
The 
Crisis through 
   the Lens of History

The current fi nancial crisis is ferocious, but history shows 
the way to avoid another Great Depression

E
CONOMIC history is back in vogue. In the fi rst half 
of 2008, surging prices of oil and other commodities 
revived unhappy memories of the stagfl ation of the 
1970s. More recently, the extraordinary intensifi cation 

of the global fi nancial crisis since the mid-September collapse 
of Lehman Brothers has brought back an even more ominous 
specter from the past—the Great Depression of the 1930s. 

Comparing the present financial crisis to the deepest and 
most devastating economic cataclysm in modern history may 
seem a stretch, but there is now no question that the ongoing 
crisis has become the most dangerous of the post–World War II 
era. It is not so much the depth of the downturn in individual 
countries—devastating financial collapses have occurred before 
in advanced as well as in emerging economies—but its perva-
sive reach into all corners of the world economy that has cre-
ated a threat to global prosperity not experienced in 70 years. 

But how large is the present financial crisis by past stan-
dards? And, crucially, what will be its likely economic impact 
and what can be done to contain the damage and pave the way 
for economic revival? Economic history can help answer these 
questions, offering both a useful perspective for understand-
ing the relative magnitude and seriousness of the current crisis 
and invaluable lessons that can be applied to resolving it. 

Not quite the Great Depression
One metric that gives a sense of the current crisis is the scale 
of the fi nancial losses involved. The IMF’s latest Global Fi-

nancial Stability Report (IMF, 2008) estimates that losses on 
U.S.-based mortgage-related and other credits will add up to 
$1.4 trillion, based on market prices in mid-September. Such 
losses would be the largest experienced in dollar terms of any 
post-war fi nancial crisis. Moreover, they are likely to end up 
considerably higher after taking account of the intensifi ca-
tion of the fi nancial crisis across global markets since mid-
September. Nonetheless, the losses are not as high in percent 
of GDP as those suffered by some individual countries during 
deep crises in the past (see Chart 1). 

Another measure is the degree of market stress. The IMF’s 
October 2008 World Economic Outlook (Lall, Cardarelli, and 
Elekdag, 2008) calculates an index of financial stress, cali-
brated for 17 advanced economies since 1980. This index—
available through September 2008 and covering variables 
such as interbank spreads and equity and bond market per-
formance—has reached a level comparable to previous peak 
periods of stress across the range of countries. What is even 
more striking is that the stress has already been sustained 
at very high levels for almost a year and has affected all the 
countries in the sample (see Chart 2). And, since September, 
the strains have spread dramatically to emerging economies, 
including many of those that were initially seen as being 
more resilient to external factors than in the past because of 
strengthened balance sheets and huge international reserves. 

So certainly this is a crisis of extraordinary depth, extent, 
and ferocity. But does it match the financial collapse seen in the 
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1930s? Not quite. Between 1929 and 1933, 2,500 banks closed in 
the United States, and bank credit contracted by one-third. The 
stock market was down by 75 percent from its peak and unem-
ployment rose to over 25 percent. Moreover, the impact of the 
Great Depression was felt in deep recessions worldwide. What 
we have seen so far still seems contained by these standards. 
Bank closures have been quite limited, and losses on deposits 
and other claims on banks have been minimal, as regulators have 
acted swiftly to deal with failing institutions. So far at least, bank 
credit has been sustained as country authorities have worked 
long hours to prevent a deeply disruptive collapse of bank capital, 
even if this has required digging deep into the unorthodox emer-
gency tool kit of nationalization and public capital injections. 

Complex linkages
What will be the impact of this fi nancial crisis on the global 
economy? The effects are complex and work across multiple 
channels. First, and most important, access to bank credit 
is likely to be highly restrained for a considerable period, as 
banks seek to reduce leverage and rebuild capital bases. Bank 
lending standards have already been ramped up sharply, and 
they are likely to tighten further as weakening economies fur-
ther magnify bank losses, even while governments are provid-
ing public funds to help boost capital bases. Second, access to 
debt securities markets has tightened dramatically, not just 
for riskier low-grade borrowers but even for top-rated issuers 
and short-term securities, such as commercial paper, that are 
normally immune from such risks. Third, the drop in equity 
prices and residential property values has eroded household 
net wealth. For example, household net wealth in the United 
States has fallen by an estimated 15 percent over the past year. 
Fourth, emerging economies are also facing much tighter lim-
its on external fi nancing, as global deleveraging and increasing 
risk aversion have curtailed investor interest in these markets. 

How big will the aggregate impact be? Some insights can be 
gained by looking at the historical record of what has happened 
to economic activity following financial crises in the past. At 
first glance, the evidence is mixed. The recent World Economic 
Outlook study found that only about half of 113 episodes of 
financial stress over the past 30 years were followed by eco-
nomic slowdowns or recessions. However, the characteristics of 
a stress episode are a key determinant of the scale of its macro-
economic impact. Episodes associated with banking crises tend 
to have a much more severe macroeconomic impact. In fact, 
recessions associated with banking crises tend to last twice as 
long and to be twice as intense, and thus to imply four times the 
cumulative output losses. Also, episodes in which the financial 
stress lasts for a longer period are likely to be more damaging. 

Prior conditions are also critical in determining the macro-
economic impact of financial stress. One source of resilience for 
the global economy is that corporate balance sheets were gener-
ally strong going into this episode, given the major restructur-
ing efforts that followed the 2001–02 dot-com bubble collapse. 
On the whole, corporate leverage had been reduced, and prof-
itability had been raised to high levels, both of which should 
provide buffers in the face of tightening financing conditions. 
But what is less reassuring is that household balance sheets do 

not look nearly so solid, particularly in the United States, where 
saving rates dropped and borrowing soared during the housing 
boom years through 2006, and recent equity and house price 
declines have eroded net assets. 

What about the emerging economies? Again, the story must 
be nuanced. Their public sector balance sheets are much stron-
ger than they were during the 2001–02 downturn, and the 
major emerging economies have accumulated large war chests 
of international reserves and reduced public-debt-to-GDP 
ratios during years of strong growth, providing more room for 
maneuver in the face of external pressures (see Chart 3). But 
these improved conditions are by no means uniform. Many 
countries, particularly in emerging Europe but also elsewhere, 
allowed large current account deficits to build up, financed in 
part through portfolio and banking inflows that are now being 
cut back sharply amid global deleveraging. And even countries 
with strong public balance sheets are showing vulnerabilities 
stemming from rapid private bank credit growth and overex-
tended corporate and household borrowers, all of which are 
now contributing to sharp pullbacks from emerging markets. 
The sharp drop in commodity prices—a familiar pattern dur-
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High stress
The current crisis has led to considerable stress across 
virtually all mature markets for almost a year now.

(share of countries experiencing financial stress)

Sources: Haver Analytics; OECD, Analytic Database; OECD, Economic Outlook (2008); and 
IMF staff calculations.

Note: ERM = exchange rate mechanism; LTCM = Long-Term Capital Management.
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Sources: World Bank; and IMF staff estimates.
Note: U.S. subprime costs represent IMF staff estimates of losses on banks and other financial 

institutions. All costs are in real 2007 dollars. Asian crisis countries are Indonesia, Malaysia, 
Korea, the Philippines, and Thailand.
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Historic losses
Some countries suffered larger individual losses during past crises 
than seen so far during the current crisis.
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ing global downturns—is adding to pressures on commodity 
exporters, especially on those that had spent a high proportion 
of the earlier buildup in revenues. 

Drawing on this historical record, the global economy is 
clearly set for a major downturn. Indeed, activity has already 
slowed, and both business and consumer confidence have 
plunged. In 2009, activity in the advanced economies is pro-
jected in the IMF’s latest global forecast to contract on an 
annual basis for the first time in the post–World War II era. 
The emerging economies are also set to slow substantially 
in the aggregate, and more severely in the more vulnerable 
countries, although resilience in large economies like China 
will provide some support for the global economy. 

Lessons from history
So what can history teach us about containing the damage and 
minimizing downside risks to the global economy? The fi rst and 
most important lesson from every fi nancial crisis since the Great 
Depression is to act early, to act aggressively, and to act compre-
hensively to deal with fi nancial strains. The priority must be to 
quench the fi re, even if unorthodox measures are needed that 
would not be applied other than in the context of a systemic 
event. As former U.S. Treasury Secretary Larry Summers said, 
when markets overshoot, policymakers must overshoot too. 
Thus, the Great Depression became so great in part because for 
four years after the stock market crash of 1929, policymakers 
followed orthodox policies that allowed credit to shrink, banks 
to collapse, and the crisis to feed on itself. Policymakers today are 
very aware of this chilling precedent, including Federal Reserve 
Chairman Ben Bernanke, who has studied the period closely to 
help strengthen understanding of how fi nancial and real sectors 
of the economy interlink (Bernanke, 1983). 

A more recent cautionary tale is provided by Japan in the 
1990s, where the impact on bank and corporate balance 
sheets of the collapse of the house and equity price bubbles 
was allowed to go unaddressed for many years, contributing 
to a decade of weak growth (see “The Road to Recovery: A 

View from Japan,” pp. 24–25, in this issue). A more positive 
case was the vigorous response to the Nordic banking crises 
of the early 1990s, which created the conditions for strong 
economic revival after a sharp downturn (see “Stockholm 
Solutions,” pp. 21–23, in this issue). 

A second important lesson is the value of providing macro-
economic support in parallel with financial actions. With 
the effectiveness of monetary policy limited by financial dis-
ruptions, fiscal stimulus must play an important role to help 
maintain the momentum of the real economy and curtail neg-
ative feedbacks between the financial and real sectors. Indeed, 
increasing interest is now being paid to boosting infrastructure 
spending, akin to the public work programs of the Depression 
era. But, as the Japanese example makes clear, macroeconomic 
support by itself provides only breathing room, not a cure; it 
is essential to use the space provided to address the underly-
ing financial problems or the outcome will be a series of fis-
cal packages with diminishing impact. And it should also be 
recognized that there will be limited space for macroeconomic 
responses in countries where the weakness of public sector 
management has been an integral source of the problem, as 
has often been the case in emerging market crises. 

The third lesson is the need for policy solutions that work 
at the global level. Again, the Great Depression provides a 
classic example of what not to do: the “beggar-thy-neighbor” 
tariff hikes following the Smoot-Hawley Tariff Act in the 
United States, which contributed to the international trans-
mission of the crisis around the world. Other examples of the 
negative contagion effects of one country’s policy decisions 
on other countries can be drawn from the Latin American 
debt crises since the 1980s and from the Asian crisis. 

More positively, recent months have clearly demonstrated 
the benefits of internationally coordinated efforts, including 
to ensure liquidity support, enhance protection of deposits 
and interbank exposures, resolve failing institutions, and 
ease monetary policy. Actions are also in the works to ensure 
the adequacy of external financing for countries that have 
been affected by contagion from the crisis, including steps to 
increase the availability of IMF credits. 

The bottom line is that by learning lessons from experi-
ence, we can avoid the worst of the past. The global economy 
is being battered by a massive financial crisis, but the dam-
age can be contained by strong and coordinated actions that 
repair the financial damage, support activity, and ensure con-
tinued access to external financing.  ■ 

Charles Collyns is Deputy Director in the IMF’s Research 
Department.
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Source: IMF staff calculations.
Note: Aggregate data for emerging and developing economies as classified in the IMF’s 

World Economic Outlook database.

Chart 3

In better shape
Higher foreign reserves and lower debt are providing a cushion 
for many but not all emerging and developing economies during 
the current downturn.
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