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Steve Weisman: Welcome to Peterson Perspectives. This is Steve Weisman at the Peterson 
Institute for International Economics. Our guest today, as the year 2008 
draws to a close, is Michael Mussa, senior fellow at the Peterson Institute and 
a former director of research at the IMF and a former presidential economic 
adviser. We’re going to talk today about the economic outlook in 2009. 
Thanks for joining us, Mike.

Michael Mussa: My pleasure to be here.

Steve Weisman: Well, there’s one growth industry in economics these days and that’s 
pessimism. I wonder what your outlook is for 2009 in light of what seems to 
be a chorus of gloom and doom.

Michael Mussa: Well, of course, economics has long been known as the dismal science and 
there’s no doubt that we are now in the midst of a significant recession, which 
will surely be deeper than the very mild recession of 2001 when GDP fell 
peak to trough only two-tenths of 1 percent and probably deeper than the 
recession of 1990–91 at the time of the first Gulf War. But we’ve heard a 
lot of recent talk about the unemployment rate going up to 10 percent, the 
deepest recession since the Great Depression, and so forth. And the available 
evidence does not yet support that type of exceptionally gloomy assessment. 

Steve Weisman: How many recessions have there been since the Great Depression or since 
World War II?

Michael Mussa: Since World War II, if we exclude the stand-down from the war, which was 
really a happy recession—people came home—we’ve had ten prior to this 
one. This is now the eleventh.

Steve Weisman:  So they come every, what, five years?

Michael Mussa: Roughly. I mean, they were a little bit more frequent earlier in the postwar 
era and then we’ve only had two prior to this one in the previous 25 years. 
The last major recession was in 1981–82. 



2

Steve Weisman: This recession, we now know, started at the beginning of 2008, isn’t that 
correct?

Michael Mussa: Well, that’s the official dating by the National Bureau of Economic Research. 
But actually the measure of gross domestic product, which is the broadest 
measure of economic activity, continued to grow for two quarters after that. 
It only started declining around the middle of this year. Now, no doubt there 
were sectors of the economy that were feeling considerable pain well before 
that—in the housing sector, residential investment has been declining since 
the end of 2005. So it depends on where you are in the economy, how deep 
you see the recession.

Steve Weisman: What is the likelihood of this recession continuing all the way through 2009 
and into 2010?

Michael Mussa: I think it’s certainly possible that might happen, but I think the likelihood 
that will happen is no more than about 20 percent.

Steve Weisman: Why are so many people saying otherwise? Is despair and panic just the 
easiest reaction to have?

Michael Mussa: There’s certainly an element of that, there’s an element of media hype. I might 
note that among professional economic forecasters—there are about 50 or so 
that participate in the so-called blue-chip panel—none foresees a recession 
extending beyond the end of next year [2009]. There’s a wide diversity of 
opinion between those who think the recession will end in the first quarter 
and those who think it’ll continue to the fourth quarter. But no one is 
expecting it as a baseline forecast to go beyond the end of 2009. That doesn’t 
mean it couldn’t happen; as I just indicated, I think there is some chance that 
it might happen. But there’s also some chance that the economy could begin 
to expand as early as this spring.

Steve Weisman:  Well, let’s go to public policy. I assume that you are basing your own 
comments and projections on the likelihood of some sort of additional 
actions, particularly fiscal stimulus.

Michael Mussa: Yes. I think it’s clear that we will get out of the Obama administration and 
the Democratic-controlled Congress, significant fiscal stimulus enacted early 
on that will amount to additional government support of probably something 
like 2 percent of GDP per year for the next two years and possibly larger 
than that. And that’s one of the reasons why I’m relatively optimistic that the 
economy will at least begin to level out in the spring and pick up afterwards.

There will, however, be by the middle of next year a very substantial, what 
we call, output gap; that is to say, a difference between the level at which the 
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economy is actually operating and its normal level of production. That will be 
something like five percentage points of GDP. So that’s a substantial amount 
of slack, and we will see the unemployment rate next year probably breach 
7 percent. We’re already almost there and probably the December report, 
which will come out in about two weeks, will tell us we breached 7 percent, 
or almost, in December. And I think we’ll probably come up to close to 8 
percent by the second half of next year and the unemployment rate tends to 
go up a little bit even after the recession is over.

Steve Weisman: Right. Employment is, what, a lagging…

Michael Mussa: Well, the unemployment rate is a lagging indicator.

Steve Weisman: Right.
 
Michael Mussa: Employment, the number of people employed, that’s roughly 

contemporaneous, and we’ve been suffering job declines now since December 
of 2007. We were losing maybe 100,000 a month until September and then 
sort of the bottom fell out, and last month in November we lost over 500,000 
jobs in a single month. That’s a recession, no doubt about it.

Steve Weisman: The bottom falling out of course was either caused by or coincidental with 
the turmoil in the financial markets. What is your assessment of the stability, 
likely stability of the markets going into the new year?

Michael Mussa: Well, we have been observing tension and volatility in financial markets since 
roughly the summer of 2007. But there really was a dramatic intensification 
of that volatility and instability in September and October and…

Steve Weisman:  Around the time of Lehman, AIG…

Michael Mussa: Lehman and AIG and beginning with the big collapse in commodity prices 
and a number of things in the United States and worldwide. And before that 
in the summer, if we take the S&P 500 stock index, it had declined from a 
peak, really, of 1560 in October of 2007 down to around 1300, where it had 
fluctuated for a number of months. Then it suddenly dropped in September 
and October from 1300–1250 down below 900, almost 800 at one point. So 
that was a steep change down.

 Since then, it’s sort of been bouncing around that level between 850 and 900. 
Other indications are that the tensions in the credit markets have begun to 
ease to some extent. What’s known as the TED spread, the difference between 
the LIBOR three-month rate and the US Treasury three-month rate, was 
running three percentage points, and the market really wasn’t functioning in 
September, October.
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Steve Weisman: And now?

Michael Mussa: Now it’s down below one and a half, so there’s been significant progress there. 
In the mortgage market, 30-year standard fixed-rate mortgages, conformable 
mortgages, are now below 5 percent, the lowest they’ve been, well, since 
modern recording started. Housing prices have dropped very considerably; 
there was just another report today. But housing prices are now getting down 
near levels at which housing is much more affordable, at least, for those 
people who’ve been qualified for standard mortgages.

Steve Weisman: Unemployment: You seem to suggest that 8 percent is going to be a ceiling. 
Do you think so?

Michael Mussa: Yes, I think we’ll peak out somewhere around 8 percent. Now, we’re coming 
up from an unemployment rate of just below four and a half so that’s 
three and a half percentage points up on the unemployment rate. That’s 
comparable to what we’ve seen in the more major recessions of the postwar 
period. So we shouldn’t minimize it and say, “Well, it’s a modest increase 
because it isn’t ten.” It’s a big increase in the unemployment rate but it’s, I 
think, not helpful in these circumstances to exaggerate how large it’s likely to 
become for whatever reason, but rather to have a plausible assessment that 
this is going to be a serious recession and the unemployment rate is going to 
take a substantial step upward; an important part of which we’ve already seen. 
There’s no reason yet to believe that it’s a sort of economic disaster.

Steve Weisman: What advice do you have in the new year for how the stimulus should be 
structured?

Michael Mussa: Well, it’s obviously going to be a mixture of tax reductions. The president-
elect has promised a middle-class tax cut. That would be, over two years, 
about $150 billion or thereabouts. No doubt there’ll be some action on the 
alternative minimum tax; there’ll be some business tax cuts, other things of 
that kind.

Steve Weisman:  And on the spending side?

Michael Mussa: On the spending side, I would look probably for, in my preferences, a 
roughly comparable amount, which would sort of raise the total to between 
$500 and 600 billion over two years. And on the spending side, an important 
part of that will probably be the federal government transferring more money 
to the states to help pay for Medicaid and other expenditures that are being 
cut back at this stage because of the financial pressure from loss of revenue at 
the state and local level.
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In terms of infrastructure investment, most of the infrastructure investment 
in the United States that is carried out by the government other than in the 
area of defense is carried out by state and local governments. That’s going to 
be cut back sharply if there isn’t some assistance from the federal government. 
So that’s a useful area where you can get quick results in terms of not having 
spending that was otherwise planned cut significantly if you’re prepared to 
step in and provide some additional financing.

Steve Weisman: There’s talk about whether it’ll be a V-shaped recovery, a sharp increase, or a 
U-shaped recovery, a slow recovery. And as you know, we heard talk of a W-
shaped recovery, in other words, this U or V followed by another downturn 
and then an upturn. What’s your view on that?

Michael Mussa: We’ve only had one W in the past 10 recessions and that was the 1980 
recession, which was followed by a recession in 1981–82. And that was 
because the inflation rate, which was suppressed, briefly took off again and 
the Federal Reserve really had to hit the brakes very hard a second time. We’re 
not going to see that this time. So I think a W is not a plausible scenario.

Steve Weisman: Even though we’re following the presidency of a W.

Michael Mussa: That’s correct. Now, the record is that following the previous ten recessions 
including the 1980 recession, the average growth rate in the first year 
of recovery was 5.1 percent. The slowest was 2 percent, which was what 
happened after the 2001 recession. But the record has been that steep 
recessions are followed by steep recoveries. This time, it’s probably likely to 
be not quite so steep a recovery because consumption spending, which is 
taking an unusually hard knock in the recession, is going to be restrained in 
its recovery by the loss of household wealth due to home price declines, stock 
market declines, and so forth, and because commercial real estate investment 
will probably continue to decline even after the rest of the economy recovers.

But other things are on the favorable side. We’ve seen a big drop in oil prices, 
which will support consumer spending. Residential investment—new home 
building—is already down at the end of this year by nearly 70 percent from 
its peak, so it can come back a long way once it gets started on an upward 
course. And inventory investment is also likely to rebound. The inventories 
outside of the housing sector have been kept quite lean, and there’s been a 
modest decline, but that will probably bounce back as the economy begins to 
recover.

So we can, I think, easily see something like a 4 percent rate of growth for 
the first couple of years coming out of the recovery, especially in view of the 
likelihood of substantial continuing fiscal support.

 



�

Steve Weisman: And finally, is it possible that the United States will be able to lead the world 
out of its global downturn? Are there similar prospects for a recovery in other 
countries and other parts of the world?

Michael Mussa: Well, the slowdown in the US economy, particularly the slowdown in the 
growth of demand, preceded that in other industrial countries and the 
emerging-market countries. That makes it likely that we will probably be 
among the first, not necessarily the absolute first but among the first, to 
begin to come out of the recession. And the enormous stimulus that has been 
provided by the Federal Reserve—albeit necessary to counteract enormous 
turbulence in financial markets—plus the very big stimulus that we’re likely 
to get from fiscal policy in the new Obama administration, I think, provide 
reason to believe that the United States will begin recovering probably sooner 
than other industrial countries and many emerging-market countries. So if 
we begin to recover in the middle of next year, they’ll be a quarter or two 
behind us.

Steve Weisman: Michael Mussa, thank you very much for sharing your thoughts. I know 
they’re not predictions but they’re thoughts about 2009 and we’ll have you 
back after the first of the year to update those projections. Thanks again for 
joining us, and happy New Year to you.

Michael Mussa:  Very good. My pleasure. 


