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Exchange Rate Flexibility and Economic Growth

• Small effect of exchange rate flexibility on real activity.

• Exchange rate flexibility plays an insignificant role in growth.

• Financial market openness matters in determining how the
exchange rate flexibility should be if the objective is to
maximize long-run economic growth.
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Why Financial Market Openness?

• EMs in the open financial market:

• Hard to obtain monetary policy independence regardless of
exchange rate flexibility.

• Rey (2015, 2016), Passari and Rey (2015), Hofman and Takáts
(2015), Rose (2014).

⇒ Independent monetary policies are possible if and only if the
capital account is managed.

• Financial openness influences the effect of exchange rate
flexibility on long-run growth?
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In this paper...

• Impact of exchange rate flexibility on economic growth varies
with the degree of financial openness.

• Dynamic Panel Model (Aghion et al., 2009)
• 87 countries, Country List

• Sample period: 1966 ∼ 2010 (5-year intervals)

• Classify countries into ADs and EMs based on their level of
financial market openness.

• Investigate whether the effect of exchange rate flexibility on
economic growth differs between ADs and EMs.
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Country Classification
• Classification based on financial development:

• Financial development measure = Private Credit / GDP

• Measures market size, but does not capture the
multi-dimensional aspects of financial development
(Svirydzenka, 2016).

• Less relevant for cross-border activities.

• We classify countries into ADs and EMs based on financial
market openness and convertibility.

• Financial market integration: allowing residents and domestic
institutions to participate in the transactions of international
financial markets (Yu, 2014).

• Financial openness index: Chinn-Ito Index (de-jure) and Lane
& Milesi-Ferretti Index (de-facto).
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Financial Development and Financial Openness
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Empirical Model Specification

• Dynamic Panel Model (Arellano and Bond, 1991; Arellano and
Bover, 1995; Blundell and Bond, 1998; Windmeijer, 2005)

yi ,t − yi ,t−1 =(α− 1)yi ,t−1 + β1ERi ,t + β2ERi ,t · KAi ,t + β3KAi ,t

+ δ
′Zi ,t + µt + ηi + εi ,t

where
yi ,t : log of output per capita, ERi ,t : exchange rate flexibility
KAi ,t : financial market openness, Zi ,t : a set of control variables
µt : time fixed effect, ηi : country fixed effect, εi ,t : error

• Hypothesis: β1 < 0 and β2 > 0
→ the impact of exchange rate flexibility β1ERi ,t +β2ERi ,t ·KAi ,t

is more negative at low levels of financial market openness.
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Data and Variables
• Following Aghion et al. (2009), exchange rate flexibility
(ERi ,t) is calculated using the exchange rate regime classified
by Reinhart and Rogoff (2004):

ERi ,t,t+5 = 1
5

5∑
l=1

ERRi ,t+l

where
ERRi ,t ∈ {1, 2, 3, 4} = {fix, peg, managed float, float}

• Financial Market Openness (KAi ,t): Chinn-Ito Index (de-jure)
• A set of control variables (Zi ,t): Data Source

• education: average years of secondary schooling
• trade openness: imports and exports as proportion of GDP
• government burden: government spending as proportion of GDP
• lack of price stability: inflation
• crisis dummies: the frequency of a currency crisis and external debt

crisis within each 5-year interval (Reinhart and Rogoff, 2011)
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Main Result
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Empirical Result
• Exchange rate flexibility has a negative effect on economic
growth.

• Effect of exchange rate flexibility on economic growth differs
between ADs and EMs. Threshold

• Countries with low financial market openness (EMs) benefit
from maintaining a low level of exchange rate flexibility.

• Robust to alternative exchange rate flexibility measures.
Robustness Check

• Finer classification from Reinhart and Rogoff (2004).

• Aghion et al. (2009):
σi,t,t+5 = stdev{ln(RERi,t)− ln(RERi,t−1)}

where

RERi,t is the real effective exchange rate.
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Policy Implications for EMs

• Policy coordination between ADs and EMs.

• All possible policy instruments that work for EMs given a
restricted set of policy measures.

(i) Choose interest rate or exchange rate or both as policy
instruments.

(ii) Introduce capital flow measures and/or macro-prudential
measures with the idea of containing build-up risks and
bubbles in specific markets and asset types.

(iii) Maintain adequate level of international reserves as insurance,
taking into account global and regional safety nets.

→ Reduce the exchange rate flexibility for EMs.
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Conclusion

• Financial openness influences the effect of exchange rate
flexibility on economic growth.

• Exchange rate flexibility has a negative effect on economic
growth.

• Countries with low financial market openness (EMs) benefit
from maintaining a low level of exchange rate flexibility.

• Policy Implications for EMs:

• Policy coordination and all possible policy instruments that
work for EMs given a restricted set of policy measures.

• Exchange rate policy to reduce the exchange rate volatility for
EMs with high exchange rate flexibility.
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Country List
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14 / 13



Introduction Emerging Markets Empirical Analysis Policy Implication Conclusion

GDP Growth Rate Correlation
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Data Source
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Threshold

Given financial market openness,

∂(yi ,t − yi ,t−1)
∂ERi ,t

= β1 + β2K̃A ≥ 0

K̃A = −β1
β2
≈ 0.5

• # of countries of which KA > 0.5: 54 out of 82 (66%,
2006∼2010)

Back
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Threshold (Continued)

Given Exchange rate flexibility,

∂(yi ,t − yi ,t−1)
∂KAi ,t

= β3 + β2ẼR ≥ 0

ẼR = −β3
β2
≈ 2

• # of countries of which ER > 2: 46 out of 82 (56%,
2006∼2010)
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Robustness Check
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