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Szapary, Gy. — von Hagen, J. (eds)
Monetary Strategies of Joining the Euro
Cheltenham, Glos. UK and Northampton, MA/USA: Edward Elgar Publishing
Inc., 2004, 228 pp.

There are few issues that draw more attention in the academic and policymaking
community alike than the ways, timely sequence and policy measures needed for
the new EU states to join the single currency. The latter is an obligation under the
accession treaties; however, no timely limit is being set. Thus the big strategic
question revolves around the following challenge: how to bring about nominal
and real convergence at the same time. s it true that an enforced meeting of con-
vergence criteria could only bring growth sacrifices, and if proven unsustainable,
also lead to a loss of credibility and policy reversals?

Contributors to this volume include academic economists and policymakers,
representatives of the older and the younger generation, as well as adherents of the
quick fix versus go slow strategies. However, the supreme academic maxim of
sine ira et studio is being observed. Each observer aims at maximum impartiality,
though the preferences and the different policy recommendations also become
clear. Most papers employ an extended methodological-empirical apparatus, and
several authors offer broad surveys of the literature. Others share the insights of
insiders, personal experience of policymaking and offer critical commentary.

The volume is organised along three main themes. First: how important is the
Balassa—Samuelson effect? Second: is ERM-2 suitable for the new members?
Finally: when is the right time to join the EMU?

In addressing the Balassa—Samuelson effect, authors sustain divergent views.
Some of them, like von Hagen and Zhou consider it crucially important, thus ad-
vocate softening either the inflation or the exchange-rate criterion. Others like
Gaspar consider current wide bands of the ERM flexible enough to accommodate
the ensuing additional inflation. He is joined by the broad literature survey of
Kovacs, supplemented by an empirical analysis on standardised data. He shows
that even in the period of quick productivity gains and catch-up, i.e. between
1995-2001, appreciation of the exchange rate due to this effect has been equal or
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less in the case of southern Europeans when they joined the EMU, i.e. below 2%.
By contrast, Cotis argues that capital inflows that may multiply following EMU
membership may drive up inflation considerably. Finally, in a methodological pa-
per Fagan, Gaspar and Pereira show why there is no trade-off between nominal
and real convergence.

The second question arises because real appreciation of the currencies of the
new members could be observed under a wide variety of exchange-rate regimes.
Due to the convergence play induced by the commitment to join the EMU, these
currencies have become vulnerable to changes in market sentiments. Does this
support the view that only corner solutions are viable? Braga de Macedo and
Reisen think otherwise. Floating is shown to be a non-cooperative strategy ex-
cluded by the ECB, while hard pegs have proven costly to exit. All contributors
seem to agree that meeting the exchange-rate criterion alone is not a solution, as
sound policies in the fiscal and labour-market domains need to accompany it in or-
der to survive.

The third question is easy to answer. Joining the EMU makes sense if fiscal
deficits are diminished in a sustainable fashion, that it is a trend rather than an out-
come of one-shot measures, such as fixing administered prices or temporary tax
cuts. The chapters on the Greek and Portuguese experience, most comparable to
that of the new members, indicate that there is no way to get the single currency in
an ambush. Broad public support and credible commitment by the political class is
needed if fiscal adjustments are to be lasting over an election cycle. Commenting
on this experience, [ssing notes that fiscal sustainability is the ultimate condition
for the credibility of the ERM-2 arrangements. Extending this argument, De
Grauwe shows that success depends to a great extent on the financial markets’
perception of the political will of the new member states to take EMU commit-
ments seriously and enter the regime on a sound base.

Constraints of a book review make it difficult to recapitulate the sophistication
and diversity of the arguments presented by the individual contributions. With the
benefit of hindsight it would be hard to overlook the conclusions that have high-
lighted the increased role of market sentiment and perceptions as opposed to the
more traditional views having stressed the role of “fundamentals”, which have in-
deed proven policy relevant in the 2002—2004 period in the new EU states. Like-
wise the call for more discipline in managing fiscal affairs, the need to introduce
longer-term considerations and collective rationality has only gained in impor-
tance with the populist turn of policies, triggered by the disintegrating governing
coalitions in the new member states. Finally, the fortunate combination of diverse
approaches, in terms of policy as well as methodology deserves praise. The reader
is thus provided with a full picture of a broad landscape without the usual weak-
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nesses of either wanting to iron out all differences or advancing partisan positions
in an academic disguise. This book is a welcome addition to a controversial topic,
and a good buy to any serious library.

Laszlo Csaba

Mihalyi, P.
Bevezetés az egészségiigy kozgazdasdgtandba
(Health Economics — An Introduction)
Veszpréem: Veszprém University Press, 2003, 348 pp.

Mr. X. visits a clinic somewhere in Eastern Europe. He is suffering from ill health,
feels considerable pain, and expects fast and efficient treatment in exchange for
his monthly social security payments (a quite high share of his earnings as com-
pared to that of his counterparts in Western Europe). Chances are that he queues
for hours, learns after his close to insupportable waiting time that the medical
equipment he could be checked with has broken down, the doctor supposed to
give him appropriate treatment is unmotivated and tired, auxiliary personal is
missing and the building is far from clean. In case he is finally sent to a hospital it
may well happen that his personal belongings are stolen on the first day of his stay,
the hospital’s bankruptcy forces him to bring his own medication with him, and
nurses offer him kind help only if they can justifiably expect their extra personal
compensation from him.

If this journal would be read by politicians, they would likely react to the above
story in quite instinctive ways (the pattern of which would largely depend on their
status supporting or opposing the current government). However, the targeted
reader of this journal, serious economists interested in applied economic theory
and transition related issues probably react to the above anecdotal case description
with somewhat more scepticism. Could such a fictitious and slightly apocalyptic
case description reflect the real condition of current healthcare systems in transi-
tion countries? Well, only to such an extent as any single piece of anecdotal evi-
dence could.

On the other hand, our imaginary reader of Acta Oeconomica could also easily
say “if I knew enough health economics I could more seriously assess the likeli-
hood of such a situation”. This is the kind of person we recommend Mihdlyi’s
book to, with a starting footnote that an English translation should make his book
accessible to a wider non-Hungarian speaking readership.
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Mihalyi prepared something between a textbook for semi-advanced (lower
MA level) readers and an in-depth sectoral analysis. As a matter of fact, the book
can be well used for both purposes. Still, if the author has plans to develop this
well researched and thoroughly written work, he likely should decide on one or
the other option. Only the most negative, let alone hostile critic of this book could
make references to its kind of an oxymoron type character. Nevertheless, the more
advanced reader could find some parts of the book (first of all elements of theory
in its first chapter) worth to skip, while beginners could easily believe they should
start with chapter 2, that is history and international institutional comparison. Both
choices would be mistaken.

The structure of the book is clear. Theoretical introduction is needed not be-
cause some readers might be unfamiliar with textbook level micro and social eco-
nomics but, as a much more noteworthy reason, since it is an integral part of
Mihalyi’s thinking on the subject. Like it or not (the author of this review does
with some caveats), the book is a logical line of arguments explaining why the
condition of the health sector of at least one transition country (Hungary, but gen-
eralisations within the region are not fully unwelcome) can only be improved sub-
stantially based on substantial market-oriented reforms.

The author is very correct in not qualifying this sector’s condition with such
terms as the ones Winston Churchill used when he referred himself to a potential
disaster if one of his political opponents would fall into the Thames, but a
catastrophy if that person would be rescued. No, Mihalyi simply says this sector
performs poorly in comparison to the inputs it receives. Two questions arise at this
point: (1) Could this performance be significantly improved with pouring more in-
puts into it? (2) Could any kind of serious performance improvement be achieved
with the volume of inputs basically unchanged?

Answering these two questions in appropriately sophisticated but not too out-
landish ways requires good knowledge of the material developed in the book.
Both answers could be, at the end of the day, affirmative with a huge number
of explanatory remarks. Probably the first of these would be a citation from
pp- 2324 where the author gives a convincing list of five aspects of something we
would call “THE economic problem” of the health sector, presented as require-
ments. Some of these could appear somewhat simplistic but no, these basic and
seemingly too evident economic issues obtain special meanings if applied to the
health sector. In order of decreasing importance:

(1) a clear distinction between inputs to and outputs from the sector;

(2) abalanced interpretation of scarcity adding the time factor to that of financial
resources;
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(3) well constructed benchmarks and criteria for everyday substitution decisions
(e.g. substituting simple surgery with longer care at home);

(4) good incentive patterns to facilitate close to optimal decisions on all sides of
the game (the doctor giving treatment, the patient receiving it, and the system
financing it); and

(5) an efficient everyday use of the tools of marginal analysis — consisting of a
range of strategic choices of taking decision n+/ after decision n has been
made.

Of course, such decisions are not only a matter of economic wisdom. As
Mihalyi rightly states it, the toolkit of the economist can only help in creating clear
patterns of information as one input for decisions taken on the level of the individ-
ual, the organisation or — regarding the policy level — the society. This is why his
book 1is called “... Health Economics”, and not ... Health Related Decision-
making” which would be a much more complex issue partly outside the domain of
economic analysis.

The first chapter offers a list of important theoretical topics on an appropriate
level of abstraction. Key to understanding the functioning of the health sector is
that it represents a special market, but there are many other special markets in a
modern economy as well. The problem here consists in the separation between the
one who obtains services and the one who pays for them and, in close relationship
with it, the significant number of market failures regarding health goods and ser-
vices.

A case in point is the pharmaceutical sector: monopolistic structures on that
market are known to all, but it is also increasingly conventional wisdom in modern
10 theory that monopolies may play a positive role in fostering technological de-
velopment. There are two basic strategic choices for society to follow. According
to the first option, society is ready to offer generous extra financing for costly
R&D in the pharmaceutical industry with perhaps only marginal improvements of
survival expectations for society as a whole. The second option would be for soci-
ety to encourage only such R&D which creates effective drugs for a significant
number of patients. All right, but marginal improvement in the first case may be a
question of life or death for the single patient. So how does marginal analysis work
in this sector? The descriptions of microeconomics textbooks reveal only part of
the picture, and Mihalyi is right in indicating this.

The second chapter starts with a brief introduction into public choice theory to
make it clear why optimal government decisions are extremely rare in distributing
the burdens and the benefits of healthcare to society. Early German social security
attributed to Bismarck, the Soviet model of healthcare bearing the name of Mr.
Semashko (a minister of health in one of the earliest Bolshevik governments), the
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British, the French, the American models and a number of new market-oriented
attempts at reforming former social security models are surveyed here in appropri-
ate detail.

The conclusion from this comparative analysis becomes clear from Chapter 3 —
probably the one most challenging to our hypothetical patient described in our
first introductory “case”. Is the Hungarian healthcare sector sick, ill or has it per-
haps reached terminal status?

Simple (simplistic) questions deserve straightforward answers: no, no and
again no. The reason is our hypothetical question is a bad one. The healthcare sys-
tem is kind of an interface between policy (government) and society (taxpayers).
It is not sufficient to say government should inject more money into the healthcare
system or that it should reform it one way or another. It has to be seen as well
whether taxpayers want to have it reformed (and if not, are they willing to pay
more to grease a rusty mechanism instead of offering their political support for
fixing it).

Furthermore, society also takes strategic decisions determining the future of
the healthcare system through the individual life strategies of each and every citi-
zen. If people do not give up drinking, smoking and do not scrap their obsolete eat-
ing habits, they indirectly prevent social security policy from easing the huge bur-
dens the healthcare system has to carry in the future. Similarly, if society grows
older and older it will necessarily be more exposed to healthcare. This will lead to
a situation in which smaller and smaller numbers of healthy people will have to
pay for enabling more and more of their compatriots to lead decent lives even in
their later years.

Mihalyi’s book is finally warmly recommended to the reader (and also for
translation) because it avoids the booby trap of blaming corrupt or silly politicians
for the crisis of the sector. Well, any country basically has politicians it deserves,
but the condition of its health sector is not at all independent from the health con-
dition of its society. “Vivere pericolosamente” (“living dangerously”) was one of
the popular slogans of some Italian writers and artists in the 1920s. This term is
borrowed by Mihalyi for a much better purpose: he states that “to be poor means
living dangerously”. Yes, reforming the Hungarian (or any other) healthcare sys-
tem without appropriate social reforms in its background would be not too much
more than a placebo and not a panacea at all.

Addam Térok
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UNCTAD: The World Investment Report 2003 —
New Lessons for Central Europe
New York and Geneva: UNCTAD, 2003, 303 pp.

Much like in previous years, the World Investment Report published by the
United Nations Conference on Trade and Development (UNCTAD) contains
some important lessons for the region of Central Europe as a whole, as well as for
analysts and decision-makers in the individual countries. This year’s report is en-
titled £DI Policies for Development: National and International Perspectives.

The most important conclusion of the document is that due mostly to the global
recession, global flows of FDI have continued to decline in 2002 for the second
consecutive year. Other reasons for this downturn include falling stock-market
values, a sizeable drop in the value of cross-border mergers and acquisitions, as
well as the winding down of privatisation in a number of countries. It must quickly
be added, however, that while this trend was characteristic of the world economy
as a whole, two regions in particular went against the trend and have been able to
increase their share of global FDI flow. One of them was the well publicised case
of China, which became the world’s biggest host country with a record inflow of
USD 53 billion. However, it was Central and Eastern Europe that did the best out
of all regions, increasing its share of FDI inflow to USD 29 billion, compared to
USD 25 billion in 2001.

These positive developments in Central and Eastern Europe came about mainly
due to the expectations tied to the accession of some Central European states to the
European Union, as well as to large-scale investments from different parts of the
world into the energy sector of the Russian Federation.

FDI inflow has shown a steady rise since the beginning of these countries’ tran-
sition to become market economies, around 1990. This indicates that they form a
stable region, for whose development investors continue to have positive anticipa-
tions. In 2002 inflow rose in nine countries, while it declined in ten others. The star
performers were the Czech Republic (up to USD 9.3 billion from USD 5.6 billion
ayear ago) and Slovakia (up to USD 4 billion from USD 1.579 billion a year ago).
The increase was primarily driven by large-scale investments into the energy and
automobile sectors. The increase can probably be explained by the process of
privatisation reaching its peak in these countries. Although inflow into the Polish
economy declined in 2002 from USD 5.7 billion to USD 4.1 billion, this figure
still places Poland in second place in the region. FDI inflow into Slovenia also in-
creased significantly, indicating that privatisation has also gathered speed in that
country.
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The largest decline in the inflow of FDI took place in Hungary, which fell from
being the star performer in attracting FDI in the 1990s to the 8th place in 2002, be-
hind Romania and Croatia. This can be explained partially by the process of
privatisation coming to an end in Hungary, and partly by loss of attractiveness fu-
elled by increase in real wage levels. Inflow also fell in Estonia, Croatia, Romania,
and Poland.

As for economic sectors, the automobile sector is still expanding in CEE, with
PSA starting new production in Slovakia, Renault in the Russian Federation, and
Audi and Suzuki increasing production in their plants established before in Hun-
gary. On the other hand, facing global overcapacity and intense cost competition
especially from China, the electronic industry is restructuring its production struc-
ture. Firms such as Flextronics, IBM and Philips in Hungary are moving away
from activities based on cheap unskilled labour into those requiring higher skills.
The extent and depth of this process is yet unclear, but the data collected by the
UNCTAD indicate that as these countries become member states of the EU, firms
in several sectors are about to restructure their production. Interestingly enough,
the data also show that it is not the non-acceding CEE countries that benefit from
the low value added production being shed by the accession states, but rather the
Far East, and especially China.

Data for the Russian Federation do not indicate any clear trends. Given its size
and natural resources, Russia has an enormous potential for attracting the interest
of investors. However, the country still continues to underperform in this respect.
While interest clearly increased in 2002, it is still premature to forecast a contin-
ued boom. We must remind ourselves that what seemed like a take-off in invest-
ments to Russia in 1997 was followed by the Russian financial crisis in 1998,
eventually resulting in a sharp decline again. It is also important to note that al-
though foreign investors are keeping a close eye on the Russian energy sector, the
policies of the Russian leadership are still unclear as to what degree of foreign par-
ticipation they are willing to permit in this crucial sector of their economy.

As a critical comment it must be mentioned that the UNCTAD’s categorisation
of the major regions of the global economy is becoming more and more problem-
atic with the passing of time. The three defining groups of “developed countries”,
“developing countries” (subgroups Africa, Asia and the Pacific, as well as Latin
America and the Caribbean), and “Central and Eastern Europe” tend to increas-
ingly hide global trends rather then highlighting them. This categorisation, a rem-
nant of the Cold War division of First World, Third World, and the Communist
Bloc in between them, hides the intensifying competition between the leading
Triad of North America, the European Union, and Japan. It also ignores the in-
creasingly prominent role played by China in the world economy. As far as the
Central and Eastern European region is concerned, including the Russian Federa-
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tion and the Central European accession states in one category also causes a num-
ber of problems. The relative success of this region in attracting foreign direct in-
vestment hides the different structural positions these states have acquired in the
world economy since the end of the period when they shared common characteris-
tics within the Communist Bloc, one and a half decade ago. Although a regroup-
ing would clearly make chronological comparison difficult, the accession of Cen-
tral European states would clearly justify a fresh approach to the annual statistical
analysis of the UNCTAD.

Zoltan Pogatsa

L. V. De Souza — B. van Aarle (eds)
The Euroarea and the New EU Member States
New York: Palgrave Macmillan, 239 pp.

The European Union’s (EU) expansion to the East, once only a lingering possibil-
ity on the horizon, is rapidly encroaching with its pompous political promises.
Economists and political economists precariously call for political patience, since
the expectations of the general public will not be realised in a matter of days, as the
official accession comes on 1 May 2004. Although the EU as a political entity will
have its positive affects on the accession countries, the crux of the whole narrative
is about the monetary union.

The timely collection produced by the Palgrave Macmillan, in 2004, is both a
concise introduction into the matters related to the monetary integration and is-
sue-specific analyses of monetary questions in the accession countries, excluding
Cyprus and Malta." The edited volume offers a good combination of detailed ec-
onometric studies, which is also explained well enough for a wider readership.
Edited by Lucio Vinhas de Souza and Bas van Aarle, both sections of the book —
general and country studies — evolve around the argument that the monetary union
will bring its fruits for the new members, as long as the latter is capable of over-
coming the challenge of reforms (p. xviii).

Chapter 1 introduces the debate on the strategy and pace of joining the mone-
tary union. Monetary integration of the accession countries is a two-way proce-
dure. Although it is the eastern states that have to assimilate into the EU structures,

the latter has put up stage-by-stage requirements: political enlargement, “the Ex-
! For brevity’s sake, the book uses the acronym “AC” to refer to the “East European Accession
Countries” (De Souza and van Aarle 2004, p. xvi) — the Czech Republic, Estonia, Hungary,
Latvia, Lithuania, Poland, Slovakia and Slovenia — which excludes Malta and Cyprus from the
analysis. Hereinafter, the review will employ the same denotation.
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change Rate Mechanism II”” and then “the Euroarea” (p. 3). The upcoming en-
largement and the usage of the exchange rate mechanism are a done deal. Yet the
EU’s approval to join the euro after meeting the Maastricht criteria has to be ap-
proved. In addition, the EU will make no concessions to the accession countries
with regards to the convergence requirements (pp. 4-5). In the meantime, the de-
bate over the advantages and disadvantages of the euro has begun in the eastern
countries. Since ultimately joining the “Euroarea” is not a matter of choice, but of
time, the debate in the accession countries has been evolving between the gradual-
ists and proponents of rapid introduction of the euro. Thus the authors, Peter
Backé and Cezary Wojcik, conduct a theoretical “cost—benefit analysis” in terms
of the speed of the euro accession (pp. 3—6).

The cost-benefit analysis, as a method of inquiry in this context, has its pecu-
liar drawbacks: the economists do not have a commonly agreed-upon approach to
conducting such analysis and there is no single model that would cover all condi-
tions and consequences of acceding to the Euroarea. Keeping in mind these ineffi-
ciencies of the analysis, Backé and Wojcik pursue an answer to the question when,
after the accession into the euro, would the advantages compensate for the disad-
vantages.

Evaluating the costs with the “optimum currency area theory”, the authors
come to not very robust conclusions. Compatibility of business cycles of the ac-
cession countries differ, and various studies bring about contradictory sugges-
tions. Referring to the study by Firdmuc and Schardax, it is pointed out that Esto-
nia, Hungary and Poland show encouraging correlation of “demand and supply
shocks”, compared to the euro countries during the last decade. Yet with the con-
sideration of labour, wage and capital flow flexibility in the acceding countries as
compared to the member states, Backé and Wojcik confidently draw the conclu-
sion that the probability of asymmetric shocks will decline with the enlargement
(pp. 10-12).

The benefits of integration into the Euroarea stand out clearly: reduction in the
exchange rate crisis, increase in growth and trade, and a boost in overall economic
credibility. The arguments are backed by recent studies by Frankel and Rose, Rose
and Wincoop, and others, who find positive trade outcomes as a result of mone-
tary unions. However, Backé and Wojcik conclude that it is especially hard to
measure the credibility effects beforehand, because state policies can always lead
to the loss of credibility, especially when the authorities misjudge the proper
speed of integration. Also, in the short term, the authors do not see enough evi-
dence — contrary to the Keynesian anxiety that fiscal austerity would necessary
slow down economic growth. Purfield’s 8-year analysis of Central and Eastern
European countries serves as an example, coupled by Lehment’s work, that mod-

Acta Oeconomica 54 (2004)



BOOK REVIEWS 491

erate budgets do not make a significant negative impact on growth, even if there is
a limited expansion of economic activity (pp. 18-20).

Backé and Wojcik come to the conclusion that using economic findings makes
it hard to determine the proper speed of integration, since the process of monetary
integration is also a matter of political economy, and concrete answers are non-ex-
istent for all accession countries. Depending on the focus of analysis, one can
come to various conclusions, and thus an ultimate choice of final dates depends on
each of the accession states. However, overall the gradual convergence before ac-
ceptance of the euro will certainly reduce the contingent disadvantages for all the
countries.

In the next Chapter, continuing the speed strategy debate, Jarko Fidrmuc ac-
cepts that for the accession countries the monetary union is beneficial for lowering
the transaction costs, but he has doubts as to whether they will avoid new difficul-
ties created in giving up control over monetary mechanisms. The author poses his
question with regards to the reasons behind business cycle convergence. Citing
Kenen and Kose, and also Krugman’s findings, Fidrmuc problematizes the causal
link as a result of trade intensification. In so doing, he takes up the speed strategy
debate with less optimism, and seeks his own answer to the question of timing of
the adoption of the euro (pp. 23-24).

The author considers Frankel and Rose’s finding on the positive influence of
trade for the business cycle synchronisation hollow, since they see causation in the
intensification of trade. Using the optimal currency theory as a base, Fidrmuc
gives his own calculations on the trade intensity and business cycle relationship,
while looking at the trade structure, i.e. intra-industry trade. He reports that the
structural considerations produce more robust causal links than trading per se. On
the contrary, trading may even lead to a divergence of cycles, if the high trade
rates are achieved by specialisation only (pp. 31-32).

Fidrmuc examines the correlation of intra-industry trade shares of Germany
with eight accession countries. Using 19962001 data, he suggests that the Czech
Republic and other similar and advanced accession countries have better condi-
tions for convergence in business cycles. With more coordination, these countries
(as opposed to the Baltic states) have firmer grounds for acceding into the mone-
tary union. Yet, at the same time, he admits that the period under consideration
may be too short for concrete statements.

In different fashion from the two introductory chapters, in Chapter 3 Lucio
Vinhas de Souza and Elizabeth Ledrut undertake more specified and peculiar
analysis, which is nonetheless still applicable to all eight acceding countries. The
authors consider alternative exchange rate regimes, i.e. pegged and floating ap-
proaches. They justify their focus by the fact that the regimes may have significant
effect on growth and inflation. The Mundell-Fleming model is combined with the
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Dornbusch-type model, despite the criticisms that these do not display proper mi-
croeconomic outcomes necessary for welfare analysis (pp. 39-40).

The authors give “the loss-function outcomes” for all accession counties (plus
Romania and Bulgaria), highlighting the “optimal” choices. The calculations
show that the floating regimes, with a ratio of 6 to 4, are a better choice. Inclusion
of Romania and Bulgaria is justified for comparative reasons, since they exem-
plify the countries in need of macroeconomic reforms, as opposed to more eco-
nomically advanced countries that are joining the EU in May 2004.

Furthermore, de Souza and Ledrut analyse the capability of each regime to ab-
sorb shocks: fiscal shock — domestic and monetary — both domestically and exter-
nally. Two domestic factors are chosen to depict the effects of “nominal conver-
gence”’, while external monetary shock is an indicator of processes in relation to
adoption of the euro per se (p. 50). Again, it is concluded that flexible regimes are
better “shock absorbers” than the peg when effects of shocks are taken as similar.
Based on their own econometric simulations, the authors suggest that there is a
welfare effect depending on the choice of the regime, and consequently, the
choice has to be made contingent on the country under consideration. Therefore,
the EU should not induce a unified approach on the acceding countries (p. 52).

Chapter 4, which is Ban van Aarle, Joseph Plasmans and Bruno Merlevede’s
compilation, is mostly technical data, proposed as “tools for monetary analysis
during the accession phase”. The model includes all major macroeconomic fac-
tors, such as consumption, investment, exports, imports, inflation, money de-
mand, wage inflation and employment (pp. 60—67). The authors find a good corre-
lation between estimated outcomes and the real macroeconomic trends.

Chapter 5 addresses foreign exchange regimes. Pieter van Foreest and Casper
de Vries jointly ponder the relationship of forex regimes to the real growth in the
accession countries. They test the hypothesis that the nominal forex regime is not
anecessity for growth. The idea is based on the functioning logic of forex markets,
i.e. the nominal rates are depictions of future expectations. Consequently, a stable
financial system stands prior to the regime choice.

The latest empirical studies have produced conflicting results (Edwards, de
Souza, and others) on the matter. Van Foreest and de Vries take this trend as an in-
dication of the insignificance of the nominal foreign exchange regimes (pp.
79-80). In addition to empirical calculations, the authors cite the examples of the
Netherlands, Switzerland and the UK, to show that macroeconomic policies are
decisive for the stability of the forex regimes. However, centralised coordination
may produce negative outcomes (p. 85).

Consequently, since the EU requires the accession countries to sustain
two-year stable forex indicators similar to its own performance — before acceding
into the Euroarea — which leaves no room for deviation from nominal require-
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ments. Thus, the accession countries have no opportunity to deal with the possible
Balassa—Samuelson effect, caused via inflation as a result of labour productivity
differences with the member countries. Van Foreest and de Vries suggest the EU
should allow for a transition period.

Starting in Chapter 6, Gonzalo Caprirolo and Vladimir Lavrae’s piece on
Slovenia, the rest of the edited volume is comprised of country studies, with a spe-
cific focus on monetary policy and exchange rate approaches with an aim of pre-
paring to join the Euroarea. Caprirolo and Lavra¢ analyse the economic policies of
Slovenia by dividing the time period under consideration (1991 till present) into
three major parts, each featuring change in policy approaches. In so doing, the
purpose is answer the question whether the country would need another radical
shift in its policies to become compatible for monetary integration (pp. 103—105).

The initial policy choice of Slovenia was guided with the intention of stabilis-
ing the currency, the tolar. Officially adopting a flexible exchange rate, it makes
strong use of interventionist measures to keep the tolar from appreciating. Thus,
Caprirolo and Lavra¢ characterise the period from 1991 to 1995 as Slovenia hav-
ing a “freely falling” exchange rate mechanism. The monetary behaviour went
along the lines of the “Dornbusch overshooting model”, whereby the authorities
would set targets to reach via money-supply management. They were reluctant to
use interest rates not to offset price stabilisation (pp. 108—111).

However, in the second period, 19962001, Slovenia introduces a double ap-
proach: “price stability and external equilibrium”. Yet, at the same time, the coun-
try still shies away from interest rate usage, allowing for high inflation (almost 9%
by late 2000) (pp. 114-119).

Finally, with the beginning of the accession negations, Slovenia had to intro-
duce banking reforms and gradually give up on money flow controls, starting in
2001. To meet the ERM Il requirements, it also began taking steps to cut the infla-
tion upsurge. The Bank of Slovenia commenced “informal” inflation targeting,
which leaves “no anchor for inflationary expectations”’. Thus, the Bank now has
to demonstrate an employment of interest rates to counter shocks.

Caprirolo and Lavra¢ do not propose any radical policy shift at present, how-
ever, and warn that the introduction of further non-market mechanisms would
drive inflation up again, making it impossible to join the ERM II at an early stage
of accession.

In Chapter 7, Urmas Sepp, Martti Randveer and Raoul Léttemée give an over-
view of the development of the “monetary transmission mechanism (MTM)” in
Estonia, and also conduct its macroeconomic modelling. The authors justify their
analysis on the fact the functioning of the MTM with the currency boards have not
received enough attention.
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Estonia, since independence, has employed a currency board which fixes the
exchange regime. Despite institutional linkage between the central bank of the
country and the currency board arrangements, the law of 1992 clearly relieves the
former of any influence with regards to the monetary policy, except the “forex
window” and minimum limits on bank reserves. The latter is kept higher than in
other advanced accession countries to prevent fiscal profligacy. Consequently, the
market balances the macroeconomic indicators depending on the overall eco-
nomic soundness of the system (pp. 131-133). After the inception of rigid mone-
tary and fiscal arrangements in the beginning of the 1990s, the major change oc-
curred in 1996, when the forex limits were removed and the bank reserve require-
ments eased. In line with the initial policies of the central bank, the reforms were
market-friendly.

To bring the financial structures closer to those of the EU and to provide stron-
ger anchors with the EU member countries’ currencies, the central bank reduced
the nominal amount requirement for national currency reserves in favour of for-
eign currencies in 2001. The authors see this development as efficient for future
membership in the Euroarea, since it closes the difference of asset bases towards
the EU monetary framework.

Other euro-favouring features of the Estonian economy include the high liquid-
ity of the crediting institutions, which have limitless and free of charge currency
transactions within the Euroarea. This goes hand in hand with the strategy of the
central bank to borrow from outside the country to manage internal liquidity (pp.
137—-141). The openness of the economy also directly influences inflation. It re-
mains relatively high, but it is explained by strong growth in productivity. So the
case of Estonia, according to Randveer’s findings, should been seen as a sign of
“real convergence” towards the EU.

Sepp, Randveer and Léttemie also developed a combined model to study the
influence of MTM channels on the economy in order to highlight the most effec-
tive one among the three: “interest rate, credit and exchange rate”. They find that
the exchange rate channel is the most effective within the Estonian macroeco-
nomic arrangements due to the openness of the economy, and thus the impact of
trade (pp. 158-160).

Roland Matousek and Anita Taci, in Chapter 8, study whether the inflation and
interest rates are sustainable during the convergence period in the Czech Repub-
lic. They hypothesise a relationship between the “direct inflation targeting (DIT)”
of the central bank and its credibility and transparency with regard to its policies,
and whether the DIT can function as an anchor mechanism.

In the theoretical field, the applicability of the DIT to transition countries is still
arguable. Yet recent literature on the matter (Orlowski, Krzak and Ettl) has pro-
duced results which uphold the relevance of the approach, depending that certain
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“ifs” are there: a strong monetary policy role in the economy and only DIT used as
an anchor (pp. 165-166).

The DIT was introduced in the Czech Republic in 1998 as a response to finan-
cial market crisis and subsequent shift to the flexible exchange rate regime. So, the
targeting was a feasible technique to raise the credibility of the central bank. The
bank began openly announcing the rate it aimed to achieve and simultaneously
published bank meeting records, ex ante and ex post inflation reports. Matousek
and Taci compare the outcomes of the bank’s policies to those of Germany: there
is already a significant convergence both structurally and nominally. So, as long
as the preconditions for the proper functioning of the DIT are met, the Czech Re-
public’s attempts to meet the convergence criteria should be sustainable.

In a related manner, the authors analyse the influence of the European Central
Bank’s decisions on the Czech economy. In particular, the model considers the ef-
fects on “interest rates and asset prices”. The positive correlation they find sup-
ports their argument of increasing convergence with the Euroarea (p. 178).

Chapter 9 deals with Poland. Similar to the Czech Republic, Poland adopted
“free floating exchange rate regime and DIT” on its road to the euro accession (p.
180). Since the ERM II requires the accession countries to stick to the currency
parity within the plus-minus 15 percent range for two years, the choice of ex-
change rate mechanism may be open after the May enlargement. Thus, the author
fukasz Rawdanowicz considers Poland’s “exchange rate parity” alternatives.

There is a wide variety of options to finding an “equilibrium exchange rate”.
Rawdanowicz gives an overview of three: PPP — purchasing power parity, FEER
— fundamental equilibrium exchange rate, and BEER — behavioural equilibrium
exchange rate. PPP is the simple assessment framework, since it indicates the rela-
tive purchasing power of the currency via the nominal exchange rate in two coun-
tries. Yet the criticisms on the usage of PPP to determine the equilibrium ex-
change rate abound: the outcomes of calculations depend on the base year chosen;
it does not reflect economic changes; it is biased towards the choice of “price indi-
cator”. FEER considers both internal and external macroeconomic conditions to
determine the exchange rate: the balance is found between full employment plus
low inflation and capital flows. Its disadvantages are its static character and, simi-
larly to PPP, a non-depiction of policy outcomes. Rawdanowicz singles out the
BEER approach, since it displays a correlation between “macroeconomic funda-
mentals and the exchange rate”. Despite the fact that the BEER modelling requires
extensive data input, it fares better in depicting parity misalignments (p. 185).

However, the author stresses that there is a significant difference between the
theoretical and empirical consequences of parity misalignment. The former says
that overvaluation leads to a decline in growth, while undervaluation has positive
effects. Yet, in practice, there is little support for such division. Collins and Razin
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find that only extreme misalignments have negative outcomes. Therefore, Rawda-
nowicz says, Poland would not necessarily impede its convergence despite some
misalignment (p. 198). Since prices are sticky in reality, the fixing of exchange
rates to the EU requirements nominally would not depict the actual developments
in the economy instantly. In this context, he stresses, it is important to understand
that a smooth path towards the monetary union would certainly require coordina-
tion of all major macroeconomic indicators.

Rawdanowicz, basing his judgement on 2002 data, says that the Polish cur-
rency parity with the euro reflects the current economic realities well, and some
depreciation would move the exchange rate to equilibrium. However, since the of-
ficially stated commitment to join the ERM II is not immediate, further empirical
research on the matter is needed. The author concludes by saying that, ultimately,
the microeconomic factors are crucial to the performance of the country.

Chapter 10 is the concluding case study on Hungary, by Attila Csajbok. This
chapter is an overview of all matters related to monetary policy and exchange
rates, based on the Hungarian experience, with an aim of giving general guidelines
to future developments. The analysis is based on economic policies undertaken
since 1989, and presented in three time periods: “transitional”, “consolidation”
and “nominal convergence”.

With the beginning of the transition, Hungary used the exchange rate as a major
tool to counter economic recession. So, the “adjustable peg” was introduced as an
exchange rate mechanism, and the inflation was limited by devaluations. Facing a
possible financial crisis by the end of 1994, the national currency’s “central par-
ity” was devalued, and the adjustable peg was changed to a “crawling peg.” This
led to a gradual reduction in the inflation rates, or what the author refers to as “sus-
tainable disinflation” (pp. 204-205). The improvement of the overall economic
situation in 1995-1998 ended with the inflation levelling off at 10% in 1999-2000
due to “supply-side factors,” which could trigger future inflation (pp. 205-206).
As the “narrow-band” crawling peg became less effective by 2001 due to
low-level “pre-announced” devaluation, and there began to be enough political
momentum to make the central bank more independent, the “exchange rate band”
was increased from plus-minus 2.25 to plus-minus 15%. Consequently, since
2001, Hungary has been practising an exchange rate bandwidth similar to ERM II,
with the only difference being inflation targeting, labelled as “the ‘shadow ERM
[I-cum-IT’ regime”. However, to withstand the January 2003 speculation against
the forint, the central bank cut interest rates drastically, while the exchange rate
was already hitting its upper band limit. Csajbok suggests that if one thing is to be
learnt from the experience of Hungary for other accession countries, then it would
be that disinflation cannot be sustained, regardless of the exchange rate regime,
unless fiscal policy is coordinated in compatibility with the monetary one.
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Having given a succinct history of the use of the exchange rate mechanism in
Hungary, the author assesses the pros and cons of entering the Euroarea at an early
date. According to the central bank’s findings, the country would gain in terms of
growth (0.6-0.9%) and the entry would create a favourable atmosphere for real
convergence (through increased trade and investment). Such a scenario is built
based on the Portuguese experience, since its economy is similar to Hungary’s. On
the contrary, there are past findings (Gaspar and Pereira) that the promised growth
would come without accession to the euro in any case. In addition, de Souza also
comes to a negative conclusion: in terms of trade, the country would lose in the
level of imports from the EMU countries. Still, the overall gains are positive, since
a large share of trade is conducted with the EU, and all major sectors of the econ-
omy are close in structure. Thus the ECB monetary policies should have a similar
effect on Hungary as on the EMU states.

Hungary officially expressed its intentions for early entry into the Euroarea in
the “Pre-Accession Economic Programme” in 2002. However, the country was
unable to follow its fiscal indicators due to a “political cycle” (pp. 215-217). Ex-
cluding the budget deficit, Csajbok brings comparative data that Hungary’s stand-
ing in terms of inflation, long-term interest rate and public debt/GDP ratio is better
than in Greece, Portugal and Spain five years prior to their accession to the euro.

As the last strategic matter, the author considers the pre-ERM 1I that the acces-
sion countries have to address. With regards to the date of entry to the ERM I, the
countries may join it later, depending on the planned accession to the Euroarea
(with a two-year ERM II requirement in mind, prior to the EMU). But Csajbok
suggests that the matter is not so trivial. There are research findings (Begg and
others) that doubt the effectiveness of the ERM Il mechanism to deal with crises in
the long-term, as opposed to “a managed float-cum-inflation targeting” (p. 220).
This is especially true for the countries that have already been using the latter
mechanism successfully (Poland, the Czech Republic). In terms of “ERM II cen-
tral parity”, the misalignment might have welfare effects. Since it is hard to find
the equilibrium exchange rate, the author sees the solution in countries’ employ-
ing various techniques of such calculation. Finally, in choosing the ERM II band-
width, the countries should consider the exchange rate mechanisms they have
used previously. The choice of a currency board, i.e. zero percent bandwidth, is a
possibility, but it would leave the country with less leverage over inflation.

Conclusion/assessment

With several reservations, I believe the book achieves its aim of giving an over-
view of the matters related to the entry of the accession countries to the Euroarea.
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Yet at the same time the editors could have done a better job, both in terms on sub-
stance and form.

As for the substance, a clear point of contention arises in Chapter 1, when the
issue of entrance to the monetary union is presented as a matter of choice, rather
than a unilateral requirement by the current member states. I raise this point with-
out prejudice to the benefits of accession, which are substantial and the book
clearly demonstrates that.

In Chapter 2, the author does not clearly answer the question posed by the title
of'the piece. A similar problem, from the perspective of content, appears in the fol-
lowing two chapters, where the economic models are not as well illustrated by
non-equation explanations, which complicates the material for the wider public.

Another eye-catching editorial mistake is in the usage of acronyms, which is
very confusing. The preface employs the acronym “AC” to refer to eight East Eu-
ropean accession countries. Yet, this approach is kept only in the initial three
chapters. Later, the same “accession countries” may include Romania and Bul-
garia.

In fact, in terms of substance, this dilemma between a technical vs. non-techni-
cal approach runs through the whole volume. Some authors only deal with spe-
cific issues related to specific countries. Consequently, to get the general under-
standing of all the important matters, the entries of all authors have to be read as
one. Although Csajbok, in the last chapter on Hungary, does provide relevant sug-
gestions for all the accession countries, the editors could have added a separate
concluding volume. Instead, Csajbok’s analysis commences with Hungary, fol-
lowed by the general picture of monetary accession, and then, in a detached man-
ner, concludes with little reference to Hungary. In other words, the book is not
compiled in a progressive manner, despite the given framework of general is-
sues/specific country studies.

In general, the positive side of the combined volume is that it considers
up-to-date findings. In this sense, it can be read as a good reference guide for
policymakers and researchers. Moreover, the contributors themselves are econo-
mists of considerable reputation, and some have influential standing in their re-
spective countries. Therefore, many proposals in the book are likely to be put into
practice.

Merdan Halilov
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