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policy, it shores up the credibility of the central bank. However, the discretion of [As needs to be

D elegation to independent agencies can reap real benefits for policy-making. In the case of monetary

constrained to ensure their legitimacy. This letter focuses on one potential constraint, namely, the
idea that IAs should not make choices on distributional trade-offs. Given that monetary policy today has
significant distributive consequences, if this constraint were respected, the independence of central banks
would have to be repealed. This would be just as undesirable as a monetary policy whose distributive
consequences remain unchecked. Instead, this letter encourages the search for alternative solutions and puts
forward three possible institutional arrangements to manage the tension between the distributive con-
sequences of monetary policy on the one hand and central bank legitimacy on the other.

states is that citizens, at the ballot box, can in-

fluence who runs the country and how they run
it. However, there is a clear trend in Western de-
mocracies in recent decades to deliberately insulate
parts of policy-making from political influence by del-
egating them to independent agencies (IAs) (e.g.,
OECD 2002) and, thus, remove them by one step from
democratic control.

The principal justification for this kind of delegation
lies in its capacity to correct for political short-termism
and to overcome the challenge governments face to
credibly commit to certain policies. Next to the judi-
ciary, one paradigmatic example of independent
agencies today is central banks.

The promise of granting central banks operational
independence lies in credibly committing to a lower
inflation target compared with a monetary policy under
direct political control. Yet, as in other contexts, central
bankindependence (CBI) comes ata potential cost. The
double delegation to IAs—from the polity to govern-
ment, and from government to the IA —can undermine
their legitimacy.

The question of how we are to weigh the benefits and
costs of delegation to IAs deserves more attention.
Tucker (2018) argues that for the “unelected power” of
IAs to be legitimate, a number of delegation criteria need
to be respected. For example, the policy objective of the
IA needs to be one that can be specified; society’s pref-
erences with regard to the policy issue in question need to
be reasonably stable, and so on (ibid.: appendix).

This letter focuses on one of the delegation criteria
proposed by Tucker — “[t]he IA will not have to make big
choices on distributional trade-offs” (ibid.)—and argues
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that it is not realistic in the context of contemporary
monetary policy. The argument proceeds in three steps.
First, I briefly rehearse the case for delegation to IAs as
well as Tucker’s account for why this delegation needs to
be carefully designed to be legitimate.' The second section
suggests that by Tucker’s own standards, central banks are
unlikely to fulfill one of his delegation criteria because the
instruments of contemporary monetary policy always run
the risk of significant inegalitarian side effects. The third
section asks how to resolve the tension between delega-
tion to IAs on the one hand and the distributive con-
sequences of their policies on the other, a tension that is
perhaps particularly acute but certainly not unique to
monetary policy. More specifically, I put forward a menu
of institutional design options to allow independent
central banks to meet the challenge that the distributive
consequences of their policy pose to their legitimacy.

WHY AND HOW TO CONSTRAIN THE
DISCRETION OF CENTRAL BANKS

The economic theory case for CBI rests on the argument
of time inconsistency (Barro and Gordon 1983; Kydland
and Prescott 1977). Any government agency that cares
both about inflation control and about employment will
be tempted to use inflation surprises to stimulate em-
ployment. Rational agents anticipate this and thus re-
vise their inflation expectations and wage demands
upward. The result is an unchanged level of employ-
ment with higher than necessary inflation. By contrast,
an independent central bank is able to credibly commit
to an inflation target.

Although the details of the time inconsistency argument
are subject to debate (e.g., Forder 1998; Goodhart 1994),
there is consensus in theory and practice that monetary
policy faces commitment problems and that granting in-
dependence to the monetary policy authority can help
overcome them with the right institutional design (see
Keefer and Stasavage 2003).

! For another recent contribution on the legitimacy of central banks,
see Van’t Klooster (2019).
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For an agency such as a central bank to be considered
independent, several conditions need to be fulfilled.
Those running the agency need to have job security, and
the agency needs to have control over policy instruments
as well as some autonomy in determining its budget
(Tucker 2018, 11). Despite some institutional variation,
modern central banks tend to meet these criteria.

From a systemic perspective, removing certain policy
choices from elected officials can deliver substantive ben-
efits. However, this strategy also bears risks. As highlighted
in the introduction, the creation of independent agencies
removes the policy choices in question by one step from
democratic control. Whereas citizens can collectively
change governments, independent agencies are not directly
accountable to voters. As Jon Elster puts it, “very in-
dependent courts and banks may be a remedy more
dangerous than the disease” (Elster 1994, 66-7).

Two issues have to be distinguished here. First, as
highlighted by the extensive literature on optimal
principal-agent contracts, there is the question of when
delegation to bureaucrats is efficient in the sense of
utility enhancing for citizens (e.g., Alesina and Tabellini
2008). Models in this category make assumptions about
the incentives of politicians (e.g., reelection) and
bureaucrats (e.g., career concerns) to then identify
circumstances under which delegation tends to be or
tends not to be preferable. Legitimacy is either not
a concern in this literature or quickly dealt with by
requiring that the mandate of IAs remain subject to
review and reform by elected officials (ibid., 444).

The second issue, and focus of this letter, is precisely
the question of under what circumstances the policy-
making of an IA can be considered legitimate. Toisolate
thisissue, I shall assume that we are dealing with a policy
area where delegation to an A is efficient, as is plausibly
the case in monetary policy. The challenge at hand is
thus to square the circle between the independence of
institutions such as central banks on the one hand and
the need to ensure their legitimacy on the other.

For a political body, independent or not, to be legiti-
mate, it needs to provide a justification of the coercive
political power it exercises over citizens (cf. Peter 2017).
Intuitively, for equal levels of coerciveness, an IA willneed
to answer to a higher standard of justification compared
with elected officials, due to its independence.” Applied to
the context of monetary policy, a justification that goes
beyond the kind of efficiency-considerations discussed
above is required for handing independent central banks
the power to print money, influence interest rates,
and—via inflation — effectively tax economic agents.”

In other words, a system of checks and balances is
needed to ensure that the IA does not abuse its power

2 For a treatment of the legitimacy of IAs in political theory, see
Rosanvallon (2011). For important contributions to the broader lit-
erature on legitimacy, independent of the issue of IAs, see for instance
Buchanan (2002), Peter (2008).

3 For central banks with mandates that reach beyond price stability,
similar justifications will have to be provided for these additional
competences (see e.g., Tucker 2018, chap. 20). This is particularly
relevant today, where many central banks have acquired regulatory
and supervisory competences since the 2007-08 financial crisis.
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and remains sensitive to the political preferences of the
population despite not being up for reelection. Tradi-
tionally, these checks and balances include both ex ante
measures such as limiting central banks’ mandate to
“operational” as opposed to “goal” independence and
ex post controls such as parliamentary hearings.

The important contribution of Tucker (2018) lies in
providing a much more detailed framework for legiti-
mate delegationtoIAs,and to central banksin particular.
Tucker’s account has three components (2018, appen-
dix): delegation criteria identifying a series of necessary
conditions for such delegation to be legitimate—for
example, that delegation only occurs after wide public
debate, that “society’s preferences regarding the policy
issue in question are reasonably stable,” and that the “IA
will not have to make big choices on distributional trade-
offs or society’s values”; design precepts detailing how
delegation should be structured to ensure legitimacy over
time—for example, provisions concerning the specifi-
cation of I A objectives, procedures to be followed, as well
as the transparency of the IA’s policy decisions; and
multiple-mission constraints explaining why IAs should
be given multiple objectives only under specific cir-
cumstances—for example, that the objectives be “in-
trinsically connected,” each subject to a commitment
problem, and that combining them in one agency “will
deliver materially better results.”

Tucker’s strategy is to create the conditions for the
legitimacy of IAs despite their independence by im-
posing institutional constraints on the [As themselves as
well as on the process of delegation. Tucker’s account is
rich in detail and represents a welcome contribution to
an under-researched question. However, the point of
this letter is not to provide an overall assessment of it,
butrather to zoomin on one central delegation criterion
that strikes me as problematic in the context of central
banks and that raises important substantive questions
concerning the delegation to IAs and their legitimacy.

According to Tucker, a key precondition for 1A le-
gitimacy is that the agency does not take big choices on
distributional trade-offs. The rationale for this con-
straint is that decisions that create winners and losers
need to be subject to democratic control and, thus,
should not be removed from elected officials. IAs lack
legitimacy on such issues.

This letter accepts the plausibility of this argument
but suggests that at least in the context of central
banking but potentially more generally, it presents us
with a dilemma. Given that contemporary monetary
policy has significant distributive consequences,” we
either have to refrain from delegating monetary policy
to an IA, thus risking higher than necessary inflation, or
we have to delegate anyway, violate Tucker’s delega-
tion criteria, and risk a monetary policy authority that
lacks legitimacy.’

* Incidentally, this is something Tucker recognizes (see Tucker 2018,
380-2 and 528-30).

5 This dilemma represents the elephant in the room in Tucker’s
otherwise impressive book and remains unaddressed. The main ob-
jective of this letter is to point to the need for more research on how to
resolve this dilemma.
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The next section will underpin the empirical premise
of this dilemma, namely, the idea that monetary policy
decisions do entail big choices on distributional trade-
offs.

THE DISTRIBUTIVE DIMENSION OF
MONETARY POLICY

Although monetary policy inevitably creates winners
and losers, the nature and magnitude of these effects
changed with the financial crisis of 2007. The distribu-
tive effects of conventional monetary policy pre-2007, at
least outside of Japan, were limited to differentially
affecting savers and debtors via their effect on the in-
terest rate. The post-2007 unconventional monetary
policies, by contrast, have more significant distributive
consequences.

Both so-called quantitative easing, that is, the out-
right purchase of financial assets by central banks from
the financial sector, and low-interest loan programs such
as the European Central Bank’s (ECB) Long-Term
Refinancing Operations (LTROs) have injected mas-
sive amounts of liquidity into the economy. Their
intended effect, through the portfolio balance effect, is
for this injection to stimulate investment and con-
sumption. In practice, a substantive portion has been
used to buy existing assets instead, thus leading to
booms on real estate and stock markets and to un-
intended distributive consequences (e.g., De Haan and
Eijffinger 2016; White 2012). Many central bankers,
including Tucker, acknowledge this. The Governor of
the Bank of England, Mark Carney, for instance, stated
that “the distributional consequences of the response to
the financial crisis have been significant” (2014).°

The reactions of central bankers to this state of affairs
are instructive and show that they are well aware of the
threat the distributive consequences of unconventional
monetary policy pose to their legitimacy. Let me dis-
tinguish three types of response here.’

First, central bankers are quick to emphasize that
distributive concerns do not figure in their mandate.
This point is well taken, and some, perhaps most, of the
blame for neglecting these unintended consequences
should thus be directed at the politicians formulating the
mandate instead. However, note that this issue is or-
thogonal to what concerns us here: Even if distribution
is not part of central banks’ job description, distributive
side effects of monetary policy can still undermine
central bank legitimacy.

Second, central bankers say they had no choice (cf.
Fontan, Claveau, and Dietsch 2016, 336-7). The dis-
tributive consequences of unconventional monetary
policy are the price we had to pay for saving the financial
system from collapse. Note that this argument entails
the claim that no other policy instruments were

© This letter focuses on the domestic distributive consequences of
monetary policy while bracketing its cross-border effects. For an
analysis of the ethical issues raised by the latter, see e.g., Reddy (2003).
7 For a detailed discourse analysis of central bankers vis-a-vis in-
equality, see Fontan, Claveau, and Dietsch (2016).

available that could have avoided financial meltdown
without incurring inegalitarian consequences.

Third, several central banks have recently published
articles that suggest the overall distributive effect of
their crisis response has not exacerbated inequalities
and has potentially even had an equalizing effect
(Ampudiaetal. 2018; Bunn, Pugh, and Yeates2018). To
understand this claim, we have to take a more detailed
look at various channels of redistribution of monetary
policy. Although the literature identifies up to six such
channels (e.g., Colciago, Samarina,and de Haan 2019, 5;
Coibion et al., 2017, 81-5), what matters for our pur-
poses is the distinction between two kinds of effects
monetary policy has on distribution. “Direct effects
include the impact of the different paths for nominal and
real interest rates on households’ savings incentives[...]
and on households’ net financial income. [...] The in-
direct effect operates through the general equilibrium
responses of prices and wages, hence of labor income
and employment” (Ampudia et al. 2018, 5).

Based on this distinction, central bankers argue that
the inegalitarian direct effects of unconventional
monetary policy on asset prices (see above) are com-
pensated, or even outweighed by the egalitarian indirect
effects on employment and growth. Note, however, that
this line of reasoning accepts that monetary policy does
have distributive effects. This turns the spotlight back on
the second response above, claiming that monetary
policy space was limited and that the precise configu-
ration of distributive side effects was inevitable. Yet,
might there be monetary policies that produce the
desirable effects on employment and price stability
without the undesirable distributive consequences? If
so, then the central bankers’ argumentative strategy
fails. The third response by central bankers ignores this
relevant counterfactual. Pointing out that things could
have been worse in terms of inequality had central banks
done nothing does not establish that things could not
have been better in terms of inequality without preju-
dice to price stability, or achieved a better compromise
between the two objectives, had they acted differently.

Three observations are in order at this point. First, it
can indeed be argued (e.g., Fontan, Claveau, and
Dietsch 2016, 336-7) that central bankers did not give
serious consideration to ostensibly less inegalitarian
policy alternatives, such as for instance helicopter
money (e.g., Blyth and Lonergan 2014). Second, itis one
thing to claim that monetary has no significant dis-
tributive impact, but quite another to claim that it has
significant distributive consequences through various
channels of redistribution, but that these different
effects more or less cancel each other out. The latter
strikes me as a rather ambitious empirical claim. Third,
even if the empirical claim held for a certain monetary
policy mix, choosing this policy mix over another still
involves  making choices  with  distributive
consequences.

In sum, it seems fair to say that unconventional
monetary policy of the kind we have seen since the fi-
nancial crisis inevitably involves choices that have sig-
nificant distributive consequences. Even if the precise
direction and magnitude of these consequences is
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subject to an ongoing debate, it is in the very nature of
the massive liquidity injections that central banks have
resorted to at the zero lower bound of interest rates that
they have an important distributive dimension. In-
cidentally, this holds for alternative policy instruments
such as helicopter money, too, though their distributive
impact would likely be very different.

Given that the present economic recovery has not
been accompanied by a rise in interest rates, and given
the difficulty in normalizing central banks’ balance
sheets, it is also plausible to anticipate that un-
conventional monetary policy and its significant dis-
tributive implications are here to stay.

Therefore, both in the present and for the foreseeable
future, monetary policy is set to violate Tucker’s del-
egation criterion, stating that independent agencies
should not make big choices on distributional trade-offs.
How should one respond to this tension from an in-
stitutional design perspective?

INSTITUTIONAL DEVICES FOR CENTRAL
BANK LEGITIMACY IN THE FACE OF
DISTRIBUTIVE TRADE-OFFS

Commentators on the role of IAs in democracies have
often assumed “the possibility of separating efficiency
and redistributive concerns because such a separation is
crucial to the substantive legitimacy of regulatory pol-
icies” (Majone 1996, 296). The previous section has
demonstrated this assumption to be problematic when it
comes to contemporary monetary policy. Even beyond
monetary policy, the distributive dimensions of regu-
lation are often neglected (see Robinson, Hammitt, and
Zeckhauser 2016), though considering other policy
fields in any depth lies beyond the scope of this letter.

What are the implications of this observation for
delegation to IAs, and to central banks in particular?
Can we overcome the dilemma identified at the end of
Section 1 between politicized and thus suboptimal
monetary policy on the one hand and delegated but
illegitimate monetary policy on the other and, if so,
how?

Given the trend towards delegation to IAs, this
question deserves considerably more attention in the
literature than it has received thus far. The goal of this
last section will be to sketch a menu of available options
of how our societies might manage the tension between
delegation and legitimacy in light of the distributive
impact of monetary policy.

The first option is to bite the bullet and simply accept
the distributive impact of monetary policy and that it
undermines the legitimacy of independent central
banks. This strikes me as just as unattractive as the other
horn of the dilemma, namely suboptimal monetary
policy formulated by politicians.

Second, and more constructively, one might envisage
amore fine-grained division of labour and coordination
between central bankers and elected officials when it
comes to monetary policies that will foreseeably have
significant distributive consequences. One example in
this category is the choice of assets included in
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quantitative-easing-style purchasing programs. Since
being included in such a programme brings significant
advantages to the emitters of the assets in question, the
choice of assets is a deeply political question (Dietsch,
Claveau, and Fontan 2018, 31-2). An asset purchase
programme that is both optimal and legitimate might be
one where the central bank decides the size of the
stimulus, but elected officials decide its direction, thatis,
which assets are included. Another example for better
policy coordination is the establishment of joint com-
mittees composed of central bankers and representa-
tives of the finance ministry, as were common in the
postwar era.

Third, the mandate of central banks could be widened
to incorporate the distributive side effects of monetary
policy into the decision-making of central bankers. For
instance, one might require that whenever un-
conventional monetary policies with a foreseeably
significant distributive impact are adopted, this impact
should receive a to be specified weight in the central
bank’s policy-making (see Fontan, Claveau, and
Dietsch 2016, 342-3). Advocates of narrow mandates
focused exclusively on price stability are likely to object
that such an arrangement would undermine the effec-
tiveness of monetary policy, but the literature does not
seem to support this objection (see Dietsch, Claveau,
and Fontan 2018, chap. 2).®

The fourth option shifts our focus from central banks
as agents to governments as their principals. Once
governments are aware of the distributive side effects of
monetary policy, one might argue, it is their re-
sponsibility to respond to mitigate these effects. One
way to ensure they live up to this responsibility would be
to enact a distributive neutrality commitment on the part
of the government. This commitment would require
automatic fiscal corrections for any distributive con-
sequences above a certain threshold that monetary
policy might have. One argument against this option is
that redistribution is always costly, and that it might be
preferable to prevent the distributive side effects of
monetary policy from occurring in the first place.

This list of potential ways to reconcile independence
and legitimacy in the face of distributive trade-offs is by
no means exhaustive.” Furthermore, what I have pre-
sented here are mere ideas that will need to be fleshed
outin theory and tested in practice to assess their merits.
This is precisely the point of this letter: To highlight
a serious gap in our theories about delegation to IAs
when it comes to the distributive side effects of their
policies. These side effects undermine the legitimacy of
IAs, including central banks. To reduce this tension, we
can either reinforce the democratic control over IAs,
albeit without undermining the initial rationale for

8 Note that there is room for such an arrangement in Tucker’s account,
given that multiple missions are acceptable provided the policy
objectives are “intrinsically connected” (see Section 2), and “will
deliver materially better results” (2018, appendix).

° It notably brackets more fundamental reforms to the monetary
regime that would presumably reduce distributive side-effects, such as
for instance full reserve banking (Fisher 1935) or the constitutional-
ization of money (Buchanan 2010).
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delegation (see option 2), or control and mitigate the
distributive consequences of IA policies (see options 3
and 4).

CONCLUSION

The inevitable distributive consequences of today’s
monetary policy undermine the legitimacy of central
banks. Rather than assuming that the policies of [As do
not have distributive consequences, or refraining from
delegation altogether where they do, this letter calls for
more research on how to manage the tension between
independence and legitimacy in light of distributional
trade-offs. In the case of central banks, various in-
stitutional design options are available to either mitigate
the distributive side effects of monetary policy or to
extend the political control over this aspect of central
banks’ actions.
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