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ABSTRACT

This paper provides empirical evidence on the determinants of exchange rate
credibility under the European Monetary System (EMS). To that end, we have
considered both economic variables and political factors using data of eight currencies
participating in the Exchange Rate Mechanism, covering the complete EMS history
(1979-1998). Our results suggest that the level of international reserves, the real interest
rate and right-wing governments would have positively affected the credibility of a
given central parity, while the unemployment rate and the inflation rate would have

negative influenced such credibility.

JEL classification numbers: C32, D72, F31, F33,
KEY WORDS: Credibility, Political variables, Exchange rates, European Monetary
System.

Corresponding author:

Simoén Sosvilla-Rivero

FEDEA

Jorge Juan, 46

28001 Madrid

Spain

Tel:+34-91-435 04 01
Fax:+34-91-577 95 75
e-mail:simon.sosvilla@fedea.es

* The authors thank José Vifials (Bank of Spain) who gave us access to the data on exchange rates and
interest rates used in this paper.



1. Introduction

The European Monetary System (EMS) was initially planned as an agreement to
reduce exchange rate volatility for a Europe in transition to closer economic and
possibly political integration, as well as an attempt to foster economic integration and

the co-ordination of economic policies in the now European Union (EU).

The centrepiece of the EMS was the Exchange Rate Mechanism (ERM), an
adjustable peg system in which each participating country was assigned a specific range
(target zone) within it its exchange rate could fluctuate with respect to the others. In
order to keep the exchange rates within these margins, the participating countries were
obliged to intervene in the foreign exchange market whenever their currency
approached the limits of its band. Realignment of the parities by the monetary

authorities was possible, provided that all the members of EMS agreed.

Following Krugman (1991), a growing theoretical literature has attempted to explain
exchange rate movements inside official fluctuation bands such as those of the ERM
with the help of target zone models (see Kempa and Nelles, 1999, for a review). The
main result of the target zone model is that, with perfect credibility, the zone exerts a
stabilising effect (the so-called "honeymoon" effect), reducing the sensitivity of
exchange rates to a given change in fundamentals. Nevertheless, in a target zone with
credibility problems, expectations of future interventions tend to destabilise the
exchange rate (the so-called "divorce" effect), making it less stable than the underlying

fundamentals (Bertola and Caballero, 1992).

Therefore, credibility becomes a key issue in examining the behaviour of a target
zone agreement such as the ERM, since the possibility that the official authorities
change the central parity could be anticipated by the economic agents, triggering
expectations of future changes in the exchange rate that could act as a destabilising
element of the system. In this context, credibility refers to the perception of economic

agents with respect to the commitment to maintain the exchange rate around a central

parity.

The aim of this paper is to provide empirical evidence on the determinants of

exchange rate credibility using data covering the ERM history. As ERM credibility



varied over time as well as among European countries, we evaluate the influence of

both economic variables and political factors that might help explain such behaviour.

2. ERM credibility and its potential determinants
2.1. Measuring credibility

There are several credibility measures that have been used in the empirical
literature. Svensson (1991) presented a simple test to study the credibility of a target
zone exchange rate regime with fluctuation bands. Bertola and Svensson (1993) propose
the so-called the drift-adjustment method” to estimate realignment expectations that
constitute an inverse measure of credibility. Edin and Vredin (1993) employ models of
discrete to estimate the probability of realignment, using explanatory variables such as
the interest rate differential, the inflation differential, the current account balance, and

the unemployment rate.

Ledesma-Rodriguez et al. (2003) compare theses available indicators according
to their ability to detect the main events in the history of the ERM. Their results suggest
that marginal credibility is the best indicator in order to capture true signals of
realignments and not to convey false signals. This credibility measure was originally
proposed by Weber (1991). It focuses on the ability of policy announcements to
influence the public’s expectations, trying to measure the impact of official
announcements on exchange rates. It may be thought of as the weight placed on the
announcement when the public forms their expectations. Given this evidence, we take
marginal credibility as our credibility indicator, noting that, by construction, it

recognises the changing nature of the history of the ERM.

2.2. Economic determinants

In order to identify those economic variables that can influence the exchange-
rate credibility, we make use of the literature on currency crises [see Sosvilla-Rivero
and Pérez-Bermejo (2003) for a recent survey]. In particular, we consider the following
variables as a potential economic factors influencing the credibility of a given central
parity:

e The level of international reserves (RES): The empirical evidence suggests that

increases in the level of international reserves significantly reduces the probability



of a regimen change, enhancing the credibility of a given parity. We use data from
the IFS (line 11.d).

e The unemployment rate (U): An increase in this variable would signal weaker

economic performance and then would increase the pressure on the domestic
currency, leading to credibility losses. We use data from the IFS (line 671).

e The inflation rate (INF): The higher the inflation rate, the likelier a devaluation.

Therefore, one would expect a negative association between the inflation rate and
credibility. In particular we use data on consumer price index from the IFS (line
64).

e Real interest rate (RIR): An increase in this variable would indicate lower risk of

devaluation, and therefore would reduce the probability of future realignment,
positively affecting the credibility a given parity. In particular we use data on long-

term interest rate kindly provided by the Bank of Spain.

2.3. Political factors

There is a large and growing literature on political-economic analysis of
monetary policy, but its application to exchange rates is almost non-existent'.
Theoretical models in this literature fall basically into two categories: partisan and
opportunistic. Partisan models stress the different parties” preferences over inflation and
unemployment, with right-wing government more likely to be concerned with fighting
inflation and maintaining price stability [see, e. g. Hibbs (1987) and Alesina (1989)]. To
captures partisan effects we use the variable PAR, defined as right-wing parties in
percentage of total cabinet posts, weighted by days (Armingeon, Bayeler and Menegale,
2002).

3. Empirical results

We use data from eight ERM countries (Belgium, Denmark, France, Ireland,
Italy, the Netherlands, Portugal and Spain). Data restrictions on political variables led us
to use annual data. Given the central role of Germany in the European Union (see, €. g.,
Bajo-Rubio et al., 2001), our exchange-rate credibility indicators are expressed in terms
of the Deutschmark. The sample period runs from 1979 to 1998 (160 observations),
covering the complete EMS history.



We estimate with cross-section weights feasible generalised least squares
(FGLS) using White heteroskedasticity covariance, allowing for variances within a

cross-section (countries) to differ across time. Table 1 reports the estimation results.

As can be seen, on one hand all the economic variables which theory suggest
affects exchange-rate credibility are statistically significant at the 5% level (except for
the unemployment rate which is significant at the 10%) and the signs of the estimated
coefficients have the expected signs. On the other hand, and in line with the prediction
of the Partisan theory, right-wing governments would have increased the credibility of a

commitment to maintain a given central parity.

In order to check the robustness of our results to changes in the sample, we have
analysed the sensitivity of the estimated coefficients to the exclusion of each country
one at a time. As can be seen in Table 2, the estimated coefficients remain relatively
constant, except for RES when excluding Belgium, for U when excluding Belgium,
France, Ireland, the Netherlands and Spain, for INF when excluding Denmark and
Ireland, and PAR when excluding Denmark, Ireland, Portugal and Spain. Nevertheless,
it is interesting to note that all the parameters are within the 95% confidence interval we
have estimated in Table 1, except for U when excluding Belgium and Spain, and for
PAR when excluding Denmark. Therefore, this evidence can be taken as suggesting that
our results are based on a relatively homogeneous sample of countries. Finally, note that

when excluding Ireland, all the variables are statistically significant at the 1% level.
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Table 1. Estimation results
Coefficient t
RES 0.0722 3.1679
U -0.0039 -1.7838
INF -3.5854 -3.0185
RIR 0.0238 9.0249
PAR 0.0278 2.2297
R? 0.9913
Log-likelihood 243.66
Note: For space considerations, we do not report the estimates of the country fixed
effects.
Table 2: Sensibility analysis to country exclusion
RES U INF RIR PAR
NONE 0.0722 -0.0039 -3.5854 0.0238 0.0278
(3.1679) (-1.7838) | (-3.0185) | (9.0249) | (2.2297)
0.1026 | -0.0076 | -3.5135 | 0.0296 | 0.0289
BELGIUM (1.9346) | (2.1873) | (-12708) | (6.2174) | (1.5027)
0.0610 | -0.0034 | -2.7746 | 0.0260 | -0.0010
DENMARK (19537) | (-1.1812) | (-1.7109) | (6.3967) | (-0.3254)
0.0701 -0.0062 -3.7170 0.0256 0.0237
FRANCE (2.6422) | (2.7378) | (-2.8143) | (11.6299) | (1.7447)
0.0579 -0.0082 -4.5501 0.0265 0.0341
IRELAND (2.6504) | (-53780) | (-4.2968) | (15.066) | (3.3225)
ITALY 0.0642 -0.0041 -3.6649 0.0221 0.0221
(3.0070) | (-1.6672) | (-3.0827) | (5.1895) | (1.9018)
0.0803 0.0014 -3.4705 0.0245 0.0252
NETHERLANDS | 3'0156) | (0.4840) | (-2.4811) | (9.9955) (1.7794)
0.0757 -0.0040 -3.2357 0.0212 0.0331
PORTUGAL (3.3622) | (-1.7794) | (-2.4865) | (4.5877) | (2.4816)
SPAIN 0.0718 0.0027 -3.5143 0.0211 0.0129
(3.3279) | (0.9070) | (-3.1076) | (8.5409) | (1.0145)

Note: t-values in parenthesis



