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  BRIEFING PAPER ABOUT THE CHANGE AT THE ECB EXECUTIVE BOARD

                 Guillermo de la Dehesa
                      Chairman of the CEPR, Centre for Economic Policy Research, London 

                      Chairman of the OBCE, Spanish ECB Watcher, Madrid


Five new appointments to the ECB Executive Board (EB) have been made in the last four years and the present one will be the sixth and final to replace all of its initial members: Jean Claude Trichet and Lucas Papademos in 2002, Gertrude Tumpel-Gugerell in 2003, José Manuel González Páramo in 2004, Lorenzo Bini Smaghi in 2005 and now, most probably, Jürgen Stark in 2006. There is nothing new with the present change in the sense that it is very similar to the previous ones. All of the new members were excellent candidates and so is now the case of Jürgen Stark, since they all have the right academic background and a large and well founded monetary policy experience.

 At present, all members of the EB have graduated in economics and its President has also graduated in mining engineering. The newest four members have Ph.D.s in economics: three of them from top US Universities (MIT, Chicago and Columbia) and one from the University of Vienna, and, Jürgen Stark, the present EB candidate to replace Otmar Issing, when his term expires, has a Ph.D. in economics from the German University of Hohenheim. Moreover, all of them have a long experience on monetary policy by having been National Central Bank (NCB) governors or deputy governors or NCB board members. The same high standards can be found as well among the NCB Governors, who are the other Governing Council (GC) members. Of the twelve, five hold Ph.D.s in economics in US and EU Universities; three have graduated in economics; two have graduated in law; one in political science and one in engineering, and all of them have been involved in financial or monetary policy before being NCB governors. In all, of the eighteen GC members 10 have Ph.D.s in economics and many of them have previously been teaching economics in different universities.  
I refer first to their academic background because historical experience shows that the most important attribute for any person involved in monetary policy decisions, and even more for EB and GC members, is its independence of view and of criterion and, in order to have it, the better they are or have been trained as good academics and the more experienced they are in economic policy, the more independent they will tend to be when making decisions. They may be more hawkish or more dovish, depending on their personal views about monetary policy and inflation expectations, but they will always tend to be very rational and objective individuals every time they make a decision. Thus, the most important issue for their behavior is not their political inclinations or the government which has proposed them, but their knowledge and experience, which should overcome any other attribute and make them more independent from the governments of their countries of origin or from any pressure by analysts or even from other GC members. Therefore, the intellectual quality of its members, who, since the ECB foundation were and are all of them first rated, is not an issue. Nevertheless, besides being “fit” which they all are, they need to be also “proper”, which unfortunately it has not seemed to have been the case of one of them very recently and it has forced his resignation. 
Thus, I do not attach so much importance, as others tend to do, to the existence of monetary “politics”, in both the EB and the GC, around different conceptions about the trade-off between inflation and growth. There is, by now, a very wide and global evidence and consensus, at least among economists and central bankers, about the fact that, in the medium and long run, high inflation is negatively correlated with economic growth and that high inflation leads also to more variable inflation, which has also a relevant cost in terms of growth. In the very short run, however, there is also wide consensus that there is often a positive correlation between inflation and growth and, as a consequence, central banks should try to avoid a short term “inflation bias” produced by a embedded incentive in some governments to try to create “inflation by surprise”, particularly in the run up to elections, which may create a “time-inconsistency problem”, which, in turn, may lead to an inflationary policy bias and to lower growth in the medium term. This is the reason why, very well trained economists and experienced policy makers (as the EB and GC members are), will always tend to converge to a rational collective decision making to avoid those political problems. 
Nevertheless, there is clear guessed fact (mainly guessed by their speeches or their previous backgrounds, because nobody really knows, given the lack of publication of the ECB meetings minutes) that there are EB and GC members who tend to be more dovish and other who seem to be more hawkish for different reasons: Sometimes because of their own character, others because of their training, but most of the times their divergent attitudes in the GC meetings conceal different views or different interpretations of the new data on growth and inflation prospects and expectations, which are given to them at the beginning of the meetings. The latter different points of view among GC members are totally genuine and legitimate and they form part of the monetary decision making process of any central bank. 
There is also a wide evidence and consensus about the fact that “committees” make better decisions that “individuals”, because extreme positions tend to balance out, while if the decision is left in the hands of an individual (a central bank governor in this case) he may turn out to be very hawkish or very dovish and his decisions could be much one sided, for the better or the worse. But there is also a consensus about the fact that a wider diversity among committee members helps to get better decisions. The ECB, until now, has mainly got its NB members almost exclusively from National Central Banks, except Bini Smaghi, who came from the Treasury, although some of them were academics before joining their NCB (Papademos, Issing, Tunpel-Gugerell, González-Páramo). In other Central Banks, by contrast they try to mix more their board members with candidates from the private sector (Alan Greenspan) or directly from academia (Mervyn King or Axel Weber).  
Having said that, in spite of its lack of diversity, the ECB GC has two clear advantages over other central banks: first, although it is supposed to decide by the individual voting of its members (one member one vote) it looks (only through anecdotal evidence, because its minutes are not published) as if most of its decisions are made by collective consensus. Second, contrary to many other countries, the targets for inflation are not set by the government (which may sometimes indulge in a short term political “inflation bias”, as pointed out earlier) but by the ECB itself, which it helps its task.

                Issues related to changes in EB members


1) Besides the need for more diversity, one first issue with these recent changes is that of new EB members replacing other members from the same countries. Of the latest four EB appointed members, two of them: Lucas Papademos (who being Governor of the Bank of Greece, was appointed to replace Vice President Christian Noyer, who became Governor of Banque de France) and Gertrude Tumpel-Gugerell (who being deputy Governor of the Austrian National Bank, was appointed to replace Sirkka Hamalainen, whose term expired), but three of them, the last two and the present new candidate have replaced or is expected to replace other members who come exactly from the same country of origin, giving the impression that the large Euro Area countries have the right to a permanent seat at the EB.  
The real fact is that, although ECB Statutes do not say anything about the nationality of the EB members as a requisite to become members (except that they should be born in a Euro Area Member State), from its foundation, of the six EB members, four belong to the four largest members of the Euro Area and only two belong to the other eight medium and smaller members, being their appointments based either on their respective candidates capabilities or maybe on an internally agreed rotation system?. If this is a “collectively and secretly agreed distribution” of its seats, then, when the UK eventually joins the euro, it would be also expecting to have a British national as a member of  the EB, reducing the quota of the other eight medium and small members to one EB representative, (unless its number is increased at the same time). 

The questions to be asked are the following: if all the GC members are supposed to be completely independent from their country of origin when making any decision, this requisite should be even stronger for the EB members, who are those that are not appointed by their National Member State Governments (to become NCB governors), but by the European Council of Heads of State or Government on a recommendation from the Council after consulting the European Parliament and the ECB according to their “recognized standing and professional experience in monetary and banking matters”, then: why do they have to belong mainly to the large Member States? And, what happens if a candidate from a smaller Member State is clearly much better qualified (according to the two established criteria) than that of a large Member State? Why EB members are not chosen freely among the best available candidates from any Member State?
In the US FED, there is an explicit mention to the geographical origin of its members (albeit as a negative limit) since the Federal Reserve Act determines that its seven permanent Governors (who are like the EB members of the ECB) must be a “fair representation” of most of the US sectors and States and therefore, no two can come from the same Federal Reserve District (which comprises several States). In the Bank of England some of the members of its monetary policy committee are not even UK citizens because it tends to choose outstanding economists, no matter from they come.  

2) A second question related to the previous one is why the European Parliament (EP) to which the ECB is most accountable has only a secondary role in the nomination of the EB members, contrary to what happens in the US where the Senate nomination role is decisive? In the US FED, the seven members of its Board of Governors are nominated by the President of the United States (as they also are in the Euro Area by the Council of Heads of State or Government) and confirmed by the Senate, so this upper US chamber has the final say. In the Euro Area, as it has been shown earlier, their appointment must be by made by the EU Council by common accord of the governments of the Member States and after consulting the ECB and the European Parliament.
Thus, the difference lies mainly in the fact that the US FED is not consulted and that the Senate confirms (or not) the President nomination. The main issue here is that, being the US a Federation of States, the US Parliament (Congress plus Senate) can change, whenever it feels necessary, the Federal Reserve Act (FRA) and, therefore, its accountability and confirmation powers are legally straight and well grounded. Nevertheless, the US Parliament has try to avoid that by making, through the FRA, a very independent FED in its monetary policy decisions. By contrast, the EU has not a Federal Constitution and the EU Parliament is not the same last instance or ultimate legislative power as it is in the US, making then the ECB even more independent than the US FED from the legislative powers.
 Moreover, up to the Nice Treaty, to change the Statute of the ECB it was necessary to change the Maastricht Treaty. Since then, the new “enabling clause” of article 5 of the Nice Treaty and the addition of article 10.6 to the ECB Statute, has allowed the ECB to propose a change of article 10.2 of its Statute in order to prepare it for Enlargement which has been approved by the EU Council in 2003. This has been possible by introducing in the Treaty the possibility to hold a “single issue” Intergovernmental Conference (IGC), which enabled the GC of the ECB to propose a change of its voting system, established in article 10.2, to the EU Council, which, after a single issue IGC meeting, by acting unanimously and after consulting with the EU Parliament and the Commission, recommended the amendments to the Member States for adoption.       

3) A third issue relates to the distribution of responsibilities among the different members within the EB. According to the ECB Statute, the EB shall be responsible for the current business of the ECB, for preparing the GC meetings, for implementing its decisions and for giving the necessary instructions to the NCB. Every member has an assigned task or tasks to accomplish. Today, from the original six members, only one is still a member (and his term is expiring very soon), but all the new members have been taking exactly the same tasks and responsibilities that had their predecessors, in spite of the fact that they may have had different backgrounds and training. 
Are these responsibilities going to be always distributed among its members irrespectively of their knowledge, aptitudes and capabilities? This is not the case in other Central Banks board members. Therefore, it would make sense, once Dr. Otmar Issing term expires, to review the allocation of responsibilities among all the members of the EB, even if at the end there is no change necessary because it is found that every member has been allocated the administrative task that suits him most.


4) Finally, another issue is what is going to happen with ECB decision making when its NCB governor members reach its 25 or 28 potential in, lets say, a decade? This issue has already been dealt, in principle, by the change of article 10.2 of the ECB Statute, which, since the EU Council decision 2003/223/EC, reads as follows: 
“Each member of the Governing Council shall have one vote. As from the date on which the number of members of the GC exceeds 21, each member of the EB shall have one vote and the number of governors with a voting right shall be 15. The latter voting rights shall be assigned and shall rotate as follows: As from the date on which the number of governors exceeds 15, until it reaches 22, the governors shall be allocated to two groups, according to a ranking of the size of the share of their national bank’s Member State in the aggregate gross domestic product at market prices and in the total aggregate balance sheet of the monetary financial institutions of the Member States which have adopted the euro. The shares in the aggregate gross domestic product at market prices and in the total aggregated balance sheet of the monetary financial institutions shall be assigned weights of 5/6 and 1/6 respectively. The first group shall be composed of five governors and the second group of the remaining governors. The frequency of voting rights of the governors allocated to the first group shall not be lower than the frequency of voting rights of those of the second group. Subject to the previous sentence, the first group shall be assigned four voting rights and the second eleven voting rights”.
“As from the date on which the number of governors reaches 22, the governors shall be allocated to the three groups according to a ranking based on the above criteria. The first group shall be composed of five governors and shall be assigned four voting rights. The second group shall be composed of half of the total number of governors, with any fraction round up to the nearest integer and shall be assigned eight voting rights. The third group shall be composed of the remaining governors and shall be assigned three voting rights”.

“Within each group, the governors shall have their voting rights for equal amounts of time”…. “The GC, acting by a two-thirds majority of all its members, with or without a voting right, shall take all the measures necessary to the implementation of the above principles and may decide to postpone the start of the rotation system until a date on which the number of governors exceeds 18”.
Really, this amendment of the ECB Statute, done in 2003, is a clear message that, in order to have an easier decision making under a much larger number of Member States, the “one member one vote” is definitely kept only for the six EB members, although the principle of one member one vote is not breached, since it is true overtime, given that no NCB will have a permanent voting right but, at the same time, no NCB governor will be out of the vote for ever. 

 Thus, the EB 6 voting rights may still be as important as if the Euro Area would have the 15 European Union Member States as Euro Area Members (but less than today with the present 12 NCB) to achieve a simple majority, given that the total number of votes will be capped at 21 at any time or number of Member States. Moreover, the rest of the GC, that is, the NCB, will have their votes weighted by their relative GDP and their relative financial institutions weight in the total Euro Area. That means that the NCB governors of the largest five Member States (that is, Germany, France, (the UK?), Italy and Spain) will have four votes, which together with the six votes of the EB will come close to a simple majority. Thus, some additional votes of the eight voting rights from the second group of medium size Member States NCB governors which in a few years could be composed by, the Netherlands, (Poland ?) Belgium, (Sweden?), Austria, Greece, Portugal, (Denmark?) (Czech Republic ?) (Hungary?) and Finland, may be necessary to achieve a simple majority.

The importance of the EB permanent six voting rights can be explained with the (guessed) system of voting today at the ECB. Every decision on interest rates is taken by simple majority of the GC, where each NCB and EB member holds a single, non-weighted, vote and the President vote decides in the case of tie. Nevertheless, at present, most of the decisions seem to be taken by consensus. The reason seems quite obvious. First, every GC usually starts with a “tour d’ horizon” in which, first the EB, through one of its members, and then all the NCB governors, express their views on the economic situation in the Euro Area and in their own countries. Second, by listening to the previous speakers, the President receives clear information on the preferred interest move of each EB member (that he should know in advance) and of each NCB governor after he has spoken, thus, allowing for the mental exercise of “shadow” voting and for figuring out the proposition of a decision that could win a vote. 

Provided most EB members vote with the President, the potential dissenters realize that have nothing substantial to gain from disagreeing and that do not want to be outvoted in such a small group, so they have an incentive to act collegially and to join the consensus. Naturally, this outcome would be different if the minutes of the meetings were to be published later, in such a case, the dissenters may prefer to vote against. Something similar may happen in the future with 15 NCB governors with voting rights at any time, instead of the 12 NCB of today, but it will be more difficult given the larger economic heterogeneity and lower cyclical synchronization of its members.

With the new voting rules, the ECB tries to achieve a series of objectives. The first one is to give more prominence to the EB in respect to the NCB governors in order to streamline the decision-making process and avoid the predominance of national interests. The second one is to avoid frequent and disruptive changes in the voting membership, so that the course of monetary policy remains steady and predictable. The third one is to ensure that conditions prevailing in the largest economies be given due weight in the decision-making process. The fourth one is to reduce the number of voting GC members to make the working of the decision process more efficient and give sharper signals to the markets and finally, to maintain at the same time some democratic accountability with the populations of the Euro Area member States.


Although the ECB proposition to reform the voting procedures of the GC apparently solve most of the issues concerning the dramatic changes that produces Enlargement in the decision-making process, avoiding an almost impossible reaction by the ECB to the threat of random shocks and making monetary policy more efficient and prompt to tackle them, such a proposition also shows certain shortcomings:


The first one is that it seems to violate one of the main principles of the ECB statutes, which establishes that the NCB governors sit on the GC in a personal and independent capacity, not as national representatives. In this new proposition the NCB governors are given different voting weights according to the economic importance of the Member States that they represent and have different voting tenures and periods of rotation according to the same criteria. It seems as if the ECB has decided, after several years of experience, to abandon such a principle and consider that the NCB governors are more representatives of the national interests of their respective countries than independent, leaving only the EB members as truly independent.


The second one is that the voting cap may still be, in reality, too large to gather a smooth process of consensus in the ECB decision-making. To achieve a consensus among 21 voting members is not going to be easy, given that many new entrants growth rate will be very little synchronized wit the “core” Member States and, at the same time, through the Balassa-Samuelson effect they may produce more inflation to the Euro Area, and, as a result, it might happen that sometimes rates will be kept unchanged, as it happens already now, because it proves very difficult to gather consensus in favor of a rate change if the peripheral Member States have little synchronization with the core Members. The US FED rotation system has proved to be very efficient because there are only 12 members who vote in its Federal Open Market Committee, which is the one taking the final decisions on interest rate changes, of which, 4 are regional governors 1 is the President of the New York FED and 7 are permanent voting members, and the Chairman plays also a major role. Therefore, the ECB should have tried to reduce further the number of NCB members to 15. For instance, the 6 permanent voting members of the EB, plus another 9 GC members representing the 28 potential NCB governors, would mean that a simple majority could be achieved by the EB members (provided they reach a consensus) plus two NCB governors and that each governor could have one year voting tenure every other two, or two years voting every other four.


The third one is that it proves that the negotiation with the present NCB governors of the GC has been very difficult and that it has limited the extent of the reform. A clear sign of this difficulty is that, paradoxically, a tiny country as Luxembourg could have at least initially a more weighted vote and longer tenure than Poland, the sixth largest country in terms of population of the future Euro Area, and a larger GDP than the Grand Duchy. Therefore, it should be a system of rotation based purely on a mixture of GDP and population weights and not on the relative size of its financial sector. 
Given the end result of the new ECB voting system, it would have been much simpler if, instead of weighting the votes according to economic and financial size and of introducing a very complicated and asymmetric rotation system, the ECB proposal to the EU Council would have been to delegate to the six members of the EB the decision about interest rate changes, while all the rest of the GC members participate in the discussions previous to that decision or, as a second best, even to let them vote by rotating individually with one member one vote (without any weighting). This would be a similar system to the one adopted by the FED, which has a Board of Governors (BG) composed of seven permanent members appointed for 14 years and its President and Vice President are chosen among these seven members for four years renewable. The policy making body of the FED is the Federal Open market Committee (FOMC) which is composed of the seven permanent governors, the President of the New York Fed and four other presidents of the other 12 regional Fed Banks, who rotate on a one year basis, following four groups of Banks, One from Boston, Philadelphia and Richmond, another from Cleveland and Chicago, another from Atlanta, St Louis and Dallas and another from Minneapolis, Kansas City and San Francisco. All the 12 presidents of the regional Fed Banks attend the meetings and participate in the debates, even if they do not have a vote.  

