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WHAT WE DO



WHAT WE DO

<1>Paper takes Ireland’s current economic crisis as 
‘inspiration’.</1>

<2> We build a 2 country stock flow consistent model. </2>

<3> Show effects of a debt-deflation cycle on households, 
firms, banks, the government, and the central bank in each 
country. </3>



<1>
ROMANTIC IRELAND’S DEAD 

AND GONE.
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• –––% Change in Loans to Irish Private Sector. 

• Source: Central Bank, Table A.5

Private Sector Credit Collapse.



Ireland and Japan: Great Similarities.
Source: Bloomberg
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2002 2003 2004 2005 2006 2007 %∆
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22.5 24.1 26 28.8 32.9 34.9 55
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14.7 16.9 19.6 23.7 26.8 30.2 105
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34 39 50 58.8 63.4 75.3 121
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Bubblicious.
Source: GUI.



ASSET PRICE DEFLATION

Source: Ronanlyons.com



ASSET PRICE DEFLATION

Source: Ronanlyons.com



COLLAPSE IN AGGREGATE DEMAND

Source: IMF Country Report.



COLLAPSE IN AGGREGATE DEMAND

Source: IMF Country Report.



INFLATION (PRIVATE)

Food, Alcohol, Clothing,  Recreation, Culture, Restaurants, 
Hotels. All still negative. 
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</1>
ROMANTIC IRELAND’S DEAD 

AND GONE.



<2>
DEBT-DEFLATION MODELS



WHAT WE DO

•We build a 2 country stock flow consistent model.

• Show effects of a debt-deflation cycle on households, firms, 
banks, the government, and the central bank in each country.



SO WHAT?

•We find price collapses across the economy can sustain a 
downturn, even as other areas of the economy experience a 
return to growth.

•Within a currency union, with one small country experiencing 
a deflation, only transfers from the larger country, and 
increased government expenditure in both, can bring the 
economy out of a deflationary spiral



TOBIN, 1980

• “When nominal prices and wages are deflated, debt service is 
a higher proportion of debtors' incomes, and the reduction or 
elimination of their margins of equity disqualifies them from 
further access to credit. Bankruptcies and defaults do likewise, 
and transmit the distress of debtors to their creditors, 
threatening the solvency and liquidity of individual lenders and 
financial institutions.”



CAUSAL STRUCTURES
A macroeconomic shock occurs following a buildup of debt in 
the form of Bills, Bonds, and Equities, which causes debt 
liquidation, leading to distressed selling

leads to a contraction of deposit currency and of its velocity

Economy experiences a fall in the level of prices, and a still 
greater fall in the net worth of businesses. 

Businesses record falls in their profits. 

There follows a reduction in output, in trade, and in 
employment of labour, leading to pessimism and loss of 
confidence.



CAUSAL 
STRUCTURES

• The decline in prices leads to 
an increase in debt servicing, 
and this offset levels of debt 
liquidation

• The economy experiences 
hoarding and a further slowing 
down of the velocity of 
circulation of money



SIMPLE MODEL

Introduction

The essence of central banking lies in the pursuit of macroeconomic and financial stability. Macro-

economic stability refers to the stability of the price level and of output. Financial stability refers to

the smooth, uninterrupted operation of both credit and payment mechanisms.1 There are complete

models of macroeconomic stability, and a reasonably broad consensus on how to achieve it. Not so

for financial stability. There is no consensus how to achieve it, nor a widely accepted model.

This paper studies the relation between asset prices and the banking system. This relation is a

suitable reduction, having been a central element, and a major policy concern, in many episodes of

financial instability. To do so requires going beyond existing macroeconomic models in three ways.

First, the model incorporates a banking system that intermediates the payments supporting the asset

market. Second, we allow default and loan losses to affect the banking system. Finally, we avoid

log-linearisation to incorporate financial extremes far from the steady state.

More precisely, we propose an overlapping-generations model designed for assets to play a central

role, as in Kiyotaki and Moore (1997), and for banks to intermediate payments, as in Black (1970)

or McAndrews and Roberds (1999). The model works as follows. Firms purchase productive assets

on bank credit. Next period, they resell them to the new generation of firms, and sell their output

to other firms and households. While undisturbed, the economy remains in steady state.

We then let an adverse productivity shock set off the dynamics. The forward-looking asset price

falls to reflect the reduced return on assets, and old firms suffer an unexpected loss on assets sold.

The resulting wealth effect reduces consumption spending, and the price level falls. Falling prices in

the presence of fixed nominal debt may cause wide-spread default among firms. If so, the banking

system faces loan losses which, if large, reduce bank capital. A binding capital constraint generates

feedback from the banking system: the contraction of credit in turn depresses asset prices, and drives

up the bank loan rate.

Figure 1: Mechanism

✏✏✏✮
Shock

Asset
Price ↓

✛✛
✏✏✏✏✏✏✮

Price
Level ↓

Default Loan
Losses

✲✲ Capital ↓

if the capital
constraint binds

Credit ↓

❄

✻

The model’s main appeal is the simplicity with which it articulates these links. In spite of dy-

namic general equilibrium, explicit solutions and balance sheet effects are found without resorting

to linearisation. This is made possible by the overlapping generations structure, and by our inside

1
This succinct definition is from Federal Reserve Bank of St. Louis (2002). Central banks supervise, and typically

operate, the payment system, including lending of last resort facilities. They often assume responsibility for the overall

stability of the financial system, even when the regulation and supervision of financial institutions rests with other

authorities. See Fry et al (1999), and Healey (2001).

1



LESS SIMPLE, BUT MORE 
COLOURFUL, MODEL.





BALANCE SHEETS
•Assume 2 countries, 5 sectors (households, firms, 
government, private banks, central banks) 
•Country 1 is assumed to be large relative to 
country 2, in terms of population, trade flows, and 
overall economic output. 
•The exchange rate, E mediates between the two 
nations in the usual way. 
•We assume a floating exchange rate. 
•All assets are in monetary units. 
•Households and firms in this model hold several 
assets: treasury bills, B, bonds, BL, and equities, e.



INVESTMENT SHOCK

•Investment drops 33% in Country 1.
•Compare results for a floating exchange rate & 
currency union



</2>
DEBT-DEFLATION MODELS



<3>
RESULTS



COUNTRY 1



COUNTRY 2



REAL GDP IN COUNTRY 1 







REAL GDP COUNTRY 2



Private Debt Levels Country 1



PRIVATE DEBT COUNTRY 2



GOVT DEBT LEVEL C 1



GOVT DEBT LEVEL C 2



INVESTMENT SHOCK IN 
CURRENCY UNION.



</3>
RESULTS



SUMMARY

•Only factor to retain balance is fiscal policy and transfers 
from the centre. 
•An argument for fiscal union? 
•Future work: effect of non performing loans on bank 
behaviour and overall economic output. 


