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 What we didn’t do.
 What we did do.
 What we had hoped to do.
 What we think we learned





 Some prefer augmenting a single equation for 
output etc with “credit conditions”

 Base model is just a single equation or 
loosely specified set of equations

 Muellbauer does this in various papers 
(summarized in BIS working paper)

 Credit conditions are generally determined 
outside of model





 Investment, wages, prices, asset prices, 
consumption

 Might also allow for residential investment, 
consumer durables and inventories as latter 
had issues in GFC

 Some financial sector is always present. Often 
reduced to a single interest rate or two ( short 
plus long rate or overseas rate if open 
economy)

 Recent work on expanding modelling of the 
financial sector to be added on



 Whether one makes behaviour of financial 
intermediaries (FI’s) explicit

 How one models the demand for credit
 How one models the supply of credit
 How one determines the degree of leverage
 Role of Collateral in supply of credit



 Collateral generally handled by introducing 
an asset used in production and also 
demanded for services

 Price of asset then causes variations in 
available credit

 Mostly the asset has been “houses and land” 
so residential investment affected

 If houses introduced may need mortgage 
types, equity draw-downs etc

 Could think that collateral makes credit 
cheaper
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 Future shocks key to business cycle outcomes
 Investigate by setting contemporaneous 

shocks to zero 
 Effect of this is very large
 Still get recession but shows past is of minor 

importance. Hence problem for models.
 Also look at whether (i) Model produces 

double dip recession (ii) Are they after credit 
crunch?





 Of 103 cycles in the GOZ simulations 5 
produce “ double dips”, where a double dip 
means a short expansion (<=6 quarters) 

 In fact the shortest expansion was 6 quarters
 There were 5 double dips, so rare
 Of the 5, 4 were associated with a high 

external finance premia (> 600 basis points) 
initiating first recession



















 External Finance premium works the right 
way

 Fixed Investment is certainly affected in 
models

 Problem is that too small a percentage of GDP 
to be only impact

 Need to expand to consumer durables, 
residential investment

 But then need collateral etc in models



 Well established literature on impact of credit 
upon expenditures

 Question is whether we need to expand 
financial sector to produce inter-bank 
market, leveraging by financial institutions

 May depend on the country as not everyone 
experienced the GFC in the same way ( why it 
is NAC)
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