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Abstract
This paper investigates the linkages between banking crises and exchange rate regimes,
using a comprehensive cross-country dataset for the last two decades. The paper examines
whether the choice of exchange rate regime affects the likelihood, cost, and duration of
banking crises. Empirical results seem to indicate that adopting a fixed exchange rate
diminishes the likelihood of banking crises among developing countries. However, once
crises occur, the real costs associated with them appear to be larger in countries with fixed
exchange rates. The duration of crises does not seem to be robustly affected by the
exchange rate policy.
 2002 Elsevier B.V. All rights reserved.
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1. Introduction
Following the recent financial crises in Asia, Brazil, and Russia, the debate over
the appropriate exchange rate regime has once again taken center stage. Since the
work of Mundell (1961), an extensive literature has developed examining the links
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Martinez Peria).
0022-1996 / 02 / $ – see front matter  2002 Elsevier B.V. All rights reserved.
doi:10.1016/S0022-1996(02)00081-8

42
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between the exchange rate regime and macroeconomic performance.1 However,
until recently, this literature had largely ignored the implications of the exchange
rate regime for financial stability. Similarly, most studies on the determinants of
banking crises have focused primarily on the role of the macroeconomic, external,
and regulatory environments.2
Recently, a number of studies (see Chang and Velasco, 1998; Eichengreen and
Hausmann, 1999; Eichengreen and Rose, 1998; Hausmann et al., 1999; Velasco
and Cespedes, 1999) have begun to discuss—primarily at the theoretical level—
the potential links between the exchange rate regime and financial stability. With
the exception of Eichengreen and Arteta (2000) and Eichengreen and Rose (1998),
this issue remains largely unexplored at the empirical level.3 Furthermore, the
existing empirical papers focus exclusively on developing countries and ignore
indirect channels through which the exchange rate regime may affect the
likelihood of banking crises, beyond the impact of external shocks. Also, these
studies are silent on the question of how, if at all, exchange rate regimes affect the
cost and duration of crises.
This paper attempts to fill some of the gaps in the empirical literature on the
links between exchange rate policies and banking crises. Using a comprehensive
data set including developed and developing countries for the period 1980–1997,
we examine whether the choice of exchange rate regime affects the likelihood,
cost, and duration of banking crises.
Regarding the likelihood of crises, we test the validity of some of the indirect
channels recently discussed in the literature linking the exchange rate regime to the
probability of banking crises. In particular, we examine (a) whether unhedged
liabilities increase the likelihood of banking crises under fixed exchange rate
regimes, (b) whether the extent to which broad money is backed by reserves
affects the likelihood of banking crises caused by runs under pegged regimes; (c)
whether the liquidity of the banking system reduces the negative repercussions of
the lack of a lender of last resort under fixed exchange rate regimes; and finally (d)
whether the impact of external shocks on the probability of banking crises varies
under different exchange rate regimes. Also, we extend the existing empirical
work in a number of ways. Firstly, we consider a larger number of banking crises
that affected not only developing, but also developed countries. Secondly, we
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