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ABSTRACT

This paper examines the dynamic adjustment of macroeconomic
variables in an extended small open economy model with imperfect
capital mobility. The analysis is based on the premise that output levels
will decrease persistently under the impact of foreign real disturbances
and that the public knows that the monetary authorities will take
preventative measures by increasing the money supply once the output
threshold is reached. Our research found that the output threshold not
only is relevant to the timing of the collapse of the regime but also
determines whether or not the regime will collapse at all. Moreover,
during the process of collapse, both the output threshold and the level of
capital mobility influence the dynamic adjustment path of the exchange
rate.

Key Words: Extended small open economy model, Foreign real
disturbances, Regime collapse, Exchange rate

dynamics.





