Understanding the Current Recession and Its Global Impact
PRIVATE 
Sahar Bahmani

Assistant Professor

School of Economic Development


College of Business Administration

Georgia Southern University

Statesboro, GA 30460


e-mail: sbahmani@georgiasouthern.edu

ABSTRACT


The National Bureau of Economic Research announced on December 1, 2008 that the U.S. economy had entered into a recession in December of 2007.  Since the announcement, the unemployment rate has continuously been rising, the stock market has crashed and real GDP has plummeted.  This paper discusses the source of the economic recession.  The primary cause of the current recession was the credit crisis caused by the collapse of the housing market.  This research attempts to identify the causes of this collapse and why it resulted in such a severe and widespread recession.   This research looks at four specific causes of the housing bubble: low mortgage rates, low short-term interest rates, relaxed standards for mortgage loans, and irrational exuberance.  This paper focuses on how the federal government began to intervene in the economy in unprecedented ways, looking at each in depth.  The level of government intervention in the economy prevented an even more severe economic downturn and the long-term impact of the government’s intervention will be the increasing national debt.  It is estimated how much longer the recession will last.  It is forecasted how much higher the unemployment rate will rise.  We also answer the question of when the economy will begin to recover and how strong that recovery will be.  Most importantly, we will look at how this recession has had a significantly negative impact on the global economy.

Introduction

The National Bureau of Economic Research announced on December 1, 2008 that the U. S. economy had entered a recession in December of 2007.  The main economic indicators began to show an economy that was quickly beginning to fall apart.  The unemployment rate increased from 4.9% in December 2007 to 9.6% in September 2009.  The job market is looking more and more dismal as the years have been passing by since the recession was announced.  This past year has undoubtedly brought many changes and challenges to both employers and employees. Layoffs, pay cuts and furloughs have been widespread, thus contributing to a job market saturated with qualified candidates competing for fewer jobs. Many students have decided to go straight to graduate school due to a dismal job market, others have decided that it’s the right time to come back to school.  Despite this steep competition among candidates, employers struggle to find professionals with in-demand skill sets.  We are now facing times in which a college degree, whether it be a B.A., M.A. or Ph.D., will not be of and by itself a guarantee of employment security in the foreseeable future.  The good jobs, of course, will go to the ablest, those with the best education and experience.  A sluggish economy and an increasing proportion of college graduates in the population means that currently and also in the foreseeable future, a larger number of graduates will have to seek and accept employment at a level below their aspirations and abilities.  In fact, Heisz et al. (2006) look at the short- and long-term career effects of graduating in a recession. 
 Unemployment is one of the most important economic indicators that has been suffering, but there are other macro variables that have fallen apart as well.  The Dow Jones Industrial Average reached a peak of 14,278 on October 11, 2007 but fell to 6,440 on March 9, 2009, a drop of almost 55% from the peak.  Real GDP increased by only 1.1% for the year of 2008.  Real GDP decreased at annual rates of 6.3% in the 4th quarter of 2008 and of 5.7% in the 1st quarter of 2009.  For the fiscal year ending September 30, 2008, the federal budget deficit was $455 billion.  By the end of May 2009, just eight months later, the federal budget deficit reached $991.9 billion.  This occurred due to the economic stimulus plans enacted in October of 2008 and February of 2009, as well as much higher federal spending for unemployment and other benefit programs.  Meanwhile, tax revenues are running much lower this year compared to last, as shown by Abolafia (2005).  It is interesting to keep in mind that in October of 2008, the U.S. budget deficit was only $438 billion.

This paper discusses the sources of the economic recession in Section I, while looking at ways the federal government intervened in Section II.  In Section III we discuss the future of the recession, while in Section IV we look at the global impact the recession has had.  Section V wraps up the paper with concluding remarks.

I. Sources of the Recession

a. Collapse of the Housing Market
Many agree that the primary cause of the current recession was the credit crisis caused by the collapse of the housing market. The US economy is in danger of a recession that has proven to be unusually long and severe. By any measure it is in far worse shape than in 2001 through 2002 and the unraveling of the housing bubble is clearly at hand.  The sagging real estate market in 2007 left everyone no doubt that the housing bubble was quickly crashing and that hard times were on the way. The slump in home prices from the end of 2005 to the end of 2006 was the biggest year over year drop since the National Association of Realtors started keeping track in 1982.  The Commerce Department announced that the construction of new homes fell in January by a whopping 14.3%.  Prices fell in half of the nation’s major markets and existing home sales declined in 40 states. Arizona, Florida, California, and Virginia have seen precipitous drops in sales. 

Baker and Rosnick (2009) describe the severity of the housing market meltdown, coupled with the recent collapse of the stock market has had a severe negative impact on the wealth of the baby boom cohorts aged 45 to 54 and 55 to 64. Using data from the 2004 Survey of Consumer Finance and the November 2008 Case-Shiller 20 City Price Index, the authors create three possible scenarios for baby boomer wealth and find these households will enter retirement with little wealth beyond Social Security. For each cohort in 2004 and 2009, the paper analyzes net worth, financial assets, equity in real estate, percent of households in each cohort who will need cash to close on their primary residence, net worth of homeowners, net worth of non-homeowners, and the percent of homeowners who would need cash to close on their primary residence.  This research attempts to identify the causes of this collapse and why it resulted in such a severe and widespread recession.
b. Four Causes of the Housing Bubble

There are four specific causes of the housing bubble: low mortgage rates, low short-term interest rates, relaxed standards for mortgage loans, and irrational exuberance.  These four causes of the housing bubble are also identified by Hannsgen et al. (2007).  During the housing bubble, the U.S. savings rate was low and the flow of savings entering the U.S. economy from Japan and China kept mortgage rates low.  Wall Street created new ways to funnel savings from worldwide sources, investors in these countries wanted investments providing good returns with low risk, to the U.S. mortgage market and U.S. mortgage rates were kept low. Eventually the foreign investors grew bolder, investing in mortgage-backed securities issued by Wall Street firms.  These mortgage-backed securities appeared to be low-risk, since they had received favorable ratings issued by highly respected credit rating agencies, such as Moody’s and Standard & Poor’s. The low mortgage rates contributed to the housing bubble by keeping monthly mortgage payments affordable for more buyers even as home prices rose.  Shilling (1995) looks at the rates of return on mortgage-backed securities.  The graph below shows the average thirty year fixed mortgage rates from 1982-2005.
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To strengthen the recovery from the 2001 recession, the Fed decreased the federal funds rate to historically low levels from 2002-2004.  The use of adjustable rate mortgages and the practice of leveraging, investing with borrowed money, were encouraged by the low short-term interest rates.  Low short-term interest rates contributed to the housing bubble by encouraging the use of adjustable rate mortgages (ARMs).  ARMs provided the buyer with a lower monthly payment initially, since short-term interest rates were lower than long-term interest rates.  When home prices rose faster than incomes, many prospective home buyers were unable to afford house payment under fixed rate mortgages. ARMs made monthly mortgage payments temporarily affordable for more buyers and contributed to rising home prices.  When the interest rate on the mortgage adjusted upward, the higher mortgage payments were unmanageable for many home buyers.  When short-term interest rates were extremely low, investors borrowed and invested in higher yielding long-term investment in order to increase their returns.  This practice of leveraging, investing with borrowed money, caused home prices to rise because it increased the available financing for mortgage lending.  

Standards for mortgage loans were relaxed because of new governmental policies promoting an increase in home-ownership rates among lower-income households, greater competition in the mortgage loan market, and irrational exuberance surrounding all parties involved in the mortgage lending process.  In fact, beginning in 1995, banks were required to increase their mortgage lending to lower-income households and relax their mortgage lending standards.  Decades before the housing bubble, mortgage loans were consistent, requiring a down payment of at least 20% and proof that their income was enough for the monthly mortgage payments to be manageable.  Fannie Mae and Freddie Mac, government-sponsored enterprises, increase the funding available in the mortgage market by purchasing mortgages from loan originators, ditched their strict standards on payment and income requirements.

As with all bubbles, irrational exuberance played a part, as all participants involved believed that home prices would continue to rise, as discussed by Miller et al. (2007).  When the mortgage standards began to relax, there was an increase in subprime mortgages, which are home loans given to people with poor credit and are therefore considered risky, thereby increasing the foreclosure rate. Housing was a good investment before the housing bubble, home prices rose to its peak in 2006 and then fell dramatically, increasing the mortgage default rates.  Large losses were felt by not only homeowners but mostly by mortgage lenders, investment banks, foreign investors investing in mortgage-backed securities, and insurance companies.  The bursting of the housing bubble hurt the economy because the decline in home construction reduced GDP and this sent a shock throughout the entire financial system, increasing the perceived credit risk throughout the economy. The bursting of the housing bubble paved the way to the credit and banking crises.   Let’s now focus on the negative impacts on the financial system and how it, too, began to collapse.  
c. Credit Crisis

The bursting of the housing bubble paved the way to the credit and banking crises. Following the bursting of the housing bubble, a reduction in the general availability of loans and credit occurred, coupled with a sudden tightening of the conditions required to obtain a loan from the banks.  The financial crisis of 2007-2009 was the most serious financial crisis since the Great Depression.  The ongoing foreclosure epidemic that began in late 2006 continues to drain wealth from consumers and erodes the financial strength of banking institutions.  Defaults and losses on different types of loans increased significantly as the crisis expanded from the housing market to other parts of the economy.  Total losses are estimated in the trillions of U.S. dollars globally.  Investment banks, other financial institutions, and commercial banks became important in providing credit to the U.S. economy, assuming debt burdens while providing loans.  The major problem with this is that they did not have a financial cushion sufficient to absorb large loan defaults.  The major losses impacted the ability of financial institutions to lend, slowing economic activity.  This meant that nearly one-third of the U.S. lending mechanism was frozen and continued to be frozen into June 2009.  Due to many concerns regarding the stability of key financial institutions, central banks provided funds to encourage lending and restore faith in the banks.  Governments bailed out key financial institutions and implemented economic stimulus programs, assuming significant additional financial commitments.  

Crouhy et al. (2008) claim that the current U.S. financial crisis began in 1997 when the market lost confidence in the creditworthiness of subprime mortgages and the structured financial products tied to them. In attempting to unravel the origins of the current problems, it has become clear that many factors and many market participants have played a role. In their article, the authors dissect the subprime mortgage crisis and clarify its many facets and offer a number of recommendations for changes to the system that could greatly reduce the probability of similar crises in the future.
II. Intervention by the Federal Government

The level of government intervention in the economy prevented an even more severe economic downturn and the long-term impact of the government’s intervention will be the increasing national debt.  The federal government began to intervene in the economy in unprecedented ways once the recession was announced, which was also when the credit crisis was arising.  Many economists strongly believe that the current unemployment rate could have reached 25% as it did in the Great Depression had it not been for unemployment insure and its extension from six months to twelve months of time to collect.  Unemployment insurance, after all, is a government program that was set up immediately after the Great Depression to prevent another Great Depression from occurring, as discussed by Belzil (1992).  The Federal Reserve began by taking steps to attempt to ease the credit crisis. 
On September 18, 2007, the federal funds rate was lowered by the Fed from 5.25% to 4.75%.  The Fed lowered the rate nine more times over the course of the next 15 months, eventually to a range of 0.00%-0.25% on December 16, 2008.  

In December of 2007, in its attempt to provide liquidity to the financial system, the Fed began to lend billions of dollars directly to many financial institutions.
In February of 2008, the federal government enacted the Economic Stimulus Act of 2008, a $168 billion stimulus package, including primarily of tax rebates to individual taxpayers.  This stimulus package also increased the dollar size of mortgages eligible for purchase by Fannie Mae and Freddie Mac.

In March of 2008, the Fed provided a $29 billion loan to facilitate the purchase of Bear Stearns, an investment bank on the brink of bankruptcy, by JPMorgan Chase.

From August of 2008 to December of 2008, the Fed increased the money supply (M1) by more than 14%. 

On September 7, 2008, the Federal Housing Finance Agency put Fannie Mae and Freddie Mac into conservatorship, and with this the federal government committed to provide up to $100 billion in additional capital to each of the government sponsored enterprises.

On September 16, 2008, the largest insurance company in the world, AIG, was given an $85 billion loan from the in order to prevent its bankruptcy.  The Fed received an 80% equity stake in the company.  The loans and lines of credit provided to AIG would eventually grow to over $180 billion.  
On October 3, 2008, the $700 billion Emergency Economic Stabilization Act of 2008 was enacted.  Rather than going with the initial plan of buying up illiquid mortgage assets from banks, the bailout money was instead used to make direct investments in financial institutions.  
In October of 2008, the Fed took action to improve liquidity outside the financial sector by introducing facilities to purchase highly rated commercial paper and to provide backup liquidity for money market mutual funds.  

On November 25, 2008, the Fed announced a program of $200 billion to support the issuance of asset-backed securities backed by newly and recently originated consumer and small business loans.  Also on the same day, the Fed announced another program to purchase up to $100 billion in the direct obligations of Fannie Mae and Freddie Mac and to purchase up to $500 billion in mortgage-backed securities backed by Fannie Mae, Freddie Mac, and Ginnie Mae.

On February 17, 2009, the federal government enacted a $787 billion economic stimulus plan.

III. The Future of This Recession

The recession has lasted 20 months and many wonder how much longer it will last.  It is forecasted that the unemployment rate will rise this upcoming fall to the 10% range and the 11% range by this winter.  It is interesting to see how the recession has even caused people to delay marriage and home-buying.  The recession has even caused many people to carpool.  In fact, twenty two states had declines in solo drivers in 2009 compared with 2008.  The decreases were particularly evident in states with higher traffic congestion, such as Maryland, Washington and Texas.  The recession has affected everybody in one way or another as families use lots of different strategies to cope with a new economic reality.  Regardless of the numerous ways the recession is impacting lives, many question when the economy will begin to recover and how strong that recovery will be.  
The budget deficit is when the government spends more than it receives in revenue. In fiscal year 2010 the deficit is projected to be $1.17 trillion, the difference between $3.55 trillion in spending and $2.38 trillion in revenue. This will be less than the fiscal year 2009 deficit of $1.75 trillion, the difference between $3.94 trillion in spending and $2.18 trillion in revenue.
The low interest rates set into motion years ago came with consequences, as we are all now learning.  The trap was set to lure in unsuspecting borrowers who felt they could augment their stagnant wages by joining the housing gold rush. It was a great way to mask a deteriorating economy by expanding personal debt. The economic dilemma we’re facing may have been avoided if the expansion of personal credit had been curtailed by sensible monetary policy at the Federal Reserve
IV. The Global Impact 

This recession has had a major impact on the global economy and has hurt many countries.  The financial crisis for the past few years has been named the most serious financial crisis since the Great Depression by leading economists, with its global effects characterized by the failure of key businesses, declining consumer wealth estimated in the trillions of U.S. dollars, substantial financial commitments incurred by governments, and a significant decline in economic activity.  The effects on the rest of the world are indeed significant.  We have reduced our expectations for growth in Europe and much of the emerging world while Japan, the second largest economy after the U.S., is suffering immensely 

 Japan’s industrial output plummeted to record lows and its unemployment reached record highs.  Japan is suffering from the global recession more than most countries. The economic meltdown has been painful for the export-dependent country. Its economy is contracting at a speed that has not been seen during the past three decades. The country is desperately trying to limit the fallout and to resuscitate its weak economy.  In his book, The Return of Depression Economics, Paul Krugman wrote that depression economics has staged a stunning comeback, and it truly has.  


This recession has extended and the global effects have become far worse, prompting fears of a global economic collapse.  The negative 2009 growth for the U.S., European Union, UK and Canada also is combined with limited recovery for 2010.  The Brookings Institution reported in June 2009 that U.S. consumption accounted for more than a third of the growth in global consumption between 2000 and 2007.  The US economy has been spending beyond its means while borrowing too much for years and the rest of the world depended on the U.S. consumer as a source of global demand.  With a recession in the U.S. and the increased savings rate of U.S. consumers, declines in growth elsewhere have been dramatic. For the first quarter of 2009, the annualized rate of decline in GDP was 14.4% in Germany, 15.2% in Japan, 7.4% in the UK, 9.8% in the Euro area and 21.5% for Mexico. By March 2009, the Arab world had lost $3 trillion due to the crisis, with an extremely high unemployment rate as well.  In May 2009, the United Nations reported a drop in foreign investment in Middle-Eastern economies due to a slower rise in demand for oil. In June 2009, the World Bank predicted a tough year for Arab states.

Breitenfellner et al. (2009) show that the recession has clearly intensified since fall 2008 and has led to deteriorated funding conditions, a decline in the confidence of economic players, and a dramatic slump in world trade, thereby unleashing a global recession. We have discussed how governments worldwide launched measures to stabilize the financial systems and stimulate economic activity, which helped prevent a further escalation of the financial crisis. Since economic stimulus measures require some time to take full effect, a deep recession was anticipated for 2009. In the U.S.A., an end to the recession is not in sight, despite comprehensive measures taken to support the economy. The Federal Reserve System cut key interest rates to their lowest level historically and is now pursuing unconventional policies to revive lending. In the euro area, recession also deepened in the fourth quarter of 2008 due to weakening export demand and investment, while unemployment rose substantially. Their economic situation deteriorated in the first half of 2009. A glimmer of hope may be seen in the fact that a number of confidence indicators seem to have hit bottom at a low level recently, implying that the downturn may level out from the second half of 2009 and then come to an end. Driven particularly by falling energy, commodity, and food prices, HICP inflation decelerated markedly in recent months and in both 2009 and 2010 is expected to remain significantly below the level of price stability as defined by the Eurosystem. The past few months have also shown that the previously fast-growing emerging economies cannot escape the crisis. In particular, a number of Central, Eastern and Southeastern European countries have been hit severely. Other countries in the region, by contrast, are facing a worse, albeit still more upbeat outlook than the euro area average. The global economic crisis also hit Austria in fall 2008, resulting in a steep slump in goods exports and industrial production in October 2008. The Austrian Economy has continued to shrink.  

V. Conclusion
To conclude, we have been in a recession since December of 2007 and have witnessed unemployment rates continuously rising and rising to 9.6% in September 2009, a 26 year record.  The number of discouraged workers in August was 758,000 and this number has nearly doubled over the past twelve months and has had many effects as stated by Lee (2000).  The Dow Jones Industrial Average and real GDP have both plummeted.  This paper focuses on the source of the economic recession to be the credit crisis caused by the collapse of the housing market.  This research identifies the causes of this collapse and why it resulted in such a severe and widespread recession.   The four specific causes of the housing bubble are low mortgage rates, low short-term interest rates, relaxed standards for mortgage loans, and irrational exuberance.  The bursting of the housing bubble paved the way to the credit and banking crises.  The federal government began to intervene in the economy in unprecedented ways to attempt to ease the credit crisis. The level of government intervention in the economy prevented an even more severe economic downturn and that the long-term impact of the government’s intervention will be the increasing national debt.  

The recession has lasted 20 months and since unemployment is forecasted to continue to rise until new jobs are created, the recession will also continue.  This recession has resulted in a significant rise in unemployment and the poverty rate along with a significant decrease in the employment rate and the median family income. These effects will be felt long after financial markets begin to recover with workers feeling the negative effects of the recession for the next three to four years.  Most importantly, this recession has had a major impact on the global economy and has hurt other countries as well.  The effects on the rest of the world are indeed significant and will continue to have negative impacts as long as this recession continues.
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