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1.1 Introduction and Qutline

The focus of this chapter is to compare the spread of the Recent Crisis
across regions and to compare the pattern this time 1ound to that in
the Great Depression in the nineteen thirties. It is too early to make
a final analysis for at least four reasons: (i) the crisis has not ended
in all regions, (ii) unsolved problems which led to the crisis or which
made countries more vulnerable (to financial shocks, exteinal and fiscal
imbalances; regulatory failm es) still persist, (iil) new problems have been
added during the crisis (public deficits, unemployment) and (iv) the
policy reaction in the exit phase remains unknown. Nevertheless, some
tentative conclusions are possible. These are specifically interesting if
compared to those hypotheses and predictions at the start or during the
first phase of the crises. There are at least three interesting hypotheses
for which we can offer tentative answers.

» First the hypothesis that this crisis could become as deep as the
(Great Depression;

e Second the “gravity hypothesis” that the crisis should have its deep-
est impact in the economy in which it started (and with decreasing
impact according to distance);

e Thirdly the “core-periphery hypothesis” that economic crises al-
ways have a stronger impact on the periphery (as marginal suppli-
e1s or suppliers of raw material, food) as compared with the core
of the world economy.

We use a data set made available by WIFO to compare the activity
for industrialized countries for both crises and enlarge the WIFO Long-
term Database for the Recent Crisis with the standard data sets by the
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IMF, Oxford, and Eurostat {Ameco). Section 2 summa.rizes-the'caus_eé

of the Recent Crisis according to piovide some understanding of the au-
thor’s point of view. Section 3 presents general stylized facts on -the
compazison of the depth of the crisis according to different activity indi-
cators, following Aiginger (2010). Section 4 describes the differences in
the depth of the crises, between the US (the originator), Western Europe
(defined as EU-15), the New Member Countries (defined as EU-10; with-
out Malta and Cyprus), South America (defined as Latin America from
Mexico to South America proper) and Asia. Where possible we relate
the experience in the regions to the experience in the nineteen thirties.
Section 5 summarizes the differences between industrialized countries,
ncn-industrialized countries and EU-10 and presents caveats; Section 6
summarizes the whole chapter.

1.2 The Recent Crisis: Causes and Transmission

i. The Trigger

The Financial Crisis had its origin in the “subprime crisis” in the United
States. Credits were given to house owners without checking their ability
to pay back the credits. Since property prices had been soaring for more
than a decade, 1ising property values were accepted as sufficient collateral
for banks and other financial institutions. Economic policy backed this
practice, with the aim that everybody should be able to have affordable
housing, including immigrants and people on low incomes and even those
without continuous employment records. People accepted the offers of
eredit since installments were delayed, with low interest payments over
the fizst few years. If problems came up, the annuities or interest rates
could be covered by taking on a new ciedit, since the house prices had
1isen in the meantime thus providing the basis for this higher credit. ‘In
the worst case scenario the debtor could simply retuin the keys, since
credits were conniected to the property, not the individuals. Risks for the
bank were “outsourced” (distributed), since credits were bundled into
mortgage backed securities and sold to other institutions (from hedge
funds to government agencies}). Rating agencies helped to slice these
securities into risk classes and then to evaluate the risk of the bundles.
If the securities were still too risky they were re-bundled with other
securities, or insurance was provided etc. Many people knew this system
could not be sustainable, but nobody knew how long it would work and
the actual extent of the risks. The subpiime market for US-houses was,
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however, only the tip of the iceberg and it could not have caused the
whole financial system to explode in the manner it did if there had not
been deeper rooted problems!,

i3, Three causes

The deeper rooted problems behind the Recent Crisis can be classified
into three different types of problem — macroeconomic, microeconomic
and regulatory failure (see Aiginger, 2009). One macroeconomic problem
was the disequilibria between two of the main economies in the world:
the large trade surpluses of China (and oil and raw material exporting
countries) on the one hand and the triple deficits of the US (in tiade,
savings, and public budgets). The swplus countries did not want to
allow their currency to appreciate; the US did not need to depreciate
since capital inflow maintained to be laige. The second macroeconomic
problem was that the US-Fed had fried to prevent a recession on two
occasions namely after the dot-com bubble and then after the terror
attack on September 11t It continued this expansionary monetary pol-
icy longer than can be regarded as optimal by hindsight. The result of
the disequilibria plus the monetary policy was an oversupply of money
looking for investment opportunities and investols who were gradually
taking more and more risks. On the microeconomic level innovations in
the financial sector provided these investment opportunities by bundling
credits, insuring risk, increasing speculation, betting on falling and 1ising
prices with or without being engaged in or acquainted with the business.
Shortages of raw materials and oil, and emerging economies provided
new investment opportunities for speculators. The diversity of invest-
ments and new products created the euphoric notion that high, two digit
yields were feasible. They did in fact exist under specific circumstances
in some countries and for some products. Specifically profitable were
high leveraged products in which a narrow asset base was used to create
a large amount of credit. If leverage ratios looked too high, new forms of
assets (equity capital} were created or liabilities were shifted to conduits
and other special institutions where the requirements for own capital
wele not monitorted The reward systems for managers were slanted to-
wards bonuses and these bonuses were based on short-run perfoimances.
Financial regulation should prevent just this series of events High and
incalculable 1isks and too much leveraging should be prevented. Finan-

cial innovation should be tested, since it is well known that waves of

! gubprime credits are estimated to amount to 1% of US GDP and to about 3%
of total US debt (see Agarwal — Ho, 2007}
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optimism are a characteristic of financial markets. On the one hand the
philosophy of regulation had changed. Despite past experience markets
were assessed as rational and self corrécting. More specifically profes-
stonal investors were considered to be able to assess risks Mathematical
1isk models were intended to make these assessments more and more pre-
cise. Regulation was very much segmented into separate markets in the
US. Regulation focused on the national perspective and on cross section
risks in “normal times” rather than on systemic 1isks in all countries and
was more or less nonexistent in some emerging economies.

tii. Transmission to the real economy

The rest of the story is already well known. After the subpiirne mar-
ket burst, several banks (lenders, insurances) failed and were rescued
between mid 2007 and mid 2008. But unceitainty lingered around for
nearly one year (with little impact on real growth or more precise hidden
impact due to high inflation) In September 2008 Lehman Brothers fell
into turmoil and’was not 1escued Within a few days the credit market
broke down, everybody started fire sales, t1ying to rescue their own firm
thereby merely aggravating the problem for other fiims Orders were
cancelled, stocks depleted and production fell. The worst crisis since
the Great Depiession of the nineteen thirties had started, and spread
with surprising speed and synchronization across the world. For several
months the speed in the fall of world trade, industrial production and
stock markets was similar to that in the Great Depression (see Eichen-
green — O’Rourke, 2009; Aiginger, 2010). The ciisis spread across the
world at break neck speed.

1.3 Comparing the Depth of the Two Crises for
Industrialized Countries

There are many statements and assessments available compaiing the
Recent Crisis and the Great Depression, but there are surprisingly few
studies which do this with reference to hard facts, especially over a broad
range of indicators. Eichengreen and O’Rourke (2009) presented the first
haird data which provided quarterly and even monthly data on industrial
production, world trade and stock prices. They coneluded in March 2009
that “The world is currently undergoing an economic shock every bit as
big as the Gieat Depression shock of 1929-30”. This statement became
very important since it was extremely well documented by empirical
facts. The Vox column in which it was presented shattered all previous
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records, with 100,000 hits within a week, the article was sent to me every
week by at least one filend, who shared this view. A historian who had
twrned policy advisor, Chiistine Romer, now economic advisor to Barack
Obama, may be cited as someone who made the opposite assessment at
approximately the same time. She wrote in early Mairch 2009 that the
current recession “. .. pales in comperison with what our parents and
grandparents experienced in the 1930s” {Romer, 2009, p. 1}. None of the
big organizations (OECD, IMF, European Commission) forecasting and
analyzing economic growth worldwide had a data set available covering
both periods. Dats exist at different universities and research institu-
tions, but mostly either only covering a few indicators or a few countries.
Other data sets concentrate on benchmark vears and did not extend to
more recent years. Finally WIFO provided a consistent “Long-term data
set” covering seven macroeconomic and ten policy indicators, covering
both ciises. Tt focuses on ten industrialized countries and reports o
calculates data for the world economy The data makes use of GDP
estimates by Maddison, Miichell, Groningen for the Great Depression,
and Oxford Economic Foiecasting and IM¥ data for the Recent Crisis.
The data set is used in Aiginger (2010) to provide four stylized facts; the
facts are presented based on the consensus amongst economists that the
Recent Crisis leveled off in mid 2009 for production but will continue for
unemployment well into 2010. This is currently the consensus view, see
for example the IMF forecast for growth of the world economy for 2010
of 3% to 4% A decline in growth 1ates in late 2010 or 2011 would not
change the main results.

. Stylized Fact 1: less deep

Transmission to the 1eal economy There is clear cut evidence, that the
Recent Crisis did not reach the dimensions of the Great Depression
This holds true for all seven activity indicators presented in Table 12.
There are especially large differences for real growth, employment and
unemployment. The GDP of industiialized countiies dropped by 10%
during the Great Depression (1929-1932), this time by 4 4% for annual
data and 5.4% for guarterly data. Employment decreased by 13% and
this time by 3.5% Unemployment increased by 13 peicenfage points
(up to 20%) in the Great Depression and by 3 percentage points (up

2 Table 1 refers to un-weighted averages across countries. Using weighted data
would accentuate the difference between the two crises, since the largest economy
the US had the largest drop in GDP in the Great Depression (resulting in a drop of
weighted GDP of 17% in the Great Depression vs. 3.4% in the Recent Crisis). This
time the loss in output was less in the US than in most other industrialized countries
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Great Depression Recent Crisjs

Trough 2005/
peak 2007 /2008
Annualdata Quarterly data
Perceniage change
GDP.reali) 54
Manufacturing 230
Exports 257
Stock markety) -53.6
Employment -16
Unemployment rate 1932 and 2010
Unemployment rate; changes?) 20
Inflation {CFl) 01

Table 1 The depth of the two crises:-Ten industrialized countries
1) At PPP.
2) Unweighted average over US, FR, DE, UK.
3) Absolute difference 1929 to 1932 vs 2008 to 2010. Ten industrialized
countries: Austria, Germany, Belgium, Spain, France, Finland, Sweden;
United Kingdom, USA, Japan '

Source: WIFO Long-term Database {see Aiginger, 2010)

to 9%) in the Recent Crisis. Considerable differences for exports and
prices can also be shown. The smallest difference was for manufacturing
output in real terms. The difference as to stock market indices to some
extent depends on whether we use weighted or un-weighted indices (since
the decline of stock market prices was considerably less in the Recent
Crisis for the US but not for other countries) There had been severe
deflation in the nineteen thirties. This time round there were a few but
very short episodes where the overall price level declined. Taking GDP
as an overall measure for the depth of the Recent Ciisis the drop in
activity for industrialized countries was about half as strong as during
the Great Depression. If we extend the analysis to all countzies, world
GDP declined by only 1% in 2009 {using annual figures). Viewed from
this perspective the Recent Crisis #“pales in comparison” to the Great
Depression, supporting Romer’s assessment. '

v. Stylized Fact 2: more synchronized atl the start

Fconomic activity was mote synchionized across countries in the build-
up period to the Recent Crisis, and also during the first stage of the crisis
itself. The Great Depression had two epicenters (Germany/Austria and
the USA). This time the ciisis had its origin in the US, but almost all
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industiialized countiies experienced somewhat parallel declines in eco-
nomic activity during the first three quarters of the crisis (Aiginger,
2010) The measures of dispersion across countries for all activity in-
dicators are lower in this period than during the starting phase of the
Great Depression This is unlikely to be the case for the exit phase, since
growth rates are very different across regions in 2010.

vi. Stylized fact 3: for three guarters as fast as the Great De-
pression (for some indicators)

The decline in the first nine months was stronger in the Recent Crisis
for manufacturing and trade than during the Great Depression, going
some way to supporting the view that this ciisis had the potential to
follow in the footsteps of the Great Depression This was never the case
for GDP, employment and unemployment The share of the decline in
the fixst year, relative to the overall decline for the prolonged crisis, was
small in the Great Depression. By contrast this time, most, if not all, of
the decline happened in the first nine months. The larger overall drop in
activity in the Great Depression was the 1esult of its length. The down-
twn in the stock market, in woild trade, and finally the bank failures in
the Great Depression came in different waves spread over several years
rather than simultaneously

vit. Stylized Fact 4: economists had learned their lesson

Fceonomic policy, specifically monetary policy and fiscal policy reacted
quite differently in each ciisis (Aiginger, 2010) This was partly due to
lessons leained from the Gieat Depiession itself. Dwring the Gieat De-
pression fiscal policy was restrictive, at least during the first three years
It t1ied fto keep budgets balanced and counteracted the antomatic sta-
bilizers by increasing tariffs and taxes and by reducing expenditure. In
the Recent Crisis automatic stabilizers were a priori larger. Thelr effect
was amplified by stimulus programs. Bank failures and the breakdown
of the credit market were combated through the use of guarantees, re-
capitalization o1 nationalization. Fuithermore, all these measuies were
implemented expeditiously and sometimes with coordination at an inter-
national level The same difference in activity holds true for monetary
policy. In 1929 interest rates were first increased, and then cautiously
reduced. High deflation turned the lower nominal rates into high real
rates Money supply declined over seveial years for many countries (at
least in nominal terms). This time monetary policy slashed interest
1ates towards zeto and engaged in traditional and innovative increases
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in money supply. Some institutional factors 'lie}ped There was no gold
standard to limit money supply and fewer national curtencies to de-
fend due to European monetary integration. The share of services in
GDP and that of the government section is larger today in industrial-
ized countrtes. There was more agreement among economists and more
international coordination due to the G7, G20, the IMF, and the World
Bank.

1.4 'The Spread of the Recent Crisis to
Non-Industrialed Countries

Aiginger {2010} concentrated on the industrialized countries. This sec-
tion tries to analyze the impact of the crisis originating in the US to
other regions. We specifically present the GDP development for the US
and South America, then for Central and Eastern Europe and finally for
Asian countries. If we only analyzed the Recent Crisis, we could draw
on many indicators (see Table 4 to Table 6 or Gligorov et al., 2010).
However, if we want to compare the Recent Crisis to the Gieat Depres-
sion we have to concentrate primarily on GDP data (see Table 2 and
Table 3). World output decreased by only 1% this time (using an an-
nual basis) and some recent calculations indicate it could even be less.
In the Great Depression which in most countries lasted thiee years or
more, world output dropped by 10%. At that time the US/Canada and
Germany/Austria were the epicenters, with declines of 27% in the US
and 16% in Germany The crisis lasted so long since the drop in stock
markets, trade and bank failures occurred in stages and economic policy
did not mitigate but actually aggravated the crisis.

1.4.1 US and South America

Though the Recent Crisis clearly had its origin in the US, the output
loss in the US was, at the end of the day, smaller than that in the euro
area, in Japan, and in the ten New Member Countries {EU-10). This
holds true for the drop in GDP fiom its pre-ciisis maximum (for annual
and quarterly data) and for the recovery phase®. The easiest comparison
can be made using annual data: 2009 is the only year with a decrease in
world economic output: the decrease of GDP was 2.4% for the US, 5.2%
for Japan, 4.1% for EU-15 and 3.8% for EU-10%. As far as the growth

3 According to current predictions, i.e. April 2010
4 Weighted data for EU-15 and EU-10
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forecast for 2010 concerned, predicted growth for the US is larger than
the loss in 2009 (2.8% vs. 2.4% respectively) ° The South American
Clountries were surprisingly stable in the Recent Crisis GDP growth
did decline by only 0.5% in 2009. Growth is predicted to be 36% in
9010, This is a main difference to the Great Depression. Between 1929
and 1932 GDP declined by 15%, much moie than the drop in world
output or in Europe.

Greaf Deprassion

1929 1930 1731 2010/2007
UsA &l -89 77 o7
EU-15 30 -18 4% 3.0
EU-101 11 -7 3.4 13
Russia 28 58 12 20
China 13 10 30.5
India 4.2 07 07 226
Eost Asian Couniries?) 0.4 04 195
Latin America®} 27 =51 42 82
Word 37 -19 -42 57

Table 2 GDP development in main regions

1y 3D: Czechoslovakia, Hungary, Poland, Bulgaria, Romania.: CC: Czelch
Republic, Slovak Republic, Slovenia, Hungary, Poland, Bulgaria, Romania,
Estonia, Latvia, Lithuania, .
2) GD: China, India, Indonesia, Japan, Philippines, South Korea, Tai-
wan, Malaysia. CC: China, Hong Kong, India, Indonesia, South Korea,
Malaysia, Philippines, Singapore, Taiwan, Thailand

3y GD: Argentina, Biazil, Chile, Colombia, Mexico, Peru, Uruglfay,
Venezuela CC: Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica,
Dominican Republic, Ecuador, Panama, Paraguay, Peru, Uruguay.

Source: WIFO Long-term Database (see Aiginger, 2010}

1.4.2 Western Europe

QDP declined by 4.1% in EU-15 in 2009, This decline was larger than
that for the US where the ciisis had originated, and it followed very
slow growth in the previous year. Predictions are different for 2010, but
all forecasts for EU-15 are lower than those for the US and much lower
than the forecast for world output. Medium-term growth is forecast

5 This holds also for Latin Ameriea. For other regions EU-15, EU-10, Ptussia, the
recovery is much weaker than the drop in 2009, Canada pretty much mirrors the
development in the US in both crises with a drop in GDP of 24% between 1929 and

1932 and 2 5% in 2009
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to be well below previous pre-crisis trends. The crisis -specifically hit
peripheral countries which either already had high twin deficits (trade
and public deficits) or a construction bubble {Spain, Portugal, Greece,
Treland}. GDP decline was also strong in Finland, which had surpluses in
its public budgets and curzrent accounts. Within the KU-15 the periphery
performed worse than the core countries if we combine GDP drop plus
budget deficits and unemployment when assessing the impact of the
crisis

1.4.3 Central and Eastern Europe

Let us turn to Central and Eastern Furope © The overall decline in this
country group was approximately similar to that of Western Emope o1
slightly less severe in the Recent Ciisis. This came as a surprise, since
many analysts had feared that the countries would head towards a crash
reminiscent of the East Asian crisis in the late 1990s ( World Bank, 2010;
Gabritsch, 2009). Current figures for 2009, which may still be revised a
little bit show a decline of 3 8% in GDP for the New Member Countiies;
as compared to 4 1% for EU-157. Growth had been much higher in the
year before the ciisis. Growth forecasts for 2010 are slightly lower than
for EU-15, but in the most recent IMF forecast even this changed and the
IMF predicts growth in Central and Eastern Europe of a few tenths of
a percentage points higher than for Western Europe. During the Great
Depression the decline in the new member states was also parallel to
the decline in the ten industrialized countries, GDP dropped by 10%
between 1929 and 1932

The economic performance duzing the Recent Crisis was rather different
across countries. Poland was the only country in Europe in which GDP
did not decline even in 2009, and growth is expected in this country to
accelerate towards 3% in 2010%. Then follows a group of countries in

5 It matters whether we take an un-weighted average over the countries to assess
performance or a weighted one, since the largest economy, Poland, had an exceptional
development

7 This result holds true for GDP weighted data and is dominated by the great per-
formance of its largest economy (Poland). Taking un-weighted data gives a stronger
decline for EU-10 countries, this time influenced by the large drop in GDP of the
three (relatively small) Baltic countries.

8 The reasons for the goed performance of Poland have yet to be analyzed. Current
suggestions for it are (1) the strong devaluation of the currency between mid 2008 and
March 2009, (2) the lower export shares and a strong private consumption (fuelled
by wage increases and a tax cut which had been made just before the crisis started),
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which GDP declined in pazallel to Western Europe, namely the Czech
Republic {(—4.3%), Slovakia (—4.7%) and Bulgaria (-4 7%), and a second
group (Hungary —6.4%, Romania —7 1% and Slovenia —7.8%) which were
hit a little bit harder.

A real backlash occurred in the Baltic countxies where GDP dropped be-
tween 14% and 18% in 2009, decline had started in Estonia and Latvia
in 2008, and forecasts are negative o1 flat for 2010. These countiies had
experienced the strongest growth of all New Member Countires since
the mid nineties, with growth rates of about 6% p.a (1994-2008). By
any historical standards real and financial convergence, institutional im-
provements and fast integration with advanced economies occurred over
a veiy short space of time The currencies were fiimly pegged to the
Furo. However, rapid growth had led to high inflation, wages were ris-
ing faster than productivity, and a housing bubble was created (and
ignored by economic policy) Foreign capital was invested more in the
financial sector and services and tilted away from tradable goods thus
creating large current account deficits. Fiscal deficits increased, it be-
came difficult to borrow more money and Latvia had to get help from
the IMF

The positive experience was that the integration of the Baltic countries
(and of BU-10 countries in general) had become so tight that foreign
investors did not flee, when financial turbulence hit the region Nordic-
based banks, heavily exposed to the “hard landing” of the Baltic States,
remained committed to their subsidiaries in Estonia, Latvia and Lithua-
nia { World Bank, 2010}, as did the Austrian banks in the other EU-10
countyies

Predictions for 2011 are very unceitain, for this region more than fo1 the
EU-15, since a phase of 1apid convergence gtopped very abruptly. For
9011 most forecasters expect a GDP growth for the region, but opinions
as to the extent of this growth differ widely (from a 1ange of between 1%
and 3% for the region) For some countries negative growth is still pre-
dicted (e g Baltic countiies, Hungary, Bulgaria) Tt is possible that the
recovery comes slightly later in Central and Eastern European Countiies,
since foreign direct investment will not increase soon and overcapacities
e.g. in the building sector will first have to be reduced. For the medium-
term the prospects are good for a resumption of the convergence process.
However, due to increasing risk premiums and attempts to deleverage in

and {3) limits to speculations of banks and credits in foreign currency by a prudent
financial regulatory authority
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the financial sector as well as in the real econbmy convelgence iiay occlr S

at a slower speed, meaning that the difference in growth 1ates between
EU-15 and EU-10 may become smaller. The growth model of EU-10
countries may change in the direction of a higher emphasis on upgrading
in na;tionai capabilities vs. importing technologies (see Glogorov et al,
2010).

Russia and even more so the Ukraine had a deep recession with drops in
GDP of 9% and 15% respectively, the decline of oil prices and the polit-
ical turmoil in the Black Sea Region as well as domestic problems have
aggiavated the problems coming from the repercussions of the financial
crisis. For 2010 growth is predicted to resume.

The diversity between the Central and Eastern European countzies also
happened in the Great Depression. On average the GDP declined by
10% between 1929 and 1932 in parallel to the drop in Europe and world
GDP. The decline had been strongest in Poland and followed the average
for Czechoslovakia and Hungary. Russia had a very small drop in one
year (1932) and enjoyed 7% growth between 1929 and 1932. In general
it looks as if the level of synchronization was lower. While the first drop
in Germany occurred in 1929, Hungary, Czechoslovakia and Poland grew
between 1.1% and 3.3% in this year. Bulgaria was the exception during
the Great Depiession enjoying a rtemarkable growth of cumulatively 27%
between 1929 and 1932,

1.4.4 Asia

The specific Tole of the Asian countries in the Recent Crisis is shown if we
lock at China where GDP increased by 9% in 2009 and forecasters expect
it to increase by another 10% in 2010 India’s growth is not far below
this at somewhat less than 7% in 2009 and slightly accelerating in 2010..
Indonesia’s growth was 4.5%, with the forecast for 2010 at 5.6%. The
Asian countries played an important role in limiting the crisis worldwide.
Specifically China used a (small) part of its past surpluses for stimulus
programs. The dynamic of Asia helped to limit the drop in world trade
to 13% in 2009, and boosts world tiade by 10% in 2010,

Dning most of the time between 1929 and 1932 China and India experi-
enced positive growth, albeit at very low rates. The cumulative growth
over the three years had been 5.6% and 12%.° Both countiies at that

9 The annual rates are 1 8% vs. 04%
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fime were not fast growing economies, and had much less weight in world
trade. In South Korea and Indonesia GDP declined by 2.8% and 7.9%
respectively. But there is no general pattern to show that the periphery
(these countries at that time were periphery) did actually, in general,
receive the worst part of the Depression.

Future research will have to explain the impact of the Recent Crisis
on different regions and countries if more data become available and if
we know more about the exit phase or about echo effects. However,
what the data do tend to show is that in neither crisis was theie s
clear core/periphery pattern. If we define as the core the industiial-
ized countries Western Euwrope and North America the Great Depres-
sion was deepest in the core countries. This was mainly due to the
influence and large weight of the US and German economies. GDP 111
industrialized countries, measured by weighted GDP, dropped by 15% .10
In non-industrialized countiies weighted GDP did not decline substan-
tially. There was a tiny decrease in 1931, but GDP increased in 1930
and 1932. This was due to the impact of China and India which proved
rather immune during the Great Depression. The majority of the non-
industrialized countries had decreases stronger than that of the World
average specifically the South-American countries But the decreases
were on average less than in the US and in Germany.

Thus China and India also successfully defied being dragged into the
crisis in the thirties Both countries were agrarian economies, less dy-
namic, less integrated in world trade and therefore also less important
for other developing countries at that time. The diop in GDP of Eastern
and Central European countries was in line with the average of the ten
industrialized countties during the Great Iepiession

1.5 Core vs. Periphery and Caveats

This time the drop in GDP was definitely less in non-industrialized
countries (periphery countries) than in industrialized countiies (defined
as core countiies) In ow sample and using un-weighted averages it
amounted to 1% in the non-industrialized countries and 4% in the indus-
trialized countries. Using GDP-weighted data reduces the drop in indus-
trialized countries a little bit (due to the smaller drop in the TUS), but it
turns the results for non-industrialized countiies into the positive range:

10 {nweighted 7%, ten industrialized countiies in WIFQO data set 10%
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Great Depression . Recent Crisis
1927 1930 1931 1932 : ’ 2010 200/2007 1929 2008

Per:enlégs change Weight
World 37 Y 42 40 57 1000 1000
Unweighled average ’
Ten industriatzed counlres’} 33 27 -4.4 24 6 25
Industilized couniries llorgersefjy 3.4 23 38 14 : 2.4
U1 06 07 33 50 51
Norvindustrialzed countrias'} 33 - 20 59 28 % 7.4
Weighled average
Ten Indushialized countrias’) 43 -53 -41 7o - -12 557 419
Indusirialized eauntriss flarger set}3 41 -49 -58 =53 -14 £5.0 499
EL-10y 1noo-1y 84 &1 13 44 2z
Nor-industrialzed counifes') 23 12 07 03 : 185 30.£ 478

Table 3 Comparison of the two crises: industrialized vs. non indus-
trialized countries; Growth of real GDP
1y Austria, Germany, Belgium, Spain, France, Finland, Sweden, United
Kingdom, USA, Japan.
?) Austria, Germany, Belgium, Spain, France, Finland, Sweden, United
Kingdom, USA, Japan, Australia, Canada, Denmark, Italy, Netherlands,
Ireland, Greece, Portugal.
3) GD: Czechoslovakia, Hungary, Poland, Romania. CC: Czech Repubhc,
Slovak Republic, Slovenia, Hungary, Poland, Romania, Fstonia, Latvia,
Lithuania.
1) GD: USSR, China, India, Indonesia, South Korea, Argentina, Brazil,
Chile, Colombia, Mexico, Peiu, Uruguay, Venezuela. CC: Russian Feder-
ation, Ukraine, China, India, Indonesia, South Korea, Argentina, Brazil,
Chile, Colombia, Mexico, Peru, Uruguay, Venezuela.
5) GD: Czechoslovakia, Hungary, Poland, Bulgaria, Romania. CC Czech
Republic, Slovak Republic, Slovenia, Hungary, Poland, Bulgaria, Romania,
Estonia, Latvia, Lithuania.

Source: WIFO Long-term Database (see Aiginger, 2010)

GDP increased in 2009 despite of the crisis by 21/2% (after and before a
6% growth in 2008 and 2010). During the Great Depression the results
are less clear cut: on average the decline in industrialized countries was
approximately level (un-weighted data), namely -10% in the sample of
ten industrialized countries as well as in the non-industrialized countries
(see Table 3, 1929/1932). For weighted data the drop in industrialized
countties is higher than for unweighted data, for non-industrialized coun-
tries there is a small decline of 0.7% in one year (1931), but no decline
for the whole period {1929/1932). That means there is no core vs. pe-
riphery pattern on this general level, and no such general pattern existed
in the Great Depression. During the Great Depression the drop in GDP
was less in Eastern and Central European countries than in what we call
today EU-15 {if today’s EU-10 had been the petiphery to Germany or
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Austria at that time this again speaks against a core-periphery pattern).
The drop was least in Russia (as in the non-industrialized economies
in general). Omn the other hand the drop in GDP in South Americs
(which may be considered as the periphery to North America) was rather
steep, specifically if compared to the decline in World GDP. However,
the GDP loss in the US and in Canada was deeper during the Great
Depression than in Latin America. This also counters a core/periphery
notion. Summing up this time round the crisis in industrialized coun-

Great Depression Recent Crisis
1929 1930 1931 1932 1932/1929 2008 2009 2010 201042007
Perceniage change
Czech Repubalic 28 3.2 3.4 -40 -10.3 32 4.3 0.7 0.5
Hungary 33 22 -48 27 24 0.6 5.4 0.3 -1
FPokand il 4.6 72z 78 -18.4 48 1.5 24 71
Slovakia 28 =33 3.4 ~4.0 -103 &4 47 29 43
Slevenia 35 78 13 33
Bulgariz -l ¢ 102 147 0s 272 40 -7 0.4 04
Romania 4.4 72 23 5.4 3.4 22 71 07 24
Estoria =34 -141 01 =172
Latvia 4.4 ~18.0 -4.0 249
Lithwarnics 28 -150 39 -l60
EU-10; unweighted average') 0.8 07 =33 -5.0 2.4 25 a4 00 =51
EU-10: welghted average?) 11 -7 =34 Sl -1¢1 4.1 -3.8 12 13
Russia 28 58 17 =11 &7 73 29 43 20
Ukraine 21 ~14.7 45 3.0
Turkey 159 4.5 60 5.0 41 38 B4 47 ©.7
World 37 -1 9 -42 40 2.8 30 07 34 57

Table 4 Comparison of the two crises: New Member Countries and
Neighbors; Growth of real GDP
1) GD: Czechoslovakia, Hungary, Poland, Romania. CC: Czech Republic,
Slovak Republic, Slovenia, Hungary, Poland, Romania, Estonia, Latvia,
Lithuania.
2y GD: Czechoslovakia, Hungary, Peland, Bulgaria, Romania. CC: Czech
Republic, Slovakia, Slovenia, Hungary, Poland, Bulgaria, Romania, Esto-
nia, Latvia, Lithuania

Source: WIFO Long-term Database (see Alginger, 2010)

tries (core) is definitely deeper than in South America and Asia, which
had become “actors” and not “followers”. Central and Eastern European
countiies (periphery) on average did show admirable 1esistance to the
crisis, specifically given the bleak forecasts if foreign direct investment
and finance were suddenly to stop. Of course the trend of the past years
could not be sustained so that the difference between the dynamics in
the crisis and the growth trend before the recent crisis is larger (and
lazger than for EU-15 and the US) Recovery may also come a little bit

30

late since there are large overcapacities and investment- will reqiiite & ™~

higher risk premium. Furthermore, differences across countries are large
as far as growth predictions, fiscal balances and current accounts are
concerned. ;

There are many caveats to be mentioned with regards to the above find-
ings.

Caveat I: The crisis is not over. The calculations depend on the as-
sumption that there will be no general, large second dip in the activity
indicators, after the indicators on tiade, manufacturing output, GDP,
stock mazket prices leveled off in 2009 and then started to grow. The
consensus among forecasting institutions is a growth in world GDP of
about 3% in 2010 and 2011 A small dip, lower growth rates in 2011
as compared to 2010 or even a growth recession would not change the
results. The same holds true for country crises which can be ring fenced
and do not spread into larger regional crises. The crisis is definitely
not over insofar as unemployment remains high (or is even on the rise
in 2010). The prediction for 2010 was incorporated in the calculations,

GDP per capita

GDP af PPP Unemployment rate Inflation
200871994 2010/2007 2008 2008/1994 199522008 2010-2007 2008/1994
. —
Change p.a EU-z7=100 Change Average ':;f:gj Change p.a
Czech Republic 34 05 81.0 90.5 6.6 246 47
Hungary 34 21 &27 1031 74 . 3% 104
Poland 48 27 561 127 9 144 03 78
Slovakia 52 o7 707 1554 149 17 64
Slovenia 432 -1.0 712 1e8.1 64 34 67
Bulgaria 32 0.4 323 107 & 130 I8 384
Remanla as 0.8 449 1548 &6 23 311
Estonla 4.2 -&0 &6 7 2221 22 ics az
Latvia 40 91 552 188.1 123 132 79
Lithuanic 60 -£8 815 1927 102 133 70
EU 27 24 09 100.0 67 4 8.4 32 3.5
EU 10} {unweighted average) -25 65.6 149 2 98 58 190
EU 109 {welighted average) 4.4 0.0 818 1108 10.5 25 s

Table b Macroeconomic performance of the EU-10
1) GD: Czechoslovakia, Hungary, Poland, Romanja. CGC: Czech Republic,
Slovakia, Slovenia, Hungary, Poland, Romeania, Estonia, Latvia, Lithuania
2} GD: Czechoslovakia, Hungary, Poland, Bulgaria, Romania. CC: Czech
Republic, Slovakia, Slovenia, Hungary, Poland, Bulgaria, Romania, Esto-
nia, Latvia, Lithuania

Source: Eurcstat (AMECO)

31



therefore. Budget deficits are high and public debts have to be reduced.
Several causes of the crisis (disequilibria in the US/China, regulatory
problems in the financial sector, over-liquidity concurring with a credit
squeeze) have not to be resolved either. Regulatory change has yet to
be implemented

Cument account /GOP Budget balance/GDP Debt/ GDP ratio

1995-2008  2010-2007 19952008  2010-2007 19962008  2010-2007

Average ﬁﬁf::g: Average ’::ﬁf::ori;fs Average T:ﬁf:orll;f
Czech Republic 42 12 44 -48 237 17
Hungary T4 49 Y] o7 A 139
Poland -30 23 -42 54 432 124
Slevakia -62 -02 54 42 381 29
Slovenia -1¢ 43 248 70 ) 248 19.5
Bulgaria 74 127 a7 -12 523 20
Romania -69 81 =30 -42 189 148
Estonia -100 23 0.4 -58 53 71
Latvia -100 279 -4 =119 12§ 396
Lithuania 89 154 28 81 19.0 238
EU 27 o0 01 22 =67 62.6 206
EU 10" [unweighted avercgs) -5 93 =33 -57 275 69
EU 109 (weighted average) -50 48 -40 46 375 1z8

Table 6 External and fiscal balances in the EU-10
1y Cgech Republic, Slovakia, Slovenia, Hungary, Poland, Romania, Esto-

nia, Latvia, Lithuania.
2y GD: Czechoslova.kla, Hungary, Poland, Bulgaria, Romania CC: Czech

Republic, Slovakia, Slovenia, Hungary, Poland, Bulgaria, Romania, Esto-
nia, Latvia, Lithuania
Source: Eurostat (AMECO)

Caveat 2: The analysis focuses on a limited number of countries and
some very broad categorizations (e.g. industrialized countries vs. non-
industrialized countiies) For many tentative conclusions the results are
different depending whether we use un-weighted or weighted averages to
measure economic dynamics. Some regions would definitely need more
attention if we want to make any conclusions about the transmission
of the crisis across world economies e g Central Asia or Africa A lim-
ited numbe: of indicators have been used; the main results focus on
GDP only.! Employment, unemployment and poverty may be more
important indicators for developing countries. Disequilibria in external

11 Gge Tables 5 and 6 for more activity indicators for the EU-10 countries
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balances, public deficits, and debts for are important for all countnes
as well as living standar ds and life expectancy. :

Caveat 3: This is a descriptive study making use of data. and assess~
ments at a time when the crisis is not actually over, data are scarce, and
the exit strategies are unknown. Testing hypothesm with hard data and
empirical evidence will have to follow.

1.6 Conclusions

(1) The Economic Downturn following the Financial Crisis proved to be
much smaller and shorter than the Great Depression of the nineteen
thirties, given that it ended with the recovery of output in mid to late
2009 (in most countries). The GDP in ten industrialized countries for
which activity and policy indictors are presented in Aiginger (2010}
decreased by 4 4% for annual data, and 5.4% for quarterly figures.
The drop was 10% in the Great Depression for these ten industiial-
ized countries (un-weighted average; if data are GDP-weighted the
differenice between the Great Depression and the Recent Ciisis in-
creases). Unemployment increased by 31% {to 9%) in the Recent
Crisis while it had increased by 13 2 percentage points (to 20%) in
the Great Depression. If we take data for total World GDP the loss
had been only 1% this time round (against 10% between 1929 and
1932). Thus the Recent Crisis was “half a Great Depression” for the

industiialized countiies and “. .. pales in comparison with what our
parents and grandparents experienced in the 1930s” for the world
economy.

(2) The Recent Crisis had its origin in the housing market and the finan-
cial sector in the US. The problems in these markets started to come
to the surface in 2007 The problems then lingered for a whole year
(with governments intervening differently and implementing rescue
measures), partly covered by strong inflation and a shortage of oil
and raw materials. The ciisis entered a dramatic new phase after
the breakdown of Lehman Brothers in September 2008, In the fol-
lowing months manufacturing output, woild trade and stock markets
declined with a speed similar to the starting phase of the Great De-
pression But in the nineteen thirties the crisis unfolded from sector
to sector over time (first the stock markets, then trade and finally
banking failures). This timme everything happened at once. This time
around governments in industrialized countries tried to mitigate the
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(3)

(4)

(5)
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downturn by implementing monetary and fiscal policies, which were
surprisingly coordinated, and by using guarantees and suppoit pro-
grams for weaker regions. China had accumulated and made use of
past surpluses to combat the downward trend. Even if not all fiscal
stimulus programs were implemented fully, even if not all tax cuts
worked immediately and even if not all programs were structmally
and strategically ideal, the discretionary fiscal progiams plus the au-
tomatic stabilizers managed to cushion the downturn. Production in
many areas bottomed out and then started to increase in mid or late
2009. Since not all problems which led to the ciisis are solved (dis-
equilibiia, speculation, regulatory failwres}, and new problems may
arise from the increased debt burden of governments there is no cer-
tainty that the crisis is over. Echo effects are likely and the exit phase
will not be easy. However, we know that at least for the start of the
crisis economists learned their lesson from the Great Depression and
economic policy followed the advice of the science Economists and
governments had diawn the correct conclusions fiom the policy inac-
tivity or pro-cyclicity in the Great Depression.

The Recent Crisis started in the US. Nevertheless the US managed
to limit the loss in GDP to 24% (o1 38% on a quarterly basis).
This was smaller than in Western Europe where it was 4.1% (on an
annual base). During the Great Depression the loss in GDP was 27%
between 1929 and 1932 in the US, with some interim growth and a
final drop in 1937 when the stimulus was withdrawn too early. In the
countries now constituting EU-15 the drop in GDP was % with the
highest diops in Germany and Austria, however, this drop was still
smaller than in the US.

The East-Asian Countries were also more o1 less stable in the Great
Depression, with a very small loss in 1930 and 1931, but an overall
growth of 2% in the period between 1929-1932. China never had a
decline in GDP, India only a small one in 1931. Other East-Asian
countries had drops in GDP at that time (Indonesia) This time
round East-Asian countries’ economic growth declined from 6% to
5% (and is expected to be 7.3% in 2010) China’s lowest growth 1ate
was 9% in 2009, Indials 7%. The weight of the Asian economies has
increased since the thitties, so that their laiger balancing effect was
amplified by their greater importance.

A striking difference between the two crises is the remarkable stability
of Latin (South) America in the Recent Crisis In these countries

(6)

output declined by 15% in the Great Depression. This time there
was a tiny dent in the growth process in 2009 {-0.5%), and growth
has resumed in 2010 at 4%. For the three years from 2008 to 2010
together the region’s GDP increases cumulatively by 8% (with double
digit three years growth in Peru, Uruguay, Argentina, Brazil}. In
Mexico GDP decreased faster than in the US.

One of the reasons for the better performance of South America may
have been that specific crises had already occurred in several coun-
tries. Another reason may be that economic policy found a good
compromise between the opening up of the economies and domestic
development. A third reason may be the sustained demand for food
and mineral resources due to higher growth in Asia.

Central and Eastern Furopean countries experience a differentiated
petformance. Total GDP of EU-10 dropped a trifle less than the
EU-15 countries, due to the excellent performance of Poland (which
was the only EU-27 country with positive growth in 2009). An un-
weighted average of the EU-10 countries performed less than the un-
weighted average of the EU-15, mainly due to the double-digit GDP -
logses in the three Baltic countries. These countries, however, had
been the countiies with the highest growth since 1995, The Baltic
countries lost the gains of three years of catching up in one year, and
forecasts for 2010 are still negative. What follows is a middle group of
performers which can be grouped into the Czech Republic, Slovakia,
and Bulgaria which had losses between 4.3% and 4.7% and another
group containing Romania, Hungary and Slovenia with a somewhat
higher loss. The average decline of 3.8% had been much less than
feared in early 2009, maybe due to the help of international organiza-
tions or reserves built in the exceptional growth period beforehand.
Public deficits are above EU-27 average in 2009 only in Lithuania,
Latvia and Romania and debt is laiger than 50% of GDP only in Hun-
gary and Poland Current account deficits had been larger than 10%
in the pre-crisis period in Bulgaria, Romania, Latvia and Lithuania.
The unemployment rate is higher than 10% in the three Baltic coun-
tries, Hungary and Slovakia. Thus in general the crisis aggravated
existing problems, and interrupted a fast convergence process, but
with the exception of the Baltic countiies did give rise to completely
new problems. However, a discussion was started as to whether the
“srowth model” of the EU-10 would change towards more domestic
oriented policies, making use of endogenous foices, qualifications and
institutions. But no complete policy change seems to be necessary ot
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wairtanted and Furopean integration and enlargement will continue.
During the Great Depression the loss in GDP in today’s EtU-10 coun-
t1ies was also approximately the same as in Western Ewope. That
time the exception was Bulgaria, which enjoyed a substantial growth
dwring 1929/1932

(7) In neither ciisis there is a core-periphery pattern in the sense that
the periphery suffered more than the core. The Asian countiies were
relatively stable even in the 1930s, specifically India and China. If
anything should indicate a laiger impact in the periphery it could be
the decline in South America which had been relatively large. This
time round China and India helped to turn the 1ecession into a recov-
ery, South America proved very stable and performance in the EU-10
was rather differentiated. Baltic countries and some neighbors of the
EU-27 (e g. Ukraine) suffered stronger losses than the industrialized
countries, as did Mexico, which can be interpreted as periphery in
respect to the US.
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