
Limiting Exchange Rate
Flexibility

The European
Monetary System

Francesco Giavazzi and
Alberto Giovannini

The MIT Press
Cambridge, Massachusetts
London, England



Contents

Preface vii
Introduction ix

1 The Quest for Exchange Stability in Europe 1
1.1 Introduction 1
1.2 Why Are Europeans Averse to Exchange Rate Fluctuations? 2
1.3 The Bretton Woods Experience and European Exchange Rate

Initiatives in the 1970s 19

2 What Is the EMS? 29
2.1 Introduction 29
2.2 Intervention Rules 32
2.3 The Very Short Term Financing Facility 37
2.4 Provisions for Changing Central Parities 40
2.5 Are EMS Exchange Rate Rules Really Important? 41

3 The Macroeconomic Impact of the EMS: Exchange Rates 43
3.1 The Issues 43
3.2 The Stochastic Properties of Bilateral Nominal Rates 45
3.3 Has the EMS Affected Real Exchange Rates? 50
3.4 Effective Exchange Rates 55
3.5 Summary of the Evidence 59
Appendix: The Data 61

4 Is Europe a Greater Deutsche-Mark Area? 63
4.1 Introduction 63
4.2 Evidence from Foreign Exchange Market Intervention Data 64
4.3 Intervention and Sterilization 67
4.4 Interest Rates 71
4.5 What Can We Learn from Estimates of Reaction Functions? 75
4.6 Concluding Remarks 82
Appendix: The Data 83

5 The Bundesbank's Reputation and the European Disinflation:
Theoryand Empirical Evidence 85
5.1 Introduction 85



Contents

5.2 The Disinflation of the 1980s 86
5.3 Arguments in Favor of Exchange Rate Pegging 89
5.4 The Effects of Periodic Parity Realignments 104
5.5 Empirical Evidence 111
5.6 Concluding Remarks 125
Appendix A: Solution of the Model of Section 5.4 127
Appendix B: The Data 129

The Dollar-Deutsche Mark Polarization 131
6.1 Introduction 131
6.2 European Bilateral Exchange Rates and the Dollar:

1973-87 133
6.3 The Behavior of Exchange Rates during Crises 137
6.4 Summary of the Empirical Regularities: What Needs to Be

Explained 143
6.5 Explanations of the Dollar-DM Polarization 144
6.6 Evidence from Dynamic Portfolio Models 145
6.7 Exchange Controls 149
6.8 Transaction Costs and International Portfolio Allocation 152
Appendix: The Data 159

Capital Controls 161
7.1 Capital Controls in Regimes of Controlled Floating 161
7.2 Capital Controls in Europe 164
7.3 Onshore and Offshore Interest Rates 172
7.4 Are Interest Rate Fluctuations around Realignments

"Excessive"? 179
7.5 Interest Rate Differentials and Controls on International

Capital Flows 183

What Do We Learn from the EMS Experience? 191
8.1 Introduction 191
8.2 Symmetric andAsymmetric International Monetary

Arrangements: The Historical Experience, the Current
Proposals, and the Evidence from the EMS 193

i 8.3 Inflation and the Exchange Rate Regime 195
j 8.4 Public Finance and the Exchange Rate Regime 198
• 8.5 What Next for Europe? 201

8.6 Is the EMS Exportable? 205

References 207
Index 223


