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ABSTRACT

On the Role of Conflicting National Interests in the ECB Council*

This Paper studies the strategic interaction between Euroland’s national
macroeconomic players and the European Central Bank (ECB) council under
two alternative assumptions on central bank behaviour: (i) all members of the
ECB council are concerned about Euroland’s macroeconomic aggregates and
(ii) the ECB council is composed of national central bankers who are mainly
concerned about domestic macroeconomic conditions. Under the former
assumption monetary policy can be used to impose some discipline on
national macroeconomic players at the cost of higher inflation. Under the
predominance of national interests, however, this trade-off can no longer be
exploited. The persistence of national perspectives in the ECB council has an
adverse impact on the relationship between key macroeconomic variables
such as inflation and unemployment or inflation and the level of government
debt.
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NON-TECHNICAL SUMMARY

The Paper investigates how conflicting national interests in the central bank
council will affect the strategic interaction between the European Central Bank
(ECB) and other major macroeconomic players in Euroland. It has recently
been argued that the members of the ECB council might primarily be
concerned about their domestic macroeconomic situation rather than about
the macroeconomic development in Europe as a whole. This may be the case
in particular in countries where reappointment procedures give national
governments some control over their central bank governor’s decisions. In this
Paper we show that the persistence of national perspectives in the ECB
council may have an adverse impact on the relationship between key
macroeconomic variables such as inflation and unemployment or inflation and
the level of government debt.

The main part of the Paper deals with the wage-setting side, whilst a
fiscal policy model along similar lines is developed in the appendix. In the
main part of the Paper, our objective is to analyse the combinations of inflation
and unemployment that emerge for different degrees of inflation aversion of
Europe’s central bankers. Recent theoretical work has shown that EMU may
adversely affect the set of combinations of inflation and unemployment that
are available when national macroeconomic players internalize the
consequences of their actions to a smaller extent. In this Paper we show that
this problem is aggravated when national perspectives dominate in the ECB’s
decision process.

The Paper is closely related to a recent paper by Alex Cukierman and
Francesco Lippi that shows that a trade-off between inflation and
unemployment may emerge at the institutional stage when unions internalize,
to a certain extent, the cost of inflation. We show that this fundamental trade-
off can no longer be exploited in a monetary union where central bankers
mainly care about domestic macroeconomic conditions. The intuition that
underlies the trade-off in the Cukierman and Lippi model goes as follows: an
inflation-averse central bank credibly secures price stability. When confronted
with such a central bank, unions demand high nominal wages, leading to a
high rate of unemployment. A central bank that does not care about inflation
instead imposes some discipline on wage-setters. When wage-setters
internalize the ensuing cost of price inflation they do not realize their desired
real wage increase. Instead they raise nominal wages up to the point where
the marginal utility from further real wage gains equals the marginal cost of
inflation. Hence, lower real wages and higher employment can be obtained at
the cost of higher inflation if a government chooses to appoint a weak central
bank.



This trade-off disappears when national central bankers in the ECB
council mainly care about domestic employment and not European
employment. In this situation national macroeconomic players know that their
actions have no impact on the ECB’s decisions. This is so because individual
actions do not affect the preferred policies of a majority of the ECB council
members.

The analysis in this Paper provides some new insights in the possible
consequences of an enlargement of Euroland. With an enlargement of
Euroland the number of national central bankers in the ECB council will
increase. Such an enlargement worsens the trade-off between inflation and
unemployment in Europe if central bankers care for European aggregates. If
central bankers care for domestic aggregates instead, the enlargement will not
affect inflation or unemployment. The same holds for a reduction of the
number of central bankers in the council that one might want to consider.
Such a reduction has no impact unless ECB council members take a broader
European perspective in their decisions.

The size of the ECB council may only play a role when council
members’ preferences are not perfectly observable for national players. In this
case a small disciplinary effect may arise because it is no longer sure whether
a particular central banker will be pivotal in the council or not. In such a setting
a reduction of the number of central bankers in the council will increase the
probability that a given member will be pivotal. A reduction of the size of the
ECB council would then be a proper response to the enlargement of Euroland.
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