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Black Swans and Black Elephants in Plain
Sight: An Empirical Review of Central Bank
Independence

Timothy A. Canova”

Prior to the 2008 financial crisis, it was easy to see the logic
of delegating monetary policy to private central bankers. It was
widely accepted that politicians could not be trusted with
monetary policy because of their short-term time horizons and
fixations on their next elections. They would be tempted to spike
the punch bowl just when central bankers, with their longer time
horizons, would be taking the punch bowl away from the party.:
The credibility of the Federal Reserve in helping maintain low
inflation seemed to confirm the conventional wisdom of keeping
central banks insulated from politics. Legal scholars have
largely deferred to this orthodox economics consensus on central
bank structure by avoiding the constitutional critique of broad
delegations to privately-directed central banks.2  But the
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1 William McChesney Martin, Federal Reserve chairman in the 1950s and 1960s, is
credited with the punch bowl aphorism. See N. Gregory Mankiw, How to Avoid Recession?
Let the Fed Work, N.Y. TIMES, Dec. 23, 2007, (Sun. Money), at 4. Mankiw, a Republican
economist, downplayed the Federal Reserve’s failure to prevent the subprime mortgage
crisis through regulation. Id. Mankiw also defended the Fed’s easy monetary policy in
2007 as an attempt to avoid recession by “spiking the punch with grain alcohol when the
party starts to flag . ...” Id.

2 The Federal Reserve is a privately-owned central bank; each of the system’s
twelve regional Federal Reserve Banks is owned by private commercial member banks.
Lewis v. United States, 680 F.2d 1239, 1241 (9th Cir. 1982); THE FEDERAL RESERVE
SYSTEM: ITS PURPOSES AND FUNCTIONS 48, 50-53 (Bd. of Governors of the Fed. Reserve
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financial crisis and its continuing aftermath have shaken this
orthodox paradigm of central bank independence. Suddenly, it
seemed that central bankers were as prone to short-term herd
behavior as any politician, and that the Federal Reserve was not
all that independent of the private financial interests that
dominate its own governing boards.3 The line between regulator
and regulated industry had become blurred as the central bank
enabled the housing bubble with low interest rates and ever-
lower lending standards, while abandoning any meaningful
oversight or supervisory role. Critics charge that the central
bank was not simply asleep at the wheel, but that it was an
active cheerleader in all that had gone wrong in inflating a huge
and unsustainable bubble. Since the collapse, the Federal
Reserve has showered trillions of dollars in subsidies on its
private constituencies, far exceeding all other subsidies and
stimulus packages passed by Congress combined.4

Indeed, since the financial crisis hit in 2008, the case for
autonomous central banking has been increasingly questioned,
even in financial circles.5 Others see no such lessons from the
financial collapse and subsequent bailouts. An article by Harout
Jack Samra warrants attention for combining the typical range
of flawed assumptions and problematic methodologies in arguing
for central bank independence.6

Part I of this essay will consider the economic authorities
relied upon by Samra, including David Ricardo and John

Sys. 2d ed. 1947) [hereinafter THE FEDERAL RESERVE SYSTEM: ITS PURPOSES AND
FUNCTIONS 1947] (reporting that each of the twelve Federal Reserve Banks is a private
corporation which serves a regional district and is obligated to “subscribe to the capital of
the Federal Reserve Banks”); MURRAY N. ROTHBARD, A HISTORY OF MONEY AND BANKING
IN THE UNITED STATES: THE COLONIAL ERA TO WORLD WAR II 258 (2002) (quoting a Chase
National Bank official, prior to the Act’s passage, that the Federal Reserve Act “will make
all incorporated banks together joint owners of a central dominating power”); WILLIAM
GREIDER, SECRETS OF THE TEMPLE: HOW THE FEDERAL RESERVE RUNS THE COUNTRY 277
(1987) [hereinafter GREIDER, SECRETS OF THE TEMPLE] (describing “a privately controlled
network of regional reserve banks that would be given governmental powers”); RON PAUL,
END THE FED 23 (2009) (concluding that the Federal Reserve Act conferred “legal
legitimacy on a cartel of the largest bankers”).

3 The Federal Reserve’s policy-making Federal Open Market Committee (FOMC)
includes the regional Federal Reserve Bank presidents who are appointed by boards of
directors which are in turn selected by private commercial banks in each regional district.
THE FEDERAL RESERVE: PURPOSES & FUNCTIONS 3—4, 10 (Bd. of Governors of the Fed.
Reserve Sys. Publ'n Comm. ed., 9th ed. 2005) [hereinafter THE FEDERAL RESERVE:
PURPOSES & FUNCTIONS 2005].

4 Div. of Supervision and Consumer Protection, The Fed. Deposit Corp., A Year in
Bank Supervision: 2008 and a Few of Its Lessons, SUPERVISORY INSIGHTS, Summer 2009,
at 3, 7.

5 Clive Crook, Central Bankers Get with the Politics, FIN. TIMES, May 17, 2010, at
13.

6 See generally Harout Jack Samra, Central Bank Autonomy in Latin America: A
Survey and Case Studies, 13 CHAP. L. REV. 63 (2009).
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Maynard Keynes, towering figures in the history of economic
thought.” Samra overlooks conflicting views of Keynes in
particular.s Although Keynes endorsed the autonomy of central
bankers he also argued that they should be motivated solely by
the public interest.? Keynes also endorsed the nationalization of
the Bank of England and provided a theoretical framework for
neutralizing monetary policy and reigning in the authority of
central bankers and activating the fiscal capabilities of elected
branches of government.l0 A fair and balanced discussion of
Keynes suggests, at the very least, that central bank governance
and monetary policy are far more complex matters than
presented by Samra and other proponents of central bank
independence.!? Consideration of the Keynesian model in action,
particularly during the 1940s, suggests that high economic
growth and low inflation need not be inconsistent with a more
accountable central bank.12 Meanwhile, the record of the Federal
Reserve’s more recent failures suggests that autonomous central
banking invites regulatory capture, financial instability, and
eventual financial collapse and bailout.13

Part II considers the empirical research relied upon by
Samra, including studies that purportedly correlate central bank
independence with lower inflation rates.14 The studies were all
conducted prior to the 2008 collapse and all mimicked the flaws
in the risk management models that contributed to the financial
crisis by relying on far too limited time periods of historical
data.’5 By so doing, they overlooked the possibilities of so-called
“Black Swans”—those outlier events that do not fit neatly within
the bell-shaped curves of probabilities, but which do occur and
reoccur in history.16 Instead, the studies all engage in a crude
type of comparative analysis, comparing countries and inflation
rates while ignoring all potential non-monetary factors, such as
differences in regulatory and trade policies affecting consumer
price levels.

7 See generally GIANNI VAGGI & PETER GROENEWEGEN, A CONCISE HISTORY OF
ECONOMIC THOUGHT: FROM MERCANTILISM TO MONETARISM (2003).

8 See, e.g., Samra, supra note 6, at 69.

9 See infra Part 1.

10 See infra Part 1.

11 See infra Part 1.

12 See infra Part L.

13 See infra Parts I & I1.C.

14 See infra Part ILA.

15 See infra Part II.A; Timothy A. Canova, Financial Market Failure as a Crisis in
the Rule of Law: From Market Fundamentalism to a New Keynesian Regulatory Model, 3
HArv. L. & PoL’Y REV. 369, 381-82 (2009) [hereinafter Canova, Financial Market
Failure].

16 NASSIM NICHOLAS TALEB, THE BLACK SWAN: THE IMPACT OF THE HIGHLY
IMPROBABLE xxii—xxiii (2010).
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Perhaps a more fruitful approach would be longitudinal
studies that consider changes in one particular central bank’s
structure and macroeconomic performance over a longer time
period. For instance, by ignoring the data from the 1930s and
1940s for the United States in particular, the empirical literature
overlooks perhaps the most significant decade when the central
bank lacked de facto independence, inflation was kept low, and
economic growth rates were at an all-time high.17 Likewise, by
failing to consider more recent data from the 2000s, these studies
fail to appreciate the relationship between central bank
independence and agency capture, deregulation of lending
standards, growth of financial fragility and inflation of
unsustainable financial bubbles, and enormous subsidies to
favored financial constituents.18

Part III responds to Samra’s reliance on a book little-known
in the United States, Guide to the Perfect Latin American Idiot,19
written by three highly ideological Latin American journalists—a
book devoid of sources but long on name-calling.20 The economic
philosophy embedded in this book is a crude monetarism, one
which was refuted by the weight of empirical evidence in the
early 1980s when monetarists, led by Milton Friedman, wrongly
predicted a resurgence of inflation, and more recently by the
evidence of the past two years, in which inflation has not kept
pace with the huge expansion in the money supply precisely
because of the collapse in the velocity of money, a Keynesian
insight that monetarists conveniently overlook. But Samra and
The Perfect Idiot co-authors do not discuss such substantive
issues; rather, their ad hominem line of argument seems
intended to deflect and distract from substantive discussion. Part
IV concludes this article with a discussion of various proposals to
reform the structure of the Federal Reserve to make it more
accountable and transparent. Recent reforms in the Dodd-Frank
Wall Street Reform and Consumer Protection Act are placed in
the context of various constitutional challenges to the Federal
Reserve.2l What has often been missing from both sides of the
central bank debate is an appreciation for nuance and the wide
spectrum of possible central bank structures. All too often the
choices are phrased as a false dichotomy between an independent
but captured central bank or one that is dominated by the

17 See, e.g., infra Parts I & ILA.

18 See infra Part II.

19 See generally PLINIO APULEYO MENDOZA, CARLOS ALBERTO MONTANER & ALVARO
VARGAS LLOSA, GUIDE TO THE PERFECT LATIN AMERICAN IDIOT (Michaela Lajda Ames
trans., Madison Books 2000) (1996). Hereinafter The Perfect Idiot.

20 See infra Part II1.

21 See infra Part IV.
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politics of daily shifts in public opinion. In a diverse and
pluralistic society, surely there should be other, alternative
models that would achieve greater transparency and public
accountability without sacrificing the objectives of price stability
and economic growth.22

I. THE MISUSES OF HISTORY

Samra opens his article with a quote by Keynes that there is
“no surer means of overturning the existing basis of society than
to debauch the currency.”2s This was from Keynes’ prophetic
1920 critique of the Versailles peace settlement, a critique that
recognized the inflationary dangers from imposing huge war
reparations on Germany.2¢ Defenders of central bank indepen-
dence routinely point to the hyperinflation in Weimar Germany,
which did indeed destroy the foundations of middle class
prosperity, but they present highly selective evidence, ignore the
actual history, and therefore draw the wrong lessons. Contrary
to their arguments, the Weimar hyperinflation had little to do
with the structure of the central bank.

Rather, the root cause of the German hyperinflation of 1923,
like more recent bouts of high inflation in Latin America, was the
country’s inability to service its huge foreign debt rather than
any purported political control of the central bank. In May 1922,
responding to pressure from foreign creditors Britain and France,
Germany passed the Law on the Autonomy of the Reichsbank,
which made the central bank independent of government.25 As
recounted by David Marsh: “The granting of the Reichsbank’s
independence had no effect on controlling inflation, which ran at
1,300 percent in 1922.”26 In fact, it was this newly independent
central bank that printed paper money around the clock while
placing the blame for the continuing inflation squarely on the
Allied governments for making repayment of Germany’s debts

22 JOHN R. COMMONS, INSTITUTIONAL ECONOMICS: ITS PLACE IN POLITICAL ECONOMY
900-01 (1934) (proposing reform of the Federal Reserve to include representation of all
economic stakeholders to give voice to a wide diversity of economic interests); LEON H.
KEYSERLING, MONEY, CREDIT, AND INTEREST RATES: THEIR GROSS MISMANAGEMENT BY
THE FEDERAL RESERVE SYSTEM: THE FED’S ASSIST TO INFLATION, RECESSIONS, AND
INJUSTICE AND THE READILY AVAILABLE REMEDIES IN THE PERSPECTIVE OF THE WHOLE
EcoNoMmy 111 (Conf. on Econ. Progress, Washington, D.C., 1980) (proposing that Federal
Reserve Board of Governors and Federal Open Market Committee include fair
representation of “business, labor, farmers, [and] consumers”).

23 Samra, supra note 6, at 63.

24 Id. at 63 n.1.

25 DAVID MARSH, THE MOST POWERFUL BANK 81, 252 n.46 (1992).

26 Id. at 81.



Do Not Delete 3/17/2011 12:20 AM

242 Chapman Law Review [Vol. 14:237

impossible when French and Belgian armies occupied the Ruhr,
the industrial heartland of Germany’s economy, in early 1923.27

It is unlikely that any central bank governance structure
could have prevented the 1923 German hyperinflation. The
Reichsbank was already autonomous, and, in 1924, the
hyperinflation was ended by the introduction of a new currency
and the so-called Dawes plan, which granted Germany a
temporary moratorium on its reparations payments.28 By 1933,
nearly a decade after the hyperinflation had ended and with an
even more independent central bank, the basis of German society
was once again overturned. Three years of Great Depression and
mass unemployment led to the rise of Hitler.29 Keynes himself
would focus his critique on the monetary orthodoxy that
contributed to depression and deflation, though he largely
ignored the 1implications for central bank structure in
implementing his alternative model.

The myth of Weimar hyperinflation should give pause to
simplistic uses of history that ignore the full context and range of
historical facts.30 Likewise, Samra offers a long quote by David
Ricardo from 1824 to suggest that Ricardo “advocated for greater
independence for monetary authorities.”31 However, in the quote
itself, Ricardo proposes delegating monetary authority to
commissioners “not removable from their official situation but by
a vote of one or both Houses of Parliament.”32 That would have
made Ricardo’s proposed monetary commissioners more
accountable than the regional Federal Reserve Bank presidents
sitting on the Federal Open Market Committee (FOMC) that

27 Id.

28 Timothy A. Canova, Financial Liberalization, International Monetary Dis/Order,
and the Neoliberal State, 15 AM. U. INT'L L. REV. 1279, 1298-99, 1299 n.84 (2000)
[hereinafter Canova, Financial Liberalization)].

29 ADAM FERGUSSON, WHEN MONEY DIES: THE NIGHTMARE OF THE WEIMAR
COLLAPSE 213 (1975); WILLIAM SHIRER, THE RISE AND FALL OF THE THIRD REICH: A
HISTORY OF NAZI GERMANY 94-111 (1985); William Krehm, The Bank of Canada—A
Misused Tool, in WILLIAM F. HIXSON, IT’S YOUR MONEY 121 app., 122 (1997) (discussing
Reichsbank’s refusal in 1930 “to make loans to the democratic German government unless
it fired its Finance Minister, the Socialist economist Rudolf Hilferding . .. [initiating] a
tight money policy that drove unemployment to 30% and paved the way for the Nazis to
come to power and World War I1”). It was deflationist policies in Germany that paved the
way for Hitler and National Socialism. CONTRA KEYNES AND CAMBRIDGE: ESSAYS,
CORRESPONDENCE 36 (Bruce Caldwell ed., 1995).

30 Eric Foner suggests that historical truth is not fixed and permanent, and that fact
and interpretation can be sealed off from each other: “The very selection and ordering of
some ‘facts’ while ignoring others is itself an act of interpretation.” ERIC FONER, WHO
OWNS HISTORY? xvii (2002).

31 Samra, supra note 6, at 68.

32 Id.
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makes U.S. monetary policy.33 This is not to suggest that
Ricardo today would support making the Federal Reserve Bank
presidents more accountable, but rather to suggest the
uncertainties inherent in trying to find support for present-day
policies in the words of early economists.

Samra also asserts that Keynes “later adopted similar views
to Ricardo’s as to the benefits of central bank independence.”34
His only support for this assertion is an article by B.W. Fraser,
written when Fraser served as Governor of the Reserve Bank of
Australia, in which he quotes Keynes’ testimony before the 1913
Royal Commission regarding an Indian central bank.35 Although
Keynes endorsed the idea of providing such a central bank’s
executive officers with day-to-day independence, he also
suggested constraining that authority by “ultimate government
responsibility,” which is not exactly a ringing endorsement of
central bank goal independence.36 Yet, Samra equates Keynes’
testimony with support for central bank independence,
presumably of the variety now predominant in maintaining anti-
Keynesian policies in much of the world today.

To conclude that Keynes and Ricardo had similar views on
monetary governance and policy paints with too broad a brush.
Samra never mentions that the work of Keynes he relies on was
written decades before Keynes’ groundbreaking 1936 classic, The
General Theory of Employment, Interest, and Money.37 It is
instructive to consider the evolution of and weaknesses in
Keynes’ views on monetary governance and policy as it highlights
the differences between autonomy and accountability as well as

33 Section 341 of the Federal Reserve Act provides for the appointment and dismissal
of the presidents of the regional Federal Reserve Banks by the private boards of directors
of those regional Federal Reserve Banks. Federal Reserve Act, 12 U.S.C. § 341 (2006). It
should also be noted that Ricardo’s plan for independent commissioners was never
adopted, the Bank of England continued to issue paper money and conduct monetary
policy for the next two centuries, and the United Kingdom was not beset by any
hyperinflations.

34 Samra, supra note 6, at 69.

35 B.W. Fraser, Central Bank Independence: What Does it Mean?, RESERVE BANK OF
AUSTRALIA BULLETIN 1, 2 (1994), available at http://www.rba.gov.au/publications/bulletin/
1994/dec/pdf/bu-1294-1.pdf. Fraser served as Governor from 1989 to 1996. Past & Present
Governors, RESERVE BANK OF AUSTRALIA, http://www.rba.gov.au/about-rba/history/
governors/index.html (last visited Jan. 4, 2011).

36 Samra discusses the difference between goal independence and instrument
independence. Samra, supra note 6, at 79—82.

37 Hereinafter referred to as “The General Theory.” Samra refers to The Perfect Idiot
as “groundbreaking,”—and perhaps it is in the annals of mean-spirited satire and ad
hominem attacks. The General Theory of Employment, Interest, and Money, on the other
hand, was truly groundbreaking and is still considered by many as “[t]he most influential
macroeconomics book of the twentieth century.” LYNN TURGEON, THE SEARCH FOR
ECONOMICS AS A SCIENCE: AN ANNOTATED BIBLIOGRAPHY 108 (Lynn Turgeon ed., 1996).
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the cultural sea change in public ethics between the time of
Keynes and the present.

In his 1926 essay, The End of Laissez-Faire, Keynes
suggested that in many cases the ideal location of authority
would be “somewhere between the individual and the modern
State.”38 Progress would lie in the recognition and growth of
“semi-autonomous bodies within the State—bodies whose
criterion of action within their own field is solely the public good
as they understand it, and from whose deliberations motives of
private advantage are excluded....’39 This hardly seems to
describe the monetary operations of today’s Federal Reserve and
other autonomous central banks. In just the past two years, the
Federal Reserve has purchased some $1.25 trillion of so-called
toxic assets from private financial institutions and extended
another $1.5 trillion in low-interest loans to those interests.40
There is certainly no reason to assume that motives of private
advantage have been excluded from these central bank decisions.
Rather, there are enormous conflicts of interest and
opportunities for private avarice inherent in today’s culture of
independent central banking.

In The End of Laissez-Faire, Keynes spoke favorably of the
Bank of England as an example of the medieval conception of
autonomies—“bodies which in the ordinary course of affairs are
mainly autonomous within their prescribed limitations, but are
subject in the last resort to the sovereignty of the democracy

38 JOHN MAYNARD KEYNES, The End of Laissez-Faire (1926), in ESSAYS IN
PERSUASION 312, 313 (1963).

39 Id. See also JOHN MAYNARD KEYNES, THE GENERAL THEORY OF EMPLOYMENT,
INTEREST, AND MONEY 372, 374 (1936) [hereinafter KEYNES, THE GENERAL THEORY]
(decrying the large disparities in income and wealth that existed in his day).

The love of money as a possession—as distinguished from the love of money as

a means to the enjoyments and realities of life—will be recognised for what it

is, a somewhat disgusting morbidity, one of those semi-criminal, semi-

pathological propensities which one hands over with a shudder to the

specialists in mental disease.
JOHN MAYNARD KEYNES, Economic Possibilities of Our Grandchildren (1930), in ESSAYS
IN PERSUASION, supra note 38, at 358, 369.

40 Federal Reserve Bank of New York, FAQs: MBS Purchase Program,
http://www.ny.frb.org/markets/mbs_faq.html (last visited Jan. 11, 2011) (reporting $1.25
trillion in Federal Reserve purchases of mortgage backed securities). The Federal
Reserve’s various emergency lending programs exceeded $1.6 trillion. Christian A.
Johnson, Exigent and Unusual Circumstances: The Federal Reserve and the U.S.
Financial Crisis 11 (Sept. 7, 2010) (unpublished manuscript), available at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1584731 (reporting $112 billion in
Primary Credit Program; $493 billion in Term Auction Facility; $225.4 billion in Section
13(3) lending; $234 billion in Term Securities Lending Facility; $147 billion in Primary
Dealer Credit; $145 billion in Asset-Backed Commercial Paper Money Market Mutual
Fund Liquidity Facility; $349 billion in Commercial Paper Funding Facility; and $48
billion in Term Asset-Backed Securities Loan Facility).
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expressed through Parliament.”s1 He was also quite clear that he
saw the central bank as motivated and incentivized to act in the
public interest by limiting the private avarice of its shareholders
to “conventionally adequate dividends.”’#2 Beyond paying such
dividends, “the direct interest of the management [of the Bank]
often consists in avoiding criticism from the public,” and that was
sufficient, according to Keynes, to ensure that Bank directors
would be motivated by the public interest.43

Keynes saw the Bank of England as merely an extreme
instance of institutions which were “socializing themselves”
because of their growing size, impact on others, and their concern
with their reputation and stability.4¢ This was a rather
optimistic and unrealistic view of the capacity of semi-
autonomous institutions and actors to constrain and regulate
themselves. According to Robert Skidelsky, Keynes’ view “was
driven by a belief in scientific expertise and personal
disinterestedness which now seems alarmingly naive”45

[Keynes] accepted uncritically the view that captains of industry were
constrained, by the size of their undertakings, to serve the public
interest; and he assumed, without further argument, that an
interconnected elite of business managers, bankers, civil servants,
economists and scientists, all trained at Oxford and Cambridge and
imbued with a public service ethic, would come to run these organs of
state, whether private or public, and make them hum to the same
tune. He wanted to decentralize and devolve only down to the level of
Top People.46

The nuances and flaws of Keynes position on central
banking are not reflected in Samra’s portrayal. Keynes believed
that central banking could be removed not just from politics but
from the self-interest of bankers, and that it should “be regarded
as a kind of beneficent technique of scientific control such as
electricity or other branches of science are.”47 For all his genius
in overturning the economic orthodoxy of his day, Keynes’
political philosophy rested on a somewhat flawed view of human
nature. He could wax eloquently about the eventual euthanasia

41 JOHN MAYNARD KEYNES, The End of Laissez-Faire (1926), supra note 38, at 313—
14.

42 Id. at 315.

43 Id.

44 ROBERT SKIDELSKY, JOHN MAYNARD KEYNES: THE ECONOMIST AS SAVIOR 1920—
1937, at 227 (1992) [hereinafter SKIDELSKY, JOHN MAYNARD KEYNES: THE ECONOMIST AS
SAVIOR]; JOHN MAYNARD KEYNES, The End of Laissez-Faire (1926), supra note 38, at 315.

45 SKIDELSKY, JOHN MAYNARD KEYNES: THE ECONOMIST AS SAVIOR, supra note 44, at
228.

46 Id. at 227-28.

47 Id. at 228 (quoting Keynes).
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of politics (as well as the euthanasia of the rentier4s), but until
that bright future arrived, assumptions of political and financial
disinterestedness seemed premature. The result was an inherent
and recurring inconsistency in Keynes’ views on central banking.

For instance, in 1932 Keynes supported the Labour Party
plan for nationalization of the Bank of England, and yet he still
opposed “democratic interference” 1in its governance.49
Presumably, nationalization would do away with the paying of
dividends to Bank shareholders and thereby further undermine
the self-interested profit motive of Bank directors. Nonetheless,
Keynes wanted to protect the Bank’s day-to-day independence.50
If “it was the policy and not the structure of the Bank of England
which was at fault,” then to Keynes the remedy was to better
educate the Bank governors in the proper principles of monetary
management.5! His view on autonomous institutions cannot be
separated from his faith in an aristocracy of merit motivated
solely by the public interest and common good, an aristocracy of
obligations and duties and limits.52 How different from today’s
financial aristocracy—which has morphed into an increasingly
lawless and predatory oligarchy.53 Indeed, for centuries this has
been the very definition of oligarchy: an aristocracy that rules for
its own selfish advantage rather than primarily for the common
good.54

Keynes also articulated, albeit in incomplete form, what wise
and scientific economic management should look like during a
prolonged downturn or so-called liquidity trap.5* He bemoaned

48 KEYNES, THE GENERAL THEORY, supra note 39, at 376. A rentier is a person
whose income comes mainly from property rents, bond interest or other investments. Id.

49 SKIDELSKY, JOHN MAYNARD KEYNES: THE ECONOMIST AS SAVIOR, supra note 44, at
437.

50 Id.

51 Id.

52 This public-regarding view of aristocracy was articulated by Ortega y Gasset:
“Nobility is defined by the demands it makes on us—by obligations, by not rights.
Noblesse oblige.” JOSE ORTEGA Y GASSET, THE REVOLT OF THE MASSES 63 (Anonymous
trans., W.W. Norton & Co. 1960) (1930).

53 SIMON JOHNSON & JAMES KWAK, 13 BANKERS: THE WALL STREET TAKEOVER AND
THE NEXT FINANCIAL MELTDOWN 120-21 (Pantheon Books 2010).

54 Leo Strauss, Plato, in HISTORY OF POLITICAL PHILOSOPHY 33, 74 (Leo Strauss &
Joseph Cropsey eds., Univ. of Chicago Press 3d ed. 1987) (suggesting Plato’s view that the
difference between aristocracy and oligarchy is the difference “between lawfulness and
lawlessness”); James E. Holton, Marcus Tullius Cicero, in HISTORY OF POLITICAL
PHILOSOPHY, supra, at 163 (discussing Cicero’s view that aristocracy contained “within
itself not only certain defects but even the seeds of its own destruction,” namely the
injustice and greed of oligarchy, its “depraved counterpart”); Muhsin Mahdi, Alfarabi, in
HISTORY OF POLITICAL PHILOSOPHY, supra, at 212 (discussing Alfarabi’s criticism of
oligarchy as a vile regime “in which the ultimate aim of the citizen is wealth and
prosperity for their own sakes”).

55 See JOHN MAYNARD KEYNES, The End of Laissez-Faire (1926), supra note 38, at
317.



Do Not Delete 3/17/2011 12:20 AM

2011] Black Swans and Black Elephants in Plain Sight 247

persistently high levels of unemployment and the tremendous
and arbitrary inequalities in income and wealth that undermined
the production and efficiency of the economic system.56 The cure,
he suggested, was an active fiscal policy accommodated by a
neutralized monetary policy, and implemented by deliberate
control of currency and credit by central institutions5—a policy-
mix that both constrains and directs the goals and instruments of
central bankers and is therefore routinely seen as incompatible
with central bank independence.58

In The General Theory, Keynes provided the theoretical
framework for what would become the most active period in the
history of U.S. public finance.?® Keynes recognized that central
banks tend to concentrate on short-term interest rates, while
leaving the price of long-term debt instruments to the market.60
During a severe slump, he argued, the central bank should also
set interest rates at low levels for longer-term government
securities.61 This would accommodate much higher levels of
government borrowing and spending to stimulate the economy
and invest in long-term assets such as infrastructure, while also
pushing down long-term interest rates for private borrowers—a
framework completely at odds with Samra’s hostility to central
bank accommodation of large fiscal deficits and his vision of
central bank independence.62

This Keynesian model was followed in the United States
from 1941 to 1951, a decade of hyperactive fiscal policy and
neutralized monetary policy that finally pulled the U.S. economy
out of the Great Depression.63 Throughout this period, the
Federal Reserve was not independent in any de facto sense.
Instead, it took its monetary policy instructions from the White

56 Id. at 317-18.

57 Id.

58 For instance, Jacome decries a government’s direction of capital controls as an
imposition on central bank independence. Samra, supra note 6, at 79 (quoting Luis
Jacome H., Legal Central Bank Independence and Inflation in Latin America During the
1990s, at 4 (IMF, Working Paper No. 01/212, 2001), available at http://www.imf.org/
external/pubs/ft/wp/2001/wp01212.pdf  [hereinafter Jacome, Legal Central Bank
Independence].

59 See generally KEYNES, THE GENERAL THEORY, supra note 39.

60 Id. at 206.

61 Id.

62 See Samra, supra note 6, at 74—717.

63 Robert Higgs, Wartime Prosperity? A Reassessment of the U.S. Economy in the
1940s, 52 J. ECO. HISTORY 41, 42 (1992) (“The entire episode of apparent business-cycle
expansion during the war years is understood by most writers as an obvious validation of
the simple Keynesian model: enormous government spending, with huge budget deficits,
spurred the military economy and produced multiplier effects on the civilian economy, the
upshot being increased employment, real output, and consumption and decreased
unemployment.”).
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House and the Treasury.6¢ Although the results were impressive,
with the highest economic growth decade in American history
coupled with low inflation, this history is strangely left out of
every empirical study cited by Samra. Instead, this 1940s decade
is apparently to be considered as an outlier, an aberration, to be
dismissed as the special circumstance of war even though it also
spanned the post-war period of reconstruction, the Marshall
Plan, and the G.I. Bill of Rights, massive fiscal programs that
altered the world for the better and ensured there would be no
return to depression economics.65

To appreciate the sea change in economic policy involved in
the Keynesian model, consider the metrics. Today, federal
spending is about 25% of GDP; in the 1940s, spending peaked at
nearly 45% of GDP.6¢ Today’s federal deficit is about 9% of GDP;
in the 1940s, the deficit peaked at about 31% of GDP.67 Today,
the federal debt held by the public is about 61% of GDP; in the
1940s, it peaked at over 113% of GDP.68 Those higher spending
and debt levels were sustainable precisely because the central

64 THE FEDERAL RESERVE SYSTEM: ITS PURPOSES AND FUNCTIONS 1947, supra note 2,
at 105; LESTER V. CHANDLER, THE ECONOMICS OF MONEY AND BANKING 48283 (5th ed.
1969).

65 Friedman and Schwartz dismiss the World War II high growth rates and low
inflation rates by attributing the post-war inflation to the war years. MILTON FRIEDMAN
& ANNA JACOBSON SCHWARTZ, A MONETARY HISTORY OF THE UNITED STATES, 1867—1960,
at 55658 (1963). Higgs does much the same. Higgs, supra note 63, at 50, 52. Meltzer
refers to the pegged period as an anomaly and then dismisses the experience. ALLAN H.
MELTZER, A HISTORY OF THE FEDERAL RESERVE: VOLUME 1: 1913-1951, at 738-39 (2003)
(quoting with approval from Allan Sproul, president of the New York Federal Reserve
Bank from 1941 to 1956 that “in war or in any other great emergency, the policy of the
central banking system must support the national plan of action. It seems to me equally
clear that in less emergent circumstances it is wise for government to set-up barriers or
buffers of protection of the central banking system from narrow political influence”). But
see HAROLD G. VATTER, THE U.S. ECONOMY IN WORLD WAR II 100-01 (1985) (relying on
C.R. Whittlesey’s 1948 assessment that it may have been a mistake to remove price
controls until civilian supply rose to meet pent-up demand).

66 National Priorities Project, Charts, Federal Outlays and Revenues, 1930-2015 as a
Percentage of the GDP, http:/nationalpriorities.org/en/resources/federal-budget-101/
charts/general/federal-outlays-and-revenues-1930-2015-perc-gdp/ (last visited Jan. 11,
2011).

67 Trade, Exchange Rates, Budget Balances and Interest Rates, THE ECONOMIST,
July 29, 2010, available at http://www.economist.com/node/16702183?story_i1d=16702183;
ECONOMIC. REPORT TO THE PRESIDENT ON THE ACTIVITIES OF THE COUNCIL OF ECONOMIC
ADVISERS, app. 438 tbl.B-76 (1993), available at http://fraser.stlouisfed.org/publications/
erp/issue/1587/download/6006/ERP1993_Appendixes.pdf; EXECUTIVE OFFICE OF THE
PRESIDENT, HISTORICAL TABLES: BUDGET OF THE UNITED STATES GOVERNMENT, FISCAL
YEAR 2009, 24, tbl.1.2, available at http://www.whitehouse.gov/sites/default/files/omb/
budget/fy2009/pdf/hist.pdf.

68 CONG. BUDGET OFFICE, THE BUDGET AND ECONOMIC OUTLOOK: AN UPDATE 2
(2009), available at http://www.cbo.gov/ftpdocs/105xx/doc10521/2009BudgetUpdate_
Summary.pdf; CONG. BUDGET OFFICE, HISTORICAL DATA ON FEDERAL DEBT HELD BY THE
PUBLIC (2010), available at http://[www.cbo.gov/ftpdocs/117xx/doc11766/2010_08_05_
FederalDebt.pdf; ECON. REPORT TO THE PRESIDENT, supra note 67.
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bank was not independent. Known as the “pegged period” in
public finance, from 1942 to 1951 the Federal Reserve was
directed by the White House and Treasury to purchase
government securities in any amount and at any price needed to
peg interest rates at 3/8 of 1% on short-term Treasury borrowing
and 2.5% on long-term Treasury borrowing.69

Contrary to today’s Washington Consensus view, the Federal
Reserve’s loss of its independence in the 1940s did not coincide
with higher inflation. Meanwhile, the U.S. economy grew at real
annual rates of 15% or more for the three peak years and more
than doubled in output during the war.70 Private investment was
crowded in, not out. Industry boomed and businesses returned to
profitability. The United States emerged from the war with
enormous productive capacity, as the world’s largest creditor and
with huge trade surpluses, conditions which allowed it to play a
commanding role on the world stage. By the end of the war, with
the jobless rate at only 1.2%, full-employment was a reality for
perhaps the first and only time in American history, and the
distribution of income became much more equitable as a result of
the strong economy, low yields on Treasury securities, and
progressive taxation.?!

During the 1940s period, the Federal Reserve lacked both
goal independence and instrument independence.”2 The object-
ives of the interest rate peg were set by the Treasury, and
Congress directed a range of policy instruments. In particular,
the central bank was deprived of the blunt monetary instrument
of raising either short-term or long-term interest rates.”s In

69 THE FEDERAL RESERVE SYSTEM: ITS PURPOSES AND FUNCTIONS 1947, supra note 2,
at 105; CHANDLER, supra note 64, at 482—83.

70 Christopher J. Tassava, The American Economy During World War II, EH.NET
ENCYLOPEDIA, Feb. 2, 2010, http://eh.net/encyclopedia/article/tassava. WWII (last visited
Jan. 11, 2011); THE NATIONAL HISTORIC LANDMARKS PROGRAM ET AL., WORLD WAR II &
THE AMERICAN HOME FRONT: A NATIONAL HISTORIC LANDMARKS THEME STUDY 3 (Oct.
2007), available at http://www.nps.gov/ history/nhl/themes/HomefrontStudy.pdf.

71 LYNN TURGEON, BASTARD KEYNESIANISM: THE EVOLUTION OF KECONOMIC
THINKING AND POLICYMAKING SINCE WORLD WAR II 5 (1996). “The wealthiest 5 percent of
Americans had received 30 percent [of income] in 1929 . . . by 1944 their share was down
to 20.7 percent.” JOHN M. BLUM ET AL., THE NATIONAL EXPERIENCE: A HISTORY OF THE
UNITED STATES 685 (4th ed. 1977).

72 Samra, supra note 6, at 79—82 (discussing goal and instrument independence).

73 Since the Federal Reserve could no longer ratchet up interest rates to preempt
potential inflation during this pegged period, the federal government had to find new
ways to keep prices stable, including price controls. In addition, consumer purchasing
power and inflationary pressures were dampened by bond sales to the public and highly
progressive taxes. WILLIAM J. BARBER, DESIGNS WITHIN DISORDER: FRANKLIN D.
ROOSEVELT, THE ECONOMISTS, AND THE SHAPING OF AMERICAN ECONOMIC POLICY, 1933—
1945, at 142-51 (1996). This approach to wartime finance had been urged by Keynes in
his plan on “how to pay for the war.” ROBERT SKIDELSKY, JOHN MAYNARD KEYES:
FIGHTING FOR FREEDOM 1937-1946, at 53 (2001) [hereinafter SKIDELSKY, JOHN MAYNARD
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addition, the Federal Reserve was directed to impose selective
credit controls and strict lending standards on its member banks,
including interest rate ceilings and prohibitions on checking and
savings deposits, and margin requirements on private borrowing
for purchases of corporate securities, housing, automobiles, and
other consumer durables—policy tools that complemented wage
and price control authority.” Likewise, the Federal Reserve and
other central banks throughout the 1930s and 1940s were
directed to impose a range of foreign exchange controls and
engage in foreign currency operations.’> Moreover, the Treasury
Department assumed responsibility for exchange rate policy with
a stabilization fund that rivaled the Federal Reserve’s open
market portfolio in size, thereby allowing the Treasury to
circumvent the Federal Reserve, devalue the dollar, and relax
monetary policy.’8 These controls, along with the neutralization
of monetary policy, were part of the model envisioned by Keynes
to help an economy reach full employment without inflation.?7

KEYNES: FIGHTING FOR FREEDOM] (highlighting that the “Keynes Plan” which was
formalized by Keynes in an article published in The Times in November 1939, was in
essence a crystallization of Keynes’ ideology from as early as 1937).

74 CHANDLER, supra note 64, at 247-51, 484-85, 489-90; MELTZER, supra note 65, at
602-05 (recounting the Federal Reserve’s use of selective credit controls); Arthur
Smithies, Uses of Selective Credit Controls, in UNITED STATES MONETARY POLICY 94, 94—
105 (American Assembly ed., 1964) (indicating that selective credit controls might be
wise). For the theoretical underpinnings of Keynesian policy in the U.S., see generally J.
E. MEADE, AN INTRODUCTION TO ECONOMIC ANALYSIS AND PoLICY (C.J. Hitch ed., 1938).

75 FRIEDMAN & SCHWARTZ, supra note 65, at 471-72; MELTZER, supra note 65, at
461; FRED L. BLOCK, THE ORIGINS OF INTERNATIONAL ECONOMIC DISORDER 109-10 (1977);
CHANDLER, supra note 64, at 426-27.

76 MELTZER, supra note 65, at 457-59; CHANDLER, supra note 64, at 468—-69. In the
conduct of its foreign currency operations, the Federal Reserve acts “in close cooperation
with the U.S. Treasury, which has overall responsibility for U.S. international financial
policy.” THE FEDERAL RESERVE SYSTEM: PURPOSES & FUNCTIONS 63 (Bd. of Governors of
the Fed. Reserve Sys. ed., 8th ed. 1994) [hereinafter THE FEDERAL RESERVE SYSTEM:
PURPOSES & FUNCTIONS 1994]. Meanwhile, with a favorable balance of trade, there was
little need to sell Treasury debt abroad and an enhanced capability of spreading the debt
widely in the U.S. among the general public. See Spending Beyond Our Means: US Trade
Balance by Decade, MINT.COM (Feb. 15, 2010), http://www.mint.com/blog/trends/spending-
beyond-our-means-us-trade-balance-by-decade (last visted Nov. 3, 2010) (showing a shift
in U.S. balance of payments from surplus to deficit); Franklin Noll, The United States
Public Debt, 1861 to 1975, EH.NET ENCYCLOPEDIA fig.12 (Feb. 1, 2010, 6:21 PM),
http://eh.net/encyclopedia/article/noll.publicdebt (showing rise in foreign purchases of
Treasuries after U.S. payments go into deficit).

77 Keynes helped create Britain’s foreign exchange control system during World War
II. SKIDELSKY, JOHN MAYNARD KEYNES: FIGHTING FOR FREEDOM, supra note 73, at 7477,
194. In the Bretton Woods negotiations that would create the International Monetary
Fund, Keynes and the assistant U.S. treasury secretary Harry Dexter White attempted to
construct a system of national exchange controls. LINDA MCQUAIG, THE CULT OF
IMPOTENCE: SELLING THE MYTH OF POWERLESSNESS IN THE GLOBAL ECONOMY 223—-34
(1998); James R. Crotty, On Keynes and Capital Flight, 21 J. ECON. LITERATURE 59, 62
(1983).
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All these various controls are today considered incompatible
with central bank independence.”8 Yet, this model proved re-
markably successful in keeping inflation of both consumer and
asset prices at relatively low rates, while delivering impressive
economic growth, high levels of employment, a more equitable
distribution of wealth and income, and a rising middle class
standard of living. Even after price controls ended in 1947,
inflation was only a temporary problem, and by 1949 prices were
falling across the board.”® This may well have reflected the
country’s expanded supply.s®¢ “Federal spending did not simply
pump up demand; massive federal investments in infrastructure
and factories expanded the nation’s industrial capacity, thereby
reducing inflationary pressures.”sl

In a study relied on by Samra, Luis Jacome argues against
the combination of de jure independence and de facto political
interference in the context of central banks in Brazil and
Venezuela, countries with markedly different political and
economic environments from the United States.82 Of course,
Jacome does not consider the more positive experience of the
Federal Reserve, which was legally independent in the 1940s, but
as a practical matter lacked de facto independence yet did not
lead to high inflation or other negative economic outcomes.s3
Rather, the increased policy direction provided by Congress, the
Treasury, and the White House reflected a deeper discussion and
wider range of interests in the formulation of monetary policy.84

78 Fraser, supra note 35, at 5.

79 Historical Inflation Data from 1914 to the Present, INFLATIONDATA.COM,
http://inflationdata.com/inflation/Inflation_Rate/HistoricalInflation.aspx?dsInflation_curr
entPage=5 (last visted Nov. 3, 2010).

80 VATTER, supra note 65, at 100-01. For discussion on the end of the pegged period,
see Gerald A. Epstein & Juliet B. Schor, The Federal Reserve-Treasury Accord and the
Construction of the Postwar Monetary Regime in the United States, 7 SOCIAL CONCEPT 7,
7-48 (1995).

81 Timothy A. Canova, The Federal Reserve We Need, THE AM. PROSPECT, Oct. 11,
2010, http://prospect.org/cs/articles?article=the_federal_reserve_we_need [hereinafter
Canova, The Federal Reserve We Need).

82 Agustin Carstens & Luis Jacome H., Latin American Central Bank Reform:
Progress and Challenges 6 (IMF, Working Paper No. 05/114, 2005), available at
http://www.imf.org/external/pubs/ft/wp/2005/wp05114.pdf.

83 Inflation was kept low during the boom years of the 1940s. In fact, the annual
inflation was below three percent for the final three years of the war, from October 1942
to August 1945. BLUM ET AL., supra note 71, at 685 (“From October 1942 to the end of the
Pacific war, consumers’ prices rose only 8.7 percent.”).

84 John Commons, a leading Institutionalist economist of the 1930s, advocated for
such wider participation in the formulation of monetary policy. COMMONS, supra note 22,
at 900-01; Charles J. Whalen, Full Employment with Liberty: John R. Commons’
Perspective and Its Continuing Relevance, 44 J. ECO. ISSUES 559, 565 (2010). This was the
position of Leon Keyserling, Chairman of the Council of Economic Advisers in the
administration of President Harry S. Truman. KEYSERLING, supra note 22, at 111
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In more recent years, without such policy direction and input
from elected branches, the Federal Reserve has focused almost
exclusively on one policy objective (low consumer price inflation),
and has used only one policy instrument (changes in short-term
interest rates).s5 All other policy objectives, such as maximizing
employment and ensuring financial stability, were secondary at
best, and often totally ignored.s6 What a sharp contrast to the
1940s, when the political direction of policy goals and
instruments helped the Federal Reserve resist domination and
capture by its big bank constituency, which was crucial in
achieving a host of policy objectives, including full employment,
low inflation, and stability of the financial system.

If the 1940s was clearly the low point for central bank
independence, it was the high point for political accountability.
The Federal Reserve chairman during this period was Marriner
Eccles, a successful Utah banker whose support for higher
federal spending had anticipated the fiscal ideas of Keynes.8? In
the 1930s, he had pushed for structural reform of the Fed to
remove the “banker interest” from 1its crucial policy-making
Federal Open Market Committee.88 Although Eccles came up
short in that effort, he remained committed to a model of
governance that prevented the central bank from undermining
the Treasury’s fiscal program.s® Eccles and other Federal
Reserve governors demonstrated the ideals of self-restraint and
concern for the public good that Keynes assumed should motivate
the actions of autonomous central bankers.

Throughout the 1940s, the Federal Reserve’s willingness and
ability to accommodate huge Treasury deficits while imposing a
range of selective credit and capital controls reflected both its
relative independence from private financial interests and its
accountability to democratically elected institutions. This period
provides a model of what a democratically-accountable central
bank would look like when working with elected branches to
achieve the three primary objectives of Keynesian economics:
(1) maintaining genuine full-employment; (2) reducing the

(proposing that Federal Reserve Board of Governors and Federal Open Market
Committee include “fair representation of business, labor, farmers, [and] consumers”).

85 See Ben S. Bernanke, Chairman, Bd. of Governors of the Fed. Reserve Sys.,
Monetary Policy Objectives and Tools in a Low-Inflation Environment, Address at the
Revisiting Monetary Policy in a Low-Inflation Environment Conference (Oct. 15, 2010)
(highlighting that low inflation and short term interest rates have been the modern
standard, but noting that some consequences have arisen as a result of such a policy).

86 Id.

87 MELTZER, supra note 65, at 464—65.

88 Id. at 468-69, 476.

89 Id.
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tremendous inequalities in wealth and income that undermine
any sustainable recovery; and (3)putting an end to the
monopolistic structures and financial practices that harm
taxpayers and consumers alike.9

Unfortunately, few economists ever learn of this period in
Federal Reserve history. Not surprisingly, this most successful
decade in U.S. history is ignored by Samra and the empirical
studies upon which he relies, and has been all but airbrushed
from most mainstream texts, including the economics textbook
co-authored by the present Federal Reserve chairman, Ben
Bernanke.91 It is a telling omission that Bernanke, although
routinely hailed as an authority on the Great Depression, does
not mention the monetary regime—a politically-directed central
bank—that accommodated the hyperactive fiscal policy that
lifted the U.S. economy out of the Depression once and for all
after a decade of drift.

II. EMPIRICAL MYOPIA, BLACK SWANS, AND BLACK ELEPHANTS

Every empirical study relied on by Samra suffers the same
flaws of selective presentation of evidence and myopic focus on
limited variables and limited time periods. None of the studies
consider data from the 1920s to the mid-1950s, thereby avoiding
important “black swan” events, including the 1929 stock market
crash, the financial panics of the early 1930s, the Great
Depression, and the economic boom of the 1940s.? In this way
they mimic the risk management models used by big banks and
credit rating agencies in the past decade to ignore the possibility
of sharp drops in asset prices.?3 By dismissing such large

90 Canova, Financial Market Failure, supra note 15, at 373 (restating the primary
policy objectives of ABBA P. LERNER, THE ECONOMICS OF CONTROL: PRINCIPLES OF
WELFARE ECONOMICS 3 (1947)).

91 See generally ROBERT H. FRANK & BEN S. BERNANKE, PRINCIPLES OF MACRO-
EcoNoMICS (3d ed. 2007) (providing Federal Reserve and monetary history that includes
pre-pegged and post-pegged periods, but nothing on the pegged period itself); STEPHEN G.
CECCHETTI, MONEY, BANKING, AND FINANCIAL MARKETS (2006) (avoiding any discussion
of the fiscal and monetary expansion of the pegged period). See also EXEC. OFFICE OF THE
PRESIDENT, ECONOMIC REPORT OF THE PRESIDENT AND ANNUAL REPORT OF THE COUNCIL
OF ECONOMIC ADVISERS 280-81 tbl.B-1 (1996) (providing GDP statistics no earlier than
1959); PAUL A. SAMUELSON & WILLIAM D. NORDHAUS, MACROECONOMICS 191-211 (18th
ed. 2005) (historical overview of the Federal Reserve and monetary policy omitting any
mention of pegged period); HARVEY S. ROSEN, PUBLIC FINANCE 424-26 (6th ed. 2002)
(discussing federal deficits no earlier than 1970). Meanwhile, the Federal Reserve
encourages mis-education and ignorance of the pegged period through its financial
education and literacy programs as well as its practice of keeping hundreds of economists
on paid retainers while restricting the dissemination and scope of their research. ROBERT
D. AUERBACH, DECEPTION AND ABUSE AT THE FED: HENRY B. GONZALEZ BATTLES ALAN
CGREENSPAN’S BANK 141-47 (2008).

92 See generally TALEB, supra note 16.

93 Canova, Financial Market Failure, supra note 15, at 381-82.
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historical events as outliers and aberrations, these risk models
effectively assumed that housing prices would always keep
rising. Likewise, Samra also ignored the more recent black
swans, the financial collapse of 2008 and its continuing
aftermath, as well as the rise of China as an economic power
without an independent central bank—events so recent and so
significant that to overlook them is more like missing a black
elephant than a black swan.9

A. Autistic Economics and Inflation Myopia

All of the studies relied on by Samra, and in fact all of the
many studies generated by the research departments of central
banks and the International Monetary Fund (IMF) confine their
analyses mostly to the 1980s and 1990s while overlooking any
and all non-monetary explanations for variations in inflation
rates. It is worth noting the professional affiliations of the
authors of many of the studies cited by Samra, most of whom
were associated with the IMF, World Bank, Bank for
International Settlements, and the Federal Reserve, institutions
with long-standing commitments to the model of central bank
independence, and in the case of the Federal Reserve, a direct
bureaucratic self-interest and perhaps a financial interest in
maintaining the model.%

In addition to the truncated period and focus of analysis,
these studies share a fixation on one variable: the rate of
consumer price inflation, while ignoring all other kinds of price
inflation, even hyperinflations of asset prices. This fixation on
one variable while ignoring all others is characteristic of the
orthodoxy in economics. In recent years, a critical movement has
developed within economics that challenges this orthodox
approach as “autistic” for pursuing econometric modeling as “an
end in itself” and thereby “cutting off economics from reality.”96

94 A “Dblack elephant” is a combination of “the elephant sitting in the room,” which
everyone knows is important but is a taboo that no one will talk about, and “black swan,”
which is considered an extreme or unlikely event that undermines prior risk management
strategies. The black elephant has been defined as “an event which is extremely likely
and widely predicted by experts, but people attempt to pass it off as a black swan when it
finally happens.” Vinay Gupta, On Black Elephants, THE BUCKY-GANDHI DESIGN
INSTITUTION (Apr. 27, 2009, 8:31 AM), http://vinay.howtolivewiki.com/blog/flu/on-black-
elephants-1450.

95 See, e.g., Jacome, Legal Central Bank Independence, supra note 58, at 5—6
(discussing Latin American structural reforms to comply with International Monetary
Fund “best practices” for central bank autonomy); JOSEPH E. STIGLITZ, MAKING
GLOBALIZATION WORK 28, 57 (2006) [hereinafter STIGLITZ, MAKING GLOBALIZATION
WORK].

96 POST-AUTISTIC  ECONOMICS  NEWSLETTER, No. 1, Sept. 2000,
http://www.paecon.net/PAEReview/wholeissues/issuel.htm (last visited Jan. 11, 2011).
Autism is characterized by a narrow range of interests, restricted use of language, lack of
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According to this critique, mainstream economics suffers from a
variety of symptoms of autism in its uncontrolled use of
mathematics, repetitive fixation with abstract econometric
modeling, and complete avoidance of social context and empirical
evidence, including historical facts, the functioning of
institutions, and the study of the behaviors and strategies of
agents.9” The studies relied on by Samra that attempt to
correlate central bank independence with low inflation are within
this autistic tradition: they ignore empirical evidence that would
correlate central bank independence with asset price inflations,
unsustainable financial bubbles, high levels of unemployment,
top-heavy distributions of income, agency capture, financial
fragility, and central bank subsidies for financial elites.

These studies are also based on flawed assumptions about
the nature and causes of consumer price inflation. Luis Jacome’s
2001 study assumes that “inflation is essentially a monetary
phenomenon”8 and focuses on three relatively brief periods:
1980-1989, when Latin American countries were beset by the so-
called Third World debt crisis and sharply rising interest rates
on their foreign debts; and 1990-1995 and 1996-2000, periods of
recovery in much of Latin America thanks in large part to
resolution of the debt crisis and a revival in agriculture and
commodity exports.

The most recent episodes of high inflation in Latin America
have occurred in the context of foreign indebtedness and balance
of payments crises.?? Dependence on foreign bank loans, inflows

social reciprocity, inability to appreciate social context, repetitive behavior, repetitive use
of idiosyncratic language, and inflexible adherence to specific, non-functional routines or
rituals. Diagnosis of Autism, AUTISM SPEAKS, http://www.autismspeaks.org/diagnosis/
index.php (last visited Jan. 11, 2011).

97 POST-AUTISTIC ECONOMICS NEWSLETTER, supra note 96. According to Marc
Lavoie, the post-autistic movement has criticized mainstream economics for “the
dogmatism of their teaching and the irrelevance of formalized models that seemed to
relate to some imaginary world rather than to the real world” MARC LAVOIE,
INTRODUCTION TO POST-KEYNESIAN ECONOMICS xiv (2006). See also Milton Friedman, in
CONVERSATIONS WITH LEADING ECONOMISTS: INTERPRETING MODERN MACROECONOMICS
124, 137 (Brian Snowdon & Howard R. Vane eds., 1999) (quoting Friedman that
“economics has become increasingly an arcane branch of mathematics rather than dealing
with real economic problems”).

98 Jacome, Legal Central Bank Independence, supra note 58, at 29 (asserting that
“inflation is essentially a monetary phenomenon”). See also Samra, supra note 6, at 64
n.9 (citing to Jacome’s paper). Jacome finds a strong correlation between central bank
independence and low inflation during the 1991-2001 period, although that finding also
required that Argentina and Venezuela be excluded from the analysis. Jacome, Legal
Central Bank Independence, supra note 58, at 23—24.

99 Mark Weisbrot, Ctr. for Econ. & Pol'y Research, Latin America’s Electoral
Leftward Shift: The Importance of Economics, (Mar. 14, 2006), available at
http://www.cepr.net/events/200603_latam/2006_03_lagrowth_transcript.htm [hereinafter
Weisbrot, Latin America’s Electoral Leftward Shift] (providing the graphic charts which
accompany Weisbrot’s speech). There were serious inflations in the 1970s and 1980s in
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of portfolio capital, and the “dollarization” of domestic bank
accounts led to overvalued currencies and huge trade imbalances
financed by yet more capital inflows contributing to
unsustainable debt burdens.10 When interest rates rose and
painful adjustments were imposed by international bond markets
and International Monetary Fund loan conditions, everything
went in reverse. Collapsing currencies led to ever-rising prices of
imported goods, including necessities such as food and fuel, and
falling prices for exports, including exports of commodities in
particular. As countries found it increasingly difficult to meet
their debt service obligations and import bills, some responded by
printing money, leading to even higher inflation rates. Market
fundamentalists blame the central banks for monetizing debt
while ignoring the underlying causes that led to such poor
decisions.101  Moreover, monetizing debt in the middle of a
balance of payments and foreign debt crisis is very different from
monetizing debt to invest in real productive resources and
expand the industrial capacity and supply of a country.

Since Jacome begins with monetarist assumptions, it is not
surprising that he sees independent central banks and tighter
monetary policy as the only explanations for the low inflation
period.102  Foreign debt burdens and sharply higher interest
payments imposed from without are never addressed. According
to critics of Jacome’s approach, the failure “to control adequately
for other factors that might account for cross-country differences
in inflation” is a major deficiency in the literature that purports
to attribute low inflation to central bank independence.103 In
fact, Carl Walsh has noted one study that did control for other
potential determinants of inflation and “found little additional
role for central bank independence.”104

Significant non-monetary factors contributed to global
inflation in the 1970s in particular, including recurring balance
of payments crises and International Monetary Fund designed
adjustment.105 The Organization of Petroleum Exporting

Argentina, Bolivia, Brazil, Chile, Peru, and Uruguay. This was also a period of sharply
rising oil prices that had nothing to do with central bank structure or monetary policies in
Latin America, and which contributed to balance of payments problems, dependence on
foreign inflows of portfolio capital, falling currencies, and rising prices. Id.

100 Weisbrot, Latin America’s Electoral Leftward Shift, supra note 99 (providing the
graphic charts which accompany Weisbrot’s speech).

101 See Jacome, Legal Central Bank Independence, supra note 58, at 29-30.

102 See id. at 30.

103 Carl E. Walsh, Central Bank Independence, in 1 THE NEW PALGRAVE DICTIONARY
OF EcoNoMICS 728, 730 (Steven N. Durlauf & Lawrence E. Blume eds., 2d ed. 2008).

104 Id.

105 See generally CHERYL PAYER, THE DEBT TRAP: THE INTERNATIONAL MONETARY
FUND AND THE THIRD WORLD (1974).
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Countries (OPEC) quadrupled the price of oil in 1973 and
doubled the price of oil in 1979.1% As a result, Western banks
helped “recycle” the so-called petrodollars deposited by OPEC
countries into loans to Latin American and other Third World
countries, as developing countries were then called, so they could
continue paying for oil imports.107 But this recycling of petro-
dollars ended badly for most of Latin America when U.S. banks
raised interest rates sharply on their loans in the early 1980s.1%8

Studies by Jacome and others do not consider the following
counter-factual: if Latin American countries had independent
central banks at the time of the 1980s debt crisis, would such a
model have then been discredited and would the reforms then
have gone in the opposite direction leading to greater central
bank accountability which should then receive much of the credit
for all the good inflation numbers resulting from resolution of the
debt crisis and export-led recovery? In fact, Chile provides just
such a counter-factual example, although one would not realize
this by reading Samra’s ahistorical case study of Chile, as he
provides few dates and makes no attempt to correlate central
bank reforms with actual economic indicators.109

Although Chile’s central bank was made independent in the
early 1980s, average annual inflation exceeded 20% throughout
the 1980s and 17% through the mid-1990s.'° Moreover, Chilean
inflation was brought down to 6% a year in the late-1990s, but
not because of any change in central bank monetary vigilance.111
Rather, lower inflation rates coincided with increased regulation
of portfolio capital markets imposed by the elected government,
resulting in greater exchange rate and price stability.112 Chile’s

106 JEFFRY FRIEDEN, GLOBAL CAPITALISM: ITS FALL AND RISE IN THE TWENTIETH
CENTURY 364, 368 (2006); Jack L. Hervey, Changing U.S. Trade Patterns, in HISTORY OF
THE U.S. ECONOMY SINCE WORLD WAR II 444, 446 (Harold G. Vatter & John F. Walker
eds., 1996).

107 GREIDER, SECRETS OF THE TEMPLE, supra note 2, at 340.

108 STEVEN SOLOMON, THE CONFIDENCE GAME: HOW UNELECTED CENTRAL BANKERS
ARE GOVERNING THE CHANGED GLOBAL ECONOMY 22 (1995) (discussing the Reagan
administration’s approach to treating the debt crisis of four particular countries—Mexico,
Argentina, Brazil, and Yugoslavia—as financial problems that demanded International
Monetary Fund austerity programs); GREIDER, SECRETS OF THE TEMPLE, supra note 2, at
437. See generally DARRELL DELAMAIDE, DEBT SHOCK (1984).

109 See Samra, supra note 6, at 84—86.

110 Eva Gutiérrez, Inflation Performance and Constitutional Central Bank
Independence: Evidence from Latin America and the Caribbean 16 tbl.3 (IMF, Working
Paper No. 03/53, 2003), available at http://www.imf.org/external/pubs/ft/wp/2003/
wp0353.pdf.

111 Id.

112 Timothy A. Canova, Banking and Financial Reform at the Crossroads of the
Neoliberal Contagion, 14 AM. U. INT'L L. REV. 1571, 1621-22, 1626 (1999) [hereinafter
Canova, Banking and Financial Reform] (discussing Chile’s encaje program which
required foreign investors and lenders to deposit 30% of the investment or loan into a
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high inflation in the earlier period, and its disinflation in the
later period, had far less to do with central bank structure than
with foreign debt burdens, exchange rates, and the effectiveness
of financial regulation. As discussed above, Chile’s high inflation
rates of the 1980s occurred under an independent central bank,
and the disinflation of the 1990s occurred when the central
bank’s instrument independence was undermined by capital
controls.113 Yet Jacome does not consider any explanation other
than a crude monetarist one.

In another Jacome paper co-authored with Agustin Carstens
in 2005, the authors likewise have a relatively short view of
economic history, comparing changes 1n macroeconomic
indicators from the 1980s to 2003.'* Samra relies on this paper
in particular for his statement that “most scholars agree” that
central bank autonomy is “a sine qua non of monetary or price
stability.”115 If this is so, the statement says more about blind
orthodoxy than the merits of central bank independence. One is
hard pressed to find strong empirical support for such a sweeping
conclusion, which perhaps confuses cause and effect.116
According to Adam Posen, reforms leading to central bank
independence often reflect the presence of an already strong
political constituency for low inflation.117 For instance, as Latin
American countries pulled out of the debt crisis and experienced
a resurgence in their exports, the resulting economic growth may
have strengthened the political forces pushing for central bank
independence, as well as a host of other policies—such as trade

non-interest bearing account with the central bank for a full year or pay a 3% tax to
recover the deposit); GREG GRANDIN, EMPIRE’S WORKSHOP: LATIN AMERICA, THE UNITED
STATES, AND THE RISE OF THE NEW IMPERIALISM 204 (2006) (discussing Chile’s break with
“free-market dogma” in the 1980s and turn to state promotion of exports and use of
regulatory laws “including some enacted by the vilified Allende government”).

113 See supra Part I1.A.

114 Carstens & Jacome, supra note 82, at 15 tbl.6; Samra, supra note 6, at 65 n.12
(citing to Carstens & Jacome’s paper). The paper’s conclusion that central bank
independence explains the reduction in inflation once again ignores all other possible
explanations and empirical evidence from earlier periods. Carstens & Jacome, supra note
82, at 17.

115 Samra, supra note 6, at 65 & n.12.

116 Even Samra hedges this sweeping conclusion by referring to Federal Reserve
Board Chairman Ben Bernanke’s caveat that “the evidence for developing countries is
more mixed.” Samra, supra note 6, at 69 (quoting Bernanke as stating that “the evidence
for developing countries is more mixed” with regard to the connection between central
bank independence and the promotion of low inflation).

117 Walsh, Central Bank Independence, supra note 103, at 728, 730; Adam Posen, Why
Central Bank Independence Does Not Cause Low Inflation: There is No Institutional Fix
for Politics, in 7 FINANCE AND THE INTERNATIONAL ECONOMY 40, 47 (Richard O’Brien ed.,
1993)).
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liberalization, fiscal austerity, and wage suppression—which
would also have contributed to lower inflation rates.!18

Samra also relies on a study by Eva Gutiérrez arguing the
high inflation in Latin America during the late 1980s and early
1990s was caused by the region’s high fiscal deficits, which were
monetized by central banks that were pressured by elected
governments with short-term objectives.119  Gutiérrez also
attributes the decline in inflation in the 1990s to reforms that
made central banks more autonomous.20 Again, like all the
other studies relied on by Samra,121 Gutiérrez study does not
consider data from earlier key periods such as the 1940s and
early 1950s. Moreover, Gutiérrez even ignores the high economic
growth rates and low inflation rates across Latin America during
the 1960s, prior to central bank independence, and the OPEC oil
price hikes and the ensuing debt crisis.122 Moreover, like Jacome,
she does not consider any other factors that may have led to later
declines in inflation and improvements in economic growth such
as the resolution of Latin America’s debt crisis and higher export
earnings.

118 See Michael Parkin, Inflation, in 4 THE NEW PALGRAVE DICTIONARY OF
Economics 293, 299 (Steven N. Durlauf & Lawrence E. Blume eds., 2d ed. 2008)
(discussing fiscal causes of inflation).

119 See Gutiérrez, supra note 110, at 15 (stating that inflation during the 1980s and
early 1990s was, at root, due to the high fiscal deficits that were financed by monetization
by central banks).

120 See id. at 16, 23 (linking lower inflation to “entrench[ing] the independence of the
central bank in the constitution”).

121 See, e.g., Luis 1. Jacome & Francisco Vasquez, Any Link Between Legal Central
Bank Independence and Inflation? Evidence from Latin America and the Caribbean 12
tbl.1, 15 fig.2, 16 tbl.3 (Int'l Monetary Fund, Working Paper No. 05/75, 2005), available at
http://www.imf.org/external/pubs/ft/wp/2005/wp0575.pdf (focusing on data from the
1990s); Samra, supra note 6, at 71 n.43 (citing to Jacome & Vasquez paper); Charles T.
Carlstrom & Timothy S. Fuerst, Commentary, Central Bank Independence: The Key to
Price Stability?, FED. RESERVE BANK OF CLEVELAND, Sept. 1, 2006, at 1, available at
http://[www.clevelandfed.org/research/commentary/2006/0901.pdf (focusing on the 1955—
2000 period); Samra, supra note 6, at 73 n.58 (citing to the Federal Reserve Bank of
Cleveland commentary); Alberto Alesina & Lawrence H. Summers, Ceniral Bank
Independence and Macroeconomic Performance: Some Comparative Evidence, 25 J.
MONEY, CREDIT, & BANKING 151, 160 app. tbl.A1, 161 app. thl.A2 (1993) (focusing on two
periods: 1955—-1988 and 1973—-1988); Samra, supra note 6, at 72 n.56 (citing to Alesina &
Summers’ article); Jeffrey C. Fuhrer, Central Bank Independence and Inflation Targeting:
Monetary Policy Paradigms for the Next Millennium?, 1997 NEW ENG. ECON. REV. 19, 25
(1997), available at http://www.bos.frb.org/economic/neer/neer1997/neer197b.pdf (focusing
on the period of 1970 to the late 1990s); Samra, supra note 6, at 72 n.53 (citing to Fuhrer’s
article).

122 See EDWIN WILLIAMSON, THE PENGUIN HISTORY OF LATIN AMERICA 620 tbl.3 (rev.
ed. 2009) (reporting high economic growth rates across Latin America in the 1960s and
sharp declines in the 1980s); id. at 621 tbl.4 (reporting relative price stability across Latin
America in the 1960s, followed by huge increases in inflation in the 1970s and 1980s); id.
at 622 tbl.5, 623 tbl.6 (reporting rising total external debt levels across Latin America
from 1978 to 1984); id. at 624 tbl.7 (reporting rising external debt and debt service levels
across Latin America from 1975 to 1985).
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Likewise, Samra relies heavily on a study by Carlstrom and
Fuerst on the Reserve Bank of New Zealand, once considered the
least independent of central banks, which was made independent
in 1989 and now ranks among the more independent.i22 The
country’s inflation rate fell from an average 7.6% in 1955—-1988 to
2.7% in 1988-2000.1%¢ Of course, the inflation numbers are
elevated for the early period simply by including the 1970s, the
peak years of inflation due in large part to successive price hikes
by OPEC, a global oil cartel.125

Carlstrom and Fuerst acknowledge that, with reference to
the United States, changes in central bank independence “were
not responsible for the large inflation run-up that occurred
during the 1970s in the United States and throughout the
world.”126 Likewise, the decline in U.S. inflation was “not caused
by changes in [Federal Reserve] independence but by other forces
that have lowered the worldwide inflation rate.”127 But,
apparently the authors saw no reason to extend those caveats to
New Zealand. Instead, Carlstrom and Fuerst must engage in
“holding everything else equal” to conclude that if New Zealand
had “an independence score” as high between 1955 and 1988 as it
does today, then annual inflation would have been 3.4% instead
of 7.6% during that period.128 Apparently, in this fictitious world,
the OPEC price increases and global inflation would simply have
ceased having any effect on the New Zealand economy.129

Carlstrom and Fuerst then broaden their conclusion beyond
New Zealand to the global economy once more: “[H]olding
everything else equal, the increase in central banks’
independence would have lowered the average inflation rate

123 Samra, supra note 6, at 73.

124 Carlstrom & Fuerst, supra note 121, at 1.

125 Vlad Grinkevich, OPEC Marks 50th Anniversary, FINANCIAL (Oct. 9, 2010),
http://www.finchannel.com/Main_News/Op-Ed/70381_OPEC_marks_50th_anniversary.
See also Andrew C. Udin, Slaying Goliath: The Extraterritorial Application of U.S.
Antitrust Law to OPEC, 50 AM. U. L. REv. 1321, 1327-28 (2001) (“A ‘cartel’ is an
association of producers and/or consumers of a certain product, formed for the purpose of
manipulating the product’s price in a given market .... OPEC is widely known as the
most prominent cartel in the international economy[.]”); Tim McMahon, Inflation
Similarities Between the 2000s and the 1970s, INFLATIONDATA.COM (Apr. 21, 2006),
http://inflationdata.com/inflation/Inflation_Articles/2000_vs_1970s.asp (noting that in the
1970s, inflation rates had surpassed 14%); John Keefe, What Causes Inflation? Lessons
from the 1970s, Vol.3, CBS MONEYWATCH.COM May 26, 2009),
http://moneywatch.bnet.com/economic-news/blog/macro-view/what-causes-inflation-
lessons from-the-1970s-vol-3/553/ (“Many people who lived through the 1970s associate
high inflation with sharply higher oil prices, due to an embargo on Arab oil in 1973.”).

126 Carlstrom & Fuerst, supra note 121, at 3.

127 Id.

128 Id. at 2.

129 See supra note 125.
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worldwide from 5.6% to 3.8%.7130 Again, there is no discussion
about how central bank independence would have prevented the
OPEC countries from forming a cartel and raising global oil
prices. They offer caveats that central bank independence was
not the only factor in reducing inflation rates and that the impact
of independence is more mercurial in developing nations.131 But
it is telling that such caveats are hedged in their conclusion
section, which offers the definitive statement that central bank
independence is the “most effective way” to ensure low inflation
and that “nearly 2 percentage points of developed countries’
average decline in inflation over time is the direct results [sic] of
their central banks’ increased independence.”132 Here we see a
pattern of studied ignorance: all non-monetary factors must be
ignored to maintain the case for central bank independence.

Likewise, Samra relies on a study by Larry Summers and
Alberto Alesina, finding a strong relationship between central
bank independence and lower inflation across more than a dozen
industrialized countries.133 According to this study, countries
with high degrees of central bank independence generally had
lower inflation rates than countries with less independent central

130 Id.

131 Carlstrom & Fuerst, supra note 121, at 1-3.

132 Id. at 3 (emphasis added).

133 Alesina & Summers, supra note 121, at 159, 160-61 tbls.A1 & A2 (analyzing the
independence of various countries’ central banks and concluding that “[t]hese results
suggest that the monetary discipline associated with central bank independence reduces
the level and variability of inflation”). As Deputy Secretary, and then Secretary, of the
Treasury from 1999-2001, Summers played an active role in pushing central bank
independence around the world and deregulation of banking and derivatives in the
United States. See Lawrence H. Summers: Director of the National Economic Council and
Assistant to the President for Economic Policy, NATIONAL EcONOMIC COUNCIL,
http://www.whitehouse.gov/administration/eop/nec/director (last visited Jan. 11, 2011).
See also Joshua Zumbrun, Clinton Calls Advice He Got on Derivatives Wrong’ (Updatel),
BLOOMBERG BUSINESSWEEK (Apr. 19, 2010, 7:07 PM), http://www.businessweek.com/
news/2010-04-19/clinton-calls-advice-he-got-on-derivatives-wrong-updatel-.html
(“[Summers’] argument was that derivatives didn’t need transparency because they were
‘expensive and sophisticated and only a handful of people will buy them and they don’t
need any extra protection’ . ...”). Summers stated in an interview that

we've got a very clear sense, as I know the Fed does, of the respective roles of
national fiscal authorities and national central banks. And that has got to be
premised on a central bank’s independence. It’s got to be premised on a central
bank’s making judgments about overall monetary and financial policy, not
about specific subsidies.
David Wessel, Larry Summers on Ben Bernanke-Sort of, REAL TIME ECONOMICS
(Apr. 14, 2009, 8:52 PM), http://blogs.wsj.com/economics/2009/04/14/larry-summers-on-
ben-bernanke-sort-of/. At the time of this writing, he is director of the White House
National Economic Council. See Lawrence H. Summers: Director of the National Economic
Council and Assistant to the President for Economic Policy, NATIONAL ECONOMIC
COUNCIL, http://www.whitehouse.gov/administration/eop/nec/director (last visited Oct. 23,
2010).
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banks.13¢ But this conclusion is easily dispelled by expanding the
time frame of the longitudinal studies and considering non-
monetary factors. For instance, the annual inflation rate in the
United States averaged about 6% during the 1941-1951 decade,
when the Federal Reserve was politically-directed.135 This was
roughly the average annual U.S. inflation rate for the 1973—1988
period, when the Federal Reserve enjoyed far more in-
dependence.136 Perhaps Samra would object to including the
inflationary 1970s in such a comparison, but of course that is
exactly what all of these self-serving studies have been doing to
impugn the record of politically accountable central banks in
Latin America.

Although Samra asserts that “most scholars agree” that
central bank autonomy is closely correlated with lower inflation,
the actual evidence is far less clear.137 EKiffinger and de Haan
present the findings of more than two dozen studies, not