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Abstract: This paper presents results for devaluation expectations for the IR£/DM for the period 
of E M S membership. The methodology employed produces estimates of expected rates of devalu­
ation by adjusting the interest rate differential by the expected rate of depreciation within the 
band. These estimates are then related to economic fundamentals. Expected rates of devaluation 
are found to be positively correlated with the IR£/Stg exchange rate and marginally related to 
unemployment, the level of reserves and the balance of payments surplus. 

I I N T R O D U C T I O N 

S ince 1979, I r e l a n d has been a member of the Exchange Rate 
Mechanism (ERM) of the European Monetary System (EMS). D u r i n g 

tha t t ime, Ireland's exchange rate policy has been governed by our member­
ship of t ha t system and has been targeted at keeping our exchange rate 
w i t h i n a "narrow band" or target zone, relat ive to the m i d point or central 
pa r i t y . 1 I r i s h exchange rate policy would, on purely theoretical grounds, not 
appear to have been fully credible dur ing our te rm of EMS membership. 

*The author wishes to acknowledge helpful comments from Margaret Hurley, Karen Cosgrove, 
Deirdre Dunne, Gerry Boyle, Maurice Roche, Paddy Geary and anonymous referees. The usual 
disclaimer applies. 

1 Al l currencies were allowed a maximum deviation of approximately +A-2.25 per cent (see 
Honohan, 1979), except the Peseta and Escudo which were allowed to deviate by up to 6 per cent. 
This was the case up until August, 1993 when the bands were extended to +/-15 per cent for all 
currencies. 



I t is the purpose of th is paper to empirically characterise the credibi l i ty of 
I r i s h exchange rate policy for this period through an examination of measures 
of real ignment expectations. These w i l l be estimated using a method which 
was f i rs t u t i l i sed by Bertola and Svensson (1990) and has since been used by 
Rose and Svensson (1993), Svensson (1991), Caramazza (1993) and Chen and 
Giovann in i (1993) among others. The method relies on the main ta ined 
assumption of uncovered interest rate pari ty. I t is proposed first to generate 
the est imated expected rates of devaluation and then to relate these esti­
mates to economic and ins t i tu t iona l fundamentals. These estimates should 
a id i n ind ica t ing w h a t influences marke t agents i n the formation of the i r 
expectations of realignments as we l l as to establish what factors have been 
ins t rumenta l i n actual realignments dur ing the existence of the EMS. 

Section I I of the paper presents the methodology involved i n measuring 
expectations of devaluations. Section I I I gives the empir ical results of the 
est imation procedure. Section I V relates these empirical estimates to funda­
mentals. Section V concludes the paper. 

I I T H E THEORY 

I t is intended here to give a b r i e f out l ine of the methodology employed 
i n comput ing the expected rates of devaluation. Readers are referred to 
Svensson (1991), or Rose and Svensson (1991), for a more detailed analysis. 
The method here also follows closely to t h a t employed by Ber tola and 
Svensson (1990). 

There are two assumptions under ly ing the model which must be stated at 
the outset. F i r s t , the model relies on the assumption of uncovered interest 
rate par i ty (UIP) , and second, the foreign exchange r i sk premium is assumed 
to be insignif icant . Whi l e U I P has l i t t l e support empirical ly (see Froot and 
Thaler (1990)), Svensson (1990) argues tha t i t is a reasonable assumption i f 
foreign exchange r i s k premia is smal l ; he finds support t h a t t h i s holds 
empi r ica l ly , even i n the presence of devaluat ion r i sk . Thus U I P can be 
considered a good approximation i n the context of the present model. Given 
these assumptions, i t is proposed to develop a "drif t adjustment" method for 
es t imat ing devaluation expectations which are representative of a non-fully 
credible target zone i.e., a target zone i n which realignments take place. A 
direct estimate of the expected rate of devaluation results i f an estimate of 
the expected rate of currency depreciation w i t h i n the band is constructed and 
th i s is subtracted from the interest rate differential . We can set th i s out 
formally as follows. 

Le t the difference between the I r i s h and German rates of interest i.e., the 
interest rate differential be denoted as 



dt _ ilREt ~ iGERt (1) 

where i\REt is the I r i s h rate of interest at t ime t , and iGERt is the German rate 
of interest at t ime t for deposits/bills/bonds of the same m a t u r i t y and default 
risk. 

Uncovered interest rate par i ty can be expressed as 

d t = E t [ s t + t - s t ] / x (2) 

where E t denotes expectations conditional upon information available at t ime 
t , [s^-StlAc is the rate of change of the DM/IR£ spot exchange rate and x is 
the t e r m to m a t u r i t y for the interest rate, i n th i s case, 3 months . The 
exchange rates deviation from central par i ty is given by 

x t = s t - c t (3) 

Xj. here is the exchange rate w i t h i n the band. s t is the log of the spot exchange 
rate expressed i n uni ts of domestic currency to one u n i t of foreign currency, 
and c t here is the log of central pari ty. Rearranging Equation (3) and express­
i n g i t i n rate of change form yields 

E t [ c t + x - c t ] / 1 = E t [ s t + T - s t ] / x - E t [ x t + t - x t ] / x (4) 

Tha t is, the expected rate of change of central par i ty is equal to the to ta l 
expected rate of depreciation, minus the expected rate of depreciation w i t h i n 
the band. Subst i tut ing (2) into (4) yields 

E t [ c t + t - c t ] / x = d t - E t [ x t + T - x t ] / x (5) 

Thus the expected rate of realignment is equal to the interest rate differential 
minus the expected rate of depreciation w i t h i n the band. I n this instance, we 
are interested i n an estimate of the left hand side of (5). To generate this , i t is 
sufficient to generate an estimate for E t [ x t + T - x t ] / x and to subtract th is 
f rom the in teres t rate di f ferent ia l . We follow Svensson (1991) here i n 
est imating the expected rate of depreciation w i t h i n the band conditional upon 
no realignment, which avoids the "Peso" problem. 2 This involves dropping the 

2. The "Peso" problem invalidates standard statistical inference procedures and originates 
from the Mexican Peso which was fixed to the U S $ between 1955-76. The problem arises when 
the sample may contain infrequent observations of actual realignments. This creates a small 
sample problem when trying to estimate the effects of these shifts as the sample distribution 
may not be representative of the underlying distribution of the error term. 



observation for the mon th preceding a real ignment. The expected rate of 
depreciation w i t h i n the band, E t [ x t + T - x t ] / x , w i l l depend on the length of 
t ime to matur i ty , x. For long-term maturi t ies, the value of this te rm should be 
approximately zero. Thus for sufficiently long matur i t ies , the interest rate 
different ial can be considered an adequate measure of real ignment expec­
tations. However, for short-term maturi t ies , the expected rate of depreciation 
w i t h i n the band may be quite large, and the adjustment of the interest rate 
d i f ferent ia l by th i s amount can be impor tan t . I n such an instance, the 
unadjusted interest rate differential would be a misleading measure of the 
expected rate of devaluation for the shorter-term maturi t ies . Thus adjusting 
the interest differential by the "dr i f t" of the exchange rate w i t h i n the band 
yields a more precise measure of devaluation expectations. 

I l l E M P I R I C A L E S T I M A T I O N 

(i) Estimate of Expected Rate of Depreciation Within the Band 
The f irs t step involved i n generating the expected rates of devaluation is to 

estimate the "dr i f t" i n the exchange rate. This estimation of the expected rate 
of depreciation w i t h i n the band can be conducted using the following simple 
linear regression: 

4 ( x t + 3 " x t ) = lf=i«oidj + « i x t + e t + 3 (6)* 

where dj is a dummy variable for regime j . Here the single determinant of the 
expected future rate of depreciation w i t h i n the band is the current exchange 
rate w i t h i n the band. 

The data used i n the est imation procedure here are economic indicators 
from OECD RATS data base. Observations were monthly for a l l variables and 

*The estimates are annualised. 

Table 1: Realignment Dates and Bilateral Central Parities 

Central Parity % Devaluation 

February, 1979 0.263932 — 
September, 1979 0.269210 2.0 
October, 1981 0.284018 5.5 
June, 1982 0.296090 4.25 
March, 1983 0.323703 9.0 
April , 1986 0.333416 3.0 
August, 1986 0.362405 8.0 
January, 1987 0.373281 3.0 
January, 1993 0.414757 10.0 



the sample period r a n from February 1979 to June 1993. Data on central 
parit ies and additional observations for the spot exchange rate (end of period 
rates) were extracted from the Centra l Bank Quar ter ly B u l l e t i n (1993, 4 t h 
Quarter) . Data for interest rates were 3 month FIBOR and DIBOR rates and 
were furnished by Davy Stockbrokers. The to ta l sample period yielded 177 
observations. A l l data sets were checked for out l iers (those observations 
above 3 standard deviations from the mean) and questionable observations 
were excluded from the sample. 

Figure 1 shows the IR£/DM spot exchange rate and Figure 2 shows the 
Ir ish/German interest rate differential. 
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Figure 1: DM I IRE Spot Exchange Rate 

I n the I r i s h case, there were 9 realignments i n the period of analysis . 3 As 
i n Svensson's (1991) model, the value for the slope is restricted to be equal 
across regimes for the dura t ion of the sample period. This alleviates smal l 
sample problems which are associated w i t h short regimes. Results from the 
est imation of Equation (6), the expected rate of depreciation w i t h i n the band 
are presented i n Table 2. Dummies from regimes 1, 5, 6, 7 and 8 are signifi­
cant given the i r p-values, as is the exchange ra te w i t h i n the band. The 

3. F u l l details of realignment dates along with central parities are given in Table 1. 
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Figure 2: Irish / German Interest Rate Differential 

Table 2: Estimation of the Expected Rate of Depreciation Within the Band 

Estimated Coefficient t-Statistic p-Value 

Intercept 
2/79 3.20 2.29 0.02 
9/79 1.39 0.23 0.82 
10/81 0.84 0.15 0.88 
6/82 -7.60 1.07 0.28 
3/83 -2.09 3.66 0.01 
4/86 1.50 3.68 0.00 
8/86 1.80 6.49 0.00 
1/87 5.98 2.74 0.01 
2/93 -5.42 0.50 0.61 
X -3.57 5.21 0.00 

Notes: Adjusted R 2 = 0.3668. n = 177. x, the exchange rate within the band is the 
regressor and 4 (x t + 3 - x t ) denoted as y, is the regressand. (All intercept 
variables are scaled by 100). 

coefficient on x here is -3.57, w i t h a standard error of 0.5045. The negative 
coefficient here is consistent w i t h mean reversion and indicates t h a t an 
increase i n deviations from central par i ty decreases the expected rate of 
depreciation w i t h i n the band, w h i c h is consistent w i t h the re la t ionship 
suggested i n the l i terature. Figure 3 displays the result ing estimates from the 
regression, which are the fi t ted values of the regressand. 
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Figure 3: Expected Rate of Depreciation Within the Band 

(ii) Extracting the Expected Rates of Devaluation 
Having generated the expected rate of depreciation w i t h i n the band, these 

may now be subtracted from the interest rate different ial to compute the 
expected rate of devaluation. This adjustment is non - t r i v i a l because the 
exchange rate w i t h i n the band clearly displays mean reversion. This is sup­
ported by a u n i t root test on x us ing a Dickey-Fuller tes t . 4 A t a i l area of 
.00729 meant tha t the n u l l hypothesis of non-stat ionari ty could be rejected 
and the mean revert ing properties of x established. 

The resul t ing expected rates of devaluation are displayed i n Figure 4. I t is 
appropriate at this juncture to state how the est imated expected rates of 
devaluation should be interpreted. The expected rate of devaluation here is 
the product of the probabil i ty of a devaluation and the size of the expected 
devaluation. Thus an expected rate of devaluation of the order of 10 per cent 
is, i n fact, the product of an expected devaluation size of, for instance, 5 per 
cent w i t h the expected frequency of realignment as 2 per year. The expected 
t ime to a realignment can also be interpreted from this (i.e., the reciprocal of 
the frequency), i n this instance, 6 months. I f however, the expected devalu­
at ion size was 10 per cent, then the expected frequency of real ignment is 1 
per year. Our estimates show expected rates of devaluations t h a t i n some 
cases are close to those tha t actually materialised i n the major episodes. After 
the inception of the EMS, expectations of a devaluation were h igh — typical ly 

4. There was found to be no serial correlation in the exchange rate within the band, therefore 
an Augmented Dickey-Fuller test was not warranted. 



i n the region of 7-10 per cent. This may reflect the uncerta inty associated 
w i t h the new system and the lack of credibi l i ty of such an exchange rate 
system at the t ime , especially since the system represented a break w i t h 
s te r l ing wh ich existed for over 150 years. Expectations remained h igh for 
some t ime, indica t ing tha t credibil i ty i n the policy was lacking to some extent 
even after three or four years of the existence of the system. 

Per Cent 

Date 
Figure 4: Devaluation Expectations DM/IR£ 

These expectations are generated, at least i n part, by the h igh interest rate 
differentials between I re land and Germany which existed dur ing this period. 
I n many instances such h i g h different ials are present shor t ly before 
devaluations actually took place, reflecting market agents' demands for h igh 
interest on securities due to an impending expected devaluation, e.g., before 
the devaluat ion of October 1981, June 1986, March 1983 etc. This however 
may not always apply, and indeed there may be a si tuation whereby a h igh 
interest rate differential or h igh expected rate of devaluation may not signify 
an impending devaluation. As previously stated, this is indicative of lack of 
credibility/poor credibi l i ty i n the exchange rate system; i t may also be reflec­
t ive of a s i tuat ion where fundamentals are i n a position which is conducive to 
a devaluation bu t t ha t such a devaluation d id not materialise. One possible 
explanation for such an anomaly is furnished by Chen and Giovannini (1993), 
who note t h a t the discrepancy between actual observations and estimates 
may indicate inefficient use of informat ion i n the market place. I n Ireland's 



case, the expected rates of devaluation for the realignments which occurred i n 
1982:6 and 1986:4 are, i n both instances, more than 3 per cent away from the 
actual devaluat ion t h a t took place. One possible explanat ion for these 
differences has been put forward by Weber (1991). Whi l e the E M S has 
t rad i t iona l ly been considered a system i n which Germany is the hegemonic 
country, Weber viewed the EMS as a "bi-polar" system rather t han as a pure 
DM-zone. This bi-polar system consists of a ha rd currency option, whereby 
currencies are pegged to the D M . This hard currency co-exists w i t h a "soft-
currency" option whereby some currencies are l inked not to the D M but to the 
FF. Weber has provided evidence i n support of the view tha t I re land was par t 
of the "soft-currency" bloc between June 1982 and A p r i l 1986. I t subsequently 
shifted to the "hard-currency" option of pegging to the D M sometime between 
A p r i l 1986 and the Basle-Nyborg agreement of September 1987. The rele­
vance of Weber's analysis here is tha t i t goes some way toward explaining the 
aforementioned anomalies i n the expected rates of devaluation. A n I r i s h -
French in teres t rate different ia l was constructed us ing the D I B O R and 
PIBOR rates and "fi t ted values" from a regression using data for the FF/IR£ 
of the expected rate of depreciation w i t h i n the band to y ie ld another set of 
devaluation expectations. These are shown i n Figure 5. For the period out­
l ined by Weber, the FF/IR£ devaluation expectations were closer to actual 

Figure. 5: Devaluation Expectations FF/IR£ 



devaluations t han those based on the Ir ish/German interest rate differential. 
The expectations for June 1982 and A p r i l 1986 were w i t h i n .08 and .04 
percentage points respectively i n the month immediately preceding the actual 
devaluat ions. Fu r the rmore , i n the sample period, DM/IR£ devaluat ion 
expectations are i n the order of 6-7 per cent, and reaching as h igh as 11 per 
cent at some points, when i n fact, no devaluation actually took place. The 
corresponding FF/IR£ devaluat ion expectation rates appear to be more 
consistent w i t h wha t actually happened i n I re land and are generally i n the 
order of 0-1 per cent, r i s ing only to 7 per cent a few months previous to the 
devaluation of A p r i l 1986. 

Overal l , h i g h values for the expectations are an indication of lack of credi­
b i l i t y ; the f i r s t por t ion of estimates (up u n t i l June 1982 essentially) can 
par t ly be explained by the insecurity and ins tabi l i ty associated w i t h the new 
system, especially i n Ireland's case given tha t the 150 year old l i n k w i t h ster­
l i n g was severed. The second port ion (to September 1986), can be more accur­
ately explained by looking at the Irish/French interest rate differential. After 
th i s t ime , there were credibi l i ty gains for a l l members of the EMS. Certainly 
i n Ireland's case, the expectations reflect this increased credibili ty. Honohan 
(1993) notes how "an export boom, r i s ing employment and lower unemploy­
ment , combined w i t h a successful stabil isat ion of the public finances also 
contr ibute to the sense t h a t devaluat ion could safely be ru led out as an 
option" (1993, p. 32). This increased credibil i ty appears to have held u n t i l the 
events which culminated i n the currency crisis of January, 1993. The collapse 
of the narrow marg in regime at the end of Ju ly 1993, essentially signalled the 
effective suspension of t h a t regime and ha l ted the fur ther accrual of 
credibi l i ty which exchange rate policy had achieved up to tha t point i n t ime. 

(Hi) Determinants of Expected Rates of Devaluation 
H a v i n g estimated the expected rates of devaluation, i t is proposed here to 

a t tempt to ident ify economic and ins t i tu t iona l factors which market agents 
take account of when formulat ing thei r devaluation expectations. The ident i ­
fication of any such factors is crucial i n understanding how such expectations 
are formed, as we l l as having impor tant implications for policy-makers. The 
empir ical est imation here involved a regression of the estimated devaluation 
expectations on a number of macro-variables. There is l i t t l e agreement i n 
the l i te ra ture as to wha t variables ought to be included i n such a regression. 
Thus the approach here was to draw a wide var ie ty of variables from a 
number of papers. I t was felt t ha t this would also facilitate comparison of 
results. A complete l i s t and definit ion of the information variables is given i n 
Table 3. 

The results of th i s regression are given i n Table 4. The data here were 
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Table 3: Definition of the Macro Variables Used in the Estimation of Equation (7) 

Money: growth in domestic value of M l money supply 

Reserves: log of the relative reserve position vis-a-vis Germany 
Trade: difference in domestic and German trade balance surpluses 
Production: a relative industrial production index defined as 

l n [ l P I R E / ( l P G E R * s ) ] 

Wagesl: relative wages vis-a-vis Germany defined as 
l n [ W I R E / ( W G E R * s ) ] 

Wages2: relative wages vis-a-vis UK 
l n [ W m E / ( W G E R * s ) ] 

UIRE : Standardised unemployment rate for Ireland 

UGER : Standardised unemployment rate for Germany 

UUK> Standardised unemployment rate for UK 

Spot rate 1 :: DM/US$ Nominal Exchange Rate (end of period rate) 

Spot rate 2: £Stg/IR£ Nominal Exchange Rate (end of period rate) 

X I : the exchange rate within the band 

r i : difference in Irish and German inflation rates 

checked for inf luent ia l observations (defined as greater t han 3 standard devi­
ations above or below the mean), and the questionable observations were 
subsequently excluded from the analysis. The regression here, as previously, 
is conducted us ing Generalized Methods of Moments ( G M M ) w h i c h yields 
s tandard errors which are robust to both heteroscedasticity and serial cor­
relat ion. Before the regression was estimated, i t was felt t ha t there may be 
possible non-stationary variables i n the regression. F r a i n (1993) has h igh­
l ighted the problems associated w i t h including such variables i n a regression; 
namely they give rise to spurious and unstable regression estimates. Thus 
they "cannot be used to evaluate the long-term or permanent effects of ... 
exchange rate policy" (1993, p. 21). I n this l ight , the data set was checked 
or u n i t roots/non-stationary variables us ing Dickey-Ful ler or Augmented 
Dickey-Fuller tests where appropriate. Having i n many instances differenced 
the data to make the series stationary i t was then felt safe to proceed and 
estimate the regression. 

The results here may be considered ra ther disappointing i f compared to 
other studies i n a s imilar vein. Of the 12 macro variables used, only 3 of these 
had significant p-values; relative wages vis-a-vis the U K , the exchange rate 



Table 4: Regression of Devaluation Expectations on Fundamentals 

Variable Estimated Coefficient t-Statistic p-Value 

Money 2.75910 1.5226 0.128 
Reserves 0.60116 0.4283 0.668 
Trade 0.24169 1.2344 0.217 
Production -0.15010 0.8898 0.929 
Wages 1 -1.01188 0.1796 0.857 
Wages2 10.0858 1.7349 0.083* 

0.46658 0.1500 0.881 
U G E R -0.43480 0.4810 0.631 
UTJK 4.65702 1.1318 0.258 
Spot Rate i -2.61250 0.5858 0.558 
Spot Rate 2 3.50393 2.3995 0.016* 
X I 2.30043 2.3651 0.018* 
n 55.3191 0.4345 0.664 

Notes: indicates significance at 10 per cent level. Adjusted R 2 = 0.2782. n=169. 

w i t h i n the band and the in f la t ion di f ferent ia l . 5 These significant variables 
were then extracted from the regression and a separate regression was run . 
The £Stg/IR£ nominal exchange rate was also extracted on the suspicion tha t 
th i s may also be significant. The results from this regression are given i n 
Table 5. I t was found tha t i n this regression, relative wages became insignif i­
cant, whi le the £Stg/IR£ nominal exchange rate became significant. The sig­
nificance of the £Stg/IR£ variable highlights a number of interest ing points. 
Fi rs t , i t s very significance i n relat ion to the formation of devaluation expec­
tat ions signifies t h a t despite formally breaking the l i n k w i t h £Stg th rough 
entry into the E R M of the EMS, 15 years later, tha t l i n k s t i l l appears to exist 
i n t ha t the £Stg/IR£ exchange rate is s t i l l taken account of by ra t ional agents 
i n the formulat ion of thei r expectations of devaluations of DM/IR£. Thus even 
though I r e l and is operating i n a formal target zone vis-a-vis the D M , i t is 
also operat ing i n an in formal target zone vis-a-vis Sterling. This point has 
been h igh l igh ted by Hughes and Hur ley (1993) i n thei r tests of target zone 
credibi l i ty . Walsh (1993) has noted tha t " I r i sh interest rates have continued 
to be influenced by the Stg£/IR£ exchange rate" (1993, p. 443). I n particular, 
i n re la t ion to the currency crisis of September this crisis "was not due to a 
change i n inf la t ionary expectations, but because the Stg£/IR£ exchange rate 
rose to a level t h a t markets viewed as unsustainable" (1993, p. 444). The 
expectations of th i s devaluat ion cont r ibuted to the large I r i sh /German 
in teres t ra te d i f ferent ia l as agents demanded a p remium on I r i s h over 
German rates because of the expected impending devaluation. Given the sign 

5. F u l l details are given in Table 4. 



of the coefficient here, an increase i n the £Stg/IR£ exchange rate, increases 
ra t ional agents' expectations tha t there w i l l be a devaluation. 

The exchange rate w i t h i n the band ( X I ) is also significant. A n increase i n 
the exchange rate w i t h i n the band increases expectations of a devaluation. 

Table 5: Regression of Devaluation Expectations on Fundamentals 
(Significant Variables) 

Variable Estimated Coefficient t-Statistic p-Value 

Wages2 3.7001 0.5287 0.597 
X I 18.4479 1.8386 0.066* 
n 43.5786 1.9841 0.047* 
Spot Rate i 5.4485 5.6029 0.000* 

Notes: indicates significance at 10 per cent level. Adjusted R 2 = 0.3024. n=169. 

This is as one might expect; the further the spot exchange rate deviates from 
central par i ty i.e., the closer i t gets to the edges of the exchange rate bands, 
the greater are agents' expectations of a devaluation. 

The last factor which was found to be significant was the I r i sh /German 
inf la t ion differential . A n increase i n the differential between I r i s h and Ger­
man inf la t ion rates increases expectations of a devaluation, and represents a 
decrease i n credib i l i ty . A t the most basic level, an increase i n i n f l a t i on 
represents a loss i n competitiveness i.e., I r i s h goods w i l l become re la t ively 
more expensive abroad, so hav ing a negative effect on the c red ib i l i ty of 
government policy, as such competitive losses surely cannot be sustained i n 
the long run . 

I t is intended here to provide a br ief comparison of our results w i t h other 
studies on devaluation expectations for EMS currencies which have related 
these expectations to fundamentals i n an a t t empt to de termine w h a t 
influences them. Rose and Svensson (1993) have actually completed some 
estimation i n this area on the IR£. They found tha t there existed a potent ial 
l i n k between inf la t ion differentials and devaluation expectations; i n fact this 
was the only variable they found to be significant i n thei r analysis. Reserve 
levels, the trade balance, output and the real exchange rate were a l l found to 
be insignificant. They conclude by saying tha t there "do not appear to be t i gh t 
l inks between real ignment expectations and the i r potent ia l determinants" 
(Rose and Svensson, 1993, p. 12). Lindberg, Svensson and Soderlind (1991) 
at tempted to explain wha t macro variables were significant i n explaining 
devaluation expectations for the Swedish Krona. They found t h a t the real 
exchange rate, the trade account, inf la t ion , the rate of nomina l i ndus t r i a l 
wage growth and the rate of indust r ia l production growth, i n most cases had 
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insignificant coefficients, as d id unemployment, the money g rowth rate and 
the Cen t ra l Government bor rowing requirement . The change i n foreign 
exchange reserves, the current account and the rate of real exchange rate 
depreciation were however found to be significant. 

Chen and Giovannini (1993) i n re la t ing real ignment expectations for the 
French Franc and the I t a l i an L i r a relative to the D M , found tha t regarding 
the variables also used i n our analysis, the relative foreign exchange reserve 
position was significant for the FF but not for the I L . I n another empir ical 
work on the FF, Caramazza (1993) found tha t the inf la t ion differential and 
the unemployment rate were significant factors i n the de terminants of 
F F / D M realignment expectations for 3 month ma tu r i ty . The results are con­
sistent to some extent w i t h what has been found here. 

While a l l the papers referred to thus far have ut i l ised the "drif t adjustment 
method" for generating realignment expectations, E d i n and Vred in (1993) use 
a Prob i t model i n examin ing devaluat ion expectations for the Nord ic 
countries. They then relate these expectations to macro variables. They f ind 
t ha t indus t r ia l production exerts a negative influence on devaluation expec­
tations, w i t h the money stock being marginal ly positively significant. 

W h a t is clear from the comparison here is t h a t different variables are 
found significant i n different circumstances. Even al lowing for differences i n 
definitions, there is s t i l l a considerable degree of heterogeneity i n the results. 
This can at least i n par t be a t t r ibuted to two sources. Fi rs t , there are "wel l -
known difficulties i n l i n k i n g exchange-rates to macroeconomic phenomena" 
(Rose and Svensson, 1993, p. 17). Second, there is an element of in ternat ional 
diversi ty i n the factors inf luencing devaluation expectations. W h a t agents 
i n one country take in to consideration may not be impor tan t for agents i n 
other countries. Indeed, Lindberg, Svensson and Soderlind (1991) cite how 
"experience from the foreign exchange marke t suggests t h a t par t ic ipants 
follow fads i n the sense they focus for a while on a part icular variable ... then 
switch to focus on another variable for a while" (1991, p. 35). Thus i n the l igh t 
of the var ie ty inherent i n the results presented here, th is may not only be 
t rue w i t h i n countries at a nat ional level, bu t also between countries at an 
internat ional level. 

I V CONCLUSION 

This paper has presented .results for devaluat ion expectations for the 
IR£/DM for the period of EMS membership. The methodology employed 
produces estimates of expected rates of devaluation by adjusting the interest 
rate differential by the expected rate of depreciation w i t h i n the band. This 
estimated expected rate of depreciation w i t h i n the band was computed using 



a simple l inear regression model which resulted i n estimates tha t seem 
reasonable, and tha t i n some instances, closely mimicked actual deviations. 
Such devaluations were found to vary considerably over t ime and were not 
always re la ted to correspondingly h i g h interest rate differentials. W i t h 
regard to the credibi l i ty of the EMS, the estimated devaluation expectations 
indicated t h a t c redib i l i ty var ied quite considerably over the period of our 
membership. I t was found tha t this var ia t ion i n credibil i ty could not always 
be explained by the movement of the DM/IR£. One interest ing al ternative 
explanation was propounded concerning the FF/IR£ for the period 1984-86. 
These rates were then related to economic fundamentals i n an at tempt to 
establish w h a t factors marke t agents take in to account when formula t ing 
the i r devaluat ion expectations. I t was found tha t the IR£/£Stg nomina l 
exchange rate , the exchange rate w i t h i n the band and the I r i sh /German 
in f la t ion differential were a l l found to be significant w i t h regard to devalu­
a t ion expectations for the DM/IR£. Whi l e some of these factors have 
previously been found to be significant i n similar studies, others indicate new 
elements considered by ra t iona l agents i n the formula t ion of the i r expec­
tations of a devaluation. 

Whi le the evidence presented here cannot be considered conclusive, i t can 
be viewed i n conjunction w i t h exist ing evidence and studies along the same 
vein. The prominence of exchange rate policy on the polit ical agenda indicates 
how Ireland's membership of the E M S / E R M was not merely an economic 
issue bu t also a po l i t i ca l one. Presently, Ireland's exchange rate policy 
appears to be searching for a new direction i n the aftermath of the events of 
Augus t , 1993. By t a k i n g note of the exis t ing evidence, a l ternat ives to 
Ireland's current exchange rate policy, and ways of overcoming the problems 
associated w i t h lack of credibi l i ty , should make such policy options less 
difficult to assess. 

REFERENCES 

BERTOLA, G., and L.E.O. SVENSSON, 1990. "Stochastic Devaluation Risk and the 
Empirical Fi t of Target Zone Models", Seminar Paper, No. 481, Stockholm: 
Institute for International Economic Studies (IIES). 

CARAMAZZA, F., 1993. "French-German Interest Rate Differentials and Time-
Varying Realignment Risk", International Monetary Fund, Working Paper No. 
WP/93/1. 

CENTRAL BANK OF IRELAND, 1993. Quarterly Bulletin, Winter. 
CENTRAL BANK OF IRELAND, 1994. Quarterly Bulletin, Spring. 
CHEN, Z., and A. GIOVANNINI, 1993. "The Determinants of Realignment Expec­

tations Under the EMS: Some Empirical Regularities", Working Paper No. 4291, 
Cambridge, Massachusetts: National Bureau of Economic Research (NBER). 

EDIN, P.A., and A. VREDIN, 1993. "Devaluation Risk in Target Zones: Evidence from 



the Nordic Countries", The Economic Journal, Vol. 103, pp. 161-175. 
FRAIN, J., 1993. "A Critique of Recent Analyses of the Relationship Between the 

Sterling Exchange Rate and Ir ish Interest Rates", Central Bank of Ireland, 
Research Paper, No. 2/RT/93. 

FROOT, K.A., and R.H. THALER, 1990. "Anomalies: Foreign Exchange, Journal of 
Economic Perspectives, Vol. 4, No. 3, pp. 179-192. 

HONOHAN, P., 1979. "A Guide to the Arithmetic of the EMS Exchange Rate 
Mechanism", Central Bank of Ireland, Quarterly Bulletin, Autumn. 

HONOHAN, P., 1993. An Examination of Irish Currency Policy, Dublin: The Economic 
and Social Research Institute, Policy Research Series, Paper No. 18. 

HUGHES, J., and HURLEY, M., 1993. "Simple Tests of Target Zones: The Irish Case", 
Applied Economics, Vol. 28, No. 8, pp. 757-765. 

LINDBERG, H., L.E.O. SVENSSON, and P. SODERLIND, 1991. "Devaluation Expec­
tations: The Swedish Krona 1982-1991", Seminar Paper No. 495, Stockholm: 
Institute for International Economic Studies (IIES). 

ROSE, A.K., and L.E.O. SVENSSON, 1991. "Expected and Predicted Realignments: 
The FF/DM Exchange Rate During the EMS", Seminar Paper No. 485, Stockholm: 
Institute for International Economic Studies (IIES). 

ROSE, A.K., and L.E.O. SVENSSON, 1993. "European Exchange Rate Credibility 
Before the Fall", Working Paper No. 4,495, Cambridge, Massachusetts: National 
Bureau of Economic Research (NBER). 

SVENSSON, L.E.O., 1990. "The Foreign Exchange Risk Premium in a Target Zone 
with Devaluation Risk", Seminar Paper, No. 475, Stockholm: Institute for Inter­
national Economic Studies (IIES). 

SVENSSON, L.E.O., 1991. "Assessing Target Zone Credibility: Mean Reversion and 
Devaluation Expectations in the EMS", Seminar Paper, No. 493, Stockholm: 
Institute for International Economic Studies (IIES). 

WALSH, B., 1993. "Credibility, Interest Rates and the ERM: The Irish Experience", 
Oxford Bulletin of Economics and Statistics, Vol. 55, No. 4, pp. 439-452. 

WEBER, A., 1994. "Reputation and Credibility i n the European Monetary System", 
Economic Policy, Vol. 12, pp. 57-102. 




