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Leadership Scramble at the European Central Bank

Jacob Funk Kirkegaard handicaps the voting for the new president of the European Central Bank and explains how
the sovereign debt crisis will affect the voting.
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The European Central Bank [ECB] is going through unusual public turmoil over its
decision on new leadership for later this year. Jacob Kirkegaard of the Peterson Institute for
International Economics is here with me, Steve Weisman, to talk about it and tell us the
consequences for the world economy, maybe for the US economy. Thank you, Jacob.

My pleasure.
The term for Jean-Claude Trichet as president of the bank is up in October?
In October of this year.

The latest development is that the leading candidate from Germany has taken himself out
of the running. What does that mean?

I should say in the beginning, it’s actually not unusual for the selection process of the ECB
to be politically controversial. If we go back to the last decade, when the first president was
actually selected, Wim Duisenberg, there was a huge fight over him. And actually Jean-
Claude Trichet then took over after he had been installed for just half of his initial eight-
year term. So this isn’t “something new” in many ways. It’s always seen as a very political
appointment, which is also why we are in the situation that we're in today.

But it's compounded currently by the economic and financial crisis in generations.

Yes, the European Union and the eurozone in particular, in the last year or so, have been
through some pretty rough waters. In which of course the ECB itself has played a very
central role. It’s obviously sort of upping the political pressure here quite a bit.

Let me start by stepping back for a second. Under Trichet, the bank has played, in your view,
a constructive stabilizing role. But it isn't always seen that way in other parts of Europe?

Yes. I think basically absolutely, I think the ECB—what the ECB did in April and May
2010 to loosen its collateral requirements and ultimately agree to buy peripheral sovereign
debt in the secondary markets.

Peripheral, meaning?

First and foremost Greek, but also Irish and Portuguese debt, which for the ECB was a very
huge step and one that I think was very constructive. It certainly played a very calming role
in the financial markets. But in many ways that decision is actually, in my opinion, at the
root of the situation that we see right now, because what happened immediately after the
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ECB took this decision in early May 2010, which was taken with dissent on the governing
board, wasn't a unanimous decision.

Now the ECB doesn’t publish minutes. So we don’t actually know for sure who voted
against it. But what then happened was that Axel Weber, the head of the German
Bundesbank, went out and publicly criticized this move by the ECB by basically saying that
he thought it was a bad idea and it would lead to the potential for inflation in the future.
And that decision by him to go public with his criticism, I actually think is the key for why
he has now ruled himself out of the ECB succession race, because first of all it made him
extremely unpopular within the European Central Bank itself.

Is he, as the head of the Bundesbank, a member of the board of the ECB?

Yes. The ECB governing council comprises the six members of the ECB executive board.
And then all the presidents of the members of the eurozone, the national bank governors
of the eurozone. In that sense he’s a member of the governing council that takes interest
rate decisions. So that made him extremely unpopular within the ECB, because he basically
broke message discipline, if you like. But it also--and this is crucial--it also made him quite
unpopular inside the German government. Even though the point that you shouldn’t buy
government bonds as a central bank is a traditional, shall we say “German point of view,”
— you shouldnt mix monetary and fiscal policies — in the last 12 months it has actually
suited the Merkel government very well, in my opinion, to have the ECB be the financial
firefighter during this crisis. Obviously in that capacity [the ECB] goes out and buys bonds
in the markets to try to calm them down.

So what Axel Weber ultimately achieved was that he first of all, made it more difficult for
him to be accepted as an ECB president. But he also made it less likely that the German
government would push very hard for his candidacy, which is why I think that he basically
now has decided--realizing that he ultimately wouldn't be nominated by the German
government -- that he would rather decide under his own time and circumstances to
basically take leave rather than be seen as the loser of a process that he couldn’t win.

Who are the other leading candidates now, including I think another who was mentioned,
Mario Draghi [governor of the Bank of Italy]?

Yes. There are several candidates. You mentioned Mario Draghi, who is the head of the
Italian Central Bank as well as the chairman of the Financial Stability Board. In addition, I
think it’s fair to say that Mario Draghi is the only candidate that has openly been suggested.
The Italian prime minister has put him forward as a candidate.

Clearly he is very qualified in many ways. I think if you were to choose a new ECB
president solely on the merits of the individual candidates and without looking at the

sort of broader political process, I think Mario Draghi would be a shoe-in because he has
the experience. He knows the financial markets very well. But, unfortunately for Mario
Draghi, choosing an ECB president is always an inherently political decision. And what

is happening right now is that as we move in the next couple of months in the European
Union, the next summit of heads of government and state will be in late March. And there
they have to agree on basically what to do about Greek debts.

You mean whether to restructure [the debt]?
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Yes. Whether to restructure or I would say rather, decide in precisely what shape or form the
Greek debt will be restructured so that you can avoid, in my opinion, haircuts on private
sector bond holders. But as a quid pro quo for that, France and Germany have proposed
what they call a pact for competitiveness, which is essentially a set of metrics or a set of
policies that other member states will have to agree to for France and Germany to agree to
ultimately restructure Greek debt, and perhaps also give some debrt relief to Ireland as well.

And there in that process, which is actually far more important in my opinion then who
gets to lead the European Central Bank, there have been a lot snide remarks by other
member states about what they see as France and Germany’s attempt to re-establish
leadership and steamroll their proposals through the European Council over the protests of
the small member states.

So I actually think that the next ECB president will be from a small member state. Because
now that the German frontrunner is out of the game, essentially Angela Merkel has a
bargaining chip to play. And I think she will much rather give the ECB presidency, as a
symbolic gesture, to the small member states of the European Union and thereby have
them in return accept essentially more of the French-German policy proposals for this pact
of competitiveness that you have to agree on.

Do they have their candidate?

Yes. I think so. I mean is if you start looking at very quickly, who are the small
candidates....

Small country candidates.

‘The small country candidates that are conceivable, well, first of all it won't be anybody from
the peripheral states. So no Portuguese, no Greek, and no Irish. You won't have a Belgian either
because is a Belgian, Herman Van Rompuy, is now the President of the European Council.

And no Spaniard.
No Spaniard either because Spain is not a small country.
Right.

And you won't have a Dutch because the Dutch had the first presidency of the ECB. And you
won't have a person from Luxembourg either because of the fact that Jean-Claude Juncker is
now the head of the Eurogroup. You probably won’t have an Austrian either because this had
to do with the fact that Austria had a representative on the ECB governing or executive board.
So they have also been disproportionately over-represented in the ECB recently.

So who's left?

Yes. Yes, well 'm getting to it. Essentially you're left with, in my opinion, two credible
candidates: which is the Governor of the Bank of Cyprus, [Athanasios] Orphanides, is
actually a former Federal Reserve economist. He is a very well-respected governor. He’s my
dark horse. I think he has the problem that he’s essentially viewed as not quote, unquote
“German enough.” Germany would probably want a northern candidate because the ECB
president at the end of the day has to help Angela Merkel convince the German public,
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that the euro is stable. And therefore, right now my candidate is Erkki Liikanen, who is the
Central Bank Governor of Finland.

First of all because as I said, he’s from a small northern country, but he’s also--and this is
also something that is important because ultimately this is a decision taken by EU leaders-
-Liikanen is a former politician. He has been both a European commissioner and also the
finance minister of Finland. So he’s a very pragmatic politician, which is something that I
actually think ultimately EU leaders would like to have as their ECB president. So yes, 1
think Liikanen is the man.

Who basically negotiates this? Is it the finance ministers, the leaders of the various eurozone
countries or the board members themselves?

No. It’s fundamentally a decision taken in principle by all of the EU member states, heads
of states and government. So it’s not the finance ministers, it’s the leaders. But in reality of
course it’s only the heads of state and government from the eurozone that decide this. And
as | said, that’s why it’s impossible for me not to think that this decision is going to be part
of a broader, bigger political compromise over not just personnel at the head of ECB but
also policy substance for Europe going forward.

And I also think it is important to note that, particularly in the financial markets, 1

think there is a tendency to overplay the role of central bank presidents or governors. We
certainly know that from the United States, when there was a lot of concern when [Paul]
Volcker retired and also when Alan Greenspan retired. But the key here is that unlike in the
case of the Federal Reserve, for instance, where there is a strong consensus for unanimity on
the governing council or on the Federal Reserve board, that isn't the case in the European
Central Bank. They don’t have a consensus norm there.

Actually, if youre the head of the ECB, you have only one vote and there are 22 or 23 other
members that also have the same number of votes. So it’s not really about your personal
decision or your vote. It’s really about the president’s ability to win over the majority of the
ECB governing voting members.

And Trichet has done a good job on that?

Jacob Kirkegaard: Oh absolutely. I mean Trichet has been a master of that. And this was always one of the
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things that people were, in many ways, worried about with regard to Axel Weber, because
they viewed him as not sufficiently a diplomat. So if he in fact had become president, he
would have been, in my opinion, very weak because he would not have been able to sway
the majority of the ECB governing board to his opinions in the same way as Trichet has.
Which is another reason why ultimately the German government probably decided not to
push for him sufficiently hard.

Jacob Kirkegaard, I guess we'll know in a matter of months whether your dark horse is
going to emerge.

Yes. The ECB president will probably only be announced in the EU council in June.
Okay. Thank you, Jacob.

L
My pleasure. -1



