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The synchronous rise and fall of cross-border 
capital flows, domestic credit, and asset prices 
across countries in response to changing finan-
cial conditions at the center of the system—the 
“global financial cycle”—has raised questions 
about the degree of insulation the exchange 
rate regime can provide for domestic economic 
and financial variables. Rey (2016), for exam-
ple, shows that US monetary policy shocks 
affect financial conditions in inflation-target-
ing advanced economies, and argues that flexi-
ble exchange rates are not enough to safeguard 
monetary autonomy in a world of high capi-
tal mobility—a contradiction to the monetary 
policy trilemma (Mundell 1963; Obstfeld and 
Taylor 1998). Similarly, in a combined sample 
of advanced and emerging market economies, 
Passari and Rey (2015) show that global finan-
cial shocks (proxied by the VIX index) affect 
domestic credit and equity returns with similar 
force regardless of the exchange rate regime.

In this paper, we argue that the validity of such 
conclusions hinges critically on the country com-
position of the sample. For advanced economies 
(AEs), it is difficult to identify the effect of the 
exchange rate regime for two reasons. First, sev-
eral AEs alongside the United States experience 
the global financial cycle asymmetrically from 
other economies given their tendency to receive 
“safe-haven” flows during risk-off episodes. As 
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global financial conditions tighten, these coun-
tries therefore receive capital inflows rather than 
the bouts of outflows typically experienced by 
emerging markets. Second, there is a genuine 
difficulty in the interpretation of exchange rate 
regime data for AEs, given that the fixed end of 
the regime spectrum consists almost entirely of 
eurozone (EZ) economies. Although EZ coun-
tries have fixed exchange rates vis-à-vis each 
other, their joint currency floats internationally, 
affording the European Central Bank monetary 
autonomy in the sense of the trilemma. In a real 
sense, AEs therefore lack the genuine variation 
in exchange rate regime essential for identifying 
its role in cross-border shock transmission.

By contrast, for emerging market economies 
(EMEs), the data speak clearly and show that 
as postulated by the trilemma, the exchange 
rate regime retains an essential role. For EMEs, 
the transmission of global financial shocks to 
domestic financial conditions (credit, house 
prices, and banking sector leverage) and to 
output is magnified under fixed exchange rate 
regimes relative to more flexible regimes.

I. Does the Exchange Rate Regime Matter?

To examine the importance of the exchange 
rate regime in the transmission of global finan-
cial shocks, we consider quarterly data for 29 
AEs and 43 EMEs over 1986–2013.1 We base 
our analysis on a three-way (de facto) regime 
categorization (fixed, intermediate, and float) 
together with a finer classification that distin-
guishes within these broad buckets, all taken 
from Ghosh, Ostry, and Qureshi (2015).

A snapshot of the data shows that over 50 per-
cent of the AE sample since 2005 is classified as 
a fixed exchange rate regime (i.e., a hard peg or 

1 See the online Appendix for data description and 
sources. 
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conventional peg to a single anchor currency). 
Yet, except for Hong Kong SAR, all countries in 
the fixed category belong to the EZ (Figure 1).2 
For EMEs, however, there is a much richer 
diversity. Since 2005, only about 27 percent of 
the regimes in the EME sample are fixed (with 
countries in different regions pegged to differ-
ent anchor currencies, e.g., the US dollar, euro, 
etc.), 60 percent are intermediate (basket pegs, 
horizontal bands, crawling arrangements, or 

2 From 2008 onward, the IMF started to classify the EZ 
countries as having a floating exchange rate regime, but they 
are generally treated as fixed regimes in empirical analy-
sis, and in most other exchange rate regime classifications 
including Ghosh, Ostry, and Qureshi (2015) that we use 
here. 

managed floats), while the remaining 13 percent 
float freely.

Looking at the (unconditional) correlation 
between domestic economic variables and 
global financial conditions (proxied by the VXO 
index) across exchange rate regimes, we obtain 
sharply contrasting pictures for AEs and EMEs 
(Figure 2).3 For AEs, the correlations show no 

3 Several studies establish that the VIX index is a key 
indicator of global financial conditions, with lower values 
indicating greater tolerance for risk-taking and increases in 
leverage (e.g., Passari and Rey 2015; IMF 2017). We use the 
VXO index—precursor of the VIX—to maximize data cov-
erage (the VXO and VIX are available from 1986 and 1990 
onward, respectively). Correlation between the two series is 
0.99, and the results reported here remain very similar if the 
VIX is used instead. 

Figure 1. De Facto Exchange Rate Regimes, 1986–2013

Source: Authors’ calculations

Figure 2. Correlation with the VXO

Notes: Figure shows the correlation between (log) VXO and 
real private sector credit growth, house price growth, equity 
returns, change in loan-to-deposit ratio, net private capital 
flows to GDP, and real GDP growth across countries in each 
exchange rate regime category.

Source: Authors’ calculations
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discernible pattern: some variables (credit, asset 
prices, and real GDP growth) are generally 
 negatively correlated with the VXO, while finan-
cial sector leverage and net private capital flows 
(in percent of GDP) are positively correlated, 
underscoring the safe-haven status of some AEs. 
Moreover, there appears to be no systematic dif-
ference in the correlations across exchange rate 
regimes—house prices, output growth, and net 
private capital flows have a stronger correla-
tion with the VXO under fixed exchange rate 
regimes, but this is not the case for credit, stock 
prices, and leverage growth.

For EMEs, correlations between the VXO 
and domestic variables are unambiguously neg-
ative—suggesting a much stronger boom-bust 
cycle due to changes in global financial con-
ditions. In addition, the correlations are larger 
(in absolute terms) for fixed regimes, implying 
higher sensitivity of domestic conditions to 
global financial shocks.4

These preliminary statistics suggest that both 
the relationship between global and domes-
tic economic conditions and the role of the 
exchange rate regime tend to differ markedly 
between AEs and EMEs.

II. Estimation Methodology

To examine the transmission of global finan-
cial conditions more formally, we estimate the 
following specification:

(1)   f i,t   =  β 0   +  β 1   Fixe d it   +  β 2   In t it   +  β 3   VX O t  

 +  β 4   Fixe d it   × VX O t   

 +  β 5   In t it   × VX O t  

 +   ∑ 
k
    λ k   z  it,k    +      μ i   +  ε it    ,

where   f i,t    is a domestic variable (real credit 
growth; real house price growth; real equity 
return; change in loan-to-deposit ratio; and 

4 A similar picture emerges from the correlation between 
capital flows and domestic macroeconomic and financial 
variables (see Figure A1 in the online Appendix). 

real output growth) in country i at time t; Fixed 
and Int are dummy variables for fixed and 
 intermediate exchange rate regimes, respec-
tively (float is the reference category); VXO 
is the VXO index (in logs); z is a set of rele-
vant (global and domestic) control variables; 
μ captures country-fixed effects; and ε is the 
random error term.5 If financial conditions 
across countries are affected by global finan-
cial conditions (regardless of the exchange rate 
regime), then   β 3    in (1) would be statistically 
significant. To the extent that the exchange rate 
regime matters in the transmission of global 
conditions, the coefficients on the interaction 
terms (  β 4    or   β 5   ) would also be statistically 
significant.

We estimate (1) using ordinary least squares, 
and cluster the standard errors at the country 
level to address the possibility of serial correla-
tion in the error term.6 The fact that exchange 
rate regimes are slow-moving variables, which 
generally do not respond to short-run fluc-
tuations in macroeconomic activity, helps to 
 mitigate potential simultaneity concerns in our 
estimations. To further attenuate endogeneity 
concerns, we drop from the estimation sample 
country-specific financial crisis observations (as 
identified by Laeven and Valencia 2013), when 
the exchange rate regime is more likely to switch 
due to domestic financial and economic develop-
ments. We lag other domestic control variables 
sufficiently to mitigate potential endogeneity 
concerns. Moreover—since the question of 
insulation by flexible exchange rates is most 
relevant for financially open economies—we 
include in the estimations only countries that are 
at least partially open (defined as those coun-
try observations where capital account open-
ness, measured by the Quinn-Toyoda (2008) 
index, is above the twenty-fifth percentile for  
the sample).

While (1) gives an estimate of the effect of the 
VXO, it could be biased if the VXO is correlated 
with other global factors (such as US interest 
rates or commodity prices) that may also impact 
domestic variables directly. We therefore also 

5 All variables are at the quarterly frequency, except for 
exchange rate regimes, which are available at the annual 
frequency. 

6 To account for possible cross-sectional and temporal 
dependence in the error term, we also compute the Driscoll-
Kraay standard errors, but the results remain very similar. 
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present an alternative estimate of (1) that adds 
quarter-year (  η t   ) effects to control for global fac-
tors more generally:

(2)   f i,t   =  β 0   +  β 1   Fixe d it   +  β 2   In t it   +  β 3   VX O t  

 +   β 4   Fixe d it   × VX O t   

 +  β 5   In t it   × VX O t  

 +   ∑ 
k
    λ k   z  it,k    +      μ i   +  η t   +  ε it   . 

In the version (2) that includes quarter-year 
effects, we cannot estimate the influence of the 
VXO (  β 3   ) separately, but we will obtain esti-
mates for   β 4    and   β 5   .

III. Empirical Results

We first focus on domestic credit growth and 
begin by considering the impact of global finan-
cial conditions on AEs. The results in Table 1 
(columns 1–2) show that controlling for relevant 
factors—such as (lagged) real GDP growth, the 
credit to GDP ratio (as a measure of financial 
development), capital account openness, a time 
trend, a dummy variable for the global finan-
cial crisis to capture the extraordinary size of 
the shock (and corresponding potential policy 
responses), and country-specific effects—credit 
growth is neither statistically significantly asso-
ciated with the VXO nor with exchange rate 
regimes. The coefficients on the interaction 
terms   β 4    and   β 5    are also wholly insignificant, 
whether quarter-year effects are included or not.

For EMEs, however, the picture is quite dif-
ferent. Credit growth is negatively related to the 
VXO in column 3 (with the coefficient statisti-
cally significant at the 10 percent level): a one 
standard deviation increase in the VXO (in log 
terms) lowers credit growth by about 0.5 percent-
age points (against mean quarterly credit growth 
rate of 2 percent for the EME sample). Countries 
with fixed exchange rate regimes have, on aver-
age, about 2 to 4 percentage points higher credit 
growth than those with intermediate or floating 
regimes, respectively. Importantly, the coeffi-
cient on the interaction term between the VXO 
and the fixed exchange rate regime is strongly 
negative, implying that a one standard deviation 
shock to the VXO lowers credit growth by about 

1 percentage point in fixed regimes compared to 
flexible regimes.

That intermediate regimes are, on average, 
significantly less affected than fixed regimes 
may reflect the less binding constraint imposed 
on monetary policy in such regimes. Considering 
the more disaggregated regime classification, the 
effect of the VXO on credit growth is the stron-
gest for both hard and conventional pegs—which 
forgo monetary autonomy by rigidly fixing their 
exchange rates (see the online Appendix).

Pooling the AEs and EMEs to form a single 
population (columns 5–6), we obtain both a 
smaller effect of the VXO in column 5 and an 
insignificant coefficient (in both specifications) 
on the interaction term with the fixed exchange 
rate regime. Excluding the United States—a 
major financial center—from the sample does 
not change these results (columns 7–8); how-
ever, if we exclude the individual EZ coun-
tries from the sample (considering their euro 
membership), the coefficient on the interac-
tion term with the fixed exchange rate regime 
turns highly statistically significant (columns 
8–10). Moreover, even if we include the EZ 
countries but treat them as a single entity with 
a floating exchange rate (while taking the GDP-
weighted average of their domestic variables), 
the estimated   β 4    remains significantly negative 
(columns 11–12). These results make it amply 
clear that it is the difficulty associated with the 
interpretation of the exchange rate regime for 
individual EZ countries, and treating them as a 
fixed regime, that drives the irrelevance of the 
exchange rate regime in the full sample (col-
umns 5–6).

Turning to the other outcome variables, a sim-
ilar picture emerges from the regression results 
for house prices, leverage, and output growth: 
the sensitivity of these variables to global finan-
cial shocks is magnified under fixed exchange 
rate regimes in EMEs but not when AEs are 
also considered (see the online Appendix). 
Excluding the EZ countries from the sample 
(or treating them as a single entity with a float), 
however, validates the relevance of the exchange 
rate regime even in the broader sample.7

7 For equity returns, exchange rate regimes do not matter 
in the EME sample, nor in the pooled AE and EME sample 
when the EZ countries are excluded. 
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IV. Conclusion

The notion that the exchange rate regime is 
of little relevance for the transmission of global 
monetary and financial shocks, if true, would 
represent a fundamental break with longstand-
ing academic thinking and policy advice. This 
paper suggests that arguing for irrelevance of 
the exchange rate regime in the face of global 
financial shocks is not consistent with the empir-
ical evidence—at least for EMEs. For AEs only, 
the jury is still out, as the recent paucity of truly 
fixed regimes among AEs poses a challenge for 
estimating the effect of exchange rate flexibility.
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Table 1—Real Domestic Credit Growth in AEs and EMEs, 1986:I–2013:IV

  Advanced   Emerging market   Advanced and emerging market

All All
Excluding 

USA
Excluding 

USA
Excluding 

EZ
Excluding 

EZ

EZ 
weighted 
average 

EZ 
weighted 
average 

(1) (2)   (3) (4)   (5) (6) (7) (8) (9) (10) (11) (12)

Fixed regime 1.575 0.380 11.802 13.636 4.691 5.191 4.687 5.277 8.072 9.317 8.211 9.453
(1.958) (1.797) (3.659) (3.544) (2.174) (2.163) (2.232) (2.218) (2.728) (2.585) (2.691) (2.549)

Intermediate −2.161 0.025 −0.116 1.995 −1.135 0.711 −1.067 0.861 −1.071 0.817 −0.936 0.949
 regime (2.083) (2.031) (2.383) (2.655) (1.683) (1.614) (1.764) (1.670) (1.718) (1.672) (1.667) (1.626)
log (VXO) −0.268 −1.348 −0.984 −1.026 −0.979 −0.937

(0.526) (0.719) (0.493) (0.522) (0.501) (0.480)
Fixed × log −0.293 0.075 −2.689 −3.162 −0.917 −1.017 −0.877 −1.002 −1.880 −2.136 −1.927 −2.186
 (VXO) (0.581) (0.596) (1.144) (1.121) (0.664) (0.654) (0.685) (0.674) (0.847) (0.805) (0.833) (0.792)
Intermediate 0.768 0.107 0.610 0.057 0.714 0.240 0.732 0.238 0.686 0.213 0.640 0.165
 × log (VXO) (0.658) (0.726) (0.801) (0.878) (0.563) (0.571) (0.591) (0.594) (0.574) (0.588) (0.555) (0.571)
Real GDP 0.193 0.148 0.319 0.246 0.331 0.289 0.331 0.289 0.334 0.283 0.333 0.283
 growth (0.053) (0.053) (0.111) (0.111) (0.077) (0.080) (0.078) (0.080) (0.082) (0.082) (0.082) (0.082)
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(0.007) (0.010) (0.006) (0.007) (0.007) (0.007)
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Country fixed 
 effects

Yes Yes   Yes Yes   Yes Yes Yes Yes Yes Yes Yes Yes

Quarter-year
 effects

No Yes No Yes No Yes No Yes No Yes No Yes
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Adjusted R2 0.054 0.088 0.116 0.151 0.074 0.101 0.073 0.100 0.069 0.094 0.070 0.095

Countries 29 29   43 43   72 72 71 71 72 72 73 73

Notes: Dependent variable is quarterly real domestic private sector credit growth rate (in percent). Real GDP growth rate (in percent) and the cap-
ital account openness index are lagged one period, and domestic private sector credit (in percent of GDP) is lagged two period to mitigate endog-
eneity concerns. See the online Appendix for description of variables and data sources. Sample comprises all AEs in columns 1–2, all EMEs in 
columns 3–4, all AEs and EMEs in columns 5–6, excludes the United States in columns 7–8, excludes the eurozone countries from year 1999 
onward in columns 9–10, and excludes individual eurozone countries from 1999 onward but takes their weighted average in columns 11–12. 
Constant is included in all specifications. Clustered standard errors (by country) are reported in parentheses.
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