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ABSTRACT

The Aftermath of the 1992 ERM Breakup:
Was There a Macroeconomic Free Lunch?*

This paper examines the macroeconomic aftermath of the 1992 breakdown of
the European Exchange Rate Mechanism (ERM). The economic performance
of six ‘leaver’ nations is compared with five ‘stayer’ nations that maintained a
roughly fixed parity with the Deutsche mark. Recent writing about post-1992,
which I call the ‘conventional wisdom’, reports that a surprising miracle
occurred – the leaver nations are alleged to have enjoyed a burst of real
growth and a decline in unemployment, all without any evidence of extra
inflation.

The results in this paper turn the conventional wisdom on its head. While the
leaver nations experienced an acceleration of nominal GDP growth relative to
the stayers, fully 80% of this spilled over into extra inflation, leaving only 20%
remaining for extra real GDP growth. Virtually 100% of the nominal exchange
rate depreciation passed through into higher import prices and extra inflation
would have been even more pronounced if it were not for quiescent wage
rates, which the paper attributes to high unemployment. The absence of any
significant stimulus to real output growth is attributed to fiscal tightening under
pressure from the Maastricht criteria, which offset nearly all of the stimulus
coming from the improved current account of the leaver nations.
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NON-TECHNICAL SUMMARY

There has been remarkably little systematic analysis of the macroeconomic
aftermath of the breakdown in 1992 of the European Exchange Rate
Mechanism (ERM). How did the macroeconomic performance of those nations
which dropped out of the ERM (hereafter the ‘leavers’) differ from those which
stayed in (hereafter the ‘stayers’)?

The point of departure for this paper is the ‘conventional wisdom’ that those
countries which devalued their currencies and departed from the ERM in
1992–3 (the ‘leavers’) achieved an enviable combination of more rapid output
growth and a more rapid decline in unemployment, with little if any extra
inflation, as contrasted with the ‘stayer’ countries that maintained their
currencies pegged to the Deutsche mark. A prominent example is the contrast
between France and the United Kingdom. With a standardized unemployment
rate roughly the same as France in 1991, the United Kingdom managed to cut
its unemployment rate to half of the French level by mid-1997, presumably in
large part due to the policy freedom afforded by the 1992 ERM breakup.

This paper provides a systematic analysis of the macro aftermath of 1992. It
constructs quarterly time series for six leaver and five stayer nations, as well
as for Germany, covering the main macroeconomic variables of interest. To
focus on the main differences between the leavers and stayers, it aggregates
its indexes into ‘leaver aggregates’ and ‘stayer aggregates’, and these reveal
numerous surprises that overturn much of the conventional wisdom.

The paper frames its analysis with a simple exposition of textbook IS-LM and
Phillips-curve diagrams. These focus the origin of the 1992 crisis on German
reunification, which can be interpreted as a shift to easy fiscal and tight
monetary policy, raising European interest rates and forcing both the stayers
and leavers to accept a reduction in output and an increase in unemployment.
The leavers that chose (or were forced) to devalue were pushed in a direction
that is quite unambiguous according to this standard theory. Real demand and
output should have accelerated relative to the stayers, due to the stimulus
coming from the external sector that should have spilled over to domestic
demand. As long as there is any short-run trade-off between output and
inflation, some fraction of the extra nominal demand created by the
devaluations should have been dissipated in extra inflation, leaving only a
partial fraction remaining for real growth and a decline in unemployment.

The empirical analysis of the paper begins by reviewing differences between
the leaver and stayer nations during the five years prior to the 1992 ERM
breakup. In contrast to the previous literature, our technique of aggregating
the economic indicators for the leavers and the stayers reveals a stark and



unambiguous contrast between the economic performance of the two groups.
Our leaver/stayer ratios reveal a steady upward creep in the real exchange
rate and a continuous excess of inflation, together with more vigorous output
booms and excess demand in 1988–90, larger fiscal deficits and larger
current-account deficits. This evidence confirms those who attribute the 1992
breakup to the fundamentals, since in mid-1992 the fundamentals were out of
line to a more extreme extent than has heretofore been recognized.

Regarding the aftermath of the 1992 breakup, the results of this paper flip the
conventional wisdom almost completely on its head. When we compare the
actual performance of the leavers to that of the stayers, far from having no
extra inflation, the leavers had almost double the inflation rate of the stayers
from 1992 to 1996. Exactly 80% of the extra nominal GDP growth enjoyed by
the leavers was chewed up by extra inflation, leaving only 20% to spill over to
real GDP. While external demand stimulated the leaver economies, as
expected, domestic demand actually grew more slowly than in the stayer
economies. The paper attributes slow domestic demand growth in the leaver
countries to two factors: the flexibility of real wages that caused nominal
labour costs to rise at a slower rate than domestic inflation; and the quite
extraneous and unrelated pressure of the Maastricht criteria that caused the
external demand stimulus to be almost entirely cancelled by a fiscal
tightening.

The role of the Maastricht-imposed fiscal convergence needs special
emphasis. The coincidence of the 1992 ERM breakdown and the almost
simultaneous Maastricht fiscal criteria must ultimately qualify our ability to
generalize from the post-1992 experience of the leaver countries. Several of
these, particularly Italy, were forced to impose a draconian fiscal tightening at
the same time that their exchange rate devaluation provided an external
stimulus. In this sense our conclusion that there was virtually no stimulus to
real GDP is not a clean reading on the effects of devaluation, but rather on the
combined effects of devaluation and fiscal tightening. This paper, then, also
helps indirectly to explain how it was possible for some countries struggling to
meet the Maastricht criteria to achieve a fiscal tightening without a demand
contraction, since some of these countries were enjoying an external stimulus
that offset much of the contractionary effect of the Maastricht tightening.

Much discussion of the 1992 aftermath begins with a contrast between the
buoyant economic performance of the United Kingdom and the sluggish
performance of France. Yet the United Kingdom was only one of the leavers
and in many ways was the most atypical. It alone (of the 12 economies
studied here) enjoyed a decline in unemployment from 1991 to 1996. It had a
greater 1992–6 increase in domestic demand than any of the other leavers,
and (with Finland) the greatest increase in real GDP over the same period.
Yet if we are interested in generalizing about the results of sharp nominal



devaluations, surely the experience of all six leavers matters more than the
extreme case of the UK. And here the results were much less scintillating –
real domestic demand actually declined over 1992–6 in Italy and Sweden and
barely grew in Spain. Far from being non-existent, extra inflation was almost
explosive in Spain, Italy and Portugal. In fact, if we omit the sick case of the
stayers (Switzerland) and the star of the leavers (United Kingdom), there was
no excess growth of real GDP in the remaining leavers as contrasted to the
remaining stayers.
















































































































































