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Small states in Europe are seen to face two substantial threats to their economic sovereignty.  First of all, it has become almost commonplace to argue that increased economic integration, especially international financial integration, has severely limited the ability of states to pursue autonomous economic policies.  Small states in Europe are particularly susceptible to this sort of threat, as many of them have a long history of economic openness and integration.  In addition, many states have sought refuge from this sort of international economic pressure in regional monetary arrangements such as the Economic and Monetary Union (EMU) in Europe.  However, membership in these sorts of institutional arrangements also brings a significant loss of sovereignty.  After all, these sorts of arrangements entail a rigid exchange rate commitment from signatory states.  Thus, conventional wisdom would expect us to find the most circumscribed monetary policies in those states that have embraced financial liberalization and integration (on the one hand) and bound themselves to rigid monetary agreements (on the other).
Jens Forssbæck and Lars Oxelheim question this conventional wisdom by examining the nexus of money market developments, international money market integration and monetary policy options in Europe.  The empirical focus of Money Markets and Politics is on eleven small and open European countries, which are grouped in ways to examine the effect of various political institutions (very broadly defined).  In particular, their study covers seven members of the EMU (Austria, Belgium, Finland, Greece, Ireland, The Netherlands and Portugal); two countries that are members of the European Union (EU) but not the EMU (Denmark and Sweden); and two countries that are outside the European Union (Switzerland and Norway).   
The study itself is divided into two main parts.  The first part focuses on domestic developments and market conditions in each of the eleven states.  Chapter 2 provides a general overview of the relevant background factors (such as size, degree of openness and overall financial openness) in each of the countries under study.  Chapter 3 describes domestic money market developments (e.g., the emergence of new markets and the deregulation of domestic financial systems) and examines some of the effects of these changes.  Chapter 4 discusses money market developments and monetary policy operations in these countries, with an eye on evaluating the degree to which a country’s domestic monetary policy is exposed to competitive forces.  
The second part of the book examines international developments and their effects on these small states from a perspective of the so-called “inconsistent trinity”, which holds that states cannot employ more than two of three key policy objectives (capital mobility, monetary autonomy and a fixed exchange rate) simultaneously over a long period of time.  Toward that end, Chapter 5 describes developments in national exchange rate policies and the liberalization of cross-border capital movements; Chapter 6 measures the degree to which national monetary markets have been integrated internationally; and Chapter 7 gauges the degree of monetary autonomy enjoyed by different states under various conditions (i.e., degrees of capital mobility and varying policy regimes).  
By describing developments across both these dimensions (domestic and international), the authors hope to develop some lessons about the sort of policy options available to small open economies in Europe.  Many of these lessons are discussed under the disparate chapter subheadings in Chapter 8, which concludes and summarizes the main arguments of the book.  Most of these findings are negative, in the sense that conventional expectations were not confirmed in the empirical studies.  For example, the authors do not find any evidence of a single European money market; of large and systematic differences in nominal exchange rate volatility across exchange rate regimes; or of any collective pattern for EMU countries (although a pattern of increasing financial integration can be seen over time).  Indeed, the authors find little empirical support linking general economic indicators and EMU membership.  Rather, the evidence seems to suggest that monetary policy operations are largely invariant to EU and EMU membership; that the choice of exchange rate regime is not a good predictor of monetary policy autonomy; and that there are costs to EMU membership (but they do not appear to vary systematically with the exchange rate regime). 

In short, contrary to the strong and clear priors mentioned at the outset of this review, Forssbæck and Oxelheim find weak and complex relationships between regime choice, level of financial integration and monetary policy autonomy.  As might be expected, international monetary policy is shown to be transmitted from large countries in the international economy to the small countries in their study (they are, after all, policy-takers).  What is surprising, perhaps, is that the trends are strongly influenced by US and G5 policies (not just German policy influence).   Beyond this larger pattern, however, the authors find little systematic relationship between exchange rate regime choice or membership status in the EMU and autonomous policy outcomes.  In particular, they find that a more flexible exchange rate regime does not seem to translate into greater monetary policy freedom.  Instead, a nation’s degree of monetary policy autonomy seems to reflect its degree of international financial integration.

Money Markets and Politics offers a bounty of comparative, cross-national statistics that document important money market developments in these eleven countries.  The authors have gone to great lengths to present a consistent set of data over a broad range of areas, during a time of remarkable turmoil and change.  As the authors note in the book’s preface (p. x), it is “interesting, if daunting, to discover how much more difficult the data-gathering process has become in a deregulated world, now that the former control authorities no longer require detailed reports about cross-border operations”.  The author’s tenacious and careful effort at gathering and presenting this data will surely benefit future generations of small state researchers.  This grasp of the empirical detail and its clear presentation in comparative form will make it a useful and attractive source for its intended audience of economists, bankers, policy-makers and regulators. 

By contrast, political scientists may be troubled by the way in which the authors have tried (or, more accurately, avoided) to operationalize political influence: there is remarkably little explicit discussion of the role of politics in a book entitled Money Markets and Politics.  More often than not, the authors are satisfied to operationalize politics as a residual: politics becomes the fall-back explanation when economic variables proved to have little explanatory leverage. 
The most explicit attempt at measuring political influence is found in the way in which the authors present their evidence in terms of a state’s institutional relationships to the EU or EMU.  While there are good theoretical grounds for expecting membership in a monetary union to influence policy autonomy, it is less clear why EU membership itself should be one of the most important variables for explaining cross-national variation in the sample.  These eleven countries enjoy a remarkable history of economic, political and cultural integration—the effects of which extend far beyond formal EU membership.  Indeed, even Norway—which stands furthest from the institutional focus of this study—is bound to all of the relevant EU directives by virtue of its membership in the European Economic Area (EEA). 

Neither is it entirely clear why the most important political cleavages should fall along EU/EMU membership lines.  For example, it is not unreasonable to suggest that Sweden, Denmark and Norway share more political features than do Norway and Switzerland, though the authors’ institutional divide suggests that the most important political cleavage is between Sweden and Denmark (on the one hand) and Norway and Switzerland (on the other). 
Finally, to the extent that the authors wish to generalize from their findings, their sample spread (in terms of, for example, outcomes and institutional affiliations) is remarkably thin and patchy.   After all, it is difficult to argue that Norway and Switzerland are in any way representative of the universe of “European non-EU countries”.  Norway (because of its petroleum incomes) and Switzerland (because of its role in the world’s financial system) enjoy very unique economic relationship to the EU (and the world, for that matter).  This makes it somewhat problematic to generalize from their experience.
By focusing on the political limitations to this study, I do not wish to detract from its important contribution.  Careful study of the experiences of these eleven countries can provide important lessons for other economies (both in Europe and beyond) struggling to balance the conflicting demands that are placed on them in a world that is increasingly marked by financial integration.  The first step in this learning process is the collection and classification of relevant data in a comparative framework.  Toward that end, Money Markets and Politics provides an excellent and useful empirical platform upon which such lessons can be drawn and eventually expanded. 
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