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EURO ZONE EASTERN ENLARGEMENT AND
ECB’S VOTING MECHANISM REFORM

Mihai Sebed’
Abstract

The present paper analyses the issue of the vatiaghanism reform within the
ECB, as a consequence of the Eastern enlargemetiteoEU. Now it is known that
beginning with the *L January 2007 the euro zone will “go east” as Stugewill be the
first Eastern country the will join EMU’s%stage.

The eastern enlargement raises more complex clygkeffor the ECB because of
three main aspects: 1. the new member states laveatch up” and this is very
important when setting the interest rate, 2. thev member state’s economic weight is
very small comparative with their prospected positin the Governing Council, and 3.
in the absence of the reform the ECB’s Governingin€d would become the body
evincing the highest number of voters, as compangith other decision-making
structures of other central banks, such as the Hading very difficult for such a body to
take monetary policy decisions.

Based on those challenges, the ECB will implememva voting mechanism. Even
so, this will not solve the problem of having lammonomies with weak representation,
and small economies that have strong representatidime Governing Council.

1. The Eastern enlargement and the real convergencehy does it matter for
ECB and its voting mechanism?

Real convergence means the reduction or even @tiomof per capita GDP gap
between the EU 15 and new member states or accedingries. This challenge of real
convergence needs economic growth for SEE courgrister than EU's, which implies
the convergence of prices and wages. Eastern oesintiave a weak performance
concerning per capita GDP.

Should real convergence be reached within the EMid to be expected that poorer
countries should have growth rates that are sup#&ithe overall euro zone, until the
levels of prices and productivity no longer subsgdly differ. This process will go on
due to competitive markets, until the GDP per eqjstthe same all throughout the euro
zone.

Before 1999, there used to be a trend stating d@inatenlarged monetary union
including Portugal, Spain, Italy and Greece willspodifficulties to the ECB in
implementing a restrictive monetary policy. Expede has shown that “poorer”
countries register higher growth rates than thenggest, France and Germany. Moreover,
the real convergence process involving “poorer’ntoas also entails higher prices hence
higher inflation rates. Such countries would ratieve a tighter monetary policy than the
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ECB'’s current one, addressing the overall interefstse euro zone.

Currently, even a fast convergence in the caseodual, Spain or Greece is not
likely to pose problems for the Eurosystem to reigglinflation target. These countries
are nonetheless close to the EU average, and rdt@rin the harmonized commodity
price index for the euro zone is and shall remaim'i

After EMU enlargement, things became more compitdtecause ECB will follow
a monetary policy for the euro area interest, anili not look at a specific country’s
inflation.

Anyway the Eastern countries will still have a lper capita GDP at the moment of
EMU accession, when they will have voting rightstlie Governing Council. This will
complicate the voting process, in the context ofertynamic economies.

That means that an enlarged euro area will be mgnamic and will need higher
interest rates. Are there any chances for highesra be in the interest of the euro area
as o whole? Which are the challenges for the Gawvgr@ouncil voting system? How
important will be the inflation rate in Eastern otnies for euro area inflation? We can
see a few more challenges that EMU members asas@&hstern Countries have to meet.

From this standpoint, we can see that both the B@Bthe euro zone states would
have reasons to fear new members acceding to the# the more so if we take Great
Britain’s accession into account.

2. The necessity of a reform of the ECB’s voting nohanism

As we know, the EMU institutional framework is umidén by centralized decision
and decentralized implementation. The voting meidmaris extremely important since
the participation of national representatives tciglen-making is not to hold national
interest into account. Even if the current mechans deemed adequate, the situation is
likely to change following EMU enlargement by nevembers.

The prospect of EMU enlargement thus raises chgdieior the ECB organizational
structure. Starting from the assumption that the eaone will be enlarged by 15 new
members, and lacking an ECB reform, we would ha@ogerning Council comprising
33 members. The ECB Council would become the beatilycig the highest number of
voters, as compared with other decision-makingctitres of other central banks, such as
the FED. Many analysts have proved that it wilivieey difficult for such a body to make
monetary policy decisions.

Another issue of the enlarged euro zone would bevanemphasized representation
of national central banks in the decision-makingchamism (as compared with
Bundesbank or the FED, where the Executive Boanhlmees dominate decision-making
bodies). Moreover, taking into account the lowaatf the new members’ economies,
they would have a political representation thapasses by far the size of their national
economie$ As an example, from the'Danuary 2007 Slovenia will join the euro zone,

! Spain and Portugal’s ratios are 1,8 respectively fnheaning that even in the case of
rampant 10% inflation in these countries, the ztamget can be reached if it is under 1% in the
other countries. Anyway this situation could haegative effects by affecting the competitiveness
of these economies.

2 For a sound analysis, see Berger et alia (2003)
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and its Governor (Mr. Mitja Gaspari) will have ativg right in the ECB’s Governing
Council. As long as Slovenia’s GDP represents alfigo of the euro zone GDP, Mr.
Gaspari will have one vote, which will represer@%s,of the governors voting rights, or
5,2% of the total 19 voting rights.

In this respect, the voting mechanism of the ECBisien-making bodies will
change. There were a series of proposals for changablications in the field, among
which: setting up a limited participation MonetdPplicy Council that would operate
under the Governing Council; introducing constitseras in the case of the IMF;
increasing the Executive Board’s number of votesdjusting the national governors’
vote rights function of the economic size of eveoyntry®

Consequently, the reform issue has been serioadgnt into consideration. In
December 2002, the ECB Governing Council has unamsty decided on the content of
the voting mechanism reform proposal, which is Aalisly necessary when
contemplating the euro zone enlargement prospects.

Once the Nice Treaty was in force on Februaiy2003, the ECB has formally
adopted a recommendation regarding the change eofGiverning Council’'s voting
mechanism. The ECB recommendation was passed tmet&U Council in February
2003. Based on this recommendation and takingdotmunt the opinions expressed by
the Commission and the European Parliament, Th&€&lhcil, convened at the level of
state or government heads, has unanimously dédidetange article 10.2 of the SBEC
statute. The decision was ratified by the 15 merstses in order to be in fofce

What does the decision comprise? According tdlithe members of th&overning
Council will continue to attend meeting¥et the number of national central bank
governors having a right to vote will not be largigan 15, the 15 votes being covered by
rotation based on a pre-set rule, whereas the ExedBioard members will preserve their
vote rights. In order to cover the necessity tlwategnors with a right to vote should at all
times be from countries that would represent togrethe euro zone interests, they will
have the right to vote with a certain frequencyedabon groups of countries.

Governors will thus be part of different groupsidtion of their economies’ ratios in
the euro zone, resulting by calculating an indeat thill comprise, apart from the GDP,
the size of financial markets. When the number @mintries in the euro zone reaches
between 16 and 21, the rotation system will opdrated on two such groups, and when
the zone is made up of 22 members, the systenbeviiased on three groups. Governors
in each group will hold the right to vote for eqpakiods of time.

Let us now exemplify its operation with 21 and 2&mfbers. According to the
above-presented data, the proposal stipulate®titatthe EMU reaches 16 members, the
number of national central bank governors withghtrito vote in the Governing Council
should be restricted to 15, based on the rotatystem. Thus, in the case when EMU

! Also see De Grauwe (2003), Berger (2003), Euro@@mmission (2004)

2 The proposal was made based on the Nice Treatjspns. European leaders have been
unable to find a solution at the Nice meeting theyt have inserted the empowerment clause,
which has allowed the Council to change the votaygtem based on a proposal from the
Commission or the ECB.

®0On 21.03.2003

* European Commission (2004)
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comprises 21 members, the two group system willded. Member states among the 5
large economies will have 4 votes, whereas ther diecountries will hold 11 votes. In
case the EMU is enlarged to 27 members, the thaggystem will operate, where the
first 5 economies receive 4 votes, the followinght#e 8 votes, and the other 8 will have
3 votes. (See annex 2)

To conclude, the new voting system is character®esoundness, being designed to
adapt to the euro zone enlargement up to 27 qthtesurrent EU states, which Romania
and Bulgaria will join).

Nonetheless, one can appreciate that in time, thation system might prove
difficult even if sound and robust, atldat it is likely to lead to decision-making gaps
when the euro area comprises a high number of membe

Anyway, even in the event that the reform doesfulty eliminate the difficulties in
the decision-making system, it nonetheless repteserstep forward. We should not
forget that Bundesbank or the Federal Reserve Ry¢fED) have improved the
operation of their bodies in time. It took years tbese institutions to learn how to
combinﬁ the benefits of a regional structure wile effectiveness of a centralized
decisior.

3. Will the new voting mechanism eliminate the prolems?

Thus, the reform of the ECB Governing Council’s evatystem is of special
importance to eastern enlargement, and as we Iavens entails a limited number of 21
voteg, regardless of the number of members the euro wilheomprise.

The proposed ECB reform will not fundamentally s to enlargement
challenges. With a total number of 21 members withight to vote, the Governing
Council will be smaller than without a reform barder than, for instance, the similar
FED body.

! See also Berger 2002
215 of the Governors + 6 of the Executive Board
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Moreover, the reform will not do away with the issef member state representation.
Even in the case of the proposed reform, statds asidtaly, France or Germany will be
insufficiently represented, whereas states sucMalta, Latvia or Estonia will have a
larger ratio than the size of their economies. &lae fears that a “tyranny” of minority
might emerge even with a reform.

Graph 1 proves the lack of symmetry between then@oic importance of every
country and the part they will play in an EMU egled to comprise 27 members.

The lack of correlation between economic importaacel the role of national
governors is even better outlined by graph 2, wiaee can see that the first group has a
74.63% economic participation and 4 votes, whetlerasecond group would have just a
24.21% GDP ratio and 8 votes!

! See also Berger (2004).
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If we are to refer to the last group as well, il wepresent just 1,16% of the GDP yet
it will hold 3 votes in the Governing Council. Ifi ithe case of the current euro zone
composition, the Executive Board could vote for auerage interest rate, in case of
enlargement it is highly likely that the desiredenest rate distribution should be
asymmetrical. Therefore the voting process willdifécult, running the risk that certain
countries with major economic importance shouldubsatisfied with the interest rate
decided by the Governing Council. In this sense BB and large states’ apprehension
might be, again, grounded.

Consequently, even if prone to controversies, #ferm is a step forward. One
should not forget that it took years to the Bunaegbor the FED to perfect the operation
of their bodies.

Conclusion

The EU’'s Eastern enlargement means the possibiityeuro zone eastern
enlargement as well. In this sense we can imagowe hard will be to implement a
monetary policy for 25 or 27 members.

Based on this assumption that the euro zone wikrdarged by 15 new members,
and lacking an ECB reform, we would have a Goveynouncil comprising 33
members, being very difficult for such a body tokenanonetary policy decisions.

Moreover, an enlarged euro zone would be an ovdrasiped representation of
national central banks in the decision-making meism (as compared with Bundesbank
or the FED, where the Executive Board members datidecision-making bodies).

This is why the ECB’s viting mechanism is a refaubject. The voting syetem will
change when the euro zone will comprise more tflamémbers. From this point on the
national governers total number will not exceede 15

The 15 votes will be covered by rotation based oprexset rule, whereas the
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Executive Board members will preserve their voghts. Governors will be part of
different groups, function of their economies’ ostiin the euro zone, resulting by
calculating an index that will comprise, apart frim GDP, the size of financial markets.
When the number of countries in the euro zone e=abletween 16 and 21, the rotation
system will operate based on two such groups, amehwhe zone is made up of 22
members, the system will be based on three grdapgernors in each group will hold
the right to vote for equal periods of time. Thhe hew system is designed as a robust
one, in order to assure the functioning of the exmrme comprising even 27 members.

Anyway, if we look at the ECB’s voting mechanisrhe tproposed reform will not
fundamentally respond to enlargement challengesGitverning Council will be smaller
than without a reform but larger than, for instaribe similar FED body.

Moreover, reform will not do away with the issuerémber state representation.
Even in the case of the proposed reform, largen@oies such as Italy, France or
Germany will be insufficiently represented, wheresasaller economies states such as
Malta or Estonia will have a larger ratio than #iee of their economies.
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ANNEX 1 THE RATIO/WEIGHT CALCULATION IN THE CASE OF ECB’S VOTING
MECHANISM REFORM
TABLE 1.1
Each country’s relative
Crt. No. | Country Wheight in overall ratio related to the
B GDP (2003) overall number of
governors’ votes
GROUP 1
1 Germany 21.84% 5.33%
2 United Kingdom 16.08% 5.33%
3 France 15.83% 5.33%
4 ltaly 13.30% 5.33%
5 Spain 7.58% 5.33%
GROUP 2
6 The Netherlands 4.63% 3.81%
7 Belgium 2.72% 3.81%
8 Sweden 2.71% 3.81%
9 Austria 2.28% 3.81%
10 Denmark 1.93% 3.81%
11 Poland 1.88% 3.81%
12 Greece 1.56% 3.81%
13 Finland 1.46% 3.81%
14 Ireland 1.36% 3.81%
15 Portugal 1.36% 3.81%
16 Czech Republic 0.76% 3.81%
17 Hungary 0.75% 3.81%
18 Romania 0.50% 3.81%
19 Slovakia 0.29% 3.81%
GROUP 3
20 Slovenia 0.25% 2.50%
21 Luxemburg 0.24% 2.50%
22 Bulgaria 0.18% 2.50%
23 Lithuania 0.16% 2.50%
24 Cyprus 0.12% 2.50%
25 Latvia 0.09% 2.50%
26 Estonia 0.08% 2.50%
27 Malta 0.04% 2.50%
Total 100% 100%
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Table 1.2

1 2 3 4 5 6
No. of Votes Group | Country Group The
countries frequency| frequency| weight relative
(217) weight of
each
country
Group 1 5 4 80.00% 16.00% 26.67% 5.33%
Group 2 14 8 57.14% 4.08% 53.33% 3.81%
Group 3 8 3 37.50% 4.69% 20.00% 2.50%
27 15 100.00%
Source: Eurostat, ECBMonthly Bulletin 05/03 own clculations
Notes:
1. The division per groups (table 1.1) is performedction of the GDP weight
only;
2. Intable 1.2, columns 1 and 2, groups and numbeotas comply with the ECB
proposal;
3.

In column 5, the group weight in the overall govwsi votes is calculated by
dividing the number of votes (4, 8 or 3) to the Vehoumber (15);

4. In column 6, every country’s ratio/weight matchles group ratio to the number
of countries in the group;
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Annex 2
voting mechanism

The reform of ECB’s

Table 2.1 The euro zone having between 16 and 21 mmeers: two-group
rotation system (first stage)

Number of governors in the Governing Council

16 | 17 | 18| 19| 20| 21| 223
more
No. of voting
1ot | nights/ No. of 55 | 55 | 55 | 45| 45| 45
governors Second
group .
stage:
Voting frequency | 100% | 100% | 100% | 80% 80% 80% | rotation
No. of voting system
2" rights/ No. of 10/11 | 10/12| 10/13 11/24 11/1p  11/16with three
group | governors groups
Vating frequency | 91% 83% 77% 79% 73% 69% | (table 2.3
The sum of voting 15 | 15| 15| 15| 15| 15
rights

Table 2.2 The euro zone having more than 21 membetsthree-group rotation

system (second stage)

Number of governors in the Governing Council

16-21 22 23 24 25 26 27
1% No. of voting
group | rights/ No. of
Governors o 45 | 4/5 45 | 45| 4am | a5
Voting frequency fé?gtfon 80% | 80% | 80% | 80% | 80% | 80%
2" No. of voting system
group | rights/No. of 1 i | g1 | sz | sn2| 83| 83 84
governors groups
Voting frequency (Tsaetj . 73% | 67% | 67% | 62% | 62% | 57%
3 No. of voting 2.1)
group | rights/ No. of 36 | 36 | 37| 37| 38| a8
governors
Voting frequency 50% 50% 43% 43% 38% 38%
The sum of voting rights 15 15 15 15 15 15 15

Source:The adjustment of voting modalitiesin the Governing Council, in ECB,
Monthly Bulletin, may 2003
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