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Abstract

By using Chaos theory, it was found that the existence of self-fulfilling cyclical and chaotic fluctuation in a
small open economy was incurred by a high degree of trade openness. Oscillation by nominal exchange rates
reinforced with a degree of openness plays a key role in macroeconomic instability because the Central Bank
employs a risky strategy, which fails to smooth aggregate consumption. Active interest rate rules, in other words,
monetary rules, where the nominal interest rate responds more than proportionally to inflation, than it responds to
expected future inflation are prone to induce endogenous cyclical and chaotic dynamics. It is suggested that there are
at least two ways to lessen or eliminate the chaos effect. Firstly, decrease the degree of activism (elasticity of interest

rate to inflation) and secondly, introduce the process of imperfect nominal exchange rate pass-through. By selecting
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one of two additional policies together with looking-forward inflation targeting, the Central Bank can recover

economic stability.
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