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ABSTRACT 

Using newly assembled data on foreign exchange market intervention, we construct a daily 

index of exchange market pressure during the 1992-3 crisis in the European Monetary 

System. Using this index, we pinpoint when and where the crisis was most severe. Our 

analysis focuses on a neglected factor in the crisis: the role of the weak dollar in intra-EMS 

tensions. We provide new evidence of the contribution of a falling dollar-Deutschmark 

exchange rate to pressure on EMS currencies.3 
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NON-TECHNICAL SUMMARY 

The 1992-3 crisis in the European Monetary System was a decisive event in Europe’s monetary 
history. It underscored the fragility of pegged exchange rates between national currencies and, in so 
doing, reinforced the commitment of members of the European Union to complete the transition to 
monetary union.  
 
But there is a decided lack of consensus, even now, three decades after the event, about the causes 
of the crisis and consequently its implications. A first class of explanation, points to problems of 
economic policy and performance in countries whose currencies were attacked. Sterling was 
overvalued at the parity at which it entered the Exchange Rate Mechanism (ERM). Italian debts and 
deficits were too large. Banking systems were insolvent in the Scandinavian countries that shadowed 
the system. 
 
A second explanation emphasizes the fragility of exchange rate pegs in an environment of high capital 
mobility. A capital outflow, whatever its causes, can produce the problems of economic policy and 
performance that cause a currency to come under attack, leading its defense to be abandoned. For 
example, when Denmark rejected the Maastricht Treaty in a referendum on June 2, 1992, casting 
doubt on the prospects for monetary union, capital flowed out of other ERM members. In response, 
Britain was forced to raise interest rates, weakening its housing market and competitiveness. Interest 
rate rises increased Italy’s debt-service costs and weakened the budget. They aggravated Scandinavia’s 
banking crises. The outflow, even if its causes were incidental, increased the costs of maintaining 
ERM parities, leading governments to throw in the towel.  
 
German interest rates figure in both of these stories. Starting with reunification in 1990, the Federal 
Republic ran large budget deficits, supplementing the incomes of former East Germans and 
upgrading infrastructure in the region. The Bundesbank, concerned that those deficits would fuel 
inflation, raised policy rates in response. This drew funds toward Germany and away from its EMS 
partners, in turn requiring higher interest rates of the latter to stem the outflow.  

 

Exchange Market Pressure Index (Average for 12 ERM countries) 

 

Source: Authors’ calculations based on data from the archives of the Bank of England and other sources. 
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By comparison, economists and historians have paid less attention to a third class of explanation that 
we highlight here. This is that ERM parities were destabilized by events outside Europe. Dollar 
weakness was associated with flows from the greenback to the Deutschmark, the closest substitute 
for the U.S. currency as it was offering Europe’s largest and most liquid securities market at the time 
(Giavazzi and Giovannini 1989). The Deutschmark therefore rose against other ERM currencies, 
placing the latter at risk of breaching their bilateral divergence margins. This phenomenon of a weak 
dollar leading to a strong Deutschmark and intra-ERM tensions was noticed prior to the crisis; it was 
known as “dollar-Deutschmark polarization.” The implication was that the EMS crisis was imported, 
at least in part, not home grown. 
 
We use new archival evidence on foreign exchange market intervention recently declassified by the 
Bank of England and available in its archive. We collect daily data from 14 European countries, 
summing up to more than 500,000 daily observations spanning the period 1986-1995. While our data 
offers intervention in various currencies, we mainly focus on interventions in Deutschmark. We use 
those intervention data, together with exchange rates and interest rates, to construct a daily measure 
of exchange market pressure, shown above. That series allows us to pinpoint when and where the 
1992-3 crisis was most intense. It shows that pressure on EMS currencies started building well before 
the Danish referendum, usually presented as the starting point of the crisis. It points to a fateful 
interview by Bundesbank President Schlesinger prior to the September 1992 French referendum on 
the Maastricht Treaty as the event triggering the most acute phase of the crisis. 

 

 
 

Importée ou interne ? la crise du SME de 
1992-93 

RÉSUMÉ 

À l'aide de données nouvellement recueillies sur les interventions des banques centrales 

sur le marché des changes, nous construisons un indice de pression de marché des changes 

(EMP) pour la crise du Système Monétaire Européen (SME) de 1992-93. Cet indice nous 

permet de déterminer quand et où la crise a été la plus grave. Notre analyse se concentre 

sur un facteur négligé dans la crise du SME: la chute du dollar par rapport au mark 

allemand créant des tensions à l’intérieur du SME. Nous apportons de nouvelles preuves 

de la contribution de la baisse du taux de change entre le dollar et le mark allemand à la 

pression exercée sur les monnaies du SME.  

 

Mots-clés : Système Monétaire Européen, marché des changes, intervention des banques centrales, 

crise des changes. 
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1 Introduction 

The 1992-3 crisis in the European Monetary System was a decisive event in Europe’s 
monetary history. It underscored the fragility of pegged exchange rates between national currencies 
and, in so doing, reinforced the commitment of members of the European Union to complete the 
transition to monetary union.2  

But there is a decided lack of consensus, even now, three decades after the event, about 
the causes of the crisis and consequently its implications. A first class of explanation, inspired by 
first-generation models of currency crises (e.g. Krugman 1979), points to problems of economic 
policy and performance in countries whose currencies were attacked. (See e.g. Tietmeyer 1998.) 
Sterling was overvalued at the parity at which it entered the Exchange Rate Mechanism (ERM). 
Italian debts and deficits were too large. Banking systems were insolvent in the Scandinavian 
countries that shadowed the system.3  

A second explanation (e.g. Eichengreen and Wyplosz 1993, Ozkan and Sutherland 1995) 
emphasizes the fragility of exchange rate pegs in an environment of high capital mobility, consistent 
with so-called second generation models of currency crises (e.g. Obstfeld 1994). In these models, a 
capital outflow, whatever its causes, can produce the problems of economic policy and performance 
that cause a currency to come under attack, leading its defense to be abandoned. For example, 
when Denmark rejected the Maastricht Treaty in a referendum on June 2, 1992, casting doubt on 
the prospects for monetary union, capital flowed out of other ERM members. In response, Britain 
was forced to raise interest rates, weakening its housing market and competitiveness. Interest rate 
rises increased Italy’s debt-service costs and weakened the budget. They aggravated Scandinavia’s 
banking crises. The outflow, even if its causes were incidental, increased the costs of maintaining 
ERM parities, leading governments to throw in the towel.  

German interest rates figure in both of these stories. Starting with reunification in 1990, 
the Federal Republic ran large budget deficits, supplementing the incomes of former East Germans 
and upgrading infrastructure in the region. The Bundesbank, concerned that those deficits would 
fuel inflation, raised policy rates in response (James 2020, p.284). This drew funds toward Germany 
and away from its EMS partners, in turn requiring higher interest rates of the latter to stem the 
outflow. In the “first-generation” interpretation (e.g. Svensson 1994, Sinn 1996, Soderlin 2000), the 
result was less investment, less growth, less competitiveness, and higher debt-service costs, 
culminating in balance-of-payments deficits and, ultimately, a crisis. In the “second-generation” 
interpretation (Eichengreen 2002, Saqib 2002), having to raise interest rates in order to match the 
Bundesbank tipped the balance of costs and benefits of defending ERM pegs, leading governments 
to abandon them. 

2 We say “reinforced” because the Delors Report and Maastricht Treaty preceded the crisis. The statement in the 
text could be qualified by adding “most EU members,” since the UK and Denmark obtained opt outs. 
3 Scandinavian central banks were not members of the EMS, but they pegged their currencies to the Deutschmark or 
ecu, albeit without the support from other European central banks afforded to formal members of the system. We 
include them in our analysis because contemporary accounts clearly saw developments in these countries as highly 
relevant to the fate of the ERM. 
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By comparison, economists and historians have paid less attention to a third class of 
explanation that we highlight here. This is that ERM parities were destabilized by events outside 
Europe. A limited literature points to the weakness of the U.S. dollar as heightening tensions 
within the EMS. 4  Dollar weakness was associated with flows from the greenback to the 
Deutschmark, the closest substitute for the U.S. currency.5 The Deutschmark therefore rose against 
other ERM currencies, placing the latter at risk of breaching their bilateral divergence margins. 
This phenomenon of a weak dollar leading to a strong Deutschmark and intra-ERM tensions was 
noticed prior to the crisis; it was known as “dollar-Deutschmark polarization.”6 The implication 
was that the EMS crisis was imported, at least in part, not home grown. 

These three classes of explanation are not mutually incompatible, as signaled by the “in 
part” in the preceding sentence. However, the third explanation was particularly disturbing. It 
suggests that even if European governments and central banks managed their economic and 
financial affairs well, the exchange rate system could still be upended by extra-European events. 
One long-standing motivation for creating a single European currency was to free Europe from the 
thrall of the dollar.7  The 1992-3 EMS crisis, to the extent that it was attributable to dollar 
weakness, reinforced the perceived urgency of completing the task. This is not the entire 
explanation for the advent of the euro. But it is an important aspect. 

We develop this argument about the role of the dollar in the EMS crisis with two types of 
evidence. First, we draw on primary and secondary sources to document that contemporaries were 
aware and concerned about dollar weakness and dollar-Deutschmark polarization. Second, we show 
that movements in the dollar-Deutschmark exchange rate explain a significant fraction of the 
pressure on EMS currencies in this period. 

Our statistical analysis is based on new data on foreign-exchange market intervention by 
EMS central banks between 1986 and 1995, years spanning the crisis. We use them to construct 
daily measures of exchange-market pressure. This allows for greater precision in distinguishing 
sources of pressure on ERM exchange rates, compared to previous studies that used monthly or 
even lower frequency data and/or were forced to neglect foreign-exchange market intervention. Our 
data were assembled by European central banks on a confidential basis; we are able to access them 
because of a change in policy governing the delay in making available to researchers material in 
the British official archives, including those of the Bank of England, which shortened the period 
of delay from 30 to 20 years. 

Section 2 describes the institutional background; it is mainly for readers unfamiliar with 
the EMS. Section 3 then introduces and describes our data, after which which Section 4 uses them 
to construct a composite measure of exchange-market pressure. Section 5 provides an analytical 

4 The contributions developing this point, of which we are aware, include Harmon and Heisenberg (1993), Edison and 
Kole (1995), Truman (2002), James (2012) and Gros (2014). 
5 Exactly why the Deutschmark was a closer substitute than other EMS currencies for the dollar need not detain us 
here. Giavazzi and Giovannini (1989) suggest that the market in DM-denominated securities was larger and more 
liquid than markets for other European securities, in this respect more closely resembling the dollar. Habib and Stracca 
(2011) point to low public debt and low external vulnerability as well as to high market liquidity. Contemporaries 
such as Karl Otto Pohl pointed to the Bundesbank’s commitment to price stability (Mee 2019). 
6 See for example Brown (1979), Giavazzi and Giovannini (1989), and Haldane and Hall (1991).  
7 Discussion and references are in Dyson and Featherstone (1999) and James (2012) 



3 

narrative of the crisis, informed by the data of Sections 3 and 4. In Sections 6 and 7 we present 
evidence of the role of dollar weakness in the 1992-3 crisis. Section 8 concludes. 

2 Background 

The Exchange Rate Mechanism (ERM) of the European Monetary System (EMS) was a 
system of currency bands established in 1979 to limit currency-related tensions and foster monetary 
integration.8 It succeeded an earlier European arrangement, the Snake, whose operation was less 
satisfactory.9 

The ERM committed central banks to maintain central parities surrounded by 2¼ per cent 
fluctuation bands. New members who joined subsequently, such as the UK, Ireland and Portugal, 
were obliged to keep their currencies within +/-6 per cent bands vis-a-vis those of other members, 
with the expectation that they would eventually move to narrow +/- 2 ¼ per cent bands. Although 
all currencies were formally pegged to the European Currency Unit, or ecu, in practice the 
Deutschmark was the anchor of the system, since it was the strongest currency and was expected 
to remain so (Giovannini 1989, Abdelal 1998). The task for other central banks thus became to 
adjust interest rates and policies to conform to those of the Bundesbank. 

When negotiating the EMS agreement in 1978-9, German officials sought to strengthen 
the incentive for weak-currency countries to adjust their parities and policies, while their French 
counterparts pushed for more extensive foreign support. Both sides had to compromise. Germany 
dropped its proposal for obligatory adjustments in domestic policies, while France deferred its 
proposal for a European Monetary Fund to manage the combined foreign-exchange reserves of the 
participating countries and intervene in foreign exchange markets.10 Although the EMS Act of 
Foundation spoke of foreign support “unlimited in amount,” German officials worried that such 
support would encourage lax policies and be an engine of inflation. An exchange of letters between 
the German finance minister and Bundesbank President Otmar Emminger therefore affirmed that 
the German central bank was entitled to opt out of its intervention obligation in the absence of 
what it judged to be appropriate adjustments by foreign central banks participating in the system.11  

 
8 European officials were keen to limit variability, given their recollections of disruptive exchange rate changes in the 
1930s and the perception that haphazard currency adjustments might cause trade-related dislocations within the 
European Economic Community and fan opposition to the Single Market. There was also the technical and political 
difficulty of operating the Common Agricultural Policy, with its domestic-currency-denominated support prices, in an 
environment of variable exchange rates. See Gros and Thygesen (1992). 
9 The Snake suffered from a variety of problems. Energy and commodity market shocks starting in 1973 affected 
different currencies differently, given that reliance on imported petroleum and commodities varied by country. 
Domestic policy adjustments and foreign support for weak-currency countries failed to eliminate the resulting 
imbalances. As yet, there was no consensus that monetary policy should be directed toward the maintenance of 
specific goals, price- and exchange-rate stability for example. And the European Monetary Cooperation Fund through 
which participants in the Snake were supposed to provide mutual assistance possessed limited resources and authority. 
10 Technically, France only deferred its proposal for this institution for two years, but the second oil shock quickly 
put paid to its ambitions. 
11 This note, known as the Emminger Letter, is discussed in Eichengreen and Wyplosz (1993). We return to it below. 
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Figure B7. EMP index for the Netherlands 

 

 

 

 

 

Figure B8. EMP index for Norway 
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Figure B9. EMP index for Portugal 

 

 

 

 

 

Figure B10. EMP index for Spain 
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Figure B11. EMP index for Sweden 

 

 

 

 

 

Figure B12. EMP index for the UK 
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Appendix C. Robustness Checks 

Table C1. Simple bivariate regression 

Average 
EMP for 

all 
countries 

Number of 
countries 

intervening 

Average 
DM 

intervention 

Lagged change in exchange rate 
-5.40***
(2.22) 

-1.73***
(0.32) 

11110*** 
(3500) 

N 2342 2575 2575 
R squared 0.004 0.01 0.007 

Standard errors reported in parenthesis are robust to heteroscedasticity and autocorrelation using a 
heteroscedasticity and autocorrelation-consistent (HAC) estimators, using a Newey-West correction. *** 
signifies statistically significant at the 1% level of significance; ** at the 5% level of significance; * at the 10% 
level of significance. We drop three outliers when intervention is above 15$ billion. 

Table C2. Same day exchange rate 

Average 
EMP for 

all 
countries 

Number of 
countries 

intervening 

Average 
DM 

intervention 

Change in exchange rate 
-4.58***
(1.26) 

-1.30***
(0.26) 

5387** 
(2575) 

Control: Lagged change in interest 
differential (Germany-US) 

0.04 
(0.03) 

0.009 
(0.004) 

-162.38
(77.84) 

Day of the week, month and year 
control 

yes yes yes 

N 2345 2572 2571 
R squared 0.59 0.21 0.08 

Standard errors reported in parenthesis are robust to heteroscedasticity and autocorrelation using 
a heteroscedasticity and autocorrelation-consistent (HAC) estimators, using a Newey-West correction. 
*** signifies statistically significant at the 1% level of significance; ** at the 5% level of significance; * at 
the 10% level of significance. We drop three outliers when intervention is above 15$ billion. 
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Table C3. Squared distance from exchange rate highest point 

Average 
EMP for 

all 
countries 

Number of 
countries 

intervening 

Average 
DM 

intervention 

Squared distance from exchange rate 
highest point 

-5.71***
(1.67) 

-1.79***
(0.32) 

11028*** 
(3386) 

Control: Lagged change in interest 
differential (Germany-US) 

0.003 
(0.04) 

0.009 
(0.004) 

-61.38
(50.10) 

Day of the week, month and year 
control 

yes yes yes 

N 2339 2572 2571 
R squared 0.59 0.21 0.08 

Standard errors reported in parenthesis are robust to heteroscedasticity and autocorrelation using 
a heteroscedasticity and autocorrelation-consistent (HAC) estimators, using a Newey-West correction.
*** signifies statistically significant at the 1% level of significance; ** at the 5% level of significance; * at 
the 10% level of significance. We drop three outliers when intervention is above 15$ billion.


