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What kind of economic recovery from the Covid-19 crisis should we expect? Attempts to
answer this question must start by acknowledging an unusually high degree of uncertainty
about the immediate future. There is uncertainty about the recurrence of the virus, about
how policy makers will balance public health and economic goals, and about the ability of
governments to ramp up their capacity to test, trace and isolate the infected, thereby
making it safe for others to return to work. Further sources of uncertainty include the
behavioral responses of households and investors, the sustainability of the extraordinary
monetary and fiscal policies adopted in response to the crisis, and the extent to which
economic organization will change in the new public-health environment. These aspects
of the current crisis and their contrasts with crises past suggest that recovery from the
Covid-19 crisis will be bumpy, subdued and above all uncertain, and that it will differ in
Europe and the United States.
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What would be an economic survival like in a post-Coronavirus era? This is a question
that historians, particularly economic historians who study the Great Depression, are
asked with regularity. The question is pressing, and to whom it is directly is not entirely
surprising. Human beings, cognitive scientists tell us, have an instinctual tendency to
reason by analogy, and history is a rich source of analogies.(1) It follows that as
unemployment rises to Great Depression levels we are asked “Could this downturn be as
deep and protracted as the Great Depression of the 1930s?” As observers look forward,
they similarly ask “Will recovery from this crisis resemble recovery from the Great
Depression?”
In practice, history is an imperfect guide to the future, however much we would like it to
be otherwise.

Each new crisis differs from its predecessors in important respects.

Historical analogies are useful therefore mainly for helping to identify what is distinctive
about current circumstances.

While history provides a perspective for thinking about

current events, it is not a crystal ball. It doesn’t tell us what to expect.(2)

Elevated Uncertainty
To start, it is crucial to acknowledge the existence of an unusually high level of uncertainty
around the current crisis and how it might end. Above all, there is uncertainty about the
course of the virus. How will it respond to warmer weather? If it dies down in the summer,
will it return in the fall? Will it return multiple times? Will it mutate? What share of
individuals contracting the virus will develop immunity? These questions illustrate the
limitations of historical evidence. There is the 1918 Spanish Flu pandemic with which to
compare, but every coronavirus is different.(3) In any case, these are questions that
epidemiologists and not economists are best placed to answer.
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There is also an unusually high degree of uncertainty surrounding the policy response.
This is true because U.S. policy is, to a large extent, in the hands of Donald Trump, who
is himself unusually unpredictable. Will Trump listen to his economic advisors or to his
medical advisors when deciding when it is safe to reopen the economy? If he reopens it
too soon, will he then be forced to shut it back down? There is a high degree of uncertainty
about Europe’s policy response as well, given increasingly strident disagreements between
Northern and Southern European governments over Coronabonds and related proposals
for debt mutualization.(4)
A further source of uncertainty stems from the global nature of the crisis. Even the financial
crisis of 2008-9 was not truly global in scope; many emerging markets and developing
countries skated through largely unscathed.(5) But the global scope of the pandemic and
the widespread economic shutdowns imposed in response create the possibility that the
U.S. and Europe could begin to recover but that their recoveries might then be blown off
course as emerging markets and developing countries succumb and we in the West
reimport economic weakness and, even worse, reimport the virus itself.
Most fundamentally, the contours of any recovery will be determined by how quickly and
efficiently we ramp up the capacity to test, trace and isolate the infected, since the ability
to determine who is infected and who is immune will dictate when it is safe to return to
work. Except in a handful of Asian countries, governments have only begun to scale up
testing to the necessary extent. Western societies are more reluctant to track and trace
owing to confidentiality concerns and, in the U.S. citizens’ deep and abiding suspicion of
government.(6) Much will depend, therefore, on private sector initiatives. One hears of
promising reports such as the joint Google-Apple initiative to develop a smartphone app
for use in identifying the locational histories of infected persons and then broadcasting
alerts to bystanders. Similarly, if testing by government remains inadequate, perhaps
companies will step up. Already there are reports that Amazon is developing plans to test
its employees daily when they arrive at its fulfillment centers.(7)
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Behavior and Policy
Then there is uncertainty about the behavioral response. Households will almost certainly
engage in more precautionary saving, as people realize that they lack adequate financial
reserves to deal with unexpected shocks.

This was similarly the effect of the Great

Depression: personal savings rates in the United States rose by half between 1929, the
previous business cycle peak, and 1935-40, the subsequent recovery period. Firms for
their part will hesitate to invest, preferring first to see whether the virus returns. More
generally, there will be a shift in investment in more conservative, risk-averse directions,
just as there was following the Great Depression.(8) These observations suggest that
private spending will remain subdued and that the demand for risk assets will be limited,
behavioral responses that will slow the recovery, other things equal.
Governments can ramp up public spending to replace the private spending that is lost, but
in doing so they will confront a further source of uncertainty, namely the financial market
response. The historical regularity is that interest rates on advanced-country government
bonds rise by 4 basis points (4/100 of a percentage point) in response to every 1
percentage point rise in the ratio of debt to GDP.(9) This suggests that if debt-to-GDP
ratios rise by 25 percentage points in response to the crisis, as seems likely, interest rates
will still rise by only a relatively modest 1 percentage point. In the U.S. case, this means
that they will rise from 0.75 per cent, the level around which they currently fluctuate
currently, to 1.75 per cent, still very low levels by historical standards. But this assumes
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that financial markets respond in the future as they did in the past. It assumes that central
banks will continue to do their part to cap rates.

About this, unfortunately, no is no

guarantee.

(Bloomberg)

More generally, there is uncertainty about the economic policy response. Will politicians
and officials start worrying prematurely about higher levels of public debt and turn to
austerity too early, as U.S. and European policy makers did in 2010, thereby precipitating
a double-dip recession?(10) Will there be complaints that central banks, in undertaking
unprecedented interventions, are bailing out big investors and enriching institutions like
PIMCO and State Street, fomenting a reaction against central bankers and their policies
similar to that which animated the Occupy Movement?(11) Will the U.S. and Europe
continue to follow very different approaches to protecting labor, where European
governments are pursuing ambitious policies to encourage firms to retain workers on
payroll, whereas the U.S. government is allowing firms to lay off workers big time? If so,
what will the longer-term consequences be for the pace and shape of America and Europe’s
respective recoveries?
Finally, how will the structure of the economy change, and what will such changes imply
for the recovery? The risks of asking people work in close proximity to one another are
already accelerating the process of automation.(12) Moving to shorter supply chains, as
firms de-risk by producing closer to home, will raise costs, other things equal.(13) Some
sectors, such as health care and on-line shopping, will expand, while others, most
obviously restaurants, hospitality and travel, will contract.

How extensive will these

structural shifts ultimately be, and how will they condition the recovery?
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History Lessons
Although history doesn’t repeat, it often rhymes, as Mark Twain purportedly said. Thus,
the crisis can shed at least limited light on these questions. History suggests that it is
conceivable – but unlikely – that we will see a V-shaped recovery. Suggestively, the U.S.
economy’s recovery from the Great Depression was decidedly V-shaped.

The U.S.

economy grew at an average annual rate of 8 per cent between 1933 and 1937 and then
at an annual rate of 10 per cent between 1938 and 1941, much faster than before.(14) In
part, this rapid growth resulted from putting idle resources back to work. And there were
idle resources aplenty, given that industrial production had fallen by 50 per cent and that
a quarter of the labor force was unemployed, similar to the situation we look to be facing
now. That said, even if growth starting in 1933 was impressively fast, putting those idle
resources back to work involved more than simply flipping a switch. It took fully four
years – almost exactly 48 calendar months – to get back to the level of industrial
production reached at the business cycle peak in 1929. This suggests that even in the
best-case scenario, we have a long road ahead.
These calculations purposely leave out an important data point: 1937-38, when the U.S.
suffered a double-dip recession. The economy lapsed back into recession because of the
premature withdrawal of policy support – because the Federal Reserve tightened in
response to fears of inflation and President Franklin Delano Roosevelt moved to balance
the budget before private spending had recovered fully.(15) We similarly saw the
premature withdrawal of policy support following the 2008-9 financial crisis, when both
the U.S. and Europe shifted to austerity already in 2010. The IMF’s former chief economist
Olivier Blanchard has warned of the danger of another “Oh my god what have we done?”
moment this time – that there will be an instinctual tendency to retrench in a year or two.
Before succumbing to that temptation, it will be important to examine the state of the
economy and to determine whether there in fact is a need for continued policy support.
Relatedly, the productivity of the U.S. economy (what economists call total factor
productivity) rose more rapidly in the 1930s than in any other 20th century decade.(16)
This fact is consistent with the idea that crises create opportunities to re-think how we go
about our business and increase efficiency; this idea is sometimes referred to as the
“recessions as reorganizations” hypothesis.(17) It is at least conceivable that firms will
similarly take advantage of downtime now to reorganize along more efficient lines. Again,
the impetus the crisis is giving to automation is at least superficially consistent with this
hypothesis.
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But this possibility hinges on the assumption that firms are prepared to undertake major
investments in new technologies and new ways of doing business, which, as argued before,
is implausible so long as the virus remains around. Moreover, it ignores the fact that
reorganization, while it is underway, is disruptive.

General Motors currently may be

shifting from making motor vehicles to making ventilators because that’s where the
demand will be for the foreseeable future. But its output will go down before it goes up,
since it will have to first re-train its workers and re-tool its assembly lines.
Careful analyses of U.S. experience in the 1930s suggest that the rapid productivity growth
of that decade reflected not reorganization during downtime but rather the maturation of
earlier developments – that is, it reflected the payoff from earlier disruptions. There was
the reorganization of the factory floor to take advantage of the availability of self-standing
electric motors, a process that had been ongoing since the 1890s. There was the
completion of a national network of tarmacked roads and highways, similarly a process
that had been underway for decades, which facilitated the shift from railways to more
flexible trucking and significantly enhanced the efficiency of transportation and
distribution.(18)

What Kind of Recovery?
First, the recovery will be bumpy, since there may be the need to close back down parts
of the economy if and when the virus returns. It will be bumpiest in countries with the
least trust in government and least capacity to test, trace and isolate the infected.
Second, recovery will be slowed by higher rates of precautionary saving and lower levels
of fixed investment compared to the pre-crisis period, as households and firms absorb the
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lessons of the crisis. As a result of these behavioral changes, private spending and hence
aggregate demand are likely to remain subdued for some time.

The drag from weak

private spending can be offset by strong public spending so long as interest rates remain
at their current low levels. This last observation suggests that recovery will be faster in
countries with fiscal space (where debts and deficits were relatively low prior to the crisis).
It will be faster where governments have their own central banks and can borrow from
residents in their own currencies. By implication, there is more reason for optimism about
recovery prospects in the U.S. and UK than in the Euro Area and emerging markets.(19)
Third, recovery will be helped along by the preservation of financial stability, assuming
that we continue to preserve it. In the 1930s, the collapse of banking and financial systems
was the single most serious obstacle to renewed growth.

In contrast, banks in most

countries entered the Covid-19 crisis in a stronger position than in 1929, and for that
matter than in 2008.

Central banks are on the case; they are responding more

competently than in 1929 (which, admittedly, is not saying much) and more rapidly and
powerfully even than in 2008.
Here is an instance where resort to historical analogy has informed policy in positive ways.
Central banks learned in 2008 that what matters in the 21st century is not just the stability
of the banking system, which was at the center of the 1930s crisis, but also the stability
of other financial institutions and markets (known colloquially as the “shadow banking
system”). Central bankers have now dusted off the playbook assembled in 2008 and are
expanding it even further. As renters continue to miss payments and homeowners miss
mortgage installments, there will be failures of banks and mortgage servicers, no doubt,
forcing central banks and governments to step in. But there is reason to hope that they
have learned how to step in so as to avoid wholesale destabilization of the financial system.

Steven Mnuchin US Treasury secretary views an uncut sheet of $1 dollar notes
(Bloomberg)
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Fourth, recovery will face headwinds insofar as resources will have to be shifted from
contracting sectors such as tourism, restaurants and hotels and toward expanding sectors
such as health care and distance learning. Retraining hotel employees as nurses will take
time, and these workers will not be as productive in the interim.
This last point brings us back to the contrasting labor market strategies of the U.S. and
Europe, where European governments are subsidizing and otherwise encouraging firms to
keep their workers on payroll, something that the U.S. is doing to a much lesser extent.
The U.S. approach will cause more damage to human capital, as American workers
experience more hardship, see their healthcare expire, and lose connections with their
employers. Some of these workers will be scarred psychologically, as unemployed workers
often are, rendering them less productive when they return to work.(20) But because
unemployed Americans will have lost their connection to their previous employer, they will
be faster to redeploy to other sectors and activities. In Europe, by comparison, the damage
to human capital will be less, but the reallocation of resources, including workers, to new
sectors and activities will be slower.
Which approach is more favorable from the perspective of economy-wide productivity and
growth? Only time will tell.
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