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Abstract 

This study examines the role of financial openness and international financial 

integration when choosing an exchange rate regime where the objective is to 

maximize productivity growth. The discussion begins with a simple generalization 

of a framework with credit constraints and concludes that the negative effects of 

exchange rate volatility on productivity growth are reduced the more financially 

integrated into the international capital flows a country is. Second, an empirical 

analysis of productivity growth provides thresholds and addresses potential 

endogeneity problems. Robust and significant results find that a high degree of 

financial openness can mitigate the negative effect of exchange rate flexibility on 

growth. 
JEL classification: F33, F43, O40 

Keywords: Growth, Exchange rate regime, Financial openness, International financial 

integration. 

1.  INTRODUCTION 

The choice of an appropriate exchange rate regime is easily one of the most disputed aspects of 

macroeconomic policy. The coexistence of polar extremes is perhaps one of the reasons for this debate, 

with China’s inflexible exchange rate system on one end and South Africa’s highly volatile currency on the 

other. Moreover, after the collapse of Bretton Woods, the popularity of pegs grew significantly in the 80s 

and early 90s, as a result of their presumed beneficial effects on controlling inflation. However, currency 

crises in Mexico, Asia, Brazil, and Russia, in addition to increasing capital mobility, raised questions about 

the sustainability of pegs. Eventually, the bipolar consensus that either a floating or a hard peg regime was 

the key to international stability was disproved when Argentina abandoned convertibility in 2002.  
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