December, Shultz discusses with Nixon a recent conversation that he has had with Arthur Burns.  Burns, Shultz tells the President, is upset about the recent nominee to the Federal Reserve Board.
  Burns’ favorite nominee was passed over in favor of the number three candidate.  Nixon explains his decision to Shultz and adds:

Nixon:  “…I would not put someone on the Board that he [Burns] was totally against.  I would not do that because I would not want to harm our money’s worth—that he [Burns] can’t control [the last phrase given in a near whisper].”


What this really means is unclear.  Later,

Nixon:  “Now what about the money supply?”
Shultz:  “He [Burns] agrees that the money supply should now go up.”
Nixon:  “Is he going to do it?”


Shortly after, Burns enters the room.  After exchanging pleasantries, Burns eventually says “I’ve got Federal Reserve problems” and discusses his disappointment in the new nominee to the Board and details his concern that John Connally’s views influenced the decision.  Nixon details the decision process, which involved various political considerations (nowhere mentioning the-easiest-money-man criterion, however), and assures Burns that “your views will receive primary weight” and that Nixon would never appoint someone Burns vetoes.  Nixon says that as a rule he never considers candidates that an agency or department head vetoes.  After the men finish the discussion about the appointment process, the meeting seems to be wrapping up when,
Nixon:  “[garbled]…I’m not going to raise this point, but these people have asked me about the money supply.  Burns can take care of it.  Correct? [garbled]”
Burns:  “Burns is on the line.”
Nixon:  “Arthur, [garbled].  You’re independent! [Burns laughs]. Independent!  You get it up.  I don’t want any more nasty letters from people about it.  OK?”
Burns:  “That [no more nasty letters], I can’t guarantee.”

Later,

Nixon:  “The whole point is, get it [the money supply] up.  You know, fair enough?  Kick it!”


Three months prior to this conversation, Milton Friedman warned Nixon [Conv. No. 578-4 above] about wage and price controls and the temptation they would provide for engaging in expansionary fiscal and monetary policies under the illusion of price stability.  Burns is now “on the line” and playing cards.  Burns and Nixon are now doing precisely what Friedman warned against.  Burns’ and the Fed’s “independence” is now a source for jokes.

After Burns leaves the room, Nixon and Shultz discuss a letter from Milton Friedman that apparently took aim on the Fed’s already expansionary monetary policy.  They are concerned that Friedman’s letter might influence Burns to retract his promise to further increase the growth rate for the money supply.  With wage and price controls set to operate through to the election, Nixon now focuses his attention on keeping Burns to his word about delivering on the money supply (see Abrams, 2006).
  Burns made good on his promise and continued the Fed’s expansionary policies through 1972.
Why did Burns Reverse Policy?
In February, 1971, Burns tells the President, “If we flooded the banks even more than we have, I think you could have awful problems in 1972 and beyond.”   He maintains his opposition to flooding the banks “even more” until November, 1971, when he makes a stunning reversal.  What prompts this change?

One possibility involves Nixon’s implementation of wage and price controls.  Wage and price controls were now in place and Burns may have felt that these would solve any inflation problem facing the economy.  Some economists believed at that time that the inflationary problems were in large part due to expectations of inflation.  If labor unions expect inflation, for example, they demand higher wages.  This in turn leads to higher costs and higher prices.  Wage and price controls would break inflationary expectations and inflation, or so this line of reasoning goes, freeing the Fed to focus on employment and growth problems.  Could Burns have just believed that monetary ease under these circumstances was in the national interest?


That Burns believed that wage and price controls made easier monetary policy the right action isn’t credible for various reasons.   First, wage and price controls, if they are to make any economic sense, short-circuit unjustified inflationary expectations.  Flooding banks with money while imposing wage and price controls is certainly no way to break inflationary expectations and defeat inflation; when the controls come off, prices merely shoot upward.  Burns is also fully aware that a rise in inflationary expectations will reveal itself in rising interest rates even in the face of wage and price controls.  In fact, pressure existed to impose controls on interest rates after wage and price controls went into effect.  Wage and price controls would only work to break inflation if monetary and fiscal policies that affect total spending in the economy are simultaneously constrained.  Burns surely understood this.   Second, wage and price controls went into effect in August and Burns’ reversal doesn’t occur until November.  It is also clear that his reversal was linked to the upcoming presidential election.  In Burns’ words,   “Time is getting short.”   If it was the right policy for the country, why should “time is getting short” be relevant?  Third, and perhaps more telling, is the Fed’s behavior after April, 1972, and especially following the 1972 election.  The Fed steps on the “monetary brakes hard, again,” as Milton Friedman had foretold.   On January 15, 1973, the Fed tightens policy by bumping the discount rate up to 5% from 4.5%.  By July, the rate reaches 7%.  If the inflation problem is purely one of inflationary expectations, why is the Fed now tightening policy?  The evidence is more consistent with the view that Burns knew that the Fed’s policy had over-stimulated the economy in the run up to the election and now needed to reverse itself sharply in an attempt to avoid the longer-run inflationary consequences.  


The most plausible explanation for Burns’ reversal is that Nixon’s pressure to take away the Fed’s independence finally got to him.  In a 1979 interview, Burns explains why he agreed to chair the Committee on Interest and Dividends during the wage-price control period, and that he believed the Federal Reserve was in danger during this period:


My whole purpose was to protect the Federal Reserve’s independence in the sphere of monetary policy during a very difficult period when we had general price and wage controls along with persistent calls for controls on interest rates…  With someone else in charge…the Fed could have lost its independence.

            Burns suggests in the above interview that he feared the loss of Fed independence as the result of controls on interest rates.
  But we know from the tapes that Burns was concerned about threats to Fed independence long before the imposition of wage and price controls.  The threat to Fed independence originated due to Burns’ failure to increase the growth rate of the money supply as Nixon had urged.   In a conversation between Burns and Nixon on October 7, 1971, Burns displays little concern about interest rate controls as it might affect Fed independence.


Nixon:  “As a safeguard, I will ask the Congress [for standby controls on interest rates].  Now, that doesn’t bother ya?”
Burns: “ No, no.  Mr. President, I don’t think you have much of a choice.”

The two men discuss the likelihood that Congress would insist on some interest rate controls to go along with wage and price controls.

Nixon:  “Even John McClellan came in to see me, Arthur, very Conservative and running this year and he said, ‘You got to do something about interest.’”
Burns:  “Well, that’s it.”
Nixon:  “Well, I said…the gobbly gook that we’re doing something.  ‘Well, no, the people don’t think so.’  Well, let’s say it [that we’re doing something] and hope to God they [interest rates] go down.”
Burns: “I know it.  Well, I was with bankers yesterday, New York bankers, and I told them that we’d probably will have to go that way [interest rate controls].  But, we’ll try to keep it on a voluntary basis and a lot will depend on them.”
Nixon:  “And also they’ll trust you.  But on the other hand, Arthur, if you get on the phone to call somebody, it’s gonna have more impact than anybody else in this country.  So you just do it.  OK?”
Burns:  “Well, I’m going to help as much as I can.  This is terribly complex.”


Rather than be worried about interest rate controls and the limits it might place on the Fed, Burns feared that Connally and the Treasury were moving to take over the Fed.  Nixon made it clear that the President was the boss in making appointments to the Board and had put Burns on notice that his power in the Administration was falling fast.  To protect the Fed from Nixon’s threats to Fed independence, Burns gave the President the monetary policy he wanted.


Burns’ willingness to give in on monetary policy was no doubt facilitated by his loyalty to his political party and to Richard Nixon.  Burns told Nixon, “I’m a dedicated man, to serve the health and strength of our national economy, and I’ve done everything in my power, as I see it to help keep pressing your reputation, your standing in American life and in history...the moment a conflict arises, I’m going to be right here.   And I’ll tell you about it and we’ll talk it out, and try to decide together where to go next.” 


Burns’ accommodation of Nixon on monetary policy kept the Fed “independent” and helped return his friend to the White House.  To put the best spin on this, Burns might have thought he still had time to reverse policy after the election, especially under cover of wage and price controls,  to avoid the problems he had foretold concerning flooding the banks “even more than we have.”  Burns’ might have thought that giving Nixon the monetary policy he wanted in the short run might spare the Fed its independence in the longer run.  Given the enormous cost to the economy from the recessions needed to fight the Burns-Nixon inflationary boom, it is understandable that Burns would never admit to selling out his better judgment.  Better to call the pre-election money-supply deluge a simple policy miscalculation.
Richard Nixon arguably remains most remembered for the infamous Watergate burglary and subsequent cover-up that led to his resignation, but his manipulation of monetary policy in the run-up to the 1972 election proved far more damaging to the nation.  The political business cycle boom that was created and the recessions that were needed to break the Nixon-Burns-induced inflation cost the country hundreds of billions of dollars, millions of jobs lost to unemployment, redistributed enormous amounts of wealth from creditors to debtors and raised the risk premium in financial markets for years to come.  Surely, the costs to the nation of the Watergate burglary and subsequent cover-up were minor in comparison.

 Table 1.  Growth Rates for Monetary Aggregates, Unemployment and Inflation Rates, 1964-1972.
_______________________________________________________________

Year

M1

M2

Unemployment rate

Inflation
                                                                         (Beginning of year)

Rate (year)
1963

3.6%

8.2%


5.7%


1.6%

1964

4.6%

8.2%


5.6%


1.6%
1965

5.2%

8.1%


4.9%


1.1%
1966

1.7%

4.2%


4.0%


1.9%
1967

7.2%

8.3%


3.9%


3.2%
1968

7.8%

7.9%


3.7%


4.7%
1969

3.8%

3.6%


3.4%


6.2%
1970

4.5%

7.4%


3.9%


5.3%
1971

6.8%

13.4%


5.9%


3.3%*
1972

9.3%

12.9%


5.8%


3.6%**
1973

5.0%

6.1%


4.9%


7.5%
Source:  All data from St. Louis Federal Reserve Bank website at http://research.stlouisfed.org/fred2/ and authors’ calculations.  Data for M1SL and M2SL (seasonally adjusted monthly data, from January 1 to January 1 of each year).  Inflation rate calculated from January 1-January1 consumer price index for all urban consumers (all items); unemployment rate is civilian unemployment rate.  *Partial price control year; **Full-year price controls in effect.
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� The conditionality depends on the degree of Central Bank independence or political connections between the chair of the Central Bank and the Administration.


� At this time, money growth rates were the main indicator of monetary policy, rather than interest rates.  The taped discussions refer more often to money growth rates than to interest rates.  See Kozicki, and Tinsley (2009) for evidence that money growth rates were the focus of FOMC policies during this period.


� This statement was first reported by Abrams (2006).  Conversation 454-4, February 19, 1971. Nixon, Treasury Secretary John Connally, Burns, Shultz and Council of Economic Advisors Chairman Paul McCracken.


� Conversation 462-13, March 5, 1971. Quadriad meeting with Nixon, Burns, Shultz, Connally and McCracken.  (The Quadriad comprised Nixon’s four chief economic advisors.)


� Conversation 462 – 15, March 5, 1971. Nixon, Chief of Staff H. R. (Bob) Haldeman and Connally.  


� Conversation 468 – 15, March 16, 1971.  Nixon and Connally.  


� Conversation 469 – 9, March 18, 1971.  Nixon and Connally. 


� Conversation 470 – 18, March 19, 1971.  Nixon and Burns.


� Conversation 514-8, June 8, 1971.  Nixon, Office of Management and Budget Director George Shultz and informal economic advisor Milton Friedman.


� Conversation 546-2, July 26, 1971. 


� Conversation 540 – 9, July 3, 1971.  Nixon, Counsel and  Assistant to the President for Domestic Affairs John Ehrlichman and Shultz


� Conversation 545 – 3, July 24, 1971.  Nixon, Ehrlichman and Haldeman. 


� Conversation 547 – 9, July 27, 1971.  Nixon, Connally and Peterson. 





� Conversation 578 – 4, September 24, 1971.  Nixon, Shultz and Friedman.  The 90-day wage and price freeze has been in effect for over five weeks.  


� The nominee is John E. Sheehan, an easy-money populist concerned almost exclusively with reducing the unemployment rate.


� Burns, in fact, succeeded in getting the Open Market Committee to agree to a more expansionary monetary policy (Abrams, 2006).


� Conversation 640 – 3, December 22, 1971.  Nixon and Shultz.  The men are later joined by Burns.  Five weeks into Phase II.  





� Woolley, (1984) p. 170.


� Wells (1994, p.51) also states that Burns resisted any threat to the Fed’s independence.


� Conversation 10-121, October 7, 1971.
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