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Last Recession and Past Recessions: Some Clues
1.  What We Teach..
Graph 1 – Actual Output, Trend Output and Output Gap
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Table 1- Growth and Classical (NBER) Business Cycles
	Phases

BD:  P to T ↓

DF:T to P ↑
	(1)

Occurrences:

∑wi = 1


	(2)=(3)+(4)

Cycles
	(3)

Growth gap


	(4)

Output gap


	(5)

Gap correlations

 

	AB = Expansion,

P = Peak


	(B (P),

frq = w1,

(w1+w4 = 0.9)
	+
	+
	+
	Rho > 0

	BC = Contraction.


	(C =  zero output gap, 

frq= w2,

(w2+w3 = 0.1)
	+
	-
	+
	Rho < 0

	CD = Contraction

T = Trough
	(D (T), 

frq= w3

(w2+w3 = 0.1)
	-
	-
	-
	 Rho > 0 

	DE = 

Recovery


	(E = zero output gap,

frq= w4

(w1+w4 = 0.9)
	-
	+
	-
	Rho < 0


· The correlation between growth and output gap is negative in the two cases  (BC, DE) after a turning point occurs, i.e. in the first part of the peak to trough  path (BC) and in the first part of  the trough to peak path (DE), respectively.   

· Correlations between growth and output gaps are positive in the AB and CD portions that are both leading the turning points in P and T.  Correlations are instead negative when the economy lags the peak (BC) or the trough (DE).
2. What the Data Show  instead..
Graph 2: The US Real Gdp
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Graph 3 - Typical Spectral Shape of the US Real GDP (log)
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Graph 3 corresponds to the “typical spectral shape”  (Granger, 1966)  of  macroeconomic variables, whose auto-covariance is evaluated at different frequencies: it refers  to the log of the US real GDP in volume (Graph 1) but it could also  apply to most macroeconomic time series (Sargent, 1979). Once seasonality is removed, most of the variance in the GDP is due to the low frequency portion and little is left to high frequency swings, i.e. to short-run fluctuations.

This representation is due to the fact that time series in economics are non-stationary: i.e. they uniformly display a dominating tendency to grow that makes much less relevant the weight of purely “cyclical” or short-run components (Nelson-Plosser, 1982).

3. A Possible Reconciliation: Growth Cycle Decomposition 

(1)  yt  =  dt   +    yt-1 ,   dt  = d + a(L)et ,     et ~ WN(0, σ2 ),
(2)    y*t  =  dt   +    y*t-1 ,    = d + a*(L)e*t ,     et ~ WN(0, σ2* ),  σ2*<  σ2< ∞
(3)    ct  =   (dt – d*t) +  ( yt-1 –  y*t-1),   d*t > 0,  always,
where  a(L)et  and a*(L)e*t  are lag polynomial MA sequences which include random walk as a special case and where  actual (y) and long-run output (y*) are expressed in logs.
Eq. 3 implies:

 ( business cycle =   growth gap + (past) output gap = growth gap + previous cycle
    ( recessions are more volatile since the growth gap (d – d*) variance must be necessarily bigger since potential growth (d*) is always positive while recessions sometimes can occur (d<0)..

4. Growth Cycles and Actual  Fluctuations
Using actual rather than idealized frequencies of Graph 1,  should help to: 
· evaluate the distortions implied by automatic stabilization 
· limiting fiscal discretion to the few cases in which it could be temporarily useful if  the appropriate
type of government spending is properly selected (Coricelli-Fiorito, 2009).
A few related issues are the following:
· How  the existence of a (large) government debt is compatible with countercyclical policies? The question rises because the very existence of debt is not compatible with growth phases that are much more frequent than recessions are.
· Finally, output gap stabilizations can be misleading not simply because of measurement errors in the output gap (Orphanides, 2000)  but because  the implementation of Taylor-type rules does not correspond to what actual data say about the direction of the economy.
Canada: Business Cycles, Potential and Actual Growth Rates
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US: Business Cycles, Potential and Actual Growth Rates
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Japan: Business Cycles, Potential and Actual Growth Rates
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UK:  Business Cycles, Potential and Actual Growth Rates
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Germany: Business Cycles, Potential and Actual Growth Rates
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France: Business Cycles, Potential and Actual Growth Rates
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Italy:  Business Cycles, Potential and Actual Growth Rates
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Table 1 - Background Data on Business Cycle and Growth Volatility in the G-7
	1971-2009
	(1)
	(2)
	(3)
	(4)
	(5)

	Country
	Business Cycle (Volatility)
	Growth Gap

(Volatility)
	Correlation 

Rho[c, (d-d*)]
	Relative Volatility

(d/d*)
	Minimum Growth

Year

	Canada
	2.25
	1.92
	0.49
	3.8
	1982 (-2.9)

	United States
	5.16
	4.88
	0.55
	6.1
	2009 (-2.5)

	Japan
	2.13
	2.03
	0.53
	1.8
	2009 (-5.4)

	United Kingdom
	2.35
	2.04
	0.52
	5.57
	2009 (-4.8)

	Germany (92-09)
	1.56
	1.83
	0.74
	8.1
	2009 (-5.0)

	France
	1.63
	1.47
	0.47
	2.95
	2009 (-2.5)

	Italy
	1.72
	2.17
	0.63
	2.39
	2009 (-4.9)


Major results are:

· In all cases, cyclical volatility and growth gap volatilities  are about the same. Since recessions are few, this implies (Eq. 3) that volatlity of recessions is much bigger.
· The correlation between output gap (business cycle) and growth gap is positive: unlike Graph 1. this implies an asimmetry between positive and negative growth phases, i.e. that the observed frequency of the (AB+DE) portion must exceed the (BC+CD) frequency.
· The potential output (HP) growth rate is by construction much smoother than actual growth.
· Except for Canada, the strongest postwar recession occurred in 2009.

5.  Do Financial Recessions Last More?
Table 3 - Quarters in Recession  

	Country
	07.1
	07.2
	07.3
	07.4
	08.1
	08.2 
	08.3
	08.4
	09.1
	09.2
	09.3
	09.4
	10.1

	US
	
	
	
	
	*
	
	*
	**
	**
	*
	
	
	

	UK
	
	
	
	
	
	*
	*
	**
	**
	*
	*
	
	

	Japan
	
	
	*
	
	
	*
	**
	**
	**
	
	
	
	

	Germany
	
	
	
	
	
	*
	*
	**
	**
	
	
	
	*

	France
	
	
	
	
	
	*
	*
	**
	**
	
	
	
	

	Italy
	
	
	
	*
	
	*
	*
	**
	**
	**
	
	*
	


Source:  see Table 2; * = quarters in recessions  ** = strong  recessions (real gdp fall ≥ 1% on previous quarter).

· In most cases last recession seems to be over in the mid of 2009. Italy has a GDP fall at the end of 2009 which is compensated in the next quarter. Germay has a zero growth in 2009Q4 and a small fall (-0.1%) in the next 2010Q1 quarter.  
· A strong GDP fall is found for Spain in the first 2010 quarter and, in general, the recovery in Europe seems to be weaker than elsewhere.
Table 4- Recession  episodes in the Oecd countries  (1961-2009)

	Country
	Recession

Episodes
	Strong Recessions
	Country
	Recession

Episodes
	Strong Recessions

	Australia
	61, 83, 91
	
	Korea Rep. 70-09
	80, 98
	98

	Austria
	77, 81, 09
	09
	Luxembourg
	75, 81, 09
	75, 09

	Belgium
	75, 93, 09
	09
	Mexico
	82, 83, 86, 95, 09
	83, 86, 95, 09

	Canada

61-09
	82, 91, 09
	82, 91, 09
	Netherlands
	75, 81, 82, 03, 09
	09

	Czech Rep.

93-09
	09
	09
	New Zealand

62-09
	67, 68, 77, 78, 91, 08, 09
	67, 68, 78,

	Denmark

66-09
	75, 80, 81, 93, 08, 09
	81, 09
	Norway
	88, 09
	09

	Finland
	76, 90, 91, 92, 93, 09
	91, 92, 09
	Poland       90-09
	91
	91

	France

63-09
	75, 93, 09
	09
	Portugal
	75, 83, 84,93, 03, 09
	75, 93, 09

	Germany
	67, 75, 82, 93, 03, 09
	09
	Slovak Rep.

93-09
	09
	09

	Greece
	74, 81, 82, 83, 87, 93, 09
	74, 87, 09
	Spain
	81, 93, 09
	09

	Hungary

91-09
	92, 93, 09
	92, 09
	Sweden
	77, 81, 92, 93. 08, 09
	93, 09

	Iceland
	61, 83, 92, 02, 09
	92, 02, 09
	Switzerland

65-09
	75, 76, 82, 91, 93, 03, 09
	75

	Ireland
	86, 08, 09
	08, 09
	Turkey
	79, 80, 94, 99, 01, 09
	80, 99, 01, 09

	Italy
	75, 93, 08, 09
	75, 09
	United Kingdom
	74,75, 80, 81, 91, 09
	80, 09

	Japan
	74, 98, 99, 02, 08, 09
	09
	United States
	74, 75, 80, 82, 91, 09
	09


Table 5 - Recessions by year

	Year
	Countries in the sample 
	Recessions
	Strong Recessions
	Year
	Countries in the sample
	Recessions
	Strong

Recessions

	1960
	20
	--
	--
	1985
	26
	
	

	1961
	21
	AUS, IC
	
	1986
	26
	IR, ME
	ME

	1962
	22
	
	
	1987
	26
	GR
	

	1963
	23
	
	
	1988
	26
	
	

	1964
	23
	
	
	1989
	26
	
	

	1965
	24
	
	
	1990
	27
	FI
	

	1966
	25
	
	
	1991
	28
	C, FI, NZ, PL, UK, SWI, US
	C, FI,, PL

	1967
	25
	G, NZ
	NZ
	1992
	28
	FI, , HU, IC, SW
	FI, HU, IC

	1968
	25
	NZ
	NZ
	1993
	30
	B, DN,  FI, F, G, GR, I, PT, SP,  SW, SWI,  HU
	PT, SW

	1969
	25
	
	
	1994
	30
	TU
	

	1970
	26
	
	
	1995
	30
	ME
	ME

	1971
	26
	
	
	1996
	30
	
	

	1972
	26
	
	
	1997
	30
	
	

	1973
	26
	
	
	1998
	30
	J,  KO
	KO

	1974
	26
	GR, J, UK, US  
	GR
	1999
	30
	J, TU
	TU

	1975
	26
	B, DN, G, F, I,  LU, NL, PT, SWI, UK, US
	I, LU, PT, SWI
	2000
	30
	
	

	1976
	26
	FI, SWI
	
	2001
	30
	TU
	TU

	1977
	26
	AT,  NZ, SW
	
	2002
	30
	IC, J
	IC

	1978
	26
	NZ
	NZ
	2003
	30
	G, NL, PT, SWI
	

	1979
	26
	TU
	
	2004
	30
	
	

	1980
	26
	DN,  KO, TU, UK
	TU, UK
	2005
	30
	
	

	1981
	26
	AT, DN,  GR, LU, NL, SP, SW, UK
	DN
	2006
	30
	
	

	1982
	26
	G, GR, ME, NL, SWI, US
	
	2007
	30
	
	

	1983
	26
	AUS, GR, IC, ME, PT
	ME
	2008
	30
	DN, IR, I,  J, NZ,  SW
	IR

	1984
	26
	PT
	
	2009
	30
	AT, B, C, CZ, DN, FI, F, G, GR,  HU, IC, IR,  I, J, LU, ME, NL, NZ, NO, PT, SL, SP, SW, SWI, TU, UK, US
	AT, B, C, CZ, DN, FI, F, G, HU, IC, IR,  I, J, LU, NL, PT, SL, SP,  SW, TU, UK, US


Table 4 –  % Frequency of Recessions in the Oecd area and in the G-7 
	Year
	Recessions
	Strong Recessions
	G7 Recessions
	G7 Strong Recessions
	Year
	Recessions
	Strong

Recessions
	G7 Recessions
	G7 Strong Recessions

	1960
	--
	--
	
	
	1985
	
	
	
	

	1961
	.1
	
	
	
	1986
	.08
	.04
	
	

	1962
	
	
	
	
	1987
	.04
	
	
	

	1963
	
	
	
	
	1988
	
	
	
	

	1964
	
	
	
	
	1989
	
	
	
	

	1965
	
	
	
	
	1990
	.04
	
	
	

	1966
	
	
	
	
	1991
	.26
	.11
	.43
	.14

	1967
	.08
	.04
	.14
	
	1992
	.15
	.11
	
	

	1968
	.04
	.04
	
	
	1993
	.41
	.07
	.43
	

	1969
	
	
	
	
	1994
	.03
	
	
	

	1970
	
	
	
	
	1995
	.03
	.03
	
	

	1971
	
	
	
	
	1996
	
	
	
	

	1972
	
	
	
	
	1997
	
	
	
	

	1973
	
	
	
	
	1998
	.07
	.03
	.14
	

	1974
	.16
	.04
	.43
	
	1999
	.07
	.03
	.14
	

	1975
	.40
	.12
	.71
	.14
	2000
	
	
	
	

	1976
	.08
	
	
	
	2001
	.03
	.03
	
	

	1977
	.12
	
	
	
	2002
	.07
	.03
	.14
	

	1978
	.04
	.04
	
	
	2003
	.14
	
	.14
	

	1979
	.04
	
	
	
	2004
	
	
	
	

	1980
	.16
	.08
	.14
	.14
	2005
	
	
	
	

	1981
	.28
	.04
	.14
	
	2006
	
	
	
	

	1982
	.24
	
	.29
	
	2007
	
	
	
	

	1983
	.20
	.04
	
	
	2008
	.17
	
	.29
	

	1984
	.04
	
	
	
	2009
	.62
	.24
	1
	1

	Average

1961-
2008
	.08
(.104) 
	.02

(.03)
	.08
(.153)
	.01

(.03)
	Average 1961- 2009
	.09

(.156)
	.03
(.105)
	.09

(.201)
	.03
(.146)


Table 7- Recessions lasting more than one year in the Oecd area


	Country
	Recession phase 
	Number of years
	Strong recessions years

	New Zealand
	1967-68
	2
	1

	United Kingdom
	1974-75
	2
	0

	United States
	1974-75
	2
	0

	Switzerland
	1975-76
	2
	1

	New Zealand
	1977-78
	2
	1

	Turkey
	1979-80
	2
	1

	United Kingdom
	1980-81
	2
	1

	Denmark
	1980-81
	2
	1

	Netherlands
	1981-82
	2
	0

	Greece
	1981-83
	3
	0

	Mexico
	1982-83
	2
	1

	Portugal
	1983-84
	2
	0

	Finland
	1990-92
	3
	2

	Hungary
	1992-93
	2
	1

	Japan
	1998-99
	2
	1

	Spain
	2008-09 (10)
	 (2)
	1

	Greece
	2009-(10)
	(2)
	(2)

	Ireland
	2008-09-(10)
	(3)
	2

	Italy
	2008-09
	2
	1

	Japan
	2008-09
	2
	1

	Iceland
	2009-(10)
	(2)
	1

	New Zealand
	2008-09
	2
	0


                                   *: (.) denotes the IMF WEO forecast for 2010 (April, 2010).  

2. Summing Up
· The idea that recessions last more when related to financial shocks is strongly supported by Reinhart and Rogoff (2009) and has some confirmation in Claessens et al. (2009) where postwar evidence for the Oecd countries is evaluated in detail, stressing the view that synchronized recessions are deeper.
· The idea that financial recessions last more  was not shared by the Vice Chairman of the FED in a speech prior to the crisis (Ferguson, 2005). Empirically, it is not supported by the most  recent Oecd data  showing that in the third 2009 quarter a recovery starts in all the G-7 but the UK (Table 3).  
· Actually, the relation betwen financial and real factors is still unclear and there is also evidence of the possible sign and phase reversal between these two sources.

· Among possible interpretations, it should be mentioned the “savings glut” hypothesis (Bernanke, 2005) ( large capital inflows were available to the US because of the developing countries current account surpluses. Inadequate surveillance, lack of prudence and coordination helped to transform the extra savings in a bubble source.
· The propagation mechanism surely amplified the shock: this is revealed by the contemporaneous occurrence of recessions.  Conversely, responses, exit strategies and recovery by area are much more different.
· The crisis started in the US from finance and then moved to Europe where the common currency was contributing to reduce interest rates. 
· In Europe, the recession involved at the same time countries still facing  structural differences not longer absorbed by exchange rate adjustment. Overall, the real GDP fall was bigger in Europe than in the US.

· The SGP was in practice abandoned by Germany in 2003 and its modified version was both confused and virtually impossible to implement. 

· Now everything is more complicated: fiscal policies in Europe cannot help recovery by adopting temporary discretion to be reversed soon (US) and growth prospects are limited everywhere.

Finally:

· Current recession is more synchronized than the first oil shock and the early 90s crisis were (Table 4) and this is why the world trade fell more. Hence, regardless of the shock size, the propagation mechanism was amplifying the recession to different markets (finance, goods, labor)  in a world much more connected than before. 
· Unless a double dip risk occurs,  current recession was lasting between 4 and 6 quarters,  i.e not longer than previous postwar recessions.
· As “The Economist” writes (May 29, 2010):  ‘Governments were the solution to economic crisis. Now they are the problem’. This is not new on the basis of the Reinhart-Rogoff (2009) historical evidence.
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