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Abstract

The objective of this study is to examine how exchange rate flexibility and

economic openness influence the transmission of financial shock in the credit

market. To illustrate the failure of cautious monitoring for loans (the common

cause of historical financia l crises as well as the 2007 subprime crisis that

spread rapidly through globalization), we perform a quantitative examination

by calibration a dynamic stochastic general equilibrium (DSGE) model with

costly loan-making in a small open economy. The numerical results show that

the shock to the bank' s productivity in the loan-making drives up the home

bond rate, which causes the home currency to appreciate, thereby reducing

production. In summary, the floating exchange rate amplifies the adverse effect

of financial shock on the real sector, and its influence rises with the degree of

openness.
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