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Central banks are unique institutions. Their main policy objective — price stability — is crucially
important for societal well-being. Independence enables central banks to take monetary policy
decisions with a sufficiently long time horizon in mind and without being subject to electoral
pressures. Thus, central bank independence is not self-serving. In Germany, the Bundesbank Act
codifies the Bundesbank’s independence from the political process.> [2] This institutional setup
served as a blueprint for the European Central Bank.

At the same time, policy instruments used by central banks and the transmission channels of
those policies are rather technical. They do not lend themselves very well to day-to-day public
policy discussions.

Additionally, central banks’ tasks go beyond monetary policy. Central banks contribute to financial
supervision and financial stability policies, the provision of cash as well as overseeing and
operating the payment system. The decision which tasks and responsibilities fall within the remit
of central banks is taken by policymakers.
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public. As public institutions, central banks must act in accordance with society’s basic political
values. To fulfill their role, central banks cannot work in an ivory tower, and they need to
cooperate with other government bodies. Independence does thus not imply isolation from
societal trends, and transparency ensures that the public can hold central banks accountable to
their role.> [4]

The societal contract that defines the roles and responsibilities of central banks has been subject
to modifications over time. Understanding how central banks” mandates and mechanisms to
ensure independence have evolved, what independence implies, and what might threaten
independence is particularly important today. Goodhart and Pradhan (2020) have argued that
inflationary pressure might rise due to demographic trends and a reversal of globalization trends
that have kept inflation at bay over the past decades (Graph 1). At the same time, debt levels —
both private and public — have increased, not least because of the policy packages that have been
passed to fight the effects of the coronavirus pandemic. If Goodhart and Pradhan’s account is
correct, conflicts between central banks and fiscal or supervisory authorities could arise. Rising
inflation could eventually lead to higher interest rates, which in turn could threaten debt
sustainability. Given these tensions, central banks could come under fiscal and financial
dominance and feel pressured to keep interest rates low. Central bank independence could be
tested.

Graph 1: Consumer Prices in Advanced Economies
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Graph 1

Analyzing how central bank independence has evolved over time requires an independent
external assessment of its structures and policies. For this reason, the Bundesbank has funded a
research project to explore the history of the Reichsbank, the Bank deutscher Lander and the early
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This conference presents initial results from this research and discusses the evolution of central
bank policies from a historical perspective. In the following, | will focus on central bank
independence and how it has evolved over time, in particular during the last decades.

| develop my arguments in three steps.

First, | discuss the traditional case for central bank independence. Central bank independence has
been justified on the grounds that price stability would be at risk if there were no institutional
limitations on the monetary financing of the budget. Monetary policy can be time inconsistent.
Departing from an announced inflation rate and generating inflationary surprises can have
positive output effects. Removing central banks from direct political interference is an institutional
design that reduces the time inconsistency of monetary policy (Barro and Gordon 1983, Kydland
and Prescott 1977, Rogoff 1985).

Second, | discuss independence in the context of central banks’ roles in micro- and
macroprudential supervision. Central banks need to be free of political influence, and they must
avoid being captured by private sector interests. Central banks have to act on behalf of the
general public in defending societal objectives. As “guardians of finance”, a term coined by Barth,
Caprio, and Levine (2014), supervisors need to ensure that the financial sector is appropriately
regulated. This limits excessive risk-taking and amplification effects in the financial sector. The aim
is to prevent large-scale financial crises that can threaten the real economy.

Central banks often perform supervisory tasks in cooperation with public sector authorities which
may be formally less independent from the political process. Independence is thus not only about
institutional independence codified by law. Clear mandates and mission statements are essential
mechanisms to ensure that public institutions can act independently. Moreover, independence is
about a mindset, analytical frameworks, and appropriate incentives. All this allows public-sector
authorities to delineate social from private-sector costs and benefits of policy action.> [6]

Finally, I will discuss the role of central bank independence in the context of the most pressing
challenge facing today’s societies — fighting climate change and financing the transition to a
climate-neutral economy. Central banks can contribute significantly to fighting climate change
within their core mandates but more work needs to be done to perform this role effectively.> [7]
Central bank actions cannot be a substitute for political decisions that require direct democratic
accountability which need to be taken by politicians.

1 The traditional case for central bank independence: monetary policy

Central banks’ price stability mandates have evolved over time. Without a clear separation of
monetary and fiscal policy, governments may interfere with the objective of price stability when
pursuing other economic objectives. Inflation may then be too high and volatile, with adverse
consequences for income distribution and the reliability of price signals. Over time, monetary
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In Germany, independence is enshrined in law. Paragraph 12 of the Bundesbank Act specifies: “/n
exercising the powers conferred on it by this Act, the Deutsche Bundesbank shall be independent
of and not subject to instructions from the Federal Government. As far as is possible without
prejudice to its tasks as part of the European System of Central Banks, it shall support the general
economic policy of the Federal Government.”

Similarly, the independence of the ECB is enshrined in the European treaties.> [8] A number of
arrangements support the ECB’s independence: separate financial arrangements and budgets,
sufficiently long terms of office, no reappointment of members of the Executive Board, prohibition
of monetary financing, functional independence, and the ECB’s right to adopt binding regulations
needed to carry out its tasks. All of this protects the independence of the ECB as changing the
treaty would require unanimity (Goodhart and Pradhan 2020).

One key innovation in central bank policy-making over the past decades has been the increase in
accountability and transparency. Inflation targeting, which gradually became the dominant
monetary policy strategy since the 1990s acted as a catalyst for enhanced transparency. For this
strategy to work, monetary policymakers have to communicate their objective clearly, explain how
they plan to achieve it, and inform the public about their economic outlook and inflation forecast.
It is thus in the central bank's own interest to strengthen transparency in order to anchor inflation
expectations. The public confidence in the ability to maintain price stability is the most valuable
asset that a central bank has. Alan Blinder (2004) calls the increase in accountability and
transparency the “Quiet Revolution”, noting that “ whereas central bankers once believed in
secrecy and even mystery, greater openness is now considered a virtue."

The recent ECB strategy review serves as an example:> [9] Communication towards the wider
public has been simplified, using a more visualized approach. The introductory statement for
communicating monetary policy decisions has been shortened, and the language has been
simplified. During the review period, the Eurosystem hosted numerous listening events with the
academic community, civil society organizations and the public at large. Ideas and perspectives
shared at these events have fed into the Governing Council’s deliberations. Drawing on the
successful experience with these events, the Governing Council intends to make citizen dialogues
a structural feature of the Eurosystem’s interaction with the public.> [10]

Overall, granting monetary policy independence to central banks has served societies well. Global
inflation has been relatively low and stable over recent decades (Graph 1). This is also due to
forces other than institutional independence. Nevertheless, independence has played an
important role, and it will be crucial to master the challenges that lie ahead.

2 The changing nature of central bank independence: micro- and macroprudential
supervision

Standard textbooks focus on the role of central banks in conducting monetary policy. However,
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stability, while recognizing that they also contribute to broader policy objectives. Central banks
can also be responsible for the macro- and microprudential oversight and supervision of financial
institutions. In many cases, they have an explicit role in ensuring financial stability.

As a key lesson from the global financial crisis of 2007/2008, macroprudential policy has been
established as a policy area in its own right. Its goal is to stabilize the financial system and thereby
minimize the need for government intervention. This is important because financial crises have
not only occurred time and again in history, they have also become more frequent and costly over
time (Graph 2).> [11]

A study covering 82 jurisdictions sheds light on the institutional design for financial sector
oversight and the role of central banks (Calvo, Crisanto, Hohl and Gutiérrez 2018). It shows that
central banks are the primary authority in macroprudential policy for close to 60% of surveyed
jurisdictions. Furthermore, two thirds of these jurisdictions assign banking supervision to central
banks.

As regards independence, the different tasks that central banks perform require different
mechanisms and institutional arrangements. Central bank independence goes beyond the
prohibition of monetary financing and independence from political influence on monetary policy
decisions.

Graph 2: The History of Financial Crises
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Acting in defense of the public good requires independence from private sector interests.
Independence of supervisors is thus one of the pillars of the Basel Committee’s core principles for
effective banking supervision (BCBS 2012). However, full compliance with this principle is not
widespread (Adrian and Narain 2019). Within supervisory agencies, mechanisms need to ensure
that there are no revolving doors and that supervisors rotate to prevent them from aligning
interests with the supervised institutions. One of the reasons for setting up the Single Supervisory
Mechanism (SSM) in Europe was the need to create greater distance and to establish common
supervisory practices. Empirical work on the functioning of the SSM indicates that there are
indeed differences in supervisory practices at the national and supranational level with national
supervisors tending towards being more lenient (Haselmann, Singla, Vig 2021).

Central banks sometimes perform supervisory and oversight roles in cooperation with other
agencies. The experience in Germany illustrates this. Banking supervision is carried out by the
Bundesbank, together with the European Central Bank (ECB) and the national microprudential
supervisor, the Federal Financial Supervisory Authority (BaFin).> [12] Broadly speaking, the
Bundesbank performs on-site supervision and the analysis of risks at the bank-level, while the ECB
and BaFin are in charge of the prudential assessment and supervisory action.

Going beyond microprudential supervision, financial stability legislation assigns a key role to the
Bundesbank in analyzing risks to financial stability and proposing warnings and recommendations.
This legislation — the Financial Stability Act — came into force in 2013 and introduced the German
Financial Stability Committee (Ausschuss fir Finanzstabilitdt). The Bundesbank is a voting member
in the Committee, which is chaired by the Ministry of Finance.> [13] BaFin, in turn, is the relevant
macroprudential authority in Germany.

So how can these public-sector authorities ensure their independence from private-sector
objectives and act in the public interest? Personal independence that avoids conflicts of interest on
the part of supervisors is, of course, of utmost importance.

Another important element is a clear conceptual framework that defines the mission and the
objectives of supervision and financial oversight. Authorities need to judge the functioning of the
financial system against the interests of consumers and those of the wider economy. The
interpretation of “stability” is crucial in this respect: What are the effects of entry and exit of
financial institutions into the financial system for financial stability and the real economy? Which
activities of financial institutions have implications for financial stability? At which point does the
extension of credit threaten the stability of the financial system? How resilient should the financial
system be with regard to adverse shocks? Moreover, the advent of digital payment technologies
raise the fundamental question how to organize the issuance of money and the balance between
the private and the public sector.

These questions defy any easy answers. Credit extension is generally a good thing, as it facilitates
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Questions on the role of finance for society are not new, as an example from medieval times can
show: Annette Kehnel (2021) describes the functioning of credit markets which, on the one hand,
contributed to societal well-being while, on the other hand, usury was forbidden. This
necessitated a definition of what “usury” was. Franciscan monks played an important role in
finding answers to this question.> [14] During confessions, creditors sought guidance on which
business practices were allowed. The Franciscan monks, in turn, developed conceptual
frameworks on pricing practices that allowed them to provide answers and to distinguish socially
harmful financial activities from useful ones.> [15]

Of course, modern credit markets function differently, and regulatory tools differ. Hearing
confessions does not form part of the current regulatory toolbox. Modern financial market
regulation distinguishes between different regulatory objectives, such as consumer protection,
microprudential, and macroprudential regulation.

However, the questions that need to be answered today are very similar: Supervisors need
indicators to assess compliance with policy objectives, and they need to define regulatory
instruments to bring economic outcomes closer to their objective.

The framework used by the Bundesbank defines financial stability in terms of the functions of the
financial system. Simply put, a stable financial system performs its functions at all times: the
coordination of savings and investment, the allocation of risks, and the provision of efficient and
secure financial infrastructures. The financial system should neither cause nor excessively amplify a
downturn in overall economic activity.

Measuring the stability of a financial system is, of course, not possible. Ensuring financial stability
is about addressing a common resource problem characterized by hidden action on the part of
financial institutions and regulators (Tucker 2016). Absent appropriate regulation, financial
institutions might take excessive risks. Without clear policy frameworks that are transparent and
ensure accountability, regulators may fail to address these risks in a timely and effective manner.

“Independence” in the context of micro- and macroprudential supervision thus differs from
independence in terms of monetary policy decision-making. Micro- and macroprudential
supervision is conducted in a coordinated manner with other authorities. There is thus no full
independence from the political process and, indeed, there should not be, as macroprudential
policy decisions can have distributional consequences. Such decisions are often not entirely and
exclusively within the remit of central banks.> [16] For example, when the German Financial
Stability committee issued a recommendation to establish macroprudential instruments related to
the mortgage market in 2015, the relevant legislation had to be passed by the German
parliament, which eventually happened in 2017.> [17]

One important element of the German Financial Stability Committee’s recommendation did not
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undue reporting burdens on banks and potential data confidentiality issues were brought
forward. Eventually, the Federal Ministry of Finance issued the Financial Stability Data Collection
Regulation, which came into force in 2021.> [18] This closes an important gap.

These data are not an end in themselves. Rather, they are necessary to ensure that supervisory
decisions are based on a sound empirical basis, to allow for an evaluation of these decisions, and
to ensure transparency and accountability. This is, as | have argued, a key element of the
independence of regulatory authorities: clear policy frameworks that define policy objectives,
enable policy evaluation, and hold authorities to account with regard to these objectives.

Furthermore, evaluations need to be carried out, ideally by independent experts, as to whether
policy decisions have had their intended effects.> [19] The Financial Stability Board (FSB)
developed such a framework to evaluate regulatory reforms that were implemented following the
global financial crisis (FSB 2017). This framework emphasizes the importance of distinguishing the
social costs and benefits of the reforms.

3 Looking ahead: The role of central banks in fighting climate change

> [20]Fighting climate change is the key challenge for today’s societies. Central banks, as part of
society’s institutional infrastructure, cannot stand on the sidelines. At the same time, central bank
activities are bound by their mandates. This raises the question of what they can and should do in
order to address climate-related challenges.

Let's take a look at what central banks already do. A survey conducted by the Network for the
Greening of the Financial System (NGFS) shows that one quarter of all mandates of central banks
comprise specific provisions to support sustainable economic development (NGFS 2020). At the
same time, the majority of central banks (73%) envisage taking climate-related measures. These
encompass protective measures that aim to mitigate financial risks as well as safeguard financial
stability, and proactive measures that aim to ensure smooth transition to a low-carbon society
including price stability, financial stability, and the mitigation of market distortions.

While price stability and financial stability are in the area of responsibility of central banks, the
objective of climate stability is not. Nevertheless, it is interesting to note that financial stability and
climate stability share common features. The atmosphere and financial resilience are global
commons that can be overused by individual market participants. Policy interventions are needed
to correct this market failure and to internalize externalities. Yet, climate risks are much more
global, more persistent — even irreversible — than financial stability risks. Ensuring climate stability
is thus a multi-faceted problem, involving many policy areas and policy instruments. The policy
decisions that are involved require direct democratic accountability, which limits the ability to
delegate such policy decisions to independent institutions.> [21]

This leaves us with the question of what central banks can do within their mandates to support
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First, price stability is a prerequisite so that the price mechanism can work properly and direct
resources into climate-friendly activities. Consumers and investors need to be able to react to
relative price signals. However, high and volatile inflation distorts these signals, which highlights
the importance of price stability. Stable financial markets are equally important so that climate-
related risks can be priced and allocated appropriately. Ensuring price and financial stability, in
turn, falls directly within the core mandates of central banks.

Second, central banks are large organizations engaged in risk and asset management, they have
operational activities and reporting obligations. They need to follow the same environmental and
climate standards that apply to the private sector. Climate change and the transition to a carbon-
neutral economy may negatively affect the value and risk profile of the asset holdings of central
banks, just like for other financial institutions.> [22] Central banks therefore need to incorporate
climate-related financial risks into their risk management.

Third, central banks need to substantially improve their analytical tools and data infrastructures.>
[23] Classical macroeconomic models are not suitable for addressing the relevant climate-related
questions. Models are needed that capture the considerable uncertainties, the long time horizon
and the broad spectrum of possible pathways of the economy in response to climate change and
climate policies. Therefore, it is important to consider multiple scenarios that allow analyses to be
carried out on the correlation between economic and climate variables under different policy
assumptions. Incorporating climate-related risks into macro models thus requires interdisciplinary
work across all relevant fields. Central banks can play an important role in this regard by providing
platforms for sharing information and tools. For example, the NGFS has set up a data repository,
which organizes relevant data in terms of use cases and data sources (NGFS 2021). The repository
allows identifying which data gaps should be prioritized.

Fourth, comprehensive and granular data, as well as internationally comparable disclosure
standards, are essential to assess and price climate-related risks. A core element should be to
establish mandatory reporting of greenhouse gas emissions along a common — ideally global -
standard. Such mandatory reporting can pave the way so that further harmonised disclosure rules
may follow.

We need to enhance transparency through disclosure standards, close data gaps, and build
platforms for data. Central banks can play an important role in coordinating this work, promoting
the necessary information infrastructure and speeding up the process. They can facilitate data
generation on exposures to transitional risks by expecting or even requiring the disclosure of
information through their supervisory mandates. Moreover, by applying disclosure standards in
their own policies, central banks can catalyze the adoption of those standards and lead by
example.

The debate on climate policies might also benefit from insights gained from the history of central
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recent G30 report chaired by Janet Yellen and Mark Carney suggests that the calibration of
instruments to fight climate change could be delegated to independent Carbon Councils (G30
2020). This could help insulate decisions with long-term implications from short-term political
pressures.

4 Summing Up

Central bank independence is an important pre-condition for central banks to act on behalf of the
general public. However, central bank independence does not remove central banks from the
public discourse. Central banks are not exempt from accountability as their role needs to be
subject to a broad societal consensus, which may change over time.

The history of the Bundesbank shows this. With the addition of new tasks and mandates, the
nature of central bank independence has changed. The independence of monetary policy
decisions is ensured through a clear legal framework and a decision-making process, which is
politically independent. Supervision and macroprudential policy, by contrast, are carried out in
cooperation with other public authorities.

It is therefore necessary to ensure independent decision-making through transparency of the
decision-making process. One element of transparency is the need for authorities to explain and
engage with the wider public. This involves public hearings, press releases, and an active
exchange with all relevant stakeholders. Plain language is an important element.

Independent decision-making requires well-defined mandates, clear legal frameworks and
appropriate institutional designs. But — in the end — it is individuals who have to assess incoming
information and take decisions. This requires disclosure of potential conflicts of interests,
transparency, independent evaluations, and analytical frameworks to assess the social costs and
benefits of policy action.
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