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The Recession: Routes, Reach, 
Responses 

By way of introduction …  

 
In Macon City, Iowa, the McMillans are coping with some new realities. In late 2008, Dennis lost his 
job as a saw operator after almost 15 years with the same company. “It was October 30,” the 61-year-
old told the Globe Gazette newspaper. “Some dates you never forget.” Eight months later it was his 
wife’s turn: After working for 20 years in a hospital, Melody was let go. Today, she’s still looking for 
work: “I really thought I’d get a position. But I’m overqualified for some jobs because of being a 
specialist and underqualified for other jobs ...” 

In Dublin, Kelly Lynch is coming to terms with the sudden death of the “Celtic Tiger” – the booming 
economy that transformed Irish expectations. “Our generation never experienced anything but the 
Celtic Tiger. We heard about the [recession of the] 1980s, but it was all just whispers and ghost stories. 
Now it’s come back and, yeah, it’s a bit of a shock,” the 24-year-old told The Irish Times.  

In Bangkok, Witaya Rakswong is learning to live on less. He used to work as a sous chef in a luxury 
hotel in Thailand. Then he worked in a bar in Bangkok until its customers stopped coming. Now he’s 
cooking in a cafe on the outskirts of the Thai capital, earning 60% of his hotel salary. “If you spend it 
wisely, you’d be able to get by,” the 37-year-old told World Bank researchers. “Getting by” has meant 
cutting his mother’s allowance by a fifth. “It hurts everybody,” he said. “Even if you’re not laid off, 
you’re still affected by the crisis, because you’re stuck with more work to do for the same or less 
money. It stresses me out sometimes … ” 

Different stories, different cities, but all united by one thing: The recession. After the financial crisis of 
2008 came an economic downturn that saw world GDP fall by an estimated 2.2% in 2009 – the first 
contraction in the global economy since 1945. Even more striking was how it hit so many of the 
world’s economies. While the extent to which economies slowed varied, most suffered some sort of 
setback, making this truly a global crisis, perhaps the first of its kind.  

This chapter looks first at some of the routes the recession took through economies and then at its 
global reach: The recession may have its roots in the financial centres of developed countries, but its 
impact stretched far beyond to include emerging and developing countries. Finally, we’ll look at how 
governments moved to tackle the crisis.  

What were the routes of recession? 

Even in 2007, well before the collapse of Lehman Brothers, the world economy looked to be losing 
steam. Any slowdown is a matter for concern, but not necessarily of alarm. Recessions, after all, are 
nothing new, even if their causes vary greatly. Some are due in large part to an external “shock,” such 
as the slowdown that followed the oil crisis of the early 1970s. Others form part of what’s called the 
“business cycle,” and can represent a more or less natural cooling in an overheated economy.  
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What is a recession? 

A recession is a period when an economy grows more slowly or shrinks (sometimes called “negative growth”). 
In technical terms, it’s usually defined as two consecutive quarters – that’s six months – of economic slowdown 
or contraction. (In the United States, a wider range of economic indicators, such as unemployment rates, is 
also considered.) When does a recession become a depression? While there is no technical definition of this 
term, it’s generally understood as an unusually severe and long-lasting recession, such as the Great 
Depression that struck in the 1930s.  

 
 

But a slowdown with its roots in a banking crisis is different, and much more worrying. “When 
Lehman collapsed … there were tremendous fears about what was going to come next,” says 
Sveinbjörn Blöndal, an economist at the OECD. “Banks play such a central role in our economy. They 
control the payments system. And you can just imagine what happens when that breaks down.” 

During such a slowdown, the falloff in economic output tends to be two to three times greater than in 
a regular downturn while full recovery can take twice as long. There are several reasons for this. For 
example, problems in banks may make them less able or less willing to lend. That, in turn, makes 
borrowing more expensive, which means businesses may put off expansion and consumers postpone 
big purchases. Also, banking crises tend to be associated with falls in wealth: During this crisis, 
businesses and consumers saw the value of property and shares tumble. Research in the United 
States suggests that house prices slide by an average of just over 35% in a financial crisis. Falls like 
that make consumers less willing to spend and less able to borrow (remortgaging a house that’s fallen 
in value will bring in much less money). A banking crisis can also produce a negative feedback loop – 
in essence, bad news in the financial sector hits the mood in the “real” economy, which then feeds 
back into banking and finance. 

Let’s look now at some of the ways in which this recession spread through the global economy, firstly 
in developed countries and then in emerging and developing economies.  

Banks got nervous: A key feature of the early stages of the crisis was that banks stopped lending to 
each other, making it much harder for them to cope with short-term cash-flow problems. This 
reluctance was hardly surprising: A bank with problem assets on its own books wouldn’t needed too 
much imagination to see that other banks, too, might have difficulties. Banks were not alone in 
finding it hard to borrow. Businesses and consumers were also hit by a “credit crunch” that made 
loans scarce and more expensive.  

House prices fell: Declining house prices helped trigger the financial crisis in the first place. As the 
crisis deepened its grip, mortgage markets tightened, meaning home loans became more expensive 
and harder to obtain, so adding to the initial downturn in prices. House prices have continued to fall 
in many OECD countries, leading to reduced investment in new construction and so reducing overall 
economic activity.  

Consumers lost confidence: The housing slowdown affected consumers, too. In some countries, 
especially the United States, consumers tend to spend less as the value of their houses and 
shareholdings decline. This is not just because they feel less wealthy, and thus a need to be more 
prudent, but also, as we’ve seen, because the ability to use their homes as collateral for loans 
diminishes.  

But falling house prices are not the only issue with consumers. Less tangible, but arguably just as 
important, is consumer confidence. As the state of an economy worsens, people’s fears about their 
own finances grow and they spend less, especially on big-ticket items like cars and television sets. 
Such cutbacks might not seem like much in the context of the overall economy, but they can quickly 
add up: If one out of three people planning to replace their cars this year decides to wait till next year, 
that adds up to a drop of a third in car sales. Because consumer confidence has a real impact on how 
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the economy performs, it is regularly measured in specialised surveys that typically ask respondents 
to rate their own and their country’s financial prospects over the next 12 months. As the chart shows, 
consumer confidence dips as economies slow. During the recession, the fall across the OECD area was 
very sharp indeed, and at one stage it stood at its lowest level for more than 30 years. It’s since 
recovered some of that lost ground. 

Consumer confidence in the OECD area during the crisis 

 
 

In mid-2007, consumer confidence across OECD countries fell sharply, and went on to reach 
lows not seen in 30 years. 
Source: OECD (2009), OECD Main Economic Indicators (MEI) database, Business Tendency and Consumer Opinion 
Surveys, 6 February 2009, www.oecd.org/document/4/0,3343,en_2649_33715_42061060_1_1_1_1,00.html. 

Businesses reined back: The credit crunch had a serious impact on businesses, especially smaller and 
medium size companies, leading many to become extra cautious and to cancel or delay investment. 
Businesses also cut back on current spending, as opposed to capital or infrastructure spending: Some 
lowered wages (sometimes in exchange for employment commitments), so reducing workers’ 
spending power, and wherever possible deferred payments, forcing suppliers to go back to banks for 
expensive short-term loans. 

Just as with consumers, confidence is also an issue for businesses, and is closely monitored by 
officials, through soundings such as the Japanese central bank’s closely watched “tankan” survey, and 
by business itself. One such is an annual global survey of CEOs carried out by business consultants 
PricewaterhouseCoopers. The 2009 survey was carried out between September and December 2008, a 
period when the full scale of the financial crisis finally began to hit home. Between the start and the 
end of the survey period, the number of CEOs who said they were confident about their company’s 
short-term prospects fell from 42% to just 11%. One CEO told the survey, “If I can get three good 
nights’ sleep in the next 12 months, I will consider the year to be a success.”  

Trade collapsed: It’s hard to overstate the speed and scale of the collapse of world trade that began in 
late 2008 and stretched into early 2009. To put it in context, world trade grew annually by an average 
of just over 7% in the 10 years up to 2006, hitting 7.3% in 2007. And then the crisis hit: In 2008, growth 
fell to just 3%, while in 2009 it contracted by more than 12.5%. In itself, that sharp fall was a reflection 
of the emerging recession; consumer demand collapsed while tightening financial markets made it 
harder for exporters to get the financing they typically need to bridge the gap between delivery of 
goods and payment. But the fall also helped drive the recession, helping it to go global and, as we’ll 
see later, delivering it to the doorsteps of emerging and developing economies.     
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Unemployment rose: Of course, the price of a recession is felt not just in the economy but also in 
society. Unemployment hit just under 10% in the United States in December 2009 (falling back to 9.7% 
the following month), which was more than double the 2007 rate of 4.6%. In the euro zone, the figure 
for December 2009 was 10%, up from 7.5% in 2007. Just to put those numbers in perspective, even by 
mid-2009, when unemployment in the OECD area stood at 8.3%, it meant an extra 15 million people 
were out of work compared with 2007. By the end of 2009, the unemployment rate had risen still 
further, to 8.8%.   

Clearly, unemployment is a reflection of slower economic activity, but by reducing people’s spending 
power and forcing governments to increase social spending it’s also a cause. And behind the bald 
statistics there’s the human cost of unemployment, which in extreme cases will force some families 
below the poverty line. Indeed, as we’ll see in the next chapter it is the most disadvantaged groups of 
workers – young people, low-skilled, immigrants and temporary workers – who are bearing the brunt 
of job cuts. These tend also to have relatively limited access to welfare support, and may face serious 
difficulty in finding a new job, running the risk of their entering the ranks of the long-term 
unemployed. 

Unemployment will remain high in the OECD 
Percentage of labour force 

 
 

Unemployment has risen sharply in the OECD area. The pattern of previous recessions suggests 
there will be a time lag between wider economic recovery and a significant improvement in the jobs 
numbers. 
Source: OECD (2010), OECD Economic Outlook, Vol. 2009/2, OECD Publishing,  
http://dx.doi.org/10.1787/eco_outlook-v2009-2-en.  

 

How far did the recession reach? 

If a single word can be used to describe the recession, it might be this: simultaneous. As never before, 
the economies of the world were struck sharply, suddenly and at the same time, even those a long 
way removed from the troubled banks and crashing house prices of developed countries. What varied 
– and varied considerably – was how far they fell and how quickly they recovered. 

Emerging economies 
 
At first it appeared that China would suffer very badly during the slowdown. Early in 2009, Chinese 
officials were reporting that 20 million migrant workers had lost their jobs during the downturn as 
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demand for goods from customers in the United States and Europe collapsed. But, a year later, 
Chinese officials were still able to report growth for the year at above 8% – a performance that left 
China “in extraordinarily better shape than many forecasters had expected,” an Asian Development 
Bank (ADB) report notes.  

What happened? China was certainly hit hard by the crisis: As the ADB notes, exports at one stage fell 
by almost 53% from their pre-crisis levels. But Beijing moved quickly in late 2008 to stimulate the 
economy through massive state spending, unveiling a package worth 4 trillion yuan, or more than 
$580 billion. Further stimulus came in the form of a big boost to the money supply and greatly 
increased lending. 

China is not alone. Other major emerging economies, such as Brazil and especially India, weathered 
the economic storm relatively well – so well, in fact, that they have helped drive recovery in the OECD 
area.  

 
“The upturn in the major non-OECD countries, especially in Asia and particularly in China, is now a well 
established source of strength for the more feeble OECD recovery.”  

OECD Economic Outlook, Vol. 2009/2 
 
Indeed, the relative strength of some of the “BRIC” (Brazil, Russia, India and China) economies has led 
some commentators to describe the crisis as a watershed moment. “Their relative rise appears to be 
stronger despite the rather pitifully thought-out views by some a few months ago that the BRIC 
‘dream’ could be shattered by the crisis,” Goldman Sachs economist Jim O’Neill, who famously coined 
the term “BRICs”, told Reuters. “We now conceive of China challenging the U.S. for No. 1 slot by 2027 
and ... the combined GDP of the four BRICs being potentially bigger than that of the G7 within the next 
20 years. This is around 10 years earlier than when we first looked at the issue.” 

Developing economies 
 
If some of the BRICs can be said to have had a “good” recession, the situation is less clear for 
developing economies. Even though banks in many of these countries had little or no exposure to the 
toxic debt of banks in the OECD area, their economies were still hit by the slowdown, although the 
extent to which this happened varied greatly. For example, the developing countries of Europe and 
Central Asia were particularly hard hit, in part because of problems that existed even before the crisis. 
According to the World Bank, the region’s GDP fell by more than 6% in 2009, and looks set for only a 
very feeble recovery. 

In Africa, the African Development Bank (AfDB) estimates that only six countries saw an actual 
contraction in GDP in 2009, although many more saw growth rates slow. That puts at risk some of the 
progress African countries have made in recent years, especially in Sub-Saharan Africa. According to 
AfDB economists, GDP overall in Africa probably grew by only 2% in 2009, a sharp decline on the 
annual pace of 6% seen in the seven or eight years before the crisis. The AfDB also forecast that during 
2009, the continent would for the first time in almost a decade see its first decline in real GDP per 
capita. As the head of the AfDB, Donald Kaberuka, warned: “There are 900 million Africans who have 
been doing mainly the right things, and now they are being hit by a crisis that is not of their own 
making.”  

The crisis made its way to developing countries through a number of routes. For example, as the crisis 
began to bite in late 2008, prices fell sharply for commodities such as food, metals and minerals 
(although there was a recovery in 2009). Emerging and developing countries were also hit by the wider 
slowdown in global trade, especially a slowdown in imports to OECD countries as consumers in the 
zone tightened their belts and businesses reduced output. As financial markets froze up, importers 
and exporters also found it increasingly hard to access various forms of trade credit, which, in simple 
terms, is credit to bridge the gap between when goods are delivered and when they’re paid for.  
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Developing economies also saw a substantial drop in financial flows from abroad. The World Bank 
estimates that FDI – foreign direct investment – in 2009 stood at $385 billion, just 30% of levels in the 
previous year. Foreign aid has also been hit as governments in developed countries come under 
pressure to sort out their own countries’ problems. Although it’s forecast to reach record levels in 2010 
in dollar terms, official development assistance will be well down on what developing countries were 
expecting. For example, commitments given at the G8’s Gleneagles summit in 2005 mean African 
countries should have received aid worth $25 billion in 2010; in reality, they’ll probably get only about 
$12 billion. 

 And developing countries were hit by a drop in remittances, in simple terms the money sent back 
home by emigrants. This can play an important role in easing poverty in some of the world’s poorest 
countries, allowing families to eat better, build homes and even start small businesses. During 
previous recessions, remittances have sometimes remained surprisingly resilient; however, the scale 
of this slowdown and the fact that it has affected so many of the world’s economies means they have 
come under pressure. According to The World Bank, recorded remittances to developing countries 
were worth $388 billion in 2008, a new record that continued the strong growth seen in recent years. 
In 2009, however, they are estimated to have fallen by 6.1% and look unlikely to return to 2008 levels 
even by 2011.  

Life and death impact 
 
Through joblessness and reduced income, the recession will damage the lives of many people in 
developed countries. In developing countries, however, it is literally a matter of life and death. 
According to World Bank estimates, an extra 30,000 to 40,000 children will have died in Sub-Saharan 
Africa in 2009 as a result of the slowdown in economic growth and the subsequent increase in 
poverty. And by the end of 2010, the bank estimates an additional 64 million people will be living in 
extreme poverty due to factors like falling remittances and rising unemployment, especially in sectors 
that rely heavily on exports.  

For example, Cambodia’s garment industry – which accounts for about 70% of the country’s exports – 
laid off about one in six workers in the first half of 2009 as collapsing U.S. demand pushed exports 
down by about 30%. Most of these workers are women, and the loss of their jobs can have a big impact 
on their families. “My family’s living conditions are very difficult now because they depend on me and 
the money I’ve been sending home,” Sophorn, an unemployed textile worker, told a reporter in 
Phnom Penh. “Seven people are dependent on me.” Workers forced out of their jobs may have little 
choice but to return to farming for their livelihoods, which can mean a large cut in family incomes. In 
turn, that may mean their children are deprived of a decent nutrition and education, which will not 
only threaten their short-term survival but also risks having a long-term impact both on their 
individual development and on national social and economic progress.  

Policy Responses 

The scale of the problems facing developing countries has been recognised by the international community. 
For instance, at their summit in London in April 2009, leaders of the G-20 countries agreed to treble resources 
available to the International Monetary Fund to support developing economies in trouble. Despite such 
responses, and repeated commitments by donor governments to meet their aid commitments, there is clear 
concern that overseas development aid could fall as governments in developed countries seek to fix their own 
economies. Any such cutbacks could represent a major blow to already hard-hit developing countries. By 
contrast, additional financing and resources from donors for the most-affected and poorest countries should be 
a priority in this crisis. 
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How did governments respond? 

The scale of the financial crisis and recession spurred swift government responses. As we saw earlier, 
because the slowdown had its roots in a banking crisis governments had reason to be especially 
concerned. Equally, the fact that it struck so much of the global economy simultaneously put a fresh 
emphasis on the need for countries to work together. To conclude this chapter, we’ll look briefly at the 
responses of governments and central banks to the crisis, which can be examined under three main 
headings: support for banks and financial markets, monetary policy and fiscal policy.  

Supporting banks 
 
Money is sometimes described as the lifeblood of the economy; if that’s the case, financial markets – 
for all the problems they have created – are not far off from being the heart. If markets are not 
functioning well, the processes that are essential to modern economies – borrowing, lending, raising 
funds, and so on – risk grinding to a halt. Indeed, to some extent, that happened during the crisis, 
with crushing consequences for the wider economy. 

Three main problems plagued banks and financial institutions:  

 A breakdown of trust: Doubts about the scale of toxic assets on bank books and about financial 
institutions’ potential future liabilities ate away at trust in financial markets, seizing up normal 
lending and borrowing. 

 Under-capitalisation: As we saw in the previous chapter, in the run up to the crisis banks found 
ways to lend more and more money without a corresponding increase in their capital base. 
However, major losses in mortgage lending left big holes on banks’ balance sheets, leaving them 
badly in need of capital. But that proved difficult to find. 

 Weak liquidity: For banks, liquidity essentially means having sufficient funds to meet their 
obligations, for instance when customers seek to withdraw money from their accounts. At its 
worst, insufficient liquidity can end in a run, where a bank is unable to pay money it owes to 
panicking depositors. 

 
Although substantial problems remain among some banks and other financial institutions, the rapid 
response of governments averted what some feared would become a meltdown in global financial 
markets. Action included huge injections of capital into banks, bank nationalisations, increases in 
insurance on bank deposits and steps to guarantee or purchase bank debts. The price of this support 
has been staggering: According to OECD estimates, governments have made commitments worth a 
total of $11.4 trillion – equivalent to the 2007 GDP of Japan, the United Kingdom, Germany and France 
combined or, put another way, $1600 for every man, woman and child on the planet. (Note, these are 
worse-case scenario commitments, not actual spending to support the banks.) 

But the challenges facing governments are far from over. Troubled assets remain on many banks’ 
books, and as long as they are sitting there they will continue to undermine confidence and trust in 
financial markets. A number of approaches have emerged:  

 Ring-fencing: The first involves ring-fencing bad assets – governments provide guarantees for the 
value of such assets, which are removed from the bank’s balance sheets and managed separately, 
allowing the bank to resume normal lending. This process was carried out on a substantial scale in 
the United States and the United Kingdom. For example, assets guaranteed at Lloyds TSB and the 
Royal Bank of Scotland at one stage amounted to 38% of UK GDP. 

 The “bad bank”: A more systematic approach is the creation of a “bad bank” – effectively, a 
centralised asset-management company that buys troubled assets from banks, which should leave 
them free to resume normal lending. In Ireland, the government has set up a “bad bank” called the 
National Asset Management Agency (NAMA) to buy troubled loans from banks, especially those 
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made to developers whose empires fell apart as property prices collapsed. However, with the 
market locked in the doldrums, there’s been intense debate over how much NAMA should pay for 
such assets. A shortage of sales means the market is not sending clear signals of what it thinks 
property is worth.  

 Nationalisation: As a last resort, banks have been nationalised in some countries, although that 
still leaves governments facing the problem of how to deal with bad assets. 

 
As we’ll see in Chapter 6, there will also need to be a thorough rethink of financial regulation, 
although governments differ on when this should be done. Quite simply, current regulations failed. 
They led to – and even encouraged – dangerous practices in the financial sector, such as a lack of 
transparency, the creation of bank compensation packages that rewarded reckless behaviour, a 
misguided reliance on ratings and illusory financial models, and an overall financial system that was 
“pro-cyclical” – it pumped extra heat into a warming economy and poured on cold water when it 
began to cool.  

Monetary policy 
 
When economies slow, central banks usually try to push down interest rates. The logic of this is that 
if rates are low, businesses and consumers will be more likely to borrow and thus to spend or invest 
those borrowings, so generating economic activity. By contrast, raising interest rates can help to cool 
down an overheating economy by making borrowing more expensive. 

What are fiscal and monetary policies? 

The two great weapons typically used to fight downturns, and even to steer economies through good times, are 
fiscal and monetary policy. In basic terms, fiscal policy refers to government spending and tax collection. Of 
course, governments affect economies in other ways, too, such as the ways in which they design competition and 
education policy, but these are longer term issues and less related to the immediate task of tackling a recession. 
Monetary policy is usually set by central banks, which in many countries are independent of government, and 
largely relates to setting interest rates and controlling liquidity. 

 
 

Central banks don’t directly set rates on the sort of loans that most of us take out from regular banks. 
Instead, they set a short-term or overnight rate at which they lend to other banks, and this in turn 
influences rates set by other financial institutions. Typically, a central bank sets a target for this 
overnight rate, which is known as its key interest rate or policy rate. The sharpness of the slowdown 
led to unprecedented cuts in policy rates across the OECD area: In the United States, Japan and the 
United Kingdom, rates stood at between 0% and 0.25% in early 2010, and at 1.0% in the euro zone – 
extremely low by historical standards.  

Setting interest rates is a key weapon in the economic armoury, but there is an obvious limit to what 
can be done: Once rates hit 0%, they can’t really go any lower (although Sweden has experimented 
with subzero rates). For that reason, some central banks pursued other ways to support and kick start 
the financial system, falling back on unconventional monetary policy measures such as liquidity 
injections and purchasing financial assets.  In simple terms, the latter can involve a central bank 
buying government bonds from banks, which increases the banks’ stock of cash, which can then be 
lent to businesses and consumers, so stimulating economic activity.  

Because central banks have effectively pumped more liquidity into the financial system, some 
observers have warned that this could fuel inflation (which can be thought of in the sense of a single 
unit of currency – a dollar, a yen, a euro – no longer being able to buy as much as it used to). These 
fears are probably overstated: High unemployment and what economists refer to as “low capacity 
utilisation” – workers who aren’t working or plants that are shuttered or not operating at their full 
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capacity – should limit inflationary price rises. As economies recover over the longer term, however, 
the current loose monetary policies will need to be tightened to keep inflation at bay.  

Fiscal policy 
 
Government debt (see box) tends to rise during a recession. Forecasts for this slowdown suggest gross 
government debt in the OECD area will rise by about 30 percentage points to more than 100% of GDP 
in 2011. There are two main reasons for this: Firstly, during a slump, governments earn less from tax – 
for example, rising unemployment means fewer people pay income tax and falling profits mean 
companies pay lower corporate taxes. Secondly, because of the existence of the social safety net, there 
is an automatic increase in government spending on things like unemployment benefit as more 
people lose their jobs. These changes are referred to by economists as “automatic stabilisers”: In other 
words, they tend to cool down economies when they’re heating up (by taking money out of the 
economy), and to support economies when they’re cooling down (by pumping money back in). In 
theory, automatic stabilizers are just that – automatic: They shouldn’t require special intervention by 
governments to begin operating. 

What are government’s debts and deficits? 

A government deficit (also known as a “budget deficit” or “fiscal deficit”) is created when a government spends 
more in a year than it earns. Deficits have risen during the crisis, and are projected to be equivalent to 8¼ per 
cent of GDP in 2010 across the OECD area, the highest level for many decades. Government debt (sometimes 
called the “national debt” or “public debt”) represents a government’s accumulated deficits plus other off-budget 
items – in effect, borrowings built up year after year. For 2011, government debt across the OECD area is 
forecast to exceed total GDP, an increase of about 30 percentage points since before the crisis. In other words, 
governments will owe more than their countries’ entire annual economic output.  

 
But during a recession governments may also decide to take special – or “discretionary” – action, 
which is something virtually every OECD country did, although the size and scope of these packages 
varied greatly. In the United States, for instance, the size of the fiscal package was equivalent to 5!% 
of 2008’s GDP. And in Australia, Canada, Korea and New Zealand it was worth at least 4%. By contrast, 
in a few countries (particularly Hungary, Iceland and Ireland), the weak state of government finances 
means they have had to tighten up their fiscal position, through actions such as reducing spending 
and raising taxation.  

What did governments do? Tax cuts have formed a big part of the mix, in particular reducing income 
taxes. The logic of this is simple: Spending on infrastructure like new roads, for example, takes time to 
design and implement (think of how long it might take to draw up plans, win planning approval and 
issue building contracts); by contrast, changes in tax code can be announced and implemented almost 
overnight. That said, countries also increased public investment, which includes providing extra 
money for things like education and infrastructure, and gave special support to industries such as car-
making. Governments also sought to boost consumer spending with programmes such as car 
“scrappage” schemes (nicknamed “cash for clunkers” in the U.S.), which typically gave motorists a 
trade-in on their old cars of between $1500 and $2000.  

The multiplier effect 
 
What’s the impact of such packages? It can turn out to be greater than the headline numbers might 
suggest, thanks to a phenomenon called the “multiplier effect”. In simple terms, this means that for 
every dollar the government spends, the total economic impact may be worth more than a dollar: For 
example, if a government pumps extra money into, say, healthcare, that may mean extra income for 
doctors and nurses or suppliers, who in turn may spend some of this money on home improvements, 
which means extra income for builders, and so on. (And that doesn’t include the social benefits that 
may result from extra health spending.) In theory, this could go on forever; in practice, it doesn’t. 
Some of the money will be spent on imports, meaning the benefits leak into other economies. Also, 
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increased government spending may lead people to save more and spend less as they face up to the 
prospect of higher taxes in the future to pay for all that government spending.  

Measuring the multiplier effect is hard at the best of times, but in a recession it’s especially difficult. 
For example, the heightened sense of economic uncertainty may lead people to save even more than 
they normally would, so reducing the benefits. There are also variations between the multiplier effect 
of spending and revenue measures: For example, governments may be able to target infrastructure 
investment in ways that maximise the knock-on benefits; by contrast, cuts in personal income tax 
may have fewer benefits, simply because people choose to save the extra money. Finally, the size and 
nature of an economy can also play a role in determining the scale of the effect: In small, open 
economies more of the additional income generated by the multiplier effect is likely to leak out 
through spending on imports, so reducing the overall impact.  

Paying the price … 
 
By the end of 2009, almost every OECD country had emerged from recession, although their recoveries 
were modest and there was little expectation of a strong growth in the immediate future. And even as 
growth rates recovered, unemployment remained stubbornly high.  

This uncertain background means governments face a big challenge in implementing “exit strategies” 
– in other words, timing the withdrawal of special support measures for banks and the wider 
economy. On the one hand, they’ll want to ensure they don’t move too quickly and choke off any 
faltering recovery; on the other, they know that deficits can’t be allowed to go on rising indefinitely. 
For some economies, especially some on the periphery of the euro zone, such as Greece, concern over 
rising deficits has become acute. That has made it increasingly expensive for them to borrow on 
international markets and means they will have to take tough action to get their public finances 
under control. 

They’re not alone, even if their problems are more severe than others’. As we’ll see in Chapter 7, 
governments in many OECD countries will eventually need to take tough decisions on reducing 
budget deficits, probably through a mix of lower spending and higher taxes, meaning that we’re all 
going to be paying the price of this recession for years to come. Before then, let’s look in the next 
chapter at how increasing numbers of people are already paying a price through unemployment.  
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