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1 Introduction

Every major international economic crisis of the past 15 years (save Brazil in 2002) has been rooted in rigid exchange rate regimes. The Asian crisis of 1997-1998 could be viewed as a watershed in the international economics thinking

concerning exchange rate regimes, the international contagion of  macroeconomic instability from one country to another, and the deregulation of international capital flows. One of the lessons is that, in the presence of

weak financial and fiscal institutions, balance-of-payments crises often follow up capital account liberalizations. The paper evaluates policies of capital-account openness and policy switches between a peg and a float. The main hypothesis

of the paper is that balance-of-payments policies, geared toward exchange rate regimes and capital account openness, influence output growth through two channels:

(1) Directly, through their effect on the trade and financial sectors, and

(2) Indirectly, through their impact on the probability of a balance-of-payments crises.

(3) We also propose a re-examination of discrete high inflation crises.

2 Literature

It has been a remarkably difficult empirical task to identify clear-cut real

effects of exchange-rate regimes on the open economy. Indeed, Marianne

Baxter and Alan Stockman (1989) and Robert P. Flood and Andy Rose (1995) find that there are no significant differences in business cycles across exchange rate regimes.

Similarly, no definitive view emerges as to the aggregate e.ects of capital

account liberalizations. Eichengreen (2001) points to the lack of the profession’s understanding of the policies. Rodrik (1998) finds no significant statistical association between capital account openness

and growth.

3. Data

Our original data set consists of 106 low-and middle-income countries (48

African countries, 26 Asian countries, 26 countries from Latin America and

the Caribbean and 5 European countries). A subset of 100 countries, for

which we have complete data, is listed in Table 1. The main source of data

is the World Bank (World Development Indicators and Global Development

Finance).The annual data ranges from 1971 to 1996. Data on 100 countries

over the period 1971-1997 is assembled by Gian Maria Milesi-Ferretti and

Assaf Razin (2000).

The IMF standard official classification of exchange rate regimes prior to

1997, as described in the various issues of the IMF’s Annual Report on Exchange Rate Arrangements and Exchange Rate Restrictions, was completely revamped by the pioneering work of Reinhart and Rogoff (2004). They classify the regimes in a range from free falling to a hard peg like in the CFA franc zone in Africa. An extension of our approach could look at episodes of a switch from broad categories of float (ranging from free falling, through freely floating, to managed floating) to broad categories of peg (ranging from limited flexibility to peg). The data covers 70 countries of the 100 countries in the Milesi-Ferretti and Assaf Razin (2000) data set.

Capital-account openness data are based on a weighted- average index of

several categories restrictions on capital account transactions, reported in the IMF Annual Report on Exchange Arrangements and Exchange Restrictions.

We define sharp depreciations in the real exchange rate, as the measure of

a balance-of-payments crisis, rather than free falls in the nominal exchange

rate, as has been typically in previous balance-of-payments crisis literature.

In doing so we attempt to capture the effects of crisis on the real side of

the economy. Specifically, the balance-of-payments crisis is defined by sharp changes of the real exchange rate, with a 15 percent-per-year threshold.

A peg exchange rate increases and capital controls reduce the probability

of such a crisis.

4. Findings

We estimate both the short as well as the long run effects of exchange and

capital controls regimes on growth, controlling for their effect on the likelihood of crisis. We report out findings in Table 3 and Table 4.

We start with the effects of exchange and capital controls switches (that

is, the short-run effect). We do so with and without country fixed effects. To

under-score the role of policy on growth on growth via its effect (indirect) on crisis, we estimate each specification twice. First, we ignore the probability of having a crisis on growth; Second, we incorporate the effect of policies on the likelihood of facing balance of payments crisis.

Two main facts emerge from Table 3:

(i) Policies switches do affect the likelihood of a crisis: by switching from

float to peg the probability of a crisis increases by approximately 30 percent;

Similarly by imposing capital controls the likelihood of a crisis declines by the same order of magnitude.

(ii) Ignoring the crisis probability in the growth equation we find negligible

Effects of policy switches; however, controlling for the crisis probability we

Find a substantial positive effect of a switch from float to peg and a negative effect, in a similar order of magnitude, of imposing capital controls.

Turning to the effects in the short and the long run (Table 4) we find:

(i) While policy switches do affect the crisis probability, policy levels do

not;

(ii) Ignoring country fixed effects we find, controlling for the likelihood of

facing a crisis, that both policy switches as well as policy levels affect growth.
However, conditioning out country-time-invariant heterogeneity we see that only policy switches affect growth. These findings point out the role of policy switches. As for the long run effects, it is hard to distinguish between what is known as country fixed effects and the permanent effects of exchange rate regime and capital controls on growth.

