
meetING in mexico City in November 2012, the Group of twenty finance ministers 
and central bank governors declared that “the weak pace of global growth also reflects 
limited progress towards sustaining and rebalancing global demand. . . . In this regard, 
we reiterate our commitments to move more rapidly toward more market-determined 

exchange rate systems and exchange rate flexibility to reflect underlying fundamentals. . . .”
the importance of exchange rate flexibility in facilitating the adjustment of current account 

imbalances has long dominated international policy debates. Before the global financial crisis, 
the debate focused on global imbalances and how exchange rate policies of several large asian 
and oil-exporting countries with external surpluses perpetuated those imbalances. Since the 
crisis, the challenges confronting many emerging market and advanced economies in europe 
have rekindled interest in the relationship between exchange rate flexibility and external adjust-
ment—on both the deficit and surplus sides. 

Is there a connection between exchange rate flexibility and external adjustment? Writing in 
the heyday of the Bretton Woods system of monetary management, the influential economist 
milton Friedman (1953) argued that under flexible exchange rates “changes in [the exchange 
rate] occur rapidly, automatically, and continuously and so tend to produce corrective move-
ments before tensions can accumulate and a crisis develop.”

thus, in deficit countries, the currency would depreciate, restoring competitiveness and narrow-
ing the deficit; in surplus countries, the currency would appreciate, shrinking the surplus. under 

fixed exchange rates, by contrast, the burden of adjustment in deficit countries would fall 
entirely on downwardly rigid goods and factor prices, while surplus countries would 

face no compelling adjustment mechanism. a direct corollary of this argument 
is that external imbalances (current account surpluses or deficits) are less 

persistent under floating than under fixed exchange rates, reducing the 
likelihood that dangerous imbalances will build up and eventually pre-

cipitate a crisis. 
the emerging market financial crises of the 1990s 

(which all occurred under some form of pegged 
regime), the large current account deficits in east-
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ern european countries in the run-up to the global financial 
crisis, and the ongoing efforts of some euro area countries, 
such as Greece, Portugal, and Spain, all bespeak delayed and 
more difficult external adjustment under pegged exchange 
rates. In fact, it is striking that the majority of recent ImF 
arrangements are with countries that had some form of 
managed exchange rate regime on the eve of the crisis in 
2007 (see Chart 1). 

this pattern is consistent with the findings in several 
empirical studies of a strong association between pegged 
exchange rates and vulnerability to crises, abrupt reversals 
of the current account, and growth collapses (for example, 
milesi-Ferretti and razin, 1996; Ghosh, Ostry, and Qureshi, 
2014). a natural inference is that the inflexibility of the nom-
inal exchange rate prevents timely external adjustment until 
large imbalances build up, precipitating a crisis. 

While this argument seems compelling, formal evidence that 
pegged exchange rates impede—and floating exchange rates 
facilitate—external adjustment is surprisingly scant and contra-
dictory. For example, in a large cross-country study, Chinn and 
Wei (2013) find  no empirically strong or robust relationship 
between the exchange rate regime and the rate at which cur-
rent account imbalances are reversed. Focusing on the euro area 
countries, Berka, devereux, and engel (2012) argue that real 
exchange rate movements within the euro area have been at least 
as compatible with efficient external adjustment as those for the 
floating rate countries outside the euro area. 

By contrast, some other studies—both of the euro area and 
more generally—find evidence that exchange rate flexibility 
does affect external adjustment. For example, for a set of cen-
tral and eastern european countries, Herrmann (2009) finds 
that exchange rate flexibility significantly enhances the rate 
of current account adjustment. Similarly, for the euro area 
countries, Berger and Nitsch (2014) find that trade imbal-
ances have widened and are more persistent since the intro-
duction of the common currency. Focusing on a large panel 
of countries—including advanced, emerging market, and 
developing economies—Ghosh, Qureshi, and tsangarides 
(2013) also find that exchange rate flexibility strongly matters 
for external adjustment. 

It is fair to say, therefore, that the profession is far from a 
consensus on the role of flexible exchange rates in facilitating 
external adjustment. 

Adjustment and exchange rate flexibility
So what gives? Why are existing studies unable to establish 
an unambiguous relationship between exchange rate flexibil-
ity and the ease of external adjustment? We conjecture that 
it’s because studies generally rely on aggregate or composite 
measures of exchange rate regimes that do not differentiate 
between the degree of exchange rate flexibility across various 
trading partners. 

the problem is well illustrated by the case of the united 
States. Clearly, the u.S. dollar floats, and existing regime clas-
sifications categorize it as such. But its exchange rate against 
many of its major trading partners—which accounts for 
much of the u.S. trade balance—does not adjust freely. 

For example, the exchange rate volatility between the united 
States and China, which accounts for about 15 percent of u.S. 
trade, has been less than 0.5 percentage point over the past 
decade, but about 2½ to 3 percentage points against some of its 

other top trading partners, such as Canada, Germany, Japan, 
and mexico (see Chart 2, first panel). If exchange rate flexibil-
ity does matter, then the behavior of the u.S.-China bilateral 
trade balance should differ from that of other u.S. bilateral 
relationships. Indeed, this seems to be the case: u.S. deficits 
with other countries have tended to fluctuate, whereas the def-
icit with China has consistently worsened, almost tripling over 
the past decade (see Chart 2, second panel). 

there are other examples too. For instance, euro area 
countries are classified in existing regime classifications 
either as having floating exchange rates (even though 60 per-
cent of their trade is with each other) or fixed exchange rates 
(even though 40 percent of their trade is with countries 
against which they float). Countries that peg to an anchor 
currency are classified as having a fixed exchange rate, even 
though their exchange rates may fluctuate against those of 
their important trading partners. With such disparate rela-
tionships between various trading partners, it is hardly sur-
prising that use of a single, composite exchange rate regime 
classification can yield misleading results. 
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Chart 1 

Trouble adjusting
External adjustment is most dif�cult under pegged exchange 
rates. The vast majority of recent IMF arrangements are with 
countries that had some form of a managed exchange rate 
regime prior to their crisis. 
(number of arrangements, September 2008–September 2012)

Sources: IMF's MONA database and Ghosh, Ostry, and Qureshi (2014).
Note: Excludes precautionary arrangements where IMF resources have not been drawn. Multiple 

arrangements with the same country over the period are counted once. Exchange rate regime is of 
2007. Float = independent �oats; Intermediate = basket pegs, crawls, horizontal bands, managed 
�oats; Fixed = currency union, currency board, dollarized, single-currency peg.
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to correctly identify the effect of pegged exchange rate 
regimes on external adjustment, it is therefore necessary to 
examine that relationship using data on trading partners 
against whose currency the country actually pegs. to this 
end, we fleshed out the exchange rate relationships across 
trading partners for 181 countries during 1980–2011 and 
examined the regime–external adjustment nexus through the 
prism of bilateral relationships between pairs of countries. 

Our data set comprises a three-way bilateral exchange rate 
regime classification—fixed, intermediate, and floating—for 
each country vis-à-vis each of its trading partners (for more 
detail, see Ghosh, Qureshi, and tsangarides, forthcoming). 
For fixed and intermediate exchange rate regimes (referred 
to collectively as “pegs”), we further differentiated between 
direct and indirect relationships between country pairs. direct 
pegs are formed when one country pegs to another (anchor) 
country’s currency, while indirect pegs are formed between 
countries that either peg to a common anchor currency or 
to separate anchor currencies that are themselves pegged to 
a common anchor currency. thus, for example, Lithuania is 
defined as having a direct pegged relationship with euro area 
countries since the anchor for its currency board arrange-
ment is the euro, whereas it has an indirect peg with coun-
tries that also peg to the euro (for example, Bulgaria). 

among the various bilateral exchange rate relation-
ships we examined, both nominal and—assuming sticky 
prices—real exchange rate flexibility are expected to be 
lower under fixed exchange rates than under intermedi-
ate regimes (and, of course, floats), because the latter 
imply greater movement in the nominal exchange rate. 
Between direct and indirect pegs, exchange rate flexibility 
is expected to be greater under indirect pegs (because, for 
example, if direct pegs imply stabilizing parity within plus 
or minus 1 percent, an indirect peg between two countries 
that directly peg to the same anchor currency could move 
by plus or minus 2 percent). Overall, therefore, exchange 
rate flexibility should be the least when one country 

directly fixes its exchange rate to another and the greatest 
when the countries float against each other. this indeed 
appears to be the case empirically—under a direct fixed 
exchange rate regime, the volatility of the (bilateral) real 
exchange rate is the lowest, followed by a direct intermedi-
ate regime (see Chart 3). real exchange rate flexibility is 
greatest when two countries have a floating relationship. 

the upshot is that if Friedman’s hypothesis holds, external 
adjustment should be faster under a float than under a peg and 
faster when the peg is indirect than when it is direct (because 
indirect pegs allow relatively greater exchange rate flexibility). 

What do the data say?
Combining the bilateral exchange rate relationships with 
information on bilateral trade balances, we obtained empiri-
cal results strongly consistent with Friedman’s hypothesis. 
trade imbalances under both direct and indirect pegs adjust 
significantly more slowly than imbalances under floats. the 
speed of adjustment under indirect pegs is, however, faster 
than under direct pegs. Our results also reveal that

• Very large bilateral deficits and surpluses adjust signifi-
cantly faster than smaller imbalances under floats, while pegs 
show no such tendency.

• the direction of the exchange rate movement under floats 
is consistent with the correction of imbalances. thus, coun-
tries with bilateral trade deficits experience real depreciations 
of their bilateral exchange rate, while surplus countries experi-
ence real appreciations; but pegs show no such behavior.

• Greater capital mobility weakens the relationship between 
exchange rate flexibility and external adjustment since capi-
tal flows can sustain imbalances longer, even under flexible 
exchange rates. But the difference in the persistence of trade 
imbalances across exchange rate regimes remains statistically 
significant even for more financially open economies.

these results are supported by several “natural experi-
ments”—cases of clearly exogenous changes in the exchange 
rate regime between countries and subsequent changes in their 

bilateral trade balance dynamics. 
For example, when France 

adopted the euro in 1999, CFa 
franc area members automatically 
became pegged to all euro area 
countries. We find that the bilat-
eral trade imbalances between CFa 
franc area and euro area members 
have since become more persistent. 

Likewise, since Lithuania switched 
the anchor currency for its currency 
board arrangement in 2002 from 
the u.S. dollar to the euro, its trade 
imbalance with the united States 
has become less persistent but its 
imbalance with euro area countries 
has become significantly more so. 
Finally, even though the progres-
sion from the european monetary 
System/exchange rate mechanism 
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Chart 2 

Flexibility counts
Exchange rate �exibility does matter, as illustrated by the very different patterns of the U.S. 
bilateral exchange rates and trade balances with major trading partners. 
(nominal exchange rate, index, 2000 = 100)                                (trade balance, percent of GDP)

Source: Authors’ estimates based on the IMF’s World Economic Outlook and Information Notice System databases.
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to euro adoption did not usher in a substantial decrease in the 
volatility of these countries’ bilateral exchange rates, we do find 
some evidence that the persistence of their trade imbalances 
has increased. 

Overall, our results—based on panel data as well as on the 
natural experiments—underscore that pegged exchange rates 
impede external adjustment. Our findings also highlight 
the richness and complexity of exchange rate relationships 
across countries, and this needs to be taken into account in 
any examination of exchange rate flexibility and the speed 
of external adjustment. So, for instance, even though the 
u.S. dollar, New Zealand dollar, and euro are all floating cur-
rencies, our analysis suggests that external adjustment will 
be faster for New Zealand than for the united States, which 
in turn can adjust faster than euro area countries. this is 
because none of New Zealand’s major trading partners pegs 
to its currency, but several u.S. trading partners peg to the 
u.S. dollar, and of course euro area countries—which trade 
extensively with each other—share a single currency. 

Policy choices
For countries that want to maintain a pegged exchange rate 
for economic or political reasons, what policy choices are 
available to adjust and maintain competitiveness?

When nominal exchange rates are fixed, real exchange rate 
movement requires price flexibility. the key is therefore to 
remove structural rigidities in labor and product markets (for 
example, by introducing greater competition, and through 
fiscal reforms that encourage work) and to pursue prudent 
monetary and fiscal policies to help prevent overvaluation of 
the real exchange rate in the first place. 

For countries with substantial external imbalances and 
external financing difficulties that urgently seek to restore 
their competitiveness, the choice is between “external” and 
“internal” devaluation of the exchange rate. external devalu-
ation refers to a change in the nominal exchange rate parity 

(for example, the CFa franc area’s devaluation in 1994) that 
attempts to correct the relative prices of exports and imports, 
yielding an immediate depreciation of the real exchange rate. 
Internal devaluation, by contrast, mimics the effects of nom-
inal exchange rate devaluation on the real exchange rate but 
through a decrease in the domestic price level (for example, 
the strategy pursued by Latvia and some euro area countries 
during the recent crisis). this is achieved through changes in 
the tax structure (by shifting taxes from labor to consumption, 
for example) or by lowering production costs (through wage 
reductions, for example). 

external devaluation may be particularly challenging in 
the presence of “balance sheet” effects—large amounts of 
foreign currency–denominated debt held by the public or 
private sector—which could undermine economic recovery 
and ultimately force a country off its peg. and adjustment 
under internal devaluation is likely to be slow and pain-
ful, especially if the private sector is highly indebted and 
financially constrained. 

either way the choice is difficult. It calls for careful evalu-
ation of benefits, risks, and policy options before tying one’s 
hands in a pegged exchange rate regime.   ■
Atish R. Ghosh is an Assistant Director, Mahvash S. Qureshi 
is an Economist, and Charalambos Tsangarides is a Senior 
Economist, all in the IMF’s Research Department. 
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Chart 3 

Limiting one’s options
Exchange rate �exibility is least when one country directly �xes its 
exchange rate to the other, and greatest when the countries �oat 
against each other.
(volatility of the bilateral real exchange rate, percent a year)

Source: Authors’ calculations.
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