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SUMMARY

Through its unconventional monetary policies the ECB is having
an unprecedented influence on the economy. This comes at the
time that politicians are showing an increased determination to
limit climate change.
This paper provides an overview of the legal arguments for taking
climate change into account in the monetary policy of the ECB.
We conclude that taking climate change into account is not just an
option but rather an obligation. Looking at the EU treaty and other
regulations we see the following legal basis for this:
1. Price stability A stable climate might be a precondition for price
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stability in the medium to long term, as the worst effects of climate
change may be incompatible with price stability. To this end the
ECB needs to extend its current time horizon as the Treaty does
not limit its obligation to safeguard price stability to a particular
(limited) time horizon.
2. Supporting other objectives The EU Treaty also specifies the
obligation to support the general economic policies in the Union.
In this respect limiting climate change is unique due to the large
macroeconomic effects it will have, the international agreements
that have set clear goals for the coming decades as well as the
broad and deep political backing for this within the Union.
3. Minimizing risk in its operations The ECB is obliged to carefully
manage risk in its operations, with both climate transition and
physical risk now widely recognized as posing material risk. The
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ECB can act as a ‘universal owner’, accepting that through its large
and diversified portfolio it cannot escape being exposed to climate
risk. An argument that is especially relevant to the majority of the
ECB’s holdings in sovereign bonds.
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However, currently through its monetary operations the ECB is actually
lowering the cost of capital for relatively carbon intensive companies,
thus actively steering against the stated policies of the democratically
elected governments.
This is something that can be remedied through a modest ‘tilting’
approach, thus neutralizing the carbon impact of the ECB’s monetary
policy. However, more effort on the part of ECB may be needed to
effectively help governments achieve their climate goals, by reducing
the financing costs of more Paris-aligned corporations.
The ECB seems to accept that they need to take climate change into
account in its monetary policies. However, at the same time it signals
that it will study and discuss the ‘how’ for quite some time before real
action is taken. Time that may not be there if climate change is to be
limited given the closing window of opportunity to do so.
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It is also questionable whether there really is a need to wait as the data
are available to conclude that currently collateral and asset purchase
are more carbon intensive than the economy as a whole, and not
aligned with the objectives set by the Union in order to comply with
the Paris Climate Agreement. Governments, companies and financial
institutions are already acting on the basis of the available data.
The latter pressured to do so by the supervisory arm of the ECB.
Not reducing its current and future carbon footprint may make the ECB
vulnerable if it is challenged at the European Court of Justice. The ECB
may therefore not only be able to be ‘legally green’. It also risks being
considered ‘illegally brown’.
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INTRODUCTION

Climate change will shape the economy in the coming decades. That
leaves us with two options. Either the economy will be fundamentally
transformed to limit carbon emissions and thus effectively halt global
warming, or the world will fail to reach the goals of the Paris Climate
Accord and will experience a surge in disruptive floods, heatwaves and
wildfires, at much higher economic costs.
Recognizing that “climate change affects all aspects of monetary
policy” (Lagarde, 2020b) ECB President Christine Lagarde wants the
ECB “to explore every avenue available in order to combat climate
change” (Khalaf & Arnold, 2020). However, doubts have been raised
as to the legality of such a course (Gros, 2020; Weidmann, 2019).
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This paper provides an overview of the different legal arguments for
and against taking climate change into account in the monetary policy
of the ECB, weighs and discusses these arguments, and concludes what
specific course with regard to climate change on the part of the ECB
therefore may be warranted. This discussion requires insights from
different disciplines. The starting point of our analysis is the legislative
framework underpinning the ECB’s mandate. We add to this insights
from macro and monetary economics, the macroeconomic modelling
of the effects of climate change, and of the sustainable finance
practices of institutional investors.
In the first section we discuss the relationship between climate change
and the primary objective of the ECB: to maintain price stability.
Section 2 discusses the ECB’s role in supporting “the general economic
policies in the Union” and other Treaty provisions with a view of supporting
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other objectives, and more specifically, climate change.
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Section 3 discusses what we call the ‘risk perspective’: how both
transition and physical climate risks impact the ECB portfolio. Section 4
discusses the arguments against implementing a monetary policy that
takes climate change into account: the principles of market neutrality
and central bank independence. Section 5 concludes and discusses
questions for further research.
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1.
THE PRIMARY
OBJECTIVE OF PRICE
STABILITY

The impact of climate change on prices
Article 127 of the Treaty on the Functioning of European Union clearly states
that the ECB’s primary objective is to maintain price stability. There is a growing
recognition that both climate change and measures to counter this have an
effect on price inflation.
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Climate change can impact prices in two different ways. In the more benign
scenario of an energy transition, shifts in the energy mix and, hence, relative prices
could destabilize inflation expectations. For instance, a sustained rise in the relative
price of carbon could impact wage negotiations, leading to a wage-price spiral.
Furthermore, high carbon prices could push energy prices upward (Batten et al.,
2016; Cœuré, 2018; McKibbin et al., 2017; NGFS, 2020).
In a scenario where climate change is not contained extreme weather events,
such as hurricanes, droughts, floods, heat waves, will severely disrupt the global
economy. These, and the social effects they have, can have long-lasting effects on
aggregate supply and demand, and thereby on inflation (Cœuré, 2018; Krogstrup
& Oman, 2019; Lagarde, 2020b; McKibbin et al., 2017; Schnabel, 2020b). The physical
damage of climate change can set off a negative supply shock, e.g. rising food
prices after harvests that have been damaged by extreme weather. Moreover, heat
stress can negatively impact the labor supply (Lagarde, 2021). Increases in both the
impact and the frequency of such shocks may force monetary authorities to raise
interest rates to dampen inflation, thereby further hurting the economy (Cœuré,
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2018; McKibbin et al., 2017). On the other hand, climate-related supply shocks may
become adverse demand shocks. Rising sea levels, for example, could lead to
abrupt re-pricing of real estate in exposed regions, causing large negative wealth
effects that, if uninsured, may weigh on demand and prices and have a deflationary
effect (Cœuré, 2018).
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Until now, these effects have mostly been seen as one-offs, with monetary policy
makers expecting inflation levels to return to their pre-shock levels without any
monetary policy intervention. The main action taken so far as a result of the
supposed relationship between prices and climate risks is an investment in the
analytical capacities on the part of central banks to understand these interactions.1
So, until now price stability has not been seen as a reason for the ECB to proactively
help mitigate climate change. This course of (in)action may change when either:
1. the time horizon of monetary policy is extended to periods where
climate change will impact the economy more severely, or
2. when the impact of climate change on economy and society over
the relevant period is big enough to materially destabilize prices.

Price stability, now and forever
Firstly, with regard to the time horizon is it important to note that currently the
time horizon of the ECB for setting monetary policy is 2-3 years. This follows from
the ECB Governing Council’s own interpretation of price stability as “below, but
close to, 2 percent within a medium term time horizon” (European Central Bank,
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2003). However, what ‘medium term’ means is left intentionally undefined, as to
give the ECB more flexibility to act (De Haan et al., 2016; Hartmann & Smets, 2018),
while usually understood to mean ‘between 18 months and three years’ (Claeys et
al., 2018). Whereas climate change is already having a visible impact, which is
expected to only further grow in the coming 2-3 years, clearly its full impact will
materialize in decades rather than years (van ’t Klooster & van Tilburg, 2020). This
might leave the ECB unable to fully account for the economic effects of climate
change and reflect them in their monetary policy setting.
However, the EU Treaty does not limit the time horizon for the ECB’s objective to
preserve price stability to just 2-3 years. Whereas this shorter time horizon may
have previously been suitable for its conduct of monetary policy, given the
traditional factors affecting prices and the working of its instruments, climate
change would force the ECB to look ahead much further if it is to understand the
full threat it poses to price stability, as well as to decide what instruments to use to
counter this threat. For instance, if it were to decide that climate change is a big
enough threat to price stability in the long term, the ECB may deploy its monetary
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powers to help mitigate this threat. It could even accept higher inflation in the
short and medium term if that would help prevent a much worse price instability
in the long term.

1.

See the work of NGFS, for an example.
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Central banks may also be singularly suited to tackling this issue. As their mandates
are designed to deal with the time-inconsistency issues, they might be better
placed to keeping climate change in their crosshairs in the longer term than
governments. Central banks may also be more able to organize the global
coordination that is needed for this (Dikau & Volz, 2020; van Tilburg & Simić, 2021).
The Network for Greening the Financial System (NGFS), with its 90 members and
14 observers in the field of central banking and financial supervision, is the primary
actor in this area. Moreover, a curious historical fact is that central bank cooper
ation, through the BIS, predates the global cooperation of governments in the
shape of the UN. This heritage gives them the experience and the leverage to
jointly support their governments and act on climate change in a manner
appropriate to their mandates.

Is the impact of climate change on prices big enough
to warrant a proactive approach?
Studies of the economic impact of climate change show that this impact will
be substantial. Most economic models predict an average loss of global GDP
of between 15-45 percent of a climate change of 3-4°C (current pathway) at the
end of this century (Burke et al., 2015; Hof et al., 2014; Howard & Sterner, 2017).
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These are staggering numbers in their own right. However, the impact of this
economic damage, and specifically on price stability, may be underestimated,
as such models generally do not take ‘socially contingent’ impacts, such as
migration and conflict into account (Stern, 2007).
Like the physical consequences of climate change, the impact on the economy is
not geographically uniform. The countries in the Global South will be more affected
than in the North. Burke et al. (2015) estimate that by 2100 GDP per capita in South
Asia, Southeast Asia and Sub-Saharan Africa will be 80 percent lower should global
warming hit 3.7 degrees Celsius compared to a scenario without climate change.
Even in this generation, by the middle of the century, the economic costs can run
into the tens of percentage points in these regions.
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Projected impact of climate change on GDP of selected world regions

Figure 1. Source: Burke et al. (2015)

This may lead to nations or citizens turning on each other. For this reason the
US Department of Defense has called climate change a “threat multiplier” as it
exacerbates existing tensions within and between nations (Department of Defense,
2014). This is a mechanism we may have seen recently in Syria as witnessed by the
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discussion on the relationship between climate change, the hot and dry summers
in Syria, and the war that has erupted there (Karak, 2019).
Thus, climate change may give rise to a much more disruptive environment
than the current economic models currently predict. These new and unforeseen
circumstances might in many aspects resemble the historical episodes where very
high or even hyperinflation occurred (Hanke & Krus, 2012; van Tilburg & Simić, 2021).
For instance, the World Wars that ravaged the European continent, and with
its large swathes of capital stock, led to some countries experiencing bouts of
hyperinflation (Schacht, 1967; Siklos, 1991). Moreover, many formerly communist
countries in the Eastern Bloc, most notably ex-USSR and ex-Yugoslavian countries,
suffered hyperinflation as a result of breakups in foreign trade, impossibility of tax
collection, high foreign debt, and the resulting reliance on excessive money
creation (He, 2017).
Conversely, and importantly, many large peace-time (re-)construction projects –
partly financed through central bank involvement – resulted in very little inflation.
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These episodes may entail two lessons for central banks. The first is that targeted
investments into productive capacity do not necessarily lead to high inflation
periods (Ryan-Collins, 2015; Ryan-Collins & van Lerven, 2018; van ’t Klooster & van
Tilburg, 2020; van Tilburg & Simić, 2020). An example of this is the Bank of Canada,
which was specifically established in order to alleviate the effects of the Great
Depression through self-financed, targeted investments (Ryan-Collins, 2015).
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The second lesson is that macroeconomic shocks can be sudden, large, unpre
dictable and incompatible with price stability, rendering central bankers incapable
of achieving their primary objective. This could induce the ECB to take on a pre
cautionary and proactive role and mitigate the worst effects of climate change
before they manifest themselves (Chenet et al., 2019). This course of action is also
enshrined in the Article 191(2) of TFEU, stating that: “It [EU policy on the environ
ment] shall be based on the precautionary principle and on the principles that
preventive action should be taken, that environmental damage should as a
priority be rectified at source and that the polluter should pay”.
Thus a proactive approach to help governments limit climate change may be
defended on the basis that it is needed to avert a larger fundamental threat to
price stability. As Klaas Knot, president of the Dutch Central Bank and as such
member of the ECB Governing Council recently stated: “periods of severe economic
instability caused by climate change, can carry serious risks to financial and price
stability. For that reason, in the medium to long term, a stable climate can be seen
as an important precondition for central banks to be able to deliver on their
mandate” (Sustainable Finance Lab, 2021).

12

That the ECB has much room to choose its instruments, as long as they contribute
in a proportional way to achieving its objective, was recently confirmed by the EU
Court of Justice according to Frank Elderson, Executive Board Member of the ECB:
“During the sovereign debt crisis and the pandemic, the ECB has taken resolute
action and developed new policy tools to preserve the singleness and effectiveness
of monetary policy. The Court of Justice of the European Union has confirmed that
catering for the preconditions required for the pursuit of our primary objective falls
within our mandate to maintain price stability [emphasis added]” (Elderson, 2021).
In a recent ECB-hosted podcast he reiterated that: “We have a primary objective,
and the primary objective is price stability. [T]he European Court of Justice has said
that it also means that within our mandate fall the preconditions for getting there.
So it’s a little broader than just price stability. We can also focus on helping to
create the preconditions that we need to get to price stability [emphasis added]”
(The ECB podcast, 2021).2
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2. From timestamp [15:41] onwards.
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This means that there may be a tradeoff to be made between allowing higher
inflation in the short run in order to prevent larger future price instability. Hence,
according to that logic, the ECB could play a more active role mitigating climate
change, even if this would lead to some above target inflation in the short run. This
change in policy would demand the reinterpretation of the ECB’s policy horizon
towards a more longer-term outlook. It would also demand a very clear communi
cation strategy and firm commitment on the part of the ECB, in order to credibly
explain why it is temporarily deviating from its policy target and when it can be
expected to return to lower inflation targeting.
This change in inflation targeting regime might not be as radical as it seems. First
off, the Federal Reserve has already adopted a version of this policy, allowing for
inflation overshoots in the future as a way of correcting underachieving in the
previous periods (Martínez-García et al., 2021). Moreover, some ECB officials have
gone on the record to support this policy and its potential introduction in the
Eurozone (Arnold, 2021a, 2021b). Lastly, as already mentioned, the ECB has it well
within its mandate to interpret its own targets and monetary policy operations.
A shift towards the new inflation targeting regime would not require a Treaty or
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Statue change. The only leap necessary would thus not be legal, but conceptual.
It would involve the ECB acknowledging the negative inflationary effects of climate
change in the future, but venturing to act upon them now.
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2.
CLIMATE AS AN
OBJECTIVE SUPPORTED
BY THE ECB

Supporting the general policies in the Union
Article 127 of the TFEU, which pertains to the objectives of the ECB, not only sets as
its primary objective to maintain price stability, but also: “Without prejudice to the
objective of price stability, the ESCB shall support the general economic policies in
the Union3 with a view to contributing to the achievement of the objectives of the
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Union as laid down in Article 3 of the Treaty on European Union.” Article 3 explicitly
refers to, among others, a “high level of protection and improvement of the quality
of the environment”.4
These objectives are also commonly known as ‘secondary’, implying a hierarchy
of goals that the ECB needs to observe. However, this view is somewhat inaccurate.
Firstly, the term ‘secondary’ does not figure anywhere in the Article 127. On the
other hand, ‘supporting’ and ‘contributing’ are explicitly used, so the usage of
‘supporting/contributory objectives’ might be preferable. Moreover, the hierarchy
model of objectives is also overplayed. It would be incorrect to say that supportive
objectives are to be ignored as long as the primary one (price stability) is achieved.

3. This obligation is reiterated in the Article 282 of the TFEU.
Sustainable Finance Lab

4.	Article 3 TFEU: “The Union shall establish an internal market. It shall work for the sustainable development of Europe based
on balanced economic growth and price stability, a highly competitive social market economy, aiming at full employment
and social progress, and a high level of protection and improvement of the quality of the environment. It shall promote
scientific and technological advance. It shall combat social exclusion and discrimination, and shall promote social justice
and protection, equality between women and men, solidarity between generations and protection of the rights of the child.
It shall promote economic, social and territorial cohesion, and solidarity among Member States. It shall respect its rich
cultural and linguistic diversity, and shall ensure that Europe’s cultural heritage is safeguarded and enhanced [emphasis
added]”.
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The converse is more accurate, and enshrined in the mandate: supportive objec
tives are always to be taken into account, but only as long as they don’t negatively
impact price stability. This is confirmed by Isabel Schnabel, who stated that the
way the ECB would observe its supporting environmental objective is by, given
two competing policies, and assuming both have an equivalent impact on price
stability, the policy with a smaller environmental impact would be selected (The
ECB podcast, 2021).
Secondly, referring to these objectives as secondary has sometimes implies their
optionality or passivity of action. With regards to climate, it is often stated that the
ECB does not have a mandate to act until the governments act first (Gros, 2020;
Weidmann, 2019). This interpretation does also not seem to be borne out in the
mandate. One reason is that nowhere in the Article 127 does it state that govern
ment actions preclude the ECB’s own conduct. Moreover, as will be discussed later,
EU has shown initiative on the climate front, and the role of the ECB is to support
these initiatives. Furthermore, it is publicly recognized by the ECB officials that
observing the secondary mandate is not optional, but obligatory. For instance,
the ECB Executive Board Member Frank Elderson stressed that observing the
secondary objective on the part of the ECB is “a duty, not an option” (Elderson,
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2021). This fact is also recently reinforced in a speech by his colleague Isabel
Schnabel (Schnabel, 2021).

Other relevant legal provisions
There are also other Articles in the Treaty that are not part of the secondary
mandate but do have a bearing on how the ECB sets its monetary policy.
For instance, Article 11 enshrines environmental protection in all EU policies:
“Environmental protection requirements must be integrated into the definition
and implementation of the Union’s policies and activities, in particular with a
view to promoting sustainable development”.
This principle is considered ‘cross-sectional’, in that it encompasses all regulation
in the EU. As such, it presents a requirement on the part of policymakers to take
the quality of the environment into account when formulating EU-level policy
(Solana, 2019). Furthermore, Article 11 has traditionally had support by the CJEU
in the matter such as agricultural and transport policy. It is thus hard to see why
monetary policy would lack such support (Solana, 2019).
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This fact is also recognized by ECB Executive board member Frank Elderson:
“the Treaties explicitly state that environmental protection requirements must be
integrated into the definition and implementation of all EU policies and activities,
which include actions taken by the ECB. More generally, the Treaties require
consistency between EU policies” (Elderson, 2021). In this quote he also implicitly
refers to the Article 7 that states that “The Union shall ensure consistency between
its policies and activities, taking all of its objectives into account and in accordance
with the principle of conferral of powers”.
It should be noted that Articles 7 and 11 are not in the ECB mandate strictu sensu,
but are pertinent to the conduct of monetary policy. In the text of the recent
ClientEarth lawsuit, this is taken to mean that “these obligations are not expressed
to be ‘without prejudice’ to achieving the primary objective of maintaining price
stability” (Berthier, 2021). However, these Articles are also more general to the
mandate of the ECB, whereas the Article 127 is more specific to it. More specific
provisions usually take precedence over the more general ones. Roda Verheyen,
in her recent legal opinion commissioned by Greenpeace stated: “Article 11 does
not specify a doctrine on the weighting of values; rather, it wants to oblige the
institutions to include certain issues in their considerations given the open
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horizon of objectives […] [t]he consequence of the obligation of inclusion is
that the interests of environmental protection would have to be included in
considerations within the framework of practical concordance with conflicting
interests” (Verheyen, 2021).
The ClientEarth lawsuit similarly stressed that the ECB has not conducted its due
diligence and included environmental considerations when designing its Corporate
Sector Purchasing Programme, appealing to the aforementioned articles. More
over, this same lawsuit went further and cited the ECB’s alleged breach of the EU
Charter of Fundamental Rights (CFR) (Berthier, 2021). Roda Verheyen in her legal
opinion appealed to the Article 37 of CFR, stating that a “high level of environ
mental protection and the improvement of the quality of the environment must
be integrated into the policies of the Union and ensured in accordance with the
principle of sustainable development” (Verheyen, 2021). According to Article 6(1) of
TEU, CFR has the same rank as the Treaties. Furthermore, according to article of the
Article 51 of CFR, it binds all institutions, bodies, and agencies of the Union – thus
including the ECB (Verheyen, 2021).
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Christine Lagarde, the President of the ECB, has reiterated that the ECB is an
addressee of this Charter (Lagarde, 2020a). Moreover, the ECB is bound to observe
human rights pursuant to the Article 2 of TEU that states that “[t]he Union is
founded on the values of respect for human dignity, freedom, democracy, equality,
the rule of law and respect for human rights, including the rights of persons
belonging to minorities [emphasis ours]”.

Legally Green 

The human rights framework was appealed to in recent EU judgements. For
instance, the German Constitutional Court ruled that Germany needs to set itself
higher emission reduction targets as otherwise the burden on future generations
would threaten their “fundamental rights to a human future” (Federal Constitu
tional Court, 2021). More recently, a Dutch court ordered the private company Royal
Dutch Shell to decrease the emissions of its operation by 45% before 2030 based on
article 2 and 8 of the European Convention of Human Rights.5 Therefore, there is
recent precedent in the legal cases in Europe that could be relevant to the ECB’s
own legal challenges and its monetary policy setting.

Can it be done without prejudice to price stability?
From this legal reading it seems clear that the EU Treaty mandates the ECB to take
climate into account as long as this can be done without jeopardizing price stability
(according to Article 127). It is, however, this clause on endangering price stability
that in recent decades has prevented the discussion on the so called ‘secondary
objectives’ of the ECB, and most other central banks in developed countries, from
hardly ever being on the table.
Historically the content of the secondary objective has referred to economic growth

17

or employment. After the economic stagnation and inflation of the ‘70s and ‘80s,
a consensus emerged that whereas it is possible to stimulate the economy in the
short run through monetary policy, raising inflation above the target level, but only
at a very high cost to the real economy of bringing the inflation back down again.
Thus, it was concluded, long-term employment/growth is best served with a sole
focus on price stability (Barro & Gordon, 1983; Kydland & Prescott, 1977; Woodford,
2003). Therefore, the secondary objectives were put to the side and in practice
there was not much difference between the policies of central banks with dual
mandate (such as the Fed and central banks of Australia and New Zealand) and
those with its sole primary objective of price stability (like the ECB, Bank of
England, Swiss National Bank).
However, unlike with growth or employment there is no inherent tradeoff between
pursuing price stability and addressing climate change. Preliminary economic
modelling work finds that “The actual mandate of price stability does not interfere
with a potential objective of limiting the GHG emissions in the euro area. Symmet
rically, the pursuit of this secondary objective would not interfere with the actual
mandate.” (Blot et al., 2020, p. 114).
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Why climate?
It is also argued that if it is possible for the ECB to contribute to mitigating climate
change, without prejudice to the objective of price stability, then it should also act
so as to promote all other items enumerated in its secondary mandate (Gros, 2020).
Why, then, should the ECB start with climate change? As then-ECB Executive
Board Member Benoît Cœuré (2018) stated “one could equally ask, for example,
why the ECB should not promote industries that promise the strongest employ
ment growth”. Indeed, the issues of financial stability and income and wealth
inequality has been raised in relation to the ECB’s monetary policy (Bernanke, 2015;
Hansen et al., 2020; Lenza & Slacalek, 2018; Mumtaz & Theophilopoulou, 2017;
SamarIna & Nguyen, 2019).
There is little guidance on this in the EU Treaty and other legal texts. For that
reason, as we will discuss below, there may be reasons for politicians to give more
guidance to the ECB on its secondary objectives. This is in addition to what the
European Parliament already noted in its 2020 Resolution: “that, as an EU
institution, the ECB is bound by the Paris Agreement on climate change and that
this should be reflected in its policies, while fully respecting its mandate and its
independence [c]alls on the ECB to implement the environmental, social and

18

governance principles (ESG principles) into its policies, while fully respecting its
mandate and its independence” (European Parliament, 2020).
However, besides this, there are also reasons why one could argue that climate
change is an exceptional case that warrants to be prioritized above other potential
secondary objectives. The first one being the scientific evidence of the impact that
climate change may have on the economy. Thus the sheer potentially devastating
effects of climate change might be a sufficient cause of action. Furthermore,
without a stable climate many of the other general economic policies in the Union
as specified by Article 3, and even the more fundamental democratic principles of
Article 2, may come under severe pressure. Limiting climate change can therefore
be seen as a precondition for achieving any of the other general economic goals.
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Secondly, limiting climate change is enshrined in international Treaties, as evi
denced by the global Paris Agreement, which establishes GHG reduction goals
up to the year 2050. The Agreement itself is found to be legally binding and has
garnered a wide global support (Bodansky, 2016). This has recently been tested
in the ‘Urgenda’ case, where the Dutch Supreme Court recognized the immediacy
of the climate threat and urged the Dutch Government to further increase its
climate goals (Spier, 2020).6 Furthermore, according to the Article 216 of the TFEU, all
international treaties signed by the EU bind all of its institutions, including the ECB.
Thus the ECB should be seen as also being bound by the Paris Agreement targets.
Thirdly, climate is a clear political priority. The EU has recently adopted higher
targets now aiming for reducing the emissions by 55% until 2030, translating
this into policies like the Green Deal and the Next generation EU Fund (European
Commission, 2020c). The EU Climate Law will reinforce these targets by enshrining
them in law. On this matter the European Parliament and the European Commission
have reached a provisional agreement, and the law is currently being prepared for
formal adoption (European Commission, 2020b). In this way climate does stand out
among the many other objectives of governments, having the full support by the
European Parliament and the European Council, and could therefore be considered
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as pushing climate action on top of its political agenda. This fact might indicate to
the ECB the relative importance of climate action compared to other items in the
secondary mandate.
Lastly, climate considerations may be easier to operationalize and include in the
monetary policy framework than other secondary objectives. As noted already,
many proposals were put forward that offer (often slight) adjustments to the ECB’s
monetary policy that would reflect the environmental considerations (Dafermos et al.,
2020, 2021; Oustry et al., 2020; Schoenmaker, 2021; van ’t Klooster & van Tilburg, 2020).
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6. https://uitspraken.rechtspraak.nl/inziendocument?id=ECLI:NL:HR:2019:2007
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3.
THE RISK
PERSPECTIVE

Protecting the ECB balance sheet from climate risks…
Climate change introduces two kind of risks: physical (i.e. material destruction
of assets) and transition (i.e. financial value lost through the transition taking place)
(Carney, 2015; TCFD, 2017). As a supervisor the ECB emphasizes the importance
of taking the effects of climate change into account, obliging its supervised
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institutions to “understand the impact of climate-related and environmental risks
on the business environment in which they operate in the short, medium and
long term, in order to be able to make informed strategic and business decisions”
(European Central Bank, 2020, p. 4). However, these obligations extend to the ECB
protecting its own balance sheet as well.
The ECB balance sheet has expanded significantly over the last decade through
its asset purchase programmes and accepting of collateral, also related to its
refinancing operations,. These developments urge the ECB to look at the risks,
including climate risks, of its portfolio. This follows from the obligation to carefully
manage risk in their operations, as enshrined in Title VI of the General Documen
tation Guideline (Guideline (EU) 2015/510, 2014). This risk-minimization obligation
was further reinforced by the European Court of Justice judgement on Outright
Monetary Transactions7, mandating the ECB to reduce the risk of losses to which
it is exposed (Mersch, 2017).
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7.	
https://curia.europa.eu/juris/document/document.jsf?text=&docid=165057&pageIndex=0&doclang=en&mode=lst&dir=
&occ=first&part=1&cid=8631853, para. 123-126.
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… to which it is now exposed disproportionally
An indicator of transition risk is the carbon intensity of a portfolio. Here the ECB
clearly seems to be overexposed. Recent research has shown that whereas carbon
intensive companies account for 29.1% of the Euro Area’s Gross Value Added (GVA)
they are 62.7% of the ECB bonds purchased by CSPP/PEPP (Dafermos et al., 2020),
confirming earlier findings by Matikainen et al. (2017). Furthermore, it was shown
that if transition risks were taken into account, five percent of the corporate bonds
purchased by the ECB could face a credit rating downgrade to the extent that they
would no longer be eligible for purchase (Monnin, 2018). Thus, one way for the ECB
to reduce its exposure to transition risk may be to reduce the ratio of climateintensive corporate bonds in its portfolio.
The ECB is also exposed to physical climate risks. Both from corporate asset
purchases (companies with operations in regions that will be impacted by climate
change) as well as sovereigns (where the South of Europe will be impacted much
more severely by climate change) (Ciscar et al., 2018).
Reducing monetary operations specifically in the South will clearly endanger the
effectiveness of the ECB’s monetary policy. The recent Pandemic Emergency
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Purchase Programme (PEPP) for this reason explicitly allowed for deviations from
the capital key thought to be in favor of the Southern Eurozone members. These
deviations are explicitly permitted in times of crises by the ECJ in the Gauweiler 8
case in order to maintain the transmission mechanism and the singleness of
monetary policy. By analogy, it would be reasonable to expect they would be put
in place, and found legally unobjectionable, in case of the large scale climate
change effects.
An alternative route to reduce physical risks may be to act as a ‘universal owner’.
Universal owners are considered to be large institutional investors whose highlydiversified, globally-spread portfolios are representative of global capital markets,
holding effectively a slice of the overall market. They can thus not divest from
specific climate risks and have to accept that when climate risks materialize this
will impact their portfolio negatively (Kelly et al., 2015). This makes their investment
returns dependent on the continuing good health of that economy. Universal
owners can therefore improve their long-term financial performance by
encouraging companies to contribute to the sustainability transitions.
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8.	
https://curia.europa.eu/juris/document/document.jsf?text=&docid=165057&pageIndex=0&doclang=en&mode=lst&dir=
&occ=first&part=1&cid=8631853, para. 50, 77
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Economic impact of climate change on various regions in the EU.
Darker red areas indicate higher negative impact.
Darker green areas indicate higher positive impact
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Figure 2. Source: ESPON (2011)

Like these large institutional investors, the ECB also has a broad diversified portfolio
and thus is inevitably exposed to the physical risks of climate change. Especially the
physical risk of sovereign bonds cannot be avoided. This necessitates the universal
portfolio owners to look for ways to reduce this risk from materializing (PRI, 2011).
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They can achieve this not only through avoiding certain assets for their physical
climate risk, but rather by avoiding the worst scenarios from materializing. Here
a clear synergy exists with strategies to reduce transition risks, such as the tilting
approach discussed below. However, more proactive approaches directed at
influencing the allocation of capital may be needed on top of these efforts.
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4.
THE OBJECTIONS OF
MARKET NEUTRALITY
AND CENTRAL BANK
INDEPENDENCE
Market neutrality
One argument against a rebalancing of the ECB portfolio towards less carbon
intensive assets is that this would clash with the principle of market neutrality
in executing monetary policy. This principle is often considered to be supported
by the Advocate General Wathelet’s opinion of 4 October 2018 on the Weiss case,
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where he claims that: “to exclude the purchase of bonds with a negative yield from
the PSPP would be contrary to the principle of market neutrality, which forms part
of the principle of an open market economy with free competition, a condition of
the ESCB’s activity pursuant to Article 127(1) TFEU.”9
While often invoked, there are several issues with this argument. First, the term
‘market neutrality’ is not enshrined in the EU Treaty or anywhere in the relevant
legal documentation of the ECB. Article 127 TFEU states that the ECB shall
act “in accordance with the principle of an open market economy with free
competition, favouring an efficient allocation of resources” 10, but that is a vague
basis for the policy of market neutrality as the ECB operationalizes it. Moreover,
the ECB has considerable leeway in interpreting its own mandate, and it is not
clear that the current one is the only conceivable, or the most desirable one.
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9. https://eur-lex.europa.eu/legal-content/EN/TXT/HTML/?uri=CELEX:62017CC0493&from=GA, para. 74
10.	The ending of the clause is “… and in compliance with the principles set out in Article 119”. The Article 119 states that “the
activities of the Member States and the Union shall include [t]he adoption of an economic policy which is [c]onducted in
accordance with the principle of an open market economy with free competition.” [emphasis ours].
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Secondly, the principle of market neutrality has only gained importance in recent
years. Before that, the ECB itself declared that pursuing market neutrality was
hampered by capital market fragmentation and the lack of a banking union in
the Eurozone (Cheun et al., 2009).
Thirdly, the CJEU rulings on Gauweiler11 and Weiss12 cases give the ECB broad
autonomy over its interpretation of what is adequate collateral, provided that the
ECB performs the necessity and suitability tests and act proportionally with the
necessary aims (Boer & van ’t Klooster, 2020). To that effect, the ECB has a large
autonomy over its conduct of monetary policy, as guaranteed by the Treaties, with
the ECJ having the prerogative of reviewing only the manifest errors of judgement,
as ascertained by the Weiss13 ruling (Boer & van ’t Klooster, 2020).
A fundamental criticism of the concept of market neutrality is that central banks
through their monetary policy by definition shape markets in various ways: be it
through setting interest rates (thus shaping the repo markets) (van ’t Klooster &
van Tilburg, 2020); through asset purchasing programs (thus favoring large, capital
intensive companies over SMEs) (Dafermos et al., 2020); or through sovereign bond
markets (by allocating different shares for different countries) (Colesanti Senni &
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Monnin, 2020). This fact makes it difficult to conceive how true market neutrality
is even attainable.
There are also two climate change-specific problem with the concept of market
neutrality. The first is that following this principle in its corporate bond buying
programme, the ECB is picking out the most capital intensive and polluting companies, thus having a disproportionally large environmental impact (Dafermos et
al., 2020; Matikainen et al., 2017). Market neutrality thus may lead to outcomes that
are far from neutral with regard to climate change. As we discussed, the obligation
to support the general economic policies in the Union including environmental
ones, makes ‘carbon neutrality’ of the ECB also an important principle. Actually,
more may be asked from the ECB when possible without prejudice to price
stability. Not to be neutral in the sense of being as carbon intensive as the current
economy, but rather to be ‘Paris-aligned’ in a forward looking sense. Thus reducing
the carbon intensity of its portfolio in line with what is needed to limit climate change.
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11.	
https://curia.europa.eu/juris/document/document.jsf?text=&docid=165057&pageIndex=0&doclang=en&mode=lst&dir=
&occ=first&part=1&cid=8631853, para. 67
12.	https://curia.europa.eu/juris/document/document.jsf?text=&docid=208741&pageIndex=0&doclang=EN&mode=lst&dir=
&occ=first&part=1&cid=8629044, para. 72
13.	https://curia.europa.eu/juris/document/document.jsf?text=&docid=208741&pageIndex=0&doclang=EN&mode=lst&dir=
&occ=first&part=1&cid=8629044, para. 24
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The second issue is that in this particular case markets are often perceived as not
properly accounting for all externalities, thus making the market inefficient. As
the ESRB concluded: “There is also broad agreement that climate risks continue
to be mispriced in financial markets” (European Systemic Risk Board, 2020). ECB
Executive Board Member Isabel Schnabel has noted: “In the presence of market
failures, market neutrality may not be the appropriate benchmark for a central
bank when the market by itself is not achieving efficient outcomes” (Schnabel,
2020b). The market failure mentioned pertains to the climate risk not being
properly priced in by the private sector (Lagarde, 2021).
Along those lines, Isabel Schnabel has recently proposed a shift from market neutrality
to market efficiency. This move would, according to her, not only price-in all the
(climate-related) externalities, and thus improve the price discovery and efficiency
in the market, but also be more faithful to the Article 127 that explicitly calls for the
EU to maintain an efficient allocation of resources (The ECB podcast, 2021).
A more practical reason why market neutrality has been invoked is the simplicity
and the ease of operation of large scale purchasing programs (Honohan, 2020). It is
argued that the deviation from this principle could render the monetary policy less
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effective and weaken the transmission mechanism, as buying assets of only a small
number of firms would weaken the impact on EU wide inflation (Schoenmaker, 2021).
However, this need not be the case. With regard to limiting transition risk, one such
policy relies on ‘tilting’ away from the highest polluters in the CSPP and towards
lower carbon intensive companies. That way the ECB maintains effectiveness of
its monetary policy, as no sectors are divested from, while still reducing the total
carbon emissions of its monetary policy portfolio (Schoenmaker, 2021). A variant of
the ‘tilting’ proposal has also been defended by Isabel Schnabel as a way of moving
towards the aforementioned market efficiency policy (The ECB podcast, 2021).
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Central bank independence
Next to the discussion on the legality of whether climate change should be taken
into account in setting and designing monetary policy, there is also a discussion on
its wider implications for the independence of central banks. Some central bankers
fear that making choices with regard to such real life political issues threatens their
independence (Tucker, 2018).
Others authors, however, point to the fact that historically central banks have also
always helped to finance challenges to society, ranging from wars to pandemics,
natural disasters and financial crises (van Tilburg & Simić, 2021). Failing to do so now
may actually erode the political support for central bank independence (Honohan,
2020). Similarly, it has been claimed that central bank independence is not a goal
of its own, but is bestowed so as to improve the stability and sustainability of the
economy. While previously referring to stable inflation, in the current circum
stances this rather refers to the effects of climate change (Verheyen, 2021). This
point has been reinforced by Isabel Schnabel, who stated that “independence
requires a central bank to respond to the concerns of the public and to carefully
evaluate whether and how it may be able, within its mandate, to respond to these
concerns [emphasis added]” (Schnabel, 2021).
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Here it is also important to make a distinction between not going against stated
government policies on the one hand, and actively contributing to these on the
other. As we discussed, currently the ECB’s Asset Purchasing Programme is
lowering the cost of capital of the more carbon intensive companies relatively
more than that of the rest of the economy, which is contrary to the EU’s political
priorities.
In 2012 in the Gauweiler case, the German Federal Constitutional Court’s (FCC)
relied on a distinction between the economic policy (executed on a Member State
level) and monetary policy (executed on the EU level), claiming that the ECB was
mandated to execute the latter, but not by affecting the former disproportionally.
Furthermore, that monetary and economic policies are inextricably intertwined
has also been recognized by the ECJ in its Weiss ruling (Boer & van ’t Klooster, 2020;
Whelan, 2020). In that sense, the ECB needs to be conscious of the economic
effects of its monetary policies and recognize if they can contribute, or at least be
neutral, with regard to the ‘general economic policies in the Union’. In these actions
it needs to conduct its policy in a proportional manner, as well as explain its actions.
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More explicit democratic legitimacy can be obtained with regards to the items in
the secondary mandate. The first steps have already been made in that direction,
when the EC-commissioned Green Taxonomy was published, giving clear guide
lines to the markets, and by extension the ECB, to assist the transition in line with
environmental objectives and policies of the Union (European Commission, 2020a).
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Using the Taxonomy should decrease any discretionary roles that the ECB would
have needed to assume. Aside from the Taxonomy Regulation, the Taxonomy
Legislation also includes the Sustainable Finance Disclosure Regulation
(sustainability-related disclosures for the financial sector); Non-Financial Reporting
Directive (analogous to the former, but covering the non-financial companies); as
well as the Benchmark Regulation (regarding EU Climate Transition benchmarks
and EU Paris-aligned benchmarks) (Smits, 2021).
But more can be done by the relevant EU institutions. According to Article 130
of the EU treaty the ECB is not allowed to ask for or receive instructions from the
other EU-institutions. However, this does not exclude less formal and legally nonbinding guidance from certain politicians towards the ECB. This is in line with the
Article 284 of the TFEU that states that: “The President of the Council and a
Member of the Commission may participate, without having the right to vote,
in meetings of the Governing Council of the European Central Bank. The President
of the Council may submit a motion for deliberation to the Governing Council of
the European Central Bank”.
However, some argue that the European Parliament and Council could provide
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more guidance to the ECB with regard to prioritizing the secondary objectives
(Boer & van ’t Klooster, 2020; Jourdan & Beckmann, 2020). While not legally binding,
it could further reinforce the political commitment of the European politicians
towards climate action and give an even stronger signal to the ECB on the
sustainable direction of EU policy.
There are several forms that this could take. Firstly “the Council can set out broad
economic policy guidelines in accordance with the procedure of Article 121 (2) TFEU
and articulate how it sees the role of the ECB in realizing its secondary mandate”
(Boer & van ’t Klooster, 2020).14 The Council would then need to notify the
Parliament doing this. However, as the EP has already shown its commitment
to the climate change mitigation, it could be expected to support the Council’s
guidelines thus increasing their legitimacy.

Sustainable Finance Lab

14.	Article 121 (2) TFEU: The Council shall, on a recommendation from the Commission, formulate a draft for the broad
guidelines of the economic policies of the Member States and of the Union, and shall report its findings to the European
Council. The European Council shall, acting on the basis of the report from the Council, discuss a conclusion on the broad
guidelines of the economic policies of the Member States and of the Union. On the basis of this conclusion, the Council
shall adopt a recommendation setting out these broad guidelines. The Council shall inform the European Parliament of
its recommendation.
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Another proposal is for the European Parliament to “use its annual resolutions on
the ECB to vote a ranking of three top secondary objectives” and to “refocus the
quarterly ‘monetary dialogues’ hearings with the ECB President to carry out regular
checks on the delivery of the thus-interpreted mandate” (Claeys et al., 2021).
Lastly, innovative forms of monetary-fiscal interaction might give more political
guidance to the ECB’s monetary policy. A proposal to that effect was recently put
forward by BlackRock. The proposal entails the fiscal authorities to draw up a list
of shovel-ready projects, pre-defined by the politicians and based on the public
investment needs. On the monetary side, funding would be allocated by the
central bank up to the amount assessed to be necessary to return to the desired
inflation target. This would ensure the wide democratic guidance of the necessary
stimulus, as well as maintain central bank independence, as the proposal requires
the monetary powers to decide only on the size of the stimulus, but not its
direction as well (Bartsch et al., 2019).
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5.
CONCLUSION AND
FURTHER RESEARCH
QUESTIONS

An obligation, not an option. But is it also a possibility?
Monetary policies always have economic effects. In that sense they are never
‘neutral’ from an economic or market perspective. This is even more the case for
the unconventional policies that central banks, including the ECB, have conducted
in recent years. They moved from using solely interest rates to manage inflation,
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to the buying of bonds of specific countries and companies, and inducing lending
of specific banks. These are all instruments that more directly impact the real
economy. With its Gauweiler and Weiss rulings, the ECJ has shown that this is not
necessarily a problem. The ECB, however, does need to take this economic impact
into account, show the proportionality of its monetary actions in that respect, and
communicate and explain its actions clearly.
In recent years the impact of monetary policy on climate change has increasingly
surfaced as one of the economic issues that the ECB needs to take into account
in setting, designing and implementing its monetary policies. There are several
reasons for this:
1. A stable climate might be a precondition for price stability in the medium
to long term, as the worst effects of climate change may be incompatible
with price stability;
2. The EU Treaty also specifies the obligation to support the general economic
policies in the Union. In this respect limiting climate change has emerged as
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a clear political priority;
3. The ECB is obliged to carefully manage risk in its operations, with both climate
transition and physical risk now widely recognized as posing material risk.
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The discussion presented here suggests that monetary policy makers should take
climate change into account in both setting and executing their monetary policies.
Climate change therefore is not something that ECB can do, it is something it
needs to do.
However, currently through its collateral framework and asset purchase
programmes, the ECB is actually lowering the cost of capital for relatively carbon
intensive companies, thus actively steering against the stated policies of the
democratically elected governments. This is something that can be remedied
through a modest ‘tilting’ approach, discussed in this paper, that is compatible
with price stability. This could steer towards neutralizing the carbon impact of
the ECB’s monetary policy. However, more effort on the part of the ECB may be
needed to actually help governments achieve their climate goals, by reducing
the financing costs of more Paris-aligned corporations.
The ECB board seems to be convinced of the need to take climate change into
account, as evidenced by public statements by a majority of its executive board
members and of several presidents of national central banks (Lagarde, 2021;
Schnabel, 2020a, 2020b). However, whether a move towards a more sustainable
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monetary policy will actually happen still remains a question. It has been signaled
that the operationalization may be prohibitively problematic.15 The question
whether this is a legitimate argument is outside of the scope of this paper, as
that would require a more extensive analysis of the availability of data and
methodologies to assess the viability of a more ‘green’ monetary policy. However,
we do note that the data are available to judge that the current collateral and asset
purchase are more carbon intensive than the economy as a whole, and surely not
aligned with the objectives set by the Union in order to comply with the Paris
Agreement (Dafermos et al., 2020; Matikainen et al., 2017). We therefore conclude
that it is dubious whether Ms. Schnabel’s reluctance will be defensible if a legal
case is started against the ECB and claimed that it is doing not enough on the
climate front. The ECB may not only be able to be legally green, but it also risks
being considered ‘illegally brown’.
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15.	As mentioned by Isabel Schnabel: “The question of course is what does that mean in practice. It seems to suggest that we
should ‘tilt’ our asset purchases in the direction of less emission intensive firms, but this of course has to be operationalized,
and this is tricky, and we are discussing this a lot how this could be done in a proper way. My prediction is that we will
discuss this for quite some time because it is really complicated” (The ECB podcast, 2021)
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Discussion
Through its discussion of the relevant legal articles in their economic and monetary
context this paper has brought some arguments to the table that have not been
brought into the discussion before. These may provide new avenues for taking
climate change into account in monetary policy.
On the ‘why’ of it we discussed:
• The need to extend the time horizon of the ECB for the long term threat to
price stability. Whereas the effects of climate change are uncertain, unpredic
table, and possibly far off into the future, that does not relieve the ECB of the
obligation to act as the Treaty does not limit its obligation to safeguard price
stability to a particular (limited) time horizon.
• Why climate could be prioritized. With respect to the supportive objectives
we discussed why climate could be prioritized between the different other
‘general economic policies’: that climate change is unique due to the large
macroeconomic effects it will have; the international agreements that have
set clear goals for the coming decades; as well as the broad and deep political
backing for this within the Union.
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• The ECB as a universal owner. With regard to the risk perspective we added
the perspective of the ECB, and more widely central banks, as ‘universal
owners’ of large and diversified portfolios of financial securities widely exposed
to climate risk. An argument that is especially relevant to the majority of the
ECB’s holdings in sovereign bonds, specifically of those euro member states
that are exposed to the physical risks of climate change.
On the ‘how’ of taking climate change into account in its monetary policies we
raised the following issues:
• What can the ECB do to help mitigate climate change without limiting the
scope of the instrument too much and thus jeopardize its effectiveness. In the
current situation: to explore stronger tilting of corporate bonds purchases and
higher haircuts than justified from a strict climate (transition) risk perspective.
• What can and should the ECB do in a situation where there is no longer need
for unconventional monetary policy? What is the effect of interest rate setting
on climate change? Is there a case for differentiated interest rates (credit
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guidance) favoring companies that are ‘Paris-aligned’ and ‘Taxonomy-aligned’?
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• What can and should the ECB do in a situation where the inflation risk is
towards the upside and hence no monetary stimulus is needed? Can a policy
of credit guidance with differentiated low interest rates still be feasible? For
instance because by accepting (slightly) higher inflation now as a consequence
of this a larger danger to price stability in the medium to long term is averted?
• What is the greater threat for the central banks’ monetary independence:
becoming involved in the political cause to limit climate change? Or public
opposition to an institute that does nothing to help, despite its powerful and
unique instrument that historically has been used by its predecessors to tackle
specific challenges of society.

Further research
From this the following questions for further research emerge:
• What are the expected effects of climate change on the economy, the wider
society and thereby on inflation dynamics? Both within Europe (differences
between North and South, but also countries/regions at risk of flooding) and
in the rest of the world, in particular on the borders of the Union like Africa and
the Middle East.
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• How can fiscal and monetary institutions cooperate more effectively? Is a
Treaty change necessary for that? Will it infringe on central bank indepen
dence? What would the role of central banks be in this new model?
• How can central banks globally cooperate more effectively to safeguard
price stability as universal owners (risk perspective)?
• Which tools can central banks use in order to make their (unconventional)
monetary policy instruments more sustainable? Are there any other monetary
policy instruments that would be more suitable to this purpose?
• How could/should the ECB act to address other items in its secondary
mandate aside from environmental considerations? If so, what would
be the instruments and the trade-offs?
• Could or should the ECB move away from its inflation targeting framework
to some other variable targeting? Would this promote sustainability in the
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Eurozone?
• Is the shift from market neutrality to market efficiency a sufficient one?
Could or sshould the ECB go further than that towards a more explicit credit
guidance role in order to promote the transition?
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