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 Summary of projections 

2008 2009 2010 Q4 / Q4

Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 2008 2009 2010

Per cent

Real GDP growth

United States 1.1 -4.0 0.0 -0.5 -6.2 -7.2 -4.3 -1.8 -0.4 0.5 0.9 1.2 1.8 -0.8  -3.5  1.1  

Japan -0.6 -6.6 -0.5 -1.4 -12.1 -10.9 -3.3 -2.8 -0.4 0.0 0.1 0.7 0.9 -4.3  -4.4  0.4  

Euro area 0.7 -4.1 -0.3 -1.1 -5.9 -6.8 -4.2 -2.2 -0.8 0.2 0.7 1.1 1.4 -1.4  -3.5  0.8  

Other countries
1

1.9 -3.9 0.3 0.3 -8.6 -5.0 -3.6 -2.3 -0.8 0.8 1.7 2.5 3.1 -1.5  -2.9  2.0  

Total OECD 0.9 -4.3 -0.1 -0.7 -7.1 -7.0 -4.0 -2.1 -0.6 0.4 0.9 1.4 1.8 -1.5  -3.4  1.1  

Inflation
2 year-on-year

United States 3.8 -0.4 0.5 5.2 1.5 0.2 -0.6 -1.8 0.5 0.8 0.6 0.4 0.3 

Japan 1.4 -1.2 -1.3 2.1 1.0 0.0 -0.9 -2.0 -1.7 -1.3 -1.2 -1.3 -1.3 

Euro area 3.3 0.6 0.7 3.8 2.3 1.1 0.6 0.1 0.6 0.9 0.8 0.6 0.5 

Unemployment rate
3

United States 5.8 9.1 10.3 6.0 6.9 8.1 9.0 9.5 9.8 10.1 10.3 10.4 10.5 

Japan 4.0 4.9 5.6 4.0 4.0 4.4 4.7 5.0 5.3 5.5 5.6 5.6 5.7 

Euro area 7.5 10.1 11.7 7.4 8.0 9.0 9.7 10.5 11.1 11.5 11.7 11.8 11.9 

Other countries
1

5.6 7.8 9.4 5.5 6.0 6.8 7.5 8.1 8.6 9.0 9.3 9.5 9.6 

Total OECD 6.0 8.4 9.9 6.0 6.5 7.5 8.2 8.8 9.3 9.6 9.8 10.0 10.1 

World trade growth 2.5 -13.2 1.5 2.4 -23.8 -22.7 -11.8 -4.9 0.4 3.3 4.7 5.9 6.9 -4.8  -10.2  5.2  

Fiscal balance
4

United States -5.8 -10.2 -11.9 

Japan -2.6 -6.8 -8.4 

Euro area -1.8 -5.4 -7.0 

Total OECD -3.0 -7.2 -8.7 

Short-term interest rate

United States 3.2 1.2 0.7 3.2 3.4 1.2 1.2 1.2 1.2 1.0 0.7 0.5 0.4 

Japan 0.7 0.6 0.3 0.7 0.8 0.7 0.5 0.5 0.5 0.4 0.3 0.2 0.2 

Euro area 4.7 1.3 0.6 5.0 4.6 2.1 1.1 1.0 1.0 0.9 0.6 0.4 0.4 

Note:  

Assumptions underlying the projections include:        

 - fiscal policies are taken into account if they have been legislated or mandated; 

 - unchanged exchange rates as from 9 March 2009; in particular 1$ = 98.77 yen and 0.79 ú;   

 - price of oil for a barrel of Brent crude is fixed at 45$;

The cut-off date for other information used in the compilation of the projections is 20 March 2009.

1.  OECD countries not included in the Euro area or the 7 major countries.      

2.  USA: consumer price index, Japan: consumer price index, euro area: harmonised index of consumer prices.            

3.  Per cent of the labour force.       

4.  Per cent of GDP.       

Source: OECD.      

2008 2009 2010 

Real GDP growth, inflation (measured by the increase in the consumer price index) and world trade growth (the arithmetic average of world merchandise 

import and export volumes) are seasonally and working-day (except inflation) adjusted annual rates. The "fourth quarter" columns are expressed in year-on-

year growth rates where appropriate and in levels otherwise. Interest rates are for the United States: 3-month eurodollar deposit; Japan: 3-month certificate of 

deposits; euro area: 3-month interbank rate.
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EDITORIAL  

 

GLOBAL RECESSION: HO W SHOULD POLICY RESPOND? 

The world economy is in the midst of its deepest and most synchronised recession in our lifetimes, 

caused by a global financial crisis and deepened by a collapse in world trade. Tight financial conditions 

and low confidence are weighing on output and employment in OECD and non-OECD countries alike. In 

turn, shrinking activity and income is further undermining bank balance sheets, magnifying the downturn.  

These developments have led us to produce, ahead of this weekôs G20 Summit in London, an Interim 

Economic Outlook, with a focus on the economic policies required to foster a sustained recovery. It should 

be stressed upfront that there are exceptionally large uncertainties, associated with any forecast in the 

current climate, especially those related to the assumptions regarding the speed at which financial 

conditions improve and the effectiveness of the massive macroeconomic policy stimulus that is already in 

place or being implemented.  

Bearing these uncertainties in mind, we anticipate that the ongoing contraction in economic activity 

will worsen this year, before a policy-induced recovery gradually builds momentum through 2010. In the 

United States, Japan, the euro area, as well as for the OECD economy at large, output will drop by between 

4 and 7% this year and broadly stagnate next year. The major non-OECD economies are not spared from 

an abrupt slowdown in growth or an outright recession. World real GDP growth is projected to fall by 

2¾ per cent this year and to recover by 1¼ per cent in 2010. 

This bleak scenario is driven by the strong, negative response of private global demand to a 

combination of the credit squeeze, negative wealth effects stemming from lower house and equity prices, 

and a generalised loss of confidence. One of the consequences of the highly synchronised recession will be 

an exceptional degree of slack, which will push down inflation rates to close to zero in several OECD 

countries, and some will experience falling price levels. 

This forecast is conditional on the assumption that the stress in financial markets dissipates towards 

the end of 2009, and carries risks that remain firmly tilted to the downside. The most important risk is that 

the weakening real economy will further undermine the health of financial institutions, which in turn forces 

them to curtail lending beyond what is anticipated in the Outlookôs baseline projections. Another risk is 

that government actions will prove insufficient to restore stability and confidence in financial markets. 

There is also the risk that some central and eastern European economies, as well as a growing number of 

developing economies, may face external-payments and domestic-banking crises, intensifying the global 

downturn and raising the demand for external funding. Against these risks is the possibility that national 

and international efforts to resolve problems in financial markets and the large macroeconomic policy 

stimulae being introduced take hold sooner and prove more effective than anticipated, advancing the start 

and increasing the pace of the recovery. 
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The impact of the recession on societies will be substantial. Joblessness in all OECD countries will 

rise sharply, with the rate of unemployment peaking in 2010 or early 2011 and, in many countries, 

reaching double digit levels for the first time since the early 1990s. The number of unemployed in the G7 

countries will almost double from its level in mid-2007 to reach some 36 million people in late 2010. This 

prospect underscores the need for employment and social policies to complement and reinforce 

macroeconomic stabilisation efforts to get people into jobs and prevent, as far as possible, any rise in 

structural unemployment. At the same time, policies to cushion the impact of recession via effective social 

safety nets and schemes that target those most vulnerable may need to be strengthened for the duration of 

the recession. But it is vital not to repeat the mistakes of the 1970s and 1980s, when many countries 

attempted to reduce unemployment by encouraging early retirement, which would only reduce the labour 

force and cut growth without boosting overall employment. 

An essential step to arrest the ñeconomic haemorrhagingò that is ongoing is to devise and implement 

without delay a coherent strategy that squarely tackles the mess in financial markets. This involves a 

continuation for the time being with deposit and debt guarantees, insurance schemes and other measures 

that have helped to create a modicum of stability. But above all, dealing decisively with impaired bank 

assets and broader concerns about bank solvency is needed to restore credit supply and to restore trust and 

confidence in financial markets. Doing so calls for action to create transparency about losses and impaired 

assets, to separate institutions that are viable from those that are not, and, where necessary, to re-capitalise, 

or as a last resort nationalise, insolvent financial institutions. Efforts are also needed to win broad public 

acceptance that the cost of these necessary measures will be large and will only be further increased by not 

acting promptly. 

Additional macroeconomic stimulus is also critical to cushion the fall in aggregate demand. 

Conventional monetary policy should be used fully by keeping or bringing policy rates near zero and 

committing to keep them at that level for some time to come. The monetary authorities should also be 

ready to implement or expand their use of direct measures to support credit creation, enhance liquidity in 

markets and to limit deflationary pressures. In the medium term, central banks should reassess current 

monetary policy frameworks and their ability to respond to destabilising credit booms and asset price 

bubbles. Here the biggest challenge will be determining how to put a larger weight on financial stability 

concerns without weakening the commitment of monetary policy to maintain price stability. 

Discretionary fiscal stimulus is already playing an important role in OECD and many non-OECD 

countries. The need and scope for more ambitious fiscal stimulus than currently planned depends on 

country-specific circumstances, in particular the size of the negative impact of the crisis, the importance of 

automatic stabilisers and the level of public debt. Against these criteria, governments in some countries 

should consider further discretionary fiscal expansion. 

On current plans, and considering the deep recession, government indebtedness is projected to rise 

substantially, and concerns in this regard are already putting upward pressure on bond yields in many 

countries. Keeping such pressures in check will hinge on establishing credibility for a return to fiscal 

sustainability. Designing stimulus measures that are explicitly temporary or easily reversed, strengthening 

fiscal frameworks, and acting now to address long-term fiscal sustainability concerns relating to pensions 

and health spending would all be helpful in establishing such credibility. As well, action to contain the 

negative impacts of the recession on long-term sustainable production will limit the associated structural 

weakening of public budgets. 
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Because fiscal stimulus in one country has effects in others, there is a role for international co-

ordination to achieve the right amount of stimulus. While explicit fiscal coordination is unlikely to be 

achieved, a common understanding of the severity of the recession and the required policy response should 

be aimed for. On financial market emergency actions, more coordination will be a desirable component of 

any exit strategy, as individual countries acting on their own may find it difficult to unwind in an orderly 

way the exceptional measures that are currently needed.  

Beyond these immediate policy actions, the financial system must be reformed in a way that prevents 

the recurrence of similar crises in the future while at the same time preserving the vital role of financial 

markets in marshalling and allocating capital and monitoring its use. First, financial emergency measures 

that have added to moral hazard, additional risk taking and larger financial institutions, should be 

withdrawn or reformed. Second, large and internationally co-ordinated efforts need to focus on the market 

and regulatory failures that together caused this global financial crisis. Among the issues that have to be 

addressed and corrected are the unprecedented lack of transparency in the trading of financial instruments 

and financial institutionsô balance sheets; the extent of distortive government interventions (including the 

role of government-sponsored enterprises and mortgage-loan guarantees); the inadequate compensation 

schemes that bias incentives towards excessive risk taking; the misguided reliance on external ratings and 

bad internal models of risk measurement and management; the inconsistencies and the pro-cyclical nature 

of banking regulation; and the fragmented structure of financial supervision. 

In some countries, governments have introduced support measures for non-financial sectors, or even 

individual firms. In addition, some support packages have privileged domestic lending by financial 

institutions or introduced restrictions on government procurement from abroad. However, this distorts 

competition and resource allocation by delaying the exit of non-competitive producers, unless support is 

made contingent on ambitious and credible restructuring plans that are subject to strictly enforced time 

limits.  

These support measures can also act as an obstacle to trade, risking retaliatory protectionist measures 

that would prove very costly. To date, border measures to protect domestic markets have been limited. The 

G20 declaration last November undoubtedly played a role in bringing about this outcome. In a few 

countries, however, border and behind-the-border measures that may curtail trade have been introduced. A 

confirmation and extension of the standstill agreement by all countries would demonstrate a commitment 

to competitive and open markets.  

While some have dubbed this severe global downturn a ñgreat recessionò, it will remain far from 

turning into a repeat of the 1930sô Great Depression, thanks to the quality and intensity of government 

policies that are currently being undertaken. The Great Depression was deepened by terrible policy 

mistakes, ranging from contractionary monetary policy to beggar-thy-neighbour policies in the form of 

trade protection and competitive devaluations. In contrast, this recession has broadly elicited the right 

policy. 

To sum up, governments -- individually and collectively -- will have to persevere in doing the right 

thing in eight policy areas. These are: i) address even more forcefully the lingering financial crisis by 

adopting the measures required to stabilise systemically important institutions, reduce market uncertainty 

and illiquidity, and restart bank lending. This implies removing toxic assets and promoting bank 

recapitalisation; if necessary, by nationalisation; ii)  in those countries that still have room to manoeuvre, 

continue monetary and fiscal easing as the recession deepens; iii)  avoid disguised trade protection 

measures in the form of support and subsidies of domestic real-sector firms, both during the crisis and  
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afterwards; iv) once sustained recovery is attained, be prepared to reverse quickly and forcefully financial 

emergency measures, as well as fiscal and monetary stimulus, to ensure medium-term macroeconomic and 

financial stability; v) work hard together to reach an internationally-agreed global framework for better 

financial-market regulation and supervision; vi) counter-cyclicality of bank behaviour should be 

strengthened by adopting adequate macro-prudential regulation, complemented by strongly counter-

cyclical fiscal and monetary policy rules; vii) continue the drive toward world trade integration, both 

unilaterally and multilaterally through completion of the Doha Round, while ensuring further integration of 

world financial markets; and viii)  pursue structural reforms to make domestic product and labour markets 

more competitive in order to raise long-term growth prospects and strengthen resilience to adverse shocks. 

 

30 March 2009 

 

 

    Klaus Schmidt-Hebbel 

    Chief Economist 
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CHAPTER 1 

 

GENERAL ASSESSMENT OF THE MACROECONOMIC SITUATION  

 
Overview 

The OECD economy is in 

a deep recession and the 

slack will increase 

throughout 2010 

The OECD economy is in the midst of its deepest and most wide-

spread recession for more than 50 years (Table 1.1). Output has declined in 

almost all OECD countries in the past six months and with non-OECD 

countries slowing sharply, world growth has turned negative. Tight 

financial conditions and a generalised loss of confidence will continue to 

weigh on activity in the current year before a projected policy-induced 

recovery brings growth close to potential by end-2010. By that time, an 

exceptional degree of slack will have emerged in the OECD economy, with 

unemployment rates of above 10% in the United States and the euro area. 

This will push down inflation rates to close to zero in several countries, and 

some will experience falling price levels. 
 

 Table 1.1.  Growth has collapsed
OECD area, unless noted otherwise

Average 2008 2009 2010

1996-2005 2006 2007 2008 2009 2010 q4 q4 q4

Per cent

Real GDP growth
1

2.7      3.1  2.7  0.9  -4.3  -0.1  -1.5  -3.4  1.1  

United States 3.2      2.8  2.0  1.1  -4.0  0.0  -0.8  -3.5  1.1  

Euro area 2.1      3.0  2.6  0.7  -4.1  -0.3  -1.4  -3.5  0.8  

Japan 1.1      2.0  2.4  -0.6  -6.6  -0.5  -4.3  -4.4  0.4  

Output gap
2

-0.2      0.7  1.0  -0.4  -6.5  -8.5  

Unemployment rate
3

6.6      6.0  5.6  6.0  8.4  9.9  6.5  9.3  10.1  

Fiscal balance
4

-2.2      -1.3  -1.4  -3.0  -7.2  -8.7  

Memorandum Items

World real trade growth 7.0      9.5  6.9  2.5  -13.2  1.5  

World real GDP growth
5

3.4      4.3  4.1  2.2  -2.7  1.2  

1.  Year-on-year increase; last three columns show the increase over a year earlier.                

2.  Per cent of potential GDP. Estimates of potential have not been revised and therefore do not incorporate a   

     possible reduction in supply implied by the downturn.           

3.  Per cent of labour force.   

4.  Per cent of GDP.          

5.  OECD countries plus Brazil, Russia, India and China only, representing 82% of world GDP at 2000          

     purchasing power parities.       

Source: OECD.      
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Risks are skewed to the 

downside 

The uncertainty around this projection is unusually wide but risks 

remain tilted to the downside. The most important risk is that the weak real 

economy will undermine the health of financial institutions further, which 

in turn forces them to curtail lending with negative consequences for 

growth, strengthening the adverse feed-back loop that is already operating 

beyond current anticipations. Another risk is that government measures will 

not suffice to restore stability in financial markets, thereby delaying the 

recovery. On the other hand, a convincing and comprehensive policy 

response to problems in financial markets might lead confidence to rebound 

faster than assumed in the projections. Likewise, the strong policy stimulus 

that has already been decided, as well as further measures to come, might 

take hold sooner and be more effective than anticipated. In either case the 

recovery could be earlier and stronger than projected.  

Policy requirements at 

present are: 

The policies required to recover from the recession can be summarised 

as follows: 

Repairing the financial 

system and establishing a 

lasting regulatory 

frameworké 

¶ Financial policy. Substantial policy intervention in financial 

markets has averted the risk of meltdown and resulted in a degree 

of stabilisation. However, sustained economic recovery requires 

well functioning financial intermediation. Getting there will 

require comprehensive, credible solutions, which separate and 

address the troubled assets of banks in a systematic manner. 

Governments also need to provide the necessary capital injections 

to ensure banksô capacity to lend. It will also require clarifying 

the main elements of the post-crisis regulatory architecture, 

because financial markets are intrinsically forward looking and 

cannot start to work efficiently before it is known how regulation 

will shape risks and rewards in the future.  

é very easy monetary 

policy, including non-

conventional easing,é  

¶ Monetary policy. The slump in demand has prompted a strong 

response of monetary policy. Going forward, conventional policy 

should be used fully, by keeping or bringing policy rates near 

zero. Monetary policy can, and should if necessary, to restore the 

functioning of financial markets or to limit deflationary pressures, 

provide further support through the use of additional measures 

including expanding and diversifying central bank balance sheets. 

This implies, in particular, providing bank reserves in large 

amounts and buying a wide array of assets in countries where 

capital markets have a key role in financing the economy. 

é supportive fiscal 

policies in countries 

where the scope existsé 

¶ Fiscal policy. In addition to allowing automatic stabilisers to 

work, nearly all OECD countries have adopted discretionary 

fiscal stimulus. The magnitude of stimulus differs across 

countries, however, reflecting factors such as the strength of 

automatic stabilisers and initial fiscal positions. Whether a more 

ambitious fiscal stimulus than currently planned is appropriate 

depends on country-specific circumstances. For countries with 

very weak initial fiscal positions, the room for further fiscal 

expansion is limited. Other countries differ in terms of the costs 

and benefits of further stimulus. To cushion the projected slump, 
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additional support would be appropriate in some countries; in 

other countries, further stimulus would be required if activity 

were to be even weaker than projected. Ambitious fiscal stimulus 

should be accompanied by credible commitment to steadily 

withdrawing and reversing the stimulus once the recovery is 

underway to avoid adverse reactions from long-term interest rates. 

They should also aim to increase the long-term supply potential of 

the economy in addition to increasing aggregate demand.  

é and active 

employment policies 
¶ Structural policies. To avoid high cyclical unemployment turning 

structural it is important to pursue active employment policies. It 

is imperative to avoid the mistakes of past recessions when labour 

supply was curtailed and protectionist barriers erected. The 

proliferation of financial and non-financial support packages 

represent a particular danger in the latter respect.  

 
An evolving global financial crisis 

The financial crisis has 

become a credit crunch 

The financial crisis is now being exacerbated by the feedback from 

real-economy weakness to financial markets, with stock markets weak and 

volatile and risk aversion high. The unprecedented policy response has 

involved drastic conventional monetary policy easing and an array of 

innovative unconventional measures, focused on central bank balance sheet 

operations and a variety of direct government interventions in the banking 

system. It remains to be seen whether these measures, described in detail 

below, will be sufficient for the situation to stabilise and normal credit 

supply to resume. However, the crisis is also affecting credit demand, via 

negative wealth and confidence effects and shrinking activity. 

While money market 

panic has eased, 

concerns about banks 

remainé 

The money market panic that followed the bankruptcy filing of 

Lehman Brothers in mid-September 2008 has eased in response to the 

programmes implemented by the authorities to support financial 

institutions. Spreads between unsecured interbank and expected overnight 

rates have fallen markedly from the very high levels reached in the last 

quarter of 2008. However, the cost of insuring bank debt against default, 

which had fallen following the G7 communiqué on 10 October 2008 that no 

systematically important large financial institution would be allowed to fail, 

picked up in early February. This was related to growing concerns about 

the solvency of a number of large financial institutions and the implications 

this could have in terms of potential longer-term losses on their bonds 

(Figure 1.1). 

é especially as regards 

their capitalisation 

Capital injections in banks have been commensurate with the losses 

and write-downs that have been realised so far. Since mid-2007, the 

70 largest banks globally have raised $835 billion in capital, which exceeds 

the near $800 billion in losses and write-downs over the same period.
1
  

 

                                                      
1. www.bloomberg.com, retrieved on 25 February 2009. 

http://www.bloomberg.com/
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 Figure 1.1. Bank credit default swap rates 

Last observation: 23 March 2009  

 

Note: Averages of five-year credit default swap rates on senior bonds across the largest 
banks. 

Source: Datastream. 

 Concerns about the capital position of banks remain, nonetheless, for 

several reasons. Firstly, the fall in the prices of troubled assets has not been 

fully registered following relaxation of mark-to-market accounting rules. 

Secondly, current price indices of asset-backed securities (ABS) may still 

overestimate their fundamental value.
2
 Thirdly, credit losses will keep 

accumulating as a result of the economic downturn. Bank loan books are 

particularly exposed to the real estate recession: non-securitised residential 

mortgages make up 11% of bank assets in the euro area and 14% in the 

United States where non-securitised commercial mortgages represent a 

further 15% of commercial bank assets.
3
 Finally, the crisis as well as 

uncertainty about future regulatory requirements may have prompted 

investors to require larger capital buffers. 

Bank lending is 

weakeningé 

Bank lending to the private sector has already weakened and more 

weakness can be expected in the near term. The slowdown was evident 

across all categories of borrowers in the last months of 2008 and early 2009 

in the United States and the euro area (Figure 1.2); monthly series indicate  

 

                                                      
2. ABX indices of collateralised debt obligations (CDO) of ABS issued in 2006-07 (for a total amount of 

around $450 billion) valued them at about 40% of face value at the end of February. However, for the 

$100 billion or so of CDOs of ABS that have been liquidated so far, the average recovery rate on the most 

senior of the AAA-rated tranches has been only 23% (see Financial Times, 27 February 2009). With such a 

lower recovery rate the additional loss would be around $75 billion. 

3. Assuming a loss-given-default rate of 28%  (FRB Staff, 2003), if delinquency rates on US commercial 

property loans rose to the same high levels as observed in the early 1990s (13%), commercial banks would 

suffer nearly $60 billion in credit losses on their loan books. This estimate does not include losses for 

commercial banks related to commercial mortgage backed securities held on their trading book nor losses 

for other financial institutions. 
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Figure 1.2. Bank lending is slowing down 

Year-on-year growth rate 

 

Note: Data refer to all commercial banks for the United States; to monetary financial institutions (MFIs) for the euro area; to all banks 
for Japan. Year-on-year growth rates are calculated from end-of-period stocks. For the euro area, these are adjusted for 
reclassifications, exchange rates variations and any other changes which do not arise from transactions. 

1. The definition of real estate loans for the United States is broader than housing loans as it includes also loans related to 
commercial real estate. Moreover, both for the United States and for Japan real estate / housing loans can include also loans to 
the corporate sector. 

Source: Datastream. 
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 that loan growth had fallen to very low levels in the euro area and become 

negative in the United States (Figure 1.3). Further weakening is to be 

expected due to borrowers having used up their previously-agreed credit 

lines, delayed effects of tightening bank lending standards (Box 1.1) and 

the economic downturn reducing the demand for bank loans. 

Figure 1.3. Credit has started to show signs of contracting 

Annualised monthly rate of change of seasonally adjusted stocks, per cent 

 

Note: Euro area data are adjusted for the impact of securitisation. 

Source: Datastream and ECB. 

é but securities markets 

appear to be recovering 

While concern about banks is widespread, there are hopeful signs in 

countries where securities markets are important and where aggressive 

policy measures have been taken, primarily in the United States, that 

market-based credit is beginning to flow again to non-financial firms. Since 

the trough in September 2008, bond issuance by non-financial US 

corporations more than doubled to reach in January 2009 a monthly level 

16% above its ten-year average. Similarly, UK non-financial corporate 

bond issuance increased more than fivefold between the October- 

November 2008 trough and December 2008-January 2009 to a monthly 

level more than twice as large as its five-year average.
4
 

                                                      
4. These ratios have been calculated after adjusting Federal Reserve and Bank of England statistics for 

seasonality. 
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Box 1.1. The response of bank lending to tighter lending standards 

In the first half of 2008, the tightening in credit standards was accompanied by an increase in the growth of lending to 
businesses in the United States and the euro area. Lending only started to decelerate substantially in the second half of 2008. Past 
experience suggests that a lag between the tightening in standards and subsequent slowing in credit growth is not unusual. Simple 
regressions relating the growth of bank lending to the non-financial corporate sector to GDP growth and a measure of credit 
standards show that for the euro area and the United States the short-run response to a reported tightening in lending standards is 
(perversely) increased growth in lending (see Guichard et al., 2009, for detailed econometric results). However, in the long run there 
is, as might be expected, a reduction in the growth of bank lending. Translating the estimated dynamics into year-on-year growth 
rates, there is typically a delay of four or more quarters before a tightening in lending standards is reflected in lower growth in lending 
(Figure). Nevertheless, the residuals from these equations suggest that the delay was unusually long in the current episode. 

Response of bank lending to the non-financial corporate sector following a tightening in lending standards 

(Year-over-year, annual % growth) 

 

Note: The graphs show the response of bank lending to a one standard deviation increase in lending standards as measured by the 
Loan Officer Survey. In both cases this is about equal to a 20 percentage point increase in the number of banks reporting a tightening 
in lending standards. 

Source: Datastream; and OECD calculations 

Several factors are likely to have contributed to the unusual delay in the response of credit growth to a tightening in lending 
standards. First, in the United States, there seems to have been more drawing on past credit lines than during the previous episode of 
credit tightening in the early 2000s and the drawing on past credit lines has come through faster than in the 1990-92 episode 
(Guichard et al., 2009). This can be explained by the unusually large reduction in commercial paper issuance, fear of liquidity 
shortages, and the fact that credit lines were negotiated in unusually good conditions. Many loans issued during the peak of the credit 
boom have loose covenants, which do not prevent companies from drawing on their credit lines even if their financial conditions 
worsen. Moreover, selling securitized loans has become more difficult across the OECD area. This trend has resulted in an increase 
in the loans reported on banksô balance sheets, which in US bank lending data has masked the fact that new loans are contracting 
sharply.

1 
The amount of new loans to large borrowers during the peak period of the financial crisis (September-November 2008) was 

37% lower than during the prior three-month period and 68% below the peak of the credit boom (March-May 2007) in the 
United States (Ivanisha and Scharfstein, 2008). The contraction was steepest for below-investment grade borrowers. New lending for 
real investment (such as capital expenditures) and for restructuring (LBOs, M&A, share repurchases) were affected equally. 

_________________________ 

1. In the euro area, securitisation has had the opposite effect on bank lending statistics. Because banks can use securitised loans 
retained on their balance sheets as collateral in ECB refinancing operations, securitisation has soared, which has worked to 
depress bank lending statistics (which do not include retained securitised loans). The euro area series reported on the above 
Figure are corrected for the impact of securitisation. 
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Overall, financial 

conditions remain 

extremely tight in the 

OECD areaé 

Nonetheless, overall financial conditions remain extremely tight. The 

OECD indicator of financial conditions (Figure 1.4) synthesises a range of 

financial influences on economic activity, including corporate bond 

spreads, which remain at high levels despite some recent easing (especially 

in the United States); bank lending standards, which are extremely tight 

even though they appear to have ceased tightening; equity and house prices, 

which have declined substantially, thereby reducing household wealth and 

consumption; policy interest rates and government bond yields, both of 

which have fallen markedly; and exchange rates, which have depreciated in 

some countries and appreciated in other countries, notably Japan. The 

tightening in financial conditions since mid-2007 is estimated to reduce the 

level of GDP by between 6 to 8% in the main OECD regions. Because 

there is a lag of four to six quarters before the full effect of changes in 

financial conditions are estimated to impact on GDP and because the most 

severe phase of tightening has only occurred since the third quarter of 2008, 

the full effect of past tightening in conditions has not yet been felt. Indeed, 

past tightening will continue to be a substantial drag on growth through 

2009, so that if financial conditions remain at their current levels through 

2009, annualised GDP growth in 2009 will be reduced by up to 

4 percentage points in the United States and Japan and up to 3 percentage 

points in the euro area.
5
 

Figure 1.4. Financial conditions are tight 

 

Note: A unit decline in the index implies a tightening in financial conditions sufficient to produce an average reduction in the level of 
GDP by ½ to 1% after four-six quarters. See details in Guichard et al. (2009). 

Source: OECD. 

é as well as in emerging 

market economies 

As risk aversion intensified from the fourth quarter of 2008, capital 

flight meant that emerging market bond spreads soared, even though 

comparatively healthy fundamentals in many emerging economies kept 

spreads below levels reached in the past (Figure 1.5). Nonetheless, and in 

spite of considerable variation in country conditions, a number of emerging 

                                                      
5. For further explanation of how changes in the FCIs translate into effects on the GDP growth rate, see 

Guichard et al. (2009).  
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market currencies have come under pressure,
6
 with double-digit effective 

depreciations since mid-2008 in Brazil, the Czech Republic, Hungary, 

Indonesia, Mexico, Poland, the Russian Federation and Turkey. Foreign 

banks in these and other emerging market economies have suffered 

currency losses to the extent that their lending has been in domestic 

currency, or defaults on loans if their lending has been denominated in 

stronger currencies. 

Figure 1.5. Emerging market bond spreads have picked up 

Last observation: 23 March 2009  

 

1. Spreads show yield difference in basis points over US Treasury bonds. 

Source: JP Morgan. 

 
Recent developments and future implications 

 
Activity everywhere is turning down sharply 

The fall in output has 

been sharp and highly 

synchronised  

The current sharp downturn in activity is without precedent in the 

post-war period in terms of both its severity and the high degree of 

synchronicity (Figure 1.6). This unprecedented degree of synchronicity 

coincides with a precipitous decline in international trade (Figure 1.7 and 

Box 1.2). Over the last quarter of 2008 and first quarter of 2009, world 

trade has fallen at an average annualised rate of more than 20%, a rate of 

decline not previously experienced over the last four decades. Across all 

regions, the downturn has affected industrial production unusually hard  

 

 

                                                      
6. In addition to capital flight, the currency depreciations can be explained by lower export prices and 

volumes and monetary easing. 
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Figure 1.6. The downturn is the most severe and synchronised in post-war history 

 

1. 2008q4-2009q1. 

2. The last observation is for 2009q1 and relies on estimates of GDP growth. 

Source: OECD. 

 

 

 (Figure 1.8), given its greater integration in world trade. Thus, among the 

major OECD economies experiencing the biggest recent declines in output 

are those that have been most reliant on manufacturing exports for growth, 

notably Japan and Germany, rather than those most closely associated with 

the financial crisis. Advance indicators, such as survey measures of export 

orders, suggest further large prospective declines in world trade. 
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Box 1.2. International trade in free fall 

After steady annual growth at around 8% over the past half decade, world trade growth started to weaken in early 
2008 and collapsed in the last quarter. This contraction of world trade is broad-based, and affects all regions and is the 
worst since comparable data exist (1965). 

The world trade contraction in the last quarter of 2008 is also worse than suggested by historical relationships 
linking world trade to either short-term leading indicators or OECD growth.

1
 A drop in trade finance following banksô 

reluctance to lend is often mentioned as a key factor behind the collapse in world trade,
2
 but even when global credit 

conditions are taken into account by means of a proxy it remains difficult to explain the collapse in trade (see figure 
below).

3
 This could reflect that the trade finance squeeze has been deeper than indicated by the proxy or that it had a 

stronger impact on world trade than in past episodes. Alternatively, the under-estimation of the trade contraction may 
mirror a stronger link between activity and trade as a result of continued globalisation, notably the prevalence of global 
supply chains. 

The trade forecast associated with this Interim Economic Outlook is in line with the models mentioned above, 
under the assumption that the unexplained part of trade contraction is a one-off shift in the trade level for which the 
main reasons still have to be identified.

4 

The collapse of world trade growth cannot be explained by past relationships 

Quarterly growth rates annualized 

 

Source: OECD. 

_________________________ 

1. Two models are used to explain world trade. The first model is an indicator-based model that relates world trade to industrial 
production in the OECD countries and Brazil, China, India, Indonesia and the Russian Federation; export orders in the G7 
countries (except Canada); the US tech pulse index; world semiconductor billings; and US credit standards. Monthly VAR 
models are used to forecast these variables over the very short term. The second model is based on the historical relationship 
between world trade growth, OECD GDP growth and US credit standards. 

2. See for instance IMF (2009). 

3. In the absence of any other available data, the US loans officer survey results on credit standards applied to large and medium 
sized companies are used as proxy for global trade financing availability. 

4. On the assumption that financial conditions do not improve before end-2009 and start improving slowly, this one-off shift was not 
removed over the projection period. 
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 Figure 1.7. World trade growth has plummeted 

Annualised quarter on quarter growth (%) 

 

Note: 2009q1 is an estimate. 

Source: OECD. 

The trade collapse 

invalidates the 

decoupling hypothesis 

The collapse in international trade explains why distress has spread so 

rapidly to many economies, particularly in Asia, which six months ago 

were expected to be only lightly touched by the financial crisis. The value 

of exports of non-OECD Asia fell at an average annualised rate of over 

30% over the last quarter of 2008 and first quarter of 2009. 

 

Figure 1.8. Industrial production has plunged 

Index, January 2000 = 100 

 

Source: Datastream. 

 


