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Anticipated Shocks and Misadjustment:
A Graphical Illustration

Ching-chong Lai and Wen-ya Chang
Abstract

This paper modifies the well-known Dornbush (1976) model to allow
the instantaneous price adjustment in the goods market, and then uses a
graphical illustration to shed light on the phenomenon of exchange-rate
misadjustment proposed by Aoki (1985). It is found that the assumption of
instantaneous price adjustment will make the dynamic property embodied
in Dornbusch’s model change from the saddle-point behavior to the global
instability. As a consequence, this study not only can explain the evolu-
tional patterns of exchange rates, but also can help us to understand the
dynamic feature of the global instability, which is not discussed in the
existing literature.
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