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Abstract: The independence of central banks has long been
regarded as a crucial guarantee for appropriate price develop-
ment and economic reliability. However, in the United States,
this principle is increasingly under pressure. Donald Trump has
been attempting to exert direct influence on the Federal Re-
serve (Fed) and to fill key positions with loyalists. As a result,
the Fed faces the risk of politicisation, which could have far-
reaching consequences. A particularly critical scenario would be
one in which the US economy slips into stagflation, character-
ised by stagnant growth coupled with high inflation. If the Fed
were politically compelled to keep interest rates low in such a
situation, it could lead to an inflationary spiral, breaches of trust
in the financial markets and rising financing costs despite low
key interest rates. The coming months could thus be pivotal in
determining whether the Federal Reserve maintains its role as
an independent anchor of stability or becomes ensnared in the
vortex of political interests.

The pressure on the U.S. Federal Reserve intensifies

During his first term, Donald Trump publicly criticised the deci-
sions of the U.S. Federal Reserve and questioned its actions. In
his second term, he has significantly escalated his approach,
not hesitating to launch personal attacks on the central bankers.
Most recently, on 25 August 2025, he announced on his online
platform Truth Social his intention to dismiss Fed Governor Lisa
D. Cook over alleged false statements regarding mortgage doc-
uments. Cook promptly denied the allegations and has filed a
lawsuit against her dismissal. On 9 September, a federal judge
has issued a preliminary injunction allowing Cook to remain in
her position while she fights President Trump’s attempt to re-
move her. US District Judge Jia Cobb determined that the alle-
gations — primarily related to mortgage documentation dating
from before Cook’s appointment — likely do not meet the legal
standard of “for cause” as required under the Federal Reserve
Act. Cobb also ruled that her removal without a proper hearing
would violate due process and explicitly instructed that Cook be
permitted to continue serving on the Board of Governors
through the ongoing litigation. However, this could still set a
precedent for a judicial clarification of whether the President has
the authority to remove members of the Federal Reserve Board,
most likely at the supreme court. Recent developments have in-
creasingly shifted the balance within the Board of Governors.
Following the unexpected resignation of Governor Adriana Ku-
gler on 8 August 2025, Trump nominated the loyal economist
Stephen Miran as a temporary replacement until the end of Jan-
uary 2026." This brings President Trump closer to his goal of

Note: This paper contains the opinion of the authors and does not necessarily represent the position of KfW.

decisively influencing the majority of the seven-member Board
of Governors according to his preferences. Notably, the ques-
tion of Powell's succession as Chair of the Fed at the end of
May 2026 remains unresolved. The Fed Board also plays a cru-
cial role in approving nominations for the leadership of the re-
gional Reserve Banks. Through a strategic reappointment of the
Board position, Trump could ultimately exert active influence
over monetary policy.? Table 1 summarises the changes in the
composition of the Board of Governors in recent weeks. Ste-
phen Miran has only been nominated on a temporary basis and
it is undecided whether he will permanently join the Board.

Table 1: Trump Reshapes the Board of Governors

The table displays the terms of office of the members of the Board of Governors of
the U.S. Federal Reserve, as well as the latest changes within the Board.

Fed Board of Governors Term Start Term End
Jerome Powell (Chair) February 2018 May 2026
Christopher Waller December 2020 January 2030
Potential Successor to Powell
Philip Jefferson (Vice Chair) September 2023 September 2027
Michael Barr July 2022 January 2032
Michelle Bowman November 2018 January 2034

May 2022
Representation: Stephen Mi- Resignation effec-
ran; Confirmation Pending tive August 8, 2025
Lisa-Cook May 2022
Succession/Status: remains Dismissal on August
in her position for the moment 25, legal judgment

on September 9

Source: Federal Reserve System, Truth Social, Bloomberg, 09.09.2025.

Why independence is crucial

A look into the past reveals that the independence of the Fed is
based on the belief that economic stability is most effectively
supported by monetary policy decisions that are free from politi-
cal influences. The Fed's responsibilities include ensuring price
stability and maximum employment, which often requires a
long-term perspective. In contrast, governments tend to push
for short-term economic stimuli, such as low interest rates or ex-
pansionary monetary policy, to secure electoral success. The
example of the early 1980s, when Fed Chairman Paul Volcker
fought inflation with drastic interest rate hikes, illustrates that
only an independent institution can withstand political pressure,
even when short-term economic pain is involved.3
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The credibility of the central bank — underscored by its inde-
pendence — is a central element in enabling the central bank to
achieve its inflation target. This stems from the fact that me-
dium-term inflation is driven by inflation expectations: inflation
is, to some extent, a self-fulfilling prophecy. When all economic
actors today expect that inflation will rise significantly tomorrow
and align their economic decisions (such as pricing and wage
negotiations) with these expectations, those expectations are
fulfilled and inflation rises. The credibility of the central bank
serves as the crucial anchor that prevents a spiral of rising infla-
tion expectations.

A limitation of the central bank's independence undermines this
credibility and thereby increases the risk of decoupled inflation
expectations, even in the absence of changes in monetary pol-
icy. It is therefore no coincidence that central bank independ-
ence has significantly increased in many countries over the past
25 years. Figure 1 presents the Central Bank Independence In-
dex (CBI) by Romelli (2022)* from the years 2000 and 2023.
Countries that predominantly lie above the 45° line have in-
creased their independence in recent years. This increase is
particularly pronounced in countries such as Norway and Swit-
zerland. The European Central Bank also exhibits a high de-
gree of institutional autonomy, as does Sweden. Countries like
Brazil and Thailand have also made significant progress. Only a
few exceptions, such as Argentina, fall below the line. Overall,
the strengthening of central bank independence is a clear
global trend. In the United States, independence has also seen
a slight increase since 2000 — but it may now be at a tipping
point.

Figure 1: Central bank independence 2000 versus 2023
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Source: Independence Index by Romelli, D. (2022), own analysis.
Empirical studies also show that countries with independent
central banks tend to have lower inflation rates.® Recent meta-

analyses also confirm that inflation control is more successful in
environments where political influence is limited.
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The Federal Reserve Act of 1913

The legal foundation of the US Federal Reserve was estab-
lished in 1913 with the Federal Reserve Act to ensure liquidity
provision and prevent banking crises. The Banking Act of 1935
established the modern structure, which includes the Federal
Open Market Committee, composed of seven governors, the
president of the New York Fed and four additional district presi-
dents. Members of the Board of Governors serve a term of 14
years to protect them from political pressure and removal is only
possible for cause.® However, this vague wording leaves room
for political interpretations. So far, there has been no definitive
judicial clarification on what constitutes sufficient cause, which
Trump is now testing in the Cook case.

Trump's calculation behind low interest rates

Trump's persistent desire for low interest rates has clear politi-
cal and fiscal reasons. U.S. national debt has been rising for
years and, with the recent tax cuts under the OBBB package
(One Big Beautiful Bill), the deficit is likely to widen further.” Ris-
ing yields on government bonds significantly strain the budget,
as interest expenses are already one of the largest items in the
federal budget. Figure 2 illustrates the development of monthly
interest costs since 2007. Over the past 12 months, the interest
burden for the United States averaged USD 97 billion per
month, accounting for approximately 25% of the average
monthly revenues in the US federal budget.

Figure 2: Monthly U.S. interest costs since 2007
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Source: Bloomberg, Bureau of Economic Analysis.

Lower interest rates would provide short-term relief in reducing
this interest burden. They would also enable companies and
households to benefit from more favourable financing condi-
tions, supporting investment and consumption, thereby stimulat-
ing the economy. Palitically, this could be presented as a suc-
cess. However, this logic overlooks the long-term risks. When
low interest rates are not driven by fundamental data but are in-
stead imposed through political pressure, inflation risks in-
crease, ultimately leading to higher financing costs, as bond
buyers will seek to compensate for the heightened inflation risk
with higher yields.



A scenario of political control

What if Donald Trump were to actually gain control over the
Federal Reserve, compromising its independence? Suppose in-
flation rises significantly in 2026 due to trade policies, increas-
ing government spending and ongoing fiscal expansion, while
economic growth simultaneously stagnates. In such a scenario,
a classic stagflation could develop. A combination of stagnant
or even shrinking economic output alongside high inflation pre-
sents a challenging situation. Normally, the Federal Reserve
would respond to such a situation with interest rate hikes to
curb inflation, bring medium-term inflation expectations back to
the target and strengthen confidence in the dollar. Figure 3 illus-
trates the development of the US federal funds rate and the
U.S. inflation rate over time since 1985. In many cases, the Fed
has successfully mitigated rampant inflation through targeted in-
terventions.

Figure 3: U.S. inflation rate and the Federal Funds Rate
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Source: Bloomberg, Federal Reserve.

However, if the central bank is politically dependent and under
pressure to artificially keep interest rates low despite high infla-
tion, it can no longer fulfil its mandate of price stability. While
consumers and businesses may benefit in the short term from
favourable loans and stable financing conditions, this effect is
temporary. As long as wages and inflation expectations have
not yet adjusted, real purchasing power is temporarily eroded.
While it can stabilise again in the medium term, provided that
wages catch up through collective bargaining, indexing, or ad-
justments in expectations and inflation does not spiral out of
control, the greater harm of persistently high inflation lies in its
structural consequences. It complicates the interpretation of rel-
ative price signals, complicates price and wage-setting pro-
cesses and leads to distortions in resource allocation. Addition-
ally, rising risk premiums in the capital markets can increase the
cost of investments and dampen growth. The Bundesbank also
points out in a study from 2024 that a moderate inflation target
is economically sensible but that both too low and too high infla-
tion rates carry risks.2 While excessively low inflation can exac-
erbate issues such as rigid wage structures, persistently high in-
flation leads to inefficient price adjustments and a decline in
overall economic welfare. Therefore, a well-calibrated inflation
target is crucial, as it creates stability while also allowing suffi-
cient flexibility for macroeconomic adjustment processes.

Such a constellation is also precarious for the financial markets.
If investors recognise that the Fed is no longer fulfilling its
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mandate, the risk premiums for US government bonds will rise.
International investors will demand higher yields to compensate
for inflation and exchange rate risks. The dollar will lose its at-
tractiveness as a reserve currency and capital may increasingly
flow into the euro area or emerging markets. As a result, long-
term interest rates in the market will rise, even if the Fed keeps
the key interest rate low. In this environment, national debt be-
comes an Achilles' heel. On one hand, the government hopes
for low interest rates to keep the interest burden manageable.
On the other hand, the loss of confidence forces investors to
price in higher risk premiums.

Loss of confidence as the greatest danger

A potential loss — or at least a significant limitation — of the
Fed's independence would signify a further erosion of the insti-
tutional framework within which the US economy and financial
markets have operated over the past decades. This framework
has been taken for granted by investors. The consequences of
a permanent damage to this framework will only be fully under-
stood once it has occurred. As the saying goes, we are entering
"uncharted territory." The fundamental pillar of the American
century has been the ability of the United States to shape the
world order, which has been undermined by a withdrawal from
international agreements and the imposition of tariffs on allies.
According to 2024 Nobel laureate Daron Acemoglu, the critical
turning point occurs when institutions are perceived as dysfunc-
tional and public trust is irreparably lost, as this triggers political
feedback loops that further exacerbate destabilisation. In the
scenario described by Acemoglu, this results in an economic
crash that plunges the U.S. into a recession, accompanied by a
massive exodus of skilled workers. However, Acemoglu views
this escalation as a warning: decline is by no means inevitable.
It is crucial to stabilise political institutions and restore trust to
secure the foundations for long-term prosperity.®

Currently, the Federal Reserve still operates largely inde-
pendently. Under Jerome Powell, the FOMC adheres to data-
driven policy and resists public pressure. However, the power
struggle surrounding Lisa Cook illustrates how vulnerable the
institution is. By May 2026, when Powell steps down, the situa-
tion could become more critical. Several seats on the Board are
vacant or will soon need to be filled and Trump will likely at-
tempt to appoint loyal candidates to these positions.

Beyond the debate that central banks may lose their independ-
ence, a nuanced perspective also requires consideration of the
opposite direction. Economists like John H. Cochrane point out
that it can be equally problematic if a central bank operates de
facto too independently, evading its democratic embedding and
continuously expanding its mandate. Democratically legitimised
independence thus requires clear and limited mandates. The
Fed should focus solely on price stability and employment ob-
jectives and possess only narrowly defined instruments — such
as the key interest rate and limited asset purchases. Redistribu-
tive measures, on the other hand, such as direct transfers to cit-
izens or businesses, should remain the responsibility of the
democratically accountable treasury.'® The challenge lies in
finding a balance that establishes clear legal objectives and in-
struments, along with transparent accountability to the public,
while also ensuring operational independence.
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Conclusion

The institutional independence of the Federal Reserve is not a
technical detail but a fundamental pillar of economic stability.
Donald Trump's current attempts to bring the Fed more under
political control call this pillar into question. In the short term, the
strategy of keeping interest rates low to alleviate budget bur-
dens and economic pressure may seem attractive. However, in

the long term, significant damage looms: higher inflation, rising
financing costs and, most importantly, a loss of confidence that
could undermine the US status as a safe haven. The coming
months, particularly the year 2026, will serve as a stress test for
the independence of the US central bank and, consequently, for
the stability of the global financial system.
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