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𝜃 random variable

• International lenders will then only accept contracts that 
satisfy the above constraint. From this perspective, a high 
realization of 𝜃 may reflect an exogenous tightening of 
international financial conditions.

• This can be seen as a sudden stop.

• For concreteness, we assume that 𝜃 can take n values, 
denoted by 𝜃(s); s = 1,…n; each with probability 𝜋𝑠 > 0; and 
that this is the only source of uncertainty in the model. 

• We also impose 𝜃(1) = 𝜃 > 0 and 𝜃(n) = ҧ𝜃< 1:
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Evidence: Dominguez (2010)















Final discussion

• Multiplicity of equilibria. 

• Role for macroprudential policy (capital flow 
management). 
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