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Economic historians have made great progress in unraveling the causes of the Great Depression, but not until Scott Sumner came along has anyone explained the multitude of twists and turns the economy took. In The Midas Paradox: Financial Markets, Government Policy Shocks, and the Great Depression, Sumner offers his magnum opus—the first book to comprehensively explain both monetary and non-monetary causes of that cataclysm.


Drawing on financial market data and contemporaneous news stories, Sumner shows that the Great Depression is ultimately a story of incredibly bad policymaking—by central bankers, legislators, and two presidents—especially mistakes related to monetary policy and wage rates. He also shows that macroeconomic thought has long been captive to a false narrative, which continues to misguide policymakers in their quixotic quest to promote robust and sustainable economic growth.


The Midas Paradox is a landmark treatise that solves mysteries that have long perplexed economic historians and corrects misconceptions about the true causes, consequences, and cures of macroeconomic instability. Like Milton Friedman and Anna J. Schwartz’s A Monetary History of the United States, 1867–1960, it is one of those rare books destined to shape future research and debate on the subject.
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Preface


I FIRST STUDIED macroeconomics during the highly inflationary 1970s. Like many students of that era, I was greatly influenced by monetarist ideas, particularly A Monetary History of the United States, written by Milton Friedman and Anna Schwartz. By the mid 1980s, I began to discover a new approach to monetary history, one that focused on the constraints of the international gold standard, not the quantity of money in a particular country. Because I had found the views of Friedman and Schwartz to be quite persuasive, but also saw merit in the new “gold standard view” of the Depression, I was forced to try to reconcile these two perspectives.


This book represents the fruits of two decades of research on the role of gold in the Great Depression. I began by trying to think through the concept of monetary policy under a gold standard. If interest rates and commodity prices were determined internationally via arbitrage, in what sense could a country be said to have an independent monetary policy? Ultimately, I decided that the gold reserve ratio was the most sensible way of thinking about the stance of monetary policy under a gold standard. When I worked out the numbers, I was surprised to find that world monetary policy tightened sharply between October 1929 and October 1930, a policy shift that had been missed by previous researchers.


Next, I discovered that the gold ratio wasn’t the only important way in which the gold standard impacted macroeconomic conditions during the 1930s. Private gold hoarding increased sharply on four occasions; each of which was associated with falling output and falling asset prices in the U.S. Changes in the price of gold were extremely important during 1933–34, as rising gold prices led to rising asset prices and economic recovery. I also discovered interesting links between government policies that impacted the global gold market, asset market prices, and the broader macroeconomy. In particular, markets seemed to anticipate the effects of policy shifts, and there were even cases where the effects of policy seemed to precede the causes.


Obviously, “effect” cannot precede “cause”; what was actually happening was that markets were anticipating that gold market disturbances would impact future monetary policy, and this caused asset prices to respond immediately to the expected change in policy. Broader price indices and even industrial production also responded surprisingly quickly—not the long and variable lags often assumed by macroeconomists.


Much of this work was done in the 1980s and 1990s, and I was quite pleased that three of these papers were cited by Gauti Eggertsson in 2008, in an important article in the American Economic Review. Eggertsson applied cutting edge “new Keynesian” models to the gold standard era, which suggested that anticipations of future monetary policy would often have a much more powerful impact on current conditions than the current stance of monetary policy. I had stumbled on some ideas that had important implications for theoretical macroeconomics.


By the early 1990s, I was beginning to think in terms of a comprehensive narrative of the Great Depression. The idea was to do something roughly analogous to Friedman and Schwartz’s seminal work, but from a gold standard perspective. Instead of focusing on the famous MV=PY equation as the organizing principle, I developed some identities relating the gold market to the macroeconomy, and then collected the relevant data.


When I reached the middle of 1933, however, I noticed that the monetary approach to the Great Depression seemed to suddenly break down. That’s when I turned my attention to the role of wages, which were raised by over 20 percent in just two months, from July to September 1933. This would be the first of five “wage shocks,” each of which set back a promising recovery. At that point, I did some research with Stephen Silver on the issue of wage cyclicality during the Great Depression.


When I combined the two approaches, a monetary approach based on the gold market, with a supply-side approach based on legislated wage shocks, I had a model that provided an excellent fit for the entire period from 1929 to 1940, indeed, in some respects, for the entire interwar period. Unfortunately, the project kept getting delayed (once a year’s worth of work was simply lost), and hence this book is coming out many years after the original research was done.


However, this delay may have been a blessing in disguise, as the research turned out to have very important implications for the economic crisis of 2008. At that point, I began advocating a new monetary policy, as I concluded that most of the profession had misdiagnosed the crisis. And more surprisingly, the profession misinterpreted the 2008 crisis in almost exactly the same way that the Great Depression was originally misdiagnosed. See if any of the following sounds familiar:




1.In the Depression most people assumed monetary policy was ineffective, as interest rates fell close to zero and the monetary base increased sharply (i.e., “QE.”).


2.Most assumed the Depression was caused by financial distress, not tight money.


3.Most assumed that monetary policy was too expansionary during the 1920s, and that the Depression was a relapse from an overheated boom.





Sound familiar? In 1963 Friedman and Schwartz showed that those views were mistaken, yet economists made precisely the same errors this time around. My hope is that by gaining a better understanding of what happened in the 1930s, we will be able to better understand our current policy dilemma, and develop more effective solutions.


My original manuscript included two theory chapters after the introduction, which would have proved intimidating for the average reader. This material has been moved back to Chapter 13. Specialists should read Chapter 13 after the intro, and before the nine narrative chapters. It will make it easier to follow the theory that is used to evaluate policy shocks. Nonetheless, the basic message is easy enough for even non-specialists to follow. Gold hoarding led to deflation and the Great Contraction of 1929–1933, and also the depression of 1937–1938, and five attempts to artificially raise wages during the New Deal slowed the recovery.


I have worked on this project for so long that I won’t be able to recall all of those who assisted me, but a few names stand out. Stephen Silver coauthored the paper that provided the template for the analysis of interwar wage shocks. Michael Bordo and George Selgin encouraged me to turn my academic papers into a unified narrative of the Depression years. Tyler Cowen and Alex Tabarrok encouraged me to persevere after an initial setback. Clark Johnson provided a great deal of useful feedback over the years, as did my colleagues at Bentley University. A portion of the research was funded by the National Science Foundation. And I’d like to thank my wife and daughter, who put up with huge stacks of paper swamping our home office.




PART  I


Gold, Wages, and the Great Depression


Real monetary equilibrium in any single country requires the price level to be in harmony with the wage level, so that the margin of profit is sujficient, but not more than sujficient, to induce full activity and full employment.


—R.G. Hawtrey (1947, p. 45)




1


Introduction


OVER THE PAST fifty years economic historians have made great progress in explaining the causes of the Great Depression. Many economists now see the initial contraction as being caused, or at least exacerbated, by monetary policy errors and/or defects in the international gold standard. Some argue that New Deal policies delayed recovery from the Depression. But we still lack a convincing narrative of the many twists and turns in the economy between 1929 and 1940. This book attempts to provide such a narrative.


In this book I use an unorthodox approach to monetary economics: one that focuses not on changes in the money supply or interest rates, but rather on disturbances in the world gold market. Others have looked at how the gold standard constrained policy during the Great Depression, and/or how the undervaluation of gold after World War I put deflationary pressure on the world economy. These studies gave insights into the structural inadequacies of the interwar monetary system, but they didn’t tell us why a major depression began in America in late 1929, and they certainly didn’t explain the seventeen high-frequency changes in the growth rate of U.S. industrial production shown in Table 1.1.


I will show that if we take the gold market seriously we can explain much more about the Great Depression than anyone had thought possible. Three types of gold market shocks generated much of the variation shown in Table 1.1: changes in central bank demand for gold, private sector gold hoarding, and changes in the price of gold. The remaining output shocks are linked to five wage shocks that resulted from the New Deal. This is the first study to provide a comprehensive and detailed look at all high frequency macro shocks during the Great Depression.




Table 1.1 Seasonally Adjusted Changes in Industrial Production


[image: images]


Note: These are actual changes, not annualized rates of change. See Appendix 2.a for sources of data.





In order to be useful, economic history must be more than mere storytelling. Because asset prices in auction-style markets respond immediately to policy news, they can be much more informative about policy than econometric studies relying on estimated “long and variable lags.” Throughout the narrative we will see that financial market responses to the policy shocks of the 1930s were consistent with a gold market approach, but inconsistent with many preceding narratives of the Depression.


This model of the Great Depression has radical implications for monetary theory and policy, and particularly for the current economic crisis. Just as in the early 1930s, policymakers in 2008 missed important warning signs that monetary policy was disastrously off course. Later, we’ll see important similarities between the slumps that began in 1929, 1937 and, 2008.


In 1963, Friedman and Schwartz’s Monetary History of the United States seemed to provide the definitive account of the role of monetary policy in the Great Depression. Over the past few decades, however, a number of economic historians have suggested that Friedman and Schwartz paid too little attention to the worldwide nature of the Depression, especially the role of the international gold standard. Here are just a few of the revisionist studies that influenced my own research:1




1.Deirdre [Donald] N. McCloskey and J. Richard Zecher (1984) on monetary policy endogeniety.


2.David Glasner (1989) on the impact of changes in the demand for gold.


3.Peter Temin (1989) on how devaluation impacts policy expectations.


4.Barry Eichengreen (1992) on the importance of policy coordination.


5.Ben Bernanke (1995) on multiple monetary equilibria.


6.Clark Johnson (1997) on the undervaluation of gold and French hoarding.





Why, then, is there a need for an additional narrative of the Depression, which also focuses on the role of monetary policy and the gold standard?


The analytical framework used in this book differs in important ways from preceding gold standard oriented monetary analyses of the Depression. For instance, although others have pointed to the deflationary consequences of an increased demand for gold, it has generally been viewed more as a secular problem—that is, as a factor tending to depress prices throughout the late 1920s and the 1930s. This is the first study to examine the impact of high frequency gold demand shocks on short-term fluctuations in U.S. output.


In addition, most previous studies have focused on central bank gold hoarding, paying relatively little attention to private gold hoarding. Where central bank hoarding has been examined, it has often been in an ad hoc context, without a framework capable of providing a quantitative estimate of the impact of each central bank on the world price level. And those who did look at the role of gold often focused on the period before the United States and France left the gold standard, and thus missed the severe instability in the world gold market during 1936–1938.


The book concludes with a chapter that describes a gold and labor market model of the Depression, and specialists may wish to examine this chapter first. However, the most important contributions of this study show up not in the formal models, but rather in the narrative provided in Chapters 2 through 10. These chapters offer the first comprehensive examination of the complex interrelationship between gold, wages, and financial markets during the 1930s. We’ll see repeated examples of how policy shocks that influenced gold demand and/or wages also impacted financial markets, which will give us a better understanding of how macroeconomic policy impacts the broader economy. This narrative is followed by a brief essay where I show how a misreading of the events of 1932–1933 profoundly influenced the development of twentiethcentury macroeconomics.


As with much of economic history, the goal of this exercise is not simply to fill in blank spots in our understanding of the Depression, but also to develop a better understanding of macroeconomics as a whole. To take just one example, I believe this account provides the first convincing explanation for why the Depression began (in the United States) during the fall of 1929. If other researchers have not been able to provide a convincing explanation for the onset of the Depression, then how can they claim to have explained the cause of the Depression? Indeed, this timing issue calls into question all sorts of standard assumptions about policy exogeniety, the identification of shocks, transmission mechanisms, and policy lags. Thus, I see this study as offering both a narrative of the Depression and a critique of modern monetary analysis.


The manuscript was basically completed in 2006, but revisions were made after the severe crisis of late 2008. During this period I was shocked to see so many misconceptions from the Great Depression repeated in the current crisis:




1.Assuming causality runs from financial panic to falling aggregate demand (rather than vice versa).


2.Assuming that sharply falling short-term interest rates and a sharply rising monetary base meant “easy money.”


3.Assuming that monetary policy became ineffective once rates hit zero.





I had thought that Friedman and Schwartz had disposed of these misconceptions, and was surprised to see so many economists making these assumptions during the current crisis. Indeed, the view that Fed policy was “easy” during late 2008 was almost universal. How could we have so quickly forgotten the lessons of the Great Depression? The reaction of economists to the current crisis suggests that much of macroeconomic theory is built on a foundation of sand. We think we have advanced far beyond the prejudices of the 1930s, but when a crisis hits we reflexively exhibit the same atavistic impulses as our ancestors. Even worse, we congratulate the Fed for avoiding the mistakes of the 1930s, even as it repeats many of those mistakes.


The next section lists a few key findings from each chapter, many of which are new, and some of which directly challenge previous accounts of the Depression. In other cases, I develop explanations for events that most economic historians have overlooked.


Key Findings


Chapter 1


Because financial markets respond immediately to new information, they can be especially useful in resolving questions of causality—arguably the most difficult problem faced by economic historians. Between 1929 and 1938, U.S. stock prices were unusually volatile. And between 1931 and 1938, there was an especially close correlation between news stories related to gold and/or wage legislation and financial market prices. A simple aggregate supply and demand (AS/AD) framework can explain most of the output volatility of the 1930s. The demand shocks were triggered by gold hoarding (or changes in the price of gold), and the supply shocks were caused by policy-driven changes in hourly wage rates.


Chapter 2


U.S. monetary policy tightened in mid-1928, but there is little evidence to support the view that the events of October 1929 were a lagged response to this action. World monetary policy (as measured by changes in the gold reserve ratio) was stable between June 1928 and October 1929, and then tightened sharply over the following twelve months. It was this policy switch, perhaps combined with bearish sentiment from the reduced prospects for international monetary coordination, which triggered a sharp decline in aggregate demand.


Chapter 3


The German economic crisis of 1931 was a key turning point in the Depression. It led to substantial private gold hoarding, and between mid-1931 and late 1932 strongly impacted U.S. equity markets. The two October 1931 discount rate increases by the Federal Reserve (Fed) had little or no impact. Instead, gold hoarding triggered by the British devaluation was the most important factor depressing aggregate demand during the fall of 1931.


Chapter 4


Keynes suggested that the Fed’s spring 1932 open market purchases might have been ineffective due to the existence of a “liquidity trap.” Friedman and Schwartz suggested that the modest upswing in late 1932 was a lagged response to the Fed’s efforts. Neither view is supported by the evidence. The open market purchases were associated with extensive gold hoarding, and this prevented any significant increase in the money supply. Stock prices, commodity prices, and economic output only began rising when renewed investor confidence in the dollar curtailed the hoarding of gold.


Chapter 5


President Roosevelt instituted a dollar depreciation program in April 1933 with the avowed goal of raising the price level back to its 1926 level. This program was unique in U.S. history and was the primary factor behind both the 57 percent surge in industrial production between March and July 1933 and the 22 percent rise in the wholesale price level in the twelve months after March 1933. The initial recovery was triggered not by a preceding monetary expansion, but rather by expectations of future monetary expansion.


Chapter 6


The National Recovery Administration (NRA) adopted a high wage policy in July 1933, which sharply increased hourly wage rates. This policy aborted the recovery, led to a major stock market crash, and helped lengthen the Depression by six to seven years. In a sense, one depression ended and a second “Great Depression” began in late July 1933, unrelated to the contraction of 1929–1933.


Chapter 7


The gold-buying program of late 1933 is a little known and widely misunderstood part of the New Deal. The program was a variant of Irving Fisher’s “Compensated Dollar Plan,” and was essentially a monetary feedback rule aimed at returning prices to pre-Depression levels. Although the program helped promote economic recovery, it eventually became a major political issue and led key economic advisors to resign from the Roosevelt Administration. This program exposed the deep structure of the monetary transmission mechanism, a structure hypothesized by modern new Keynesians, but normally almost entirely hidden from view.


Chapter 8


Although the conventional view is that Franklin D. Roosevelt took America off the gold standard, U.S. monetary policy became even more strongly linked to gold after 1934 than it had been before 1933. A recovery in the United States finally got underway when the Supreme Court declared the NIRA to be unconstitutional in mid-1935. Because the demise of the gold bloc in 1936 reduced devaluation fears, its impact on gold demand and the broader macroeconomy was exactly the opposite of the British devaluation of 1931.


Chapter 9


Actual and prospective gold dishoarding led to high inflation during late 1936 and early 1937. Expectations of future gold supplies were so high that tight monetary policies lacked credibility. Rapid inflation led to a “gold panic” in the spring of 1937 as investors became concerned that the buying price of gold would be reduced. During 1937, the expansionary impact of gold dishoarding began to be offset by wage increases, which reflected the resurgence of unions after the Wagner Act and Roosevelt’s landslide reelection.


Chapter 10


Many economic historians have argued that the 1937–1938 depression was caused by restrictive fiscal policy and/or increases in reserve requirements. Neither view is persuasive. Instead, the rapid wage inflation (combined with the end of gold panic–induced price inflation) modestly slowed the economy during the spring and summer of 1937. This slowdown led to renewed expectations of dollar devaluation during the fall, and as gold was again hoarded on a massive scale, expectations of future U.S. monetary growth declined sharply. It was this shift in expectations that triggered the precipitous declines in stock prices, commodity prices, and industrial production during late 1937.


Chapter 11


A misinterpretation of two key policy initiatives, the open market purchases of 1932 and the NIRA, had a profound impact on macroeconomic theory during the twentieth century. Because early Keynesian theory was based on a misreading of these policies, it could not survive the radically altered policy environment of the postwar period. By the 1980s, the original Keynesian model had been largely replaced by a (quasi-monetarist) “new Keynesianism,” featuring highly effective monetary policy and a self-correcting economy. This era may have ended in 2008.


Chapter 12


Economic historians continue to debate whether the international gold standard was an important constraint for interwar central banks. It seems unlikely that this issue can ever be resolved, and the debate may have diverted attention from the much more important issue of how the world gold market impacted contemporaneous policy expectations. At the deepest level, the causes of the Great Depression and World War II are very similar—both events were generated by policymakers moving unpredictably between passivity and interventionism.


Chapter 13


If one defines real wages as the ratio of nominal wages to wholesale prices, then high frequency fluctuations in real wages during the 1930s were tightly correlated with movements in industrial production. Understanding real wage cyclicality is the key to understanding the Great Depression. This requires separate analysis of nominal wage and price level shocks.


New Deal legislation led to five separate nominal wage shocks, which repeatedly aborted promising economic recoveries. The gold market approach can help us understand price-level volatility between October 1929 and March 1933, and, surprisingly, is even more useful during the first five years after the United States departed from the gold standard. Under an international gold standard, the domestic money supply, the interest rate, and gold flows are not reliable indicators of domestic monetary policy. Rather, changes in the gold reserve ratio, and the dollar price of gold, are the key monetary policy instruments.


Methodological Issues


The problem of causality is a central issue in both macroeconomics and history. Yet, despite impressive improvements in econometric techniques, no consensus has been reached on how to model the monetary transmission mechanism. Economists often look for leads and lags as a way of establishing causality, but as we will see, these attempts have foundered on the problem of identification. Put simply, 250 years after David Hume elegantly described the quantity theory of money, we still don’t know how to identify monetary “shocks.”


From a methodological perspective, the most notable aspect of this study is its use of financial and commodity market responses to disturbances in the gold market (and to a lesser extent, the labor market) as a way of establishing causality. Indeed, the “efficient market hypothesis” suggests that if we wish to think of causality pragmatically, say as a guide to policy, then we probably cannot go beyond financial market reactions to economic shocks. Any factors that were invisible to financial markets, even root causes that seem blindingly obvious to historians, do not provide a realistic guide to policymakers. (A modern example of this conundrum occurred when many pundits blamed the Fed for missing a housing bubble that was also missed by the financial markets.)


Deirdre McCloskey has been critical of what she regards as the excessively narrow and rigid methodology of much of modern economics.2 She advocates the more eclectic approach employed by what she calls the “good old Chicago School.” For our purposes, the most relevant example would be Friedman and Schwartz’s Monetary History. Their work combined an extremely detailed narrative, insightful theoretical analysis, and a wealth of descriptive statistics. In a later paper they argued that it was important to “examine a wide variety of evidence, quantitative and non-quantitative, bearing on the question under study.”3 Despite its reliance on some very basic statistical techniques, the Monetary History remains the single most influential empirical analysis of monetary policy. It is worth examining the reasons why.


The extensive historical narrative in the Monetary History is not provided merely to add color to an otherwise dry subject. Their narrative helps give the reader a feel for why monetary policy changes occurred when they did. In other words, the narrative gives a sense of whether policy changes were exogenous, which is essential for making any statements about causality. A number of readers have attributed the persuasiveness of Friedman and Schwartz’s analysis to their ability to show that money supply changes occurring over widely separated periods of time, and under widely different policy regimes, had similar macroeconomic effects.4


This study differs from the Monetary History in its much heavier focus on market responses to policy-related news events. There are obvious risks with this type of “event study.” In the worst case, one could search for news stories occurring in close proximity to major stock price movements and then simply assume that those news events caused the change in stock prices. There is no way that I can respond to this concern on a purely theoretical level. In a sense, the long narrative at the center of this book represents both an analysis of the Great Depression and a defense of my method. Nevertheless, it will be useful if we first examine a few of the practical problems associated with the use of event studies.


Clinton Greene (2000) refutes some common misconceptions about “data mining,” calling it a necessary and inevitable part of the process of formulating theoretical models. In my case, I began doing gold market research with an assumption that central bank gold hoarding and currency devaluation were probably the two most important gold market variables affecting aggregate demand. Only after seeing how strongly markets reacted to private gold hoarding did I begin to pay serious attention to that issue.


How much confidence can we attach to hypotheses generated by data mining? At a minimum, the new hypothesis should be logically consistent with basic economic principles. This is why many are skeptical of ad hoc theories of “market anomalies” generated by scanning massive data sets, especially when there is often no good theoretical justification for the correlation. In contrast, the observed (negative) response of stock and commodity markets to private gold hoarding is consistent with the predictions of commodity money models of aggregate demand. More demand for gold should raise the real value of gold. If gold is the numeraire, then this should be deflationary. This hypothesis is not ad hoc; it is an application of the most fundamental economic theory of all, supply and demand.


In Chapters 2 through 10, I develop a narrative of the Great Depression that relies heavily on the relationship between policy news and the financial markets. It is easy to imagine finding a spurious correlation for a single observation; it is less obvious that it would be easy to do so for many dozens of observations that all exhibit a common causal relationship. Indeed, Cutler, Poterba, and Summers (1989) were unable to find any significant news events associated with most of the largest (daily) movements in U.S. stock market indices in the postwar period.


In one respect, the event study approach used in this book makes it more difficult to find statistical significance where none exists. A researcher looking for market anomalies can use regression analysis to quickly examine thousands of different relationships over numerous time periods, and just as quickly discard those that don’t produce statistical significance. In contrast, I have only one Great Depression to examine. It has been my good fortune that stock prices during the Depression were unusually volatile, and unusually closely related to policy-oriented news events linked to the world gold market and also to federal labor market policies. This is especially fortunate because in the 1930s those gold and wage shocks were also linked tightly to fluctuations in industrial production—that is, the Great Depression itself.
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Notes: Stock prices are the log of the Cowles Index, monthly (right scale).
Industrial production (also logs) are from the Federal Reserve Board (left scale).


Figure 1.1. U.S. Stock Prices and Industrial Production, 1929–1938





Previous studies of the Great Depression, notably Friedman and Schwartz’s Monetary History, have not been able to closely link policy changes with movements in industrial production. As a result, they are often forced to rely on dubious assumptions of “long and variable lags.” Although policy may affect aggregate output with a lag, it should affect asset prices almost instantaneously. And as Figure 1.1 shows, stock prices were highly correlated with industrial production during the Depression. This is important, as it suggests that whatever shocks drove industrial production were either hard to spot, or else took effect with almost no lag. One purpose of this study is to show that monetary policy lags are much shorter than many researchers have assumed, and that both stock prices and industrial output often responded quickly to monetary shocks.


During the 1930s the standard deviation of daily changes in the Dow Jones Industrial Average (Dow) was 1.9 percent, which is more than double the volatility of most other decades.5 At first glance, this suggests that any stock market movements up or down of more than 3.8 percent could be considered “significant.” Yet this cutoff is either too generous or too restrictive, depending on the context. It is obviously too generous if we have restricted our analysis only to days with large stock price innovations, and then adopt 95 percent confidence intervals for the hypothesis that a particular contemporaneous news story had had a causal impact on the Dow. But it may be too restrictive if we have access to other information as well.


Relatively small market changes can be significant if the timing can be pinned down with some precision. Although most interwar stock market data is available only at daily frequencies, the contemporaneous financial press often reported stories such as “stocks traded lower in the morning, but shot upward after the market received a wire report that the President would propose a tax cut.” Because interwar financial reporters observed market reactions in “real time,” those reports can be far more significant that modern data sets with daily returns.


A recent study of the U.S. Treasury bond market showed that if one divides the trading day into five-minute intervals, virtually all of the largest price changes occur during those five-minute intervals that immediately follow government data announcements.6 There is simply no plausible explanation for this empirical regularity other than that these events are related, and that the causation runs from the data announcement to the market response. Observation of near-instantaneous market responses to significant news events can increase the significance of a given market reaction by several orders of magnitude.


There are other more subtle advantages offered by contemporaneous press accounts. Many news events do not speak for themselves. The most obvious example is where a policy announcement might be either more or less aggressive than expected. Press accounts often indicate when and how financial markets were surprised by a particular policy announcement. A less obvious advantage is that interwar financial markets can help us to better understand how investors viewed the broader policy environment. A wide variety of political, economic, or military events might have been expected to indirectly impact policy, but in ways that are exceedingly difficult to discern after eighty years have elapsed. And the impact of events often depended on the circumstances in which they occurred.


Although we need to look at qualitative news stories, this does not mean that we should dogmatically reject the tools of modern statistical analysis.7 This book includes regressions involving gold stocks, spot exchange rates, forward exchange rates, stock prices, commodity prices, bond prices, yield spreads, industrial production, real wages, and wholesale prices, among other variables. Because the economic shocks of the 1930s were so heterogeneous, it would be difficult to develop a VAR (vector autoregression) analysis of one overarching model of the Depression. Indeed, one of my goals is to show that the surprising heterogeneity of political and economic shocks during the interwar years virtually requires an eclectic research method. Solow offered a similar defense of methodological flexibility:


To my way of thinking, the true functions of analytical economics are best described informally: to organize our necessarily incomplete perceptions about the economy, to see connections that the untutored eye would miss, to tell plausible—sometimes even convincing—causal stories with the help of a few central principles, and to make rough quantitative judgments about the consequences of economic policy and other exogenous events. In this scheme of things, the end product of economic analysis is likely to be a collection of models contingent on society’s circumstances—on the historical context, you might say—and not a single monolithic model for all seasons. (1985, p. 329)


We will see numerous examples where news events impacted expectations of future monetary policy, which then impacted the prices in auction-style stock and commodity markets. In those cases the impact is virtually instantaneous, and Granger causality tests would be inappropriate. This supports new Keynesian models in which changes in the current setting of the policy instrument are much less important than changes in the future expected path of monetary policy. Indeed, the subsequent narrative provides examples where the “effect” (higher prices) occurs before the “cause” (increased growth in the money supply).8


Finally, the reader needs to be patient with the news analysis/financial market response analytical approach. This method is probably least effective during the first part of the Depression, when it is often difficult to see what sort of news events traders were responding to, and only reaches a high level of effectiveness during the period from mid-1931 to mid-1938. Fortunately, the analysis of the impact of policy news on financial markets represents merely one aspect of a three-pronged research method. Ideally, each policy shock that we identify should pass all three of the following tests:




1.Is the predicted impact consistent with economic theory?


2.Do the broader macroeconomic aggregates respond as predicted?


3.Do prices in auction-style markets respond appropriately to news relating to these policy shocks?





The Plan of the Book


Establishing causality in macroeconomic history is something like peeling an onion, or opening a Russian doll. As each layer is removed, there always seems to be another layer inside. In the next section, I show how the Great Depression can be explained using the aggregate supply/aggregate demand (AS/AD) framework. We will see that the observed pattern of interwar wage and price cyclicality suggests that aggregate demand and autonomous wage shocks can explain much of the Great Depression. I then show how the real wage fluctuations represent a combination of supply and demand side factors. On the supply side, there were five autonomous wage shocks during the New Deal, each of which led to higher nominal wage rates. On the demand side, a series of gold market shocks produced a highly unstable price level, which then impacted real wage rates. The mixture of gold market and labor market shocks can explain the high frequency changes in industrial production, and indeed can explain the Great Depression itself.


The following nine chapters peel back two more layers of causation: first, by considering what kind of policy shocks could have disturbed the world gold market during the 1930s, and then, by looking for political and economic factors that might have generated those policy shocks. In Part II (Chapters 2–4), I focus on the Great Contraction of 1929–1932. Because others have already examined the role of banking panics, I concentrate most of the analysis on how a lack of policy cooperation led to central bank gold hoarding and how devaluation fears triggered private gold hoarding. Eichengreen entitled his study Golden Fetters to emphasize the policy constraints imposed by the international gold standard. If I were to choose a metaphor for the approach taken in Part II, it might be something like “the Midas curse”—that is, a world impoverished by an excessive demand for gold.


In Part III (Chapters 5–7), I examine two of the most important policy shocks in U.S. history, which occurred in close proximity during 1933. Because the expansionary impact of dollar depreciation was largely offset by the contractionary impact of the NIRA wage codes, economic historians have greatly underestimated the importance of each shock considered in isolation. After April 1933, daily changes in the free market price of gold become an excellent proxy for exogenous monetary shocks. I show that the various market responses to dollar depreciation call into question many traditional theories of the monetary policy transmission mechanism.


In Part IV (Chapters 8–10), I focus primarily on one gold market variable, the level of private gold hoarding. The major focus of this section is the bubble in commodity prices during 1936 and 1937. I show that the commodity price boom was caused by instability in the world gold market, and was the mirror image of a more fundamental change—a sharp dip in the value of gold. Previous economic historians have missed the way that gold market instability triggered the boom and bust of 1936–1938 and have mistakenly blamed the recession on tighter fiscal policy or higher reserve requirements. As with 1933, a complete understanding of economy’s path during 1937 requires a subtle analysis of the interrelationship between gold market and labor market disturbances.


In Part V (Chapters 11–13), I show that the gold market approach can help us understand how the Great Depression impacted macroeconomic thought, particularly Keynesian thought. I argue that the original Keynesian model is not really a “depression model”; rather, it is a model based on two assumptions, the ineffectiveness of monetary policy and the lack of a self-correcting mechanism in the economy. The first assumption confuses the two (unrelated) concepts of gold standard policy constraints and absolute liquidity preference. And Keynes’s stagnation hypothesis falsely attributes problems caused by government labor market regulations to inherent defects in free-market capitalism.


Chapter 12 discusses how this study sheds light on those aspects of the Great Depression that have divided economic historians, as well as macroeconomic theorists. If the monetary model in this book is correct, then we have fundamentally misdiagnosed the stock and commodities market crashes of late 2008, which share some interesting parallels with the crashes of late 1929 and 1937. Unfortunately, just as contemporaneous observers misdiagnosed those earlier crashes, our modern policymakers attributed the current recession to financial market instability, rather than to the deeper problem of falling nominal expenditures caused by excessively tight monetary policy.


In Chapter 13, I develop a more detailed model of the gold market, and also discuss some of the thorny issues involved in analyzing real wage cyclicality. This material would be primarily of interest to specialists.


A Simple AS/AD Framework


It would be an understatement to suggest that the AS/AD model works well for the contraction of 1929–1933; it is the event the model was built to explain. Nominal income fell by half, as both prices and output declined by roughly 30 percent. It was the greatest adverse demand shock in modern history. The rest of the Depression is more problematic, as both output and price did recover after 1933, but the recovery was quite uneven. So much so that even as late as the spring of 1940 the U.S. economy was still quite depressed. I’ll argue that this uneven path reflects the impact of a series of supply and demand shocks.


There are many versions of the AS/AD model, but in some respects the “sticky-wage” variant of it seems to best fit the interwar period. Figure 1.2 shows the relationship between real wages and industrial production (both detrended) from 1929 through 1939.


The real wage series is average hourly earnings in manufacturing deflated by the wholesale price index (WPI). The actual correlation is strongly negative, as real wages tend to rise when industrial production declines. In Figure 1.2 I have inverted the real wage series to make it easier to see the very strong countercyclical pattern of real wages during the Depression.


If I were asked to give a talk on the Great Depression and allowed just one slide, it would undoubtedly be Figure 1.2. There is much to be said about this graph, but let’s start with the observation that modern macroeconomic theory would predict essentially no correlation between real wages and output. We would expect to see no pattern at all. Since World War II, real wages haven’t shown any consistent cyclical pattern. On the other hand, an interwar economist like Ralph Hawtrey would not have been at all surprised by Figure 1.2:


Real monetary equilibrium in any single country requires the price level to be in harmony with the wage level, so that the margin of profit is sufficient, but not more than sufficient, to induce full activity and full employment. (1947, p. 45)


So a sharp fall in output could be caused by either a rise in nominal wages or a fall in the price level. It so happens that both factors played an important role in the Great Depression. Before explaining how and why, however, we need to ask why real wages have not been countercyclical since World War II.
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Figure 1.2. The Relationship between Detrended Industrial Production and Detrended (Inverted) Real Wages, 1929–1939, Monthly


Let’s return to the AS/AD model. During the 1930s, the biggest supply shocks were New Deal programs aimed at artificially raising nominal wages. There were five big wage shocks, each of which tended to abort otherwise promising recoveries in industrial production. These wage shocks thus tended to make real wages more countercyclical—higher wages led to lower output. In contrast, the postwar supply shocks tended to make wages more procyclical. A good example is the famous oil shocks of the 1970s. They caused prices to rise much faster than the relatively sticky nominal wages; thus, workers experienced declines in their real wages. Because the oil shocks also reduced output, we saw real wages fall at the same time as output, making wages very procyclical during the 1970s.


To summarize, it just so happens that the supply shocks of the 1930s were of the type that made real wages very countercyclical. But what about the demand shocks, which were the major cause of the Great Contraction? Recall that the real wage rate is the nominal wage divided by the price level. The most comprehensive price index of the 1930s was the WPI, which was quite volatile and very procyclical. Wholesale prices fell sharply during the 1929–1933 and 1937–1938 contractions and rose sharply after the dollar was devalued in April 1933. Because nominal wages tend to be sticky, or slow to adjust, sudden changes in the WPI tend to show up inversely as changes in the real wage rate. That is what Hawtrey’s quote is all about. If prices fall much faster than wages, then profits decline and companies lay off workers. Real wages actually rose sharply during the early 1930s for those lucky enough to maintain full-time jobs.


Because the WPI plays a big role in Depression research, it is important to consider its possible biases. For instance, the WPI tends to oversample commodity prices, which are especially volatile. For this reason the WPI fluctuated more than the broader indices, which explains a small part of the strong counter-cyclicality of real wages during the Depression. But not all—real wages were only slightly less countercyclical if deflated with the crude “cost of living” indices of 1930s. Although the WPI is biased toward commodities, it’s also important to note that the interwar economy really was much more commodity intensive than our twenty-first-century economy. In the narrative chapters we’ll see that daily indices of commodity prices often responded strongly to monetary shocks and can provide a timely indicator of deflationary shocks hitting the interwar economy.


In Chapter 13, there is a much more detailed examination of interwar wage and price cyclicality. One important finding is that prices were highly procyclical throughout the interwar years, which suggests that demand shocks were the primary driver of changes in the price level. (Recall that most supply shocks cause prices to rise as output falls.) In contrast, nominal wages were roughly acyclical during the 1920s, and then became strongly procyclical after July 1933. Later we will see how various New Deal policies created these wage shocks. All that remains is to model the interwar price level. Once we’ve modeled wage and price level fluctuations, we will have gone a long way toward explaining the path of output described in Figure 1.2.


Figure 1.3 shows how we can work backward from our wage cyclicality findings to the deeper “root causes” of the Great Depression.
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Figure 1.3. Causal Factors in the Great Depression


Demand shocks explain the earliest and most important phase of the Depression, the contraction of 1929–1933, and the initial recovery from March to July 1933. Thus, most of this study will focus on the left side of Figure 1.3, and we will defer consideration of supply-side factors until Chapter 6. This does not mean that aggregate supply shocks played no role in the initial contraction; President Hoover’s high wage, high tariff, and high tax policies almost certainly aggravated the initial downturn. But the sharp increase in the real demand for gold explains why (nominal) national income fell by half between 1929 and early 1933. Even if Hoover had avoided his counterproductive “remedies” for the Depression, a fall in nominal income of that magnitude would have generated a major depression. Indeed, we don’t observe large declines in nominal GDP that are not associated with major contractions, and we don’t know of any “real” factors that were even close to being powerful enough to produce a depression after 1929.


A Gold Standard Model of the Interwar Price Level


At least as far back as David Hume, economists have been aware of the effect of a sharp fall in nominal spending. But what should we call that type of shock? It could be called a contractionary monetary shock, except that it need not involve any decline in money—reductions in velocity (MV = PY) would do just as well. Or it might be termed a deflationary shock, except that deflation can also result from an increase in aggregate supply and need not be contractionary at all. It could be called a demand shock, but in some new Keynesian models, a supply shock can reduce both prices and output. Unfortunately, we lack a simple term for one of the most important concepts in macroeconomics, changes in nominal GDP.


To be clear, I strongly believe that nominal GDP is a better indicator of demand shocks than the price level. Unfortunately, we lack good high frequency data for nominal GDP during the interwar period. In contrast, we have lots of monthly and even weekly data for prices and output, indices such as the WPI and industrial production. Even better, the two variables are highly correlated during the Depression, with a few notable exceptions. For pragmatic reasons, I have decided to take a linguistic short cut. Whenever I use the term “deflationary shock,” it should be understood as referring to deflation that is caused by falling nominal GDP. I will use this term synonymously with falling aggregate demand, to refer to episodes where both prices and output are declining. You should think of it as representing falling nominal GDP. An “inflationary shock” will refer to a price-level increase caused by rising nominal GDP, and will be used synonymously with rising aggregate demand. The term ‘inflationary shock’ will describe periods where both prices and output (and hence, nominal GDP) are rising. In those rare cases where prices and output move in opposite directions (a few months in 1933 and 1934), I will clearly emphasize that a supply shock is occurring, and hence that the price level gives a misleading indication of demand conditions. The other advantage of using the language of inflation and deflation is that it links up with the strong real wage/output correlation seen in Figure 1.2. It is an ad hoc model, but one that works surprisingly well for the 1930s.


In this section I’ll sketch out a simple gold market model of the price level to explain demand shocks. But why gold? At the risk of oversimplification, one might identify three basic approaches to monetary economics: an interest rate (or Keynesian) approach, a quantity theoretic (or monetarist) approach, and a commodity money (or gold market) approach. According to the Keynesian view, prices are “sticky” in the short run and the single best indicator of monetary policy’s stance is the interest rate. Policy-induced changes in interest rates affect investment spending, aggregate demand, the output gap and, in the long run, prices.


The monetarist approach puts much less emphasis on the interest rate transmission mechanism. Instead, the quantity of money is the key policy indicator and the real demand for money is assumed to be relatively stable. In the long run the price level will rise in proportion to any exogenous change in the money supply. The short-run transmission mechanism is more complex (or ambiguous) than under the Keynesian approach, with the relative prices of many different financial and real assets being impacted by monetary shocks.


Under a gold standard we can employ a third approach to monetary economics; the price level (or aggregate demand) can be modeled in terms of shifts in the supply and demand for gold. Either a decrease in the supply of gold or an increase in the demand for gold will raise money’s real value, or purchasing power. If the nominal price of gold is fixed, as under a gold standard, then by definition a higher purchasing power for gold means a lower price level.


Money is generally the medium of account, or the good in which other prices are measured.9 Because all prices are measured in terms of money, changes in its real value, or purchasing power, are inversely proportional to changes in the overall price level. A large crop of apples can be easily accommodated by a fall in the nominal price of apples. Similarly, a huge gold discovery reduces the value of gold. But under a gold standard, the nominal price of gold cannot change, and thus a fall in the value of gold can only occur through a rise in the price of all other goods. That’s what makes gold special. Or perhaps I should say that’s what makes gold and money special. There were actually two media of account under a gold standard, currency and gold. Between 1879 and 1933, the U.S. dollar was both a dollar bill and 1/20.67 ounces of gold. And, during times of crisis, there was often tension resulting from this dual system, as investors might begin to fear a change in the price at which currency was pegged to gold.


In principle, the price level could be modeled by looking at the supply and demand for money, or the supply and demand for gold. Although most previous researchers have focused on money, we will see that the evidence points to gold as being the more important “market”; that is, the factor that destabilized aggregate demand during the 1930s. And this isn’t just my view; later we will see that the financial markets seemed to share this view, reacting strongly to gold market shocks, but often remaining impassive in the face of seemingly important changes in the traditional levers of monetary policy.


Other advantages exist in looking at the world gold market. The Depression was an international phenomenon, but generally most severe in countries with currencies linked to gold. During the early 1930s prices fell sharply in gold terms all over the world. It makes no sense to explain that sort of phenomenon solely by looking at the money supply of a single country. Under the gold standard the money supply of an individual country is partly endogenous, reflecting changes in the world price level.


It will be useful to begin with a simple commodity money model applicable to either a closed economy or an international gold standard regime. Bits and pieces of this model have been developed by others: Benanke’s “multiple monetary equilibria,” Eichengreen’s analysis of the asymmetrical response to gold flows, Temin and Wigmore’s analysis of the impact of devaluation on expectations, Romer’s analysis of the impact of European war scares on gold flows, and Mundell and Johnson’s gold undervaluation hypothesis all play roles in this story.10 But no previous account of the Depression has combined all of these perspectives into a coherent model capable of showing how gold market disturbances generated high frequency fluctuations in aggregate demand during the 1930s.


Let’s begin with a simple barter economy where prices are denominated in terms of other goods. Now assume the community agrees that, henceforth, all prices will be quoted in terms of a specified quantity of a designated good. For instance, suppose that 1⁄35 ounce of gold is defined as one dollar. In that case, the community has shifted from barter to a monetary economy, with (1⁄35 ounce of) gold serving as the medium of account toward the term “dollar” becoming the unit of account. Now the price level will be inversely proportional to the real value of gold, where the term “value” refers to purchasing power, not international exchange rate value. Basic economic principles11 suggest that we can use supply and demand theory to model the real value of gold (and hence the price level) in any gold standard economy.


Monetary theory often begins with a simple identity. In equilibrium, the price level is equal to the ratio of the nominal supply of money (the policy variable) and the real demand for money (which is the focus of the modeling process). Under the gold market approach a similar identity is used, but it is interpreted somewhat differently. The nominal supply of money is replaced with the (nominal) gold stock, and monetary policy now generally impacts the demand side of the market:






	P = Gs/g

	(1.1)







where P is the price level, Gs is the nominal monetary gold stock, and g is the real demand for monetary gold.12


From Equation 1.1 we can see that price stability would occur if the gold stock increased at the same rate as the real demand for gold. These conditions were approximated (in the very long run) under the nineteenth-century gold standard, as price levels showed relatively little long-run variation. Even the classical gold standard, however, exhibited substantial short-run price-level volatility. During the 1920s, prices were well above pre–World War I levels, and there was concern about a looming “shortage” of gold; that is, future increases in the world gold supply would not be sufficient to prevent deflation. (The term “shortage” is misleading; “scarcity” better describes the problem.) Several experts claimed the world gold stock needed to rise by about 3 percent per year in order to maintain stable prices.13


Equation 1.1 is an identity whether we are referring to the supply and demand for all gold, or just the supply and demand for monetary gold.14 If we focus on monetary gold stocks, then flows in and out of private gold hoards show up as changes in the supply of monetary gold. This is a bit awkward since one normally thinks of the term “private gold hoarding” as applying to the demand for gold. There are several reasons, however, why it makes more sense to model the supply of monetary gold, rather than the total gold stock. First, we have relatively good monthly data on monetary gold stocks, particularly during the late 1920s and early 1930s. More importantly, it simplifies the process of modeling the key determinants of the price level.


Now let’s segment real monetary gold demand into two components, the gold reserve ratio (r) and the real demand for currency (md). The gold reserve ratio is defined as the ratio of the monetary gold stock and the currency stock:15






	P = Gs*(1/r)*(1/md)

	(1.2)







Thus, an increase in the price level can be generated by one of three factors: an increase in the monetary gold stock, a decrease in the gold reserve ratio, and/or a decrease in the real demand for currency. The rate of inflation is the percentage increase in the monetary gold stock, minus the percentage increase in the gold reserve ratio, minus the percentage increase in the real demand for currency. At this level of abstraction the term “gold standard” simply refers to a monetary regime where the nominal price of gold is fixed. As long as the nominal price of gold is constant and the real value of gold is set in free markets, then we can apply the gold standard model without making any further assumptions about policymakers following “the rules of the game”; that is, we do not need to assume a stable gold reserve ratio, or in fact any relationship between the monetary gold stock and the currency stock.


Under the so-called rules of the game, countries were supposed to adjust their currency16 stock in proportion to changes in their monetary gold stock. Although most countries did not adhere to this set of rules, we will see that it is a useful policy benchmark. Variations in the gold reserve ratio can be seen as an indicator of discretionary monetary policy. In the appendix to this chapter I provide some data on changes in these variables during the early 1930s.


When we apply the gold market approach to U.S. monetary policy during the Depression we are confronted with a nine-month period where the price of gold was not fixed. If we wish to generalize the model to allow for changes in the price of gold (i.e., currency depreciation) we can modify the previous identity by separating the nominal gold stock into the nominal price of gold (Pg) and the physical gold stock (gs):






	P = (Pg)*(gs)*(1/r)*(1/md)

	(1.3)







The right-hand side of Equation 1.3 features the four primary variables that will be used in the gold market model of aggregate demand and the price level. Interestingly, all four of these variables played a key role in the Great Contraction and initial recovery. Of course, Equation 1.3 is merely an identity, and as such plays roughly17 the same role in gold market analysis as the equation of exchange plays in monetarist analysis. Critics of the equation of exchange often point out that merely because a change in M or V is correlated with a change in nominal spending, this does not prove that the equation is a useful way to think about causal relationships. To construct a useful gold market model we need to identify the factors that cause variations in these four variables. These causal factors are discussed in Chapter 13 and also the narrative chapters, but it will be helpful to make a few brief comments here.


The world monetary gold stock tended to grow at about 2 percent per year during normal times, mostly due to the output of gold mines. After mid-1931 a series of economic crises materialized that led investors to fear currency devaluation, and private gold hoarding increased significantly on several occasions. This reduced the growth rate of the monetary gold stock, which was deflationary.


The gold reserve ratio was the only truly exogenous policy lever available to central banks. This ratio increased sharply after October 1929, and that contractionary policy seems to have triggered the Great Contraction. The real demand for currency tended to rise when the cost of holding currency (i.e., the interest rate) was low, and when there were fears of bank failures. Currency hoarding was also deflationary. And finally, President Roosevelt increased the dollar price of gold between April 1933 and February 1934, which was very inflationary. These were the four primary factors driving the price level and aggregate demand in America during the Great Depression.


Why Was the Depression Initially Misdiagnosed?


What is misleadingly termed “classical economic theory” suggests that an autonomous fall in nominal spending should result in an equal fall in wages and prices, leaving output unchanged. Of course, the classical economists knew that things weren’t that simple. Even before the Great Depression they had noticed that rapid deflation was usually associated with falling output. The actual “classical theory” used by economists at least as far back as David Hume was surprisingly similar to modern business cycle theories; nominal shocks have real effects in the short run (due to sticky wages), but affect only prices in the long run.


Another common misconception is that the classical economists had an oversimplified view of what caused nominal shocks, focusing solely on changes in the money supply, and assuming the “velocity of circulation” was constant. But again, at least as far back as Hume, economists knew that a decline in the velocity of circulation could depress prices and output just as easily as a decline in the money supply:


If the coin be locked up in chests, it is the same thing with regard to prices, as if it were annihilated.18


Classical economists did not just focus on demand shocks; they also understood that adverse supply shocks such as a higher minimum wage could depress output. Indeed, by 1929 economists had all the intellectual tools necessary to understand the Great Depression, and even to prevent it. But if the classical economic theory can provide a satisfactory account of the Depression, then where are those explanations? And why didn’t they prevent the Depression? And what explains the Keynesian revolution?


At least some economists were able to account for the Great Depression using classical ideas. Indeed, in many respects this book follows in the footsteps of the prewar analysis of Irving Fisher, Gustav Cassel, and Ralph Hawtrey. But the very complexity of the Depression tended to obscure causal factors, and this opened the door to non-classical models, most notably the Keynesian models. Complexity is a theme I will return to again and again. At one level of generality the Depression looks quite simple; aggregate demand (AD) was allowed to fall sharply after 1929. But at another level it was very complex, as the forces that drove AD lower were confusing and liable to be misinterpreted.


I would argue that the same could be said of the 2008–2009 recession. Between mid-2008 and mid-2009, U.S. nominal GDP fell roughly 4 percent, or about 9 percent below trend. All our mainstream macro theories tell us that this sort of AD shock would be quite damaging to both the real economy and the financial system. And yet our policymakers allowed it to happen. Some would argue that there is nothing the Federal Reserve could have done, but that’s not what Fed officials claim. Ben Bernanke has repeatedly emphasized that the Fed is never “out of ammunition.”


At the time the disaster was unfolding in late 2008, almost no one pointed to a lack of monetary stimulus as being the problem. And that’s because it didn’t look like it was the problem. But looks can be deceiving. In the 1930s, very few thought the Depression was caused by excessively tight monetary policy by the Federal Reserve, as it seemed like a series of financial crises were the main problem. Today, exactly the reverse is true; macroeconomists tend to blame the Fed and other central banks for the Great Depression and view the financial crisis as a symptom of falling nominal income. The events of the past five years should make us all a bit more forgiving of those interwar policy experts who failed to correctly diagnose the problem in real time. When aggregate demand collapses, it looks to almost everyone as if the symptoms of the fall in aggregate demand are the causes. That was true in the 1930s and it is equally true today.
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From the Wall Street Crash to the First Banking Panic


Partly, no doubt, the stock market crash was a symptom of the underlying forces making for a severe contraction in economic activity. But partly also, its occurrence must have helped to deepen the contraction.


—M. Friedman and A. Schwartz, 1963a, p. 306


in mid-1929 the performance of the U.S. macroeconomy seemed close to ideal. Growth in output was strong, prices were stable, unemployment was low, the federal budget had a surplus, as did trade, and the stock market was booming.1 Then after September 1929, both prices and output began a precipitous decline that would continue for nearly three years. It is now widely agreed that the 1929–1932 contraction was caused by a decline in aggregate demand. But no one has yet explained why demand fell so sharply in the year after the market crash.


Over the next nine chapters we will be looking at the response of financial markets, and especially the U.S. stock market, to economic policy-related news. An obvious place to begin is with the famous stock market crash of 1929, which might have been linked to the subsequent Depression in one of two ways. Most historical accounts have assumed that the crash helped trigger the Depression. Alternatively, the stock market crash could have been caused by (expectations of) an oncoming Depression. The latter interpretation is most compatible with the efficient markets hypothesis.


Let’s begin by briefly comparing the 1929 crash with a strikingly similar market decline that occurred in 1987. In 1929, the Dow peaked in early September, fell at an increasing rate during late September and early October, and finally plunged 23 percent on October 28 and 29. The total eight-week decline was 39.7 percent. In 1987, the Dow peaked in late August, fell at an increasing rate during September and early October, and then plunged 22.6 percent2 on October 19. The total eight-week decline was 36.1 percent. And both crashes occurred after the U.S. economy had experienced a sustained period of economic growth under conservative Republican tax-cutting administrations. One difference is that further sharp declines occurred over the weeks following “Black Tuesday,” and thus the total market decline in 1929 was nearly 48 percent. The more important differences, however, relate to macroeconomic events that occurred after each crash.


The 1987 stock market crash was followed by three more years of a strong economy and healthy corporate profits. Because of the lack of significant news at the time of the 1987 crash, it was widely viewed as an example of investor irrationality, a violation of the efficient markets hypothesis. Popular historical accounts also tend to portray the 1929 crash as an episode of mass hysteria, which is odd, given that the 1929 crash was followed by the most severe depression in U.S. history. The 1929 crash might just as well be viewed as a striking confirmation of the extraordinary sophistication of market expectations—as investors were able to perceive the onset of a depression, even as many so-called experts remained optimistic about the economy. To make sense of 1929, we first need to take a closer look at the relationship between the stock market and the business cycle.


Schwert (1990b, p. 1237) showed that between 1889 and 1988, “future [industrial] production growth rates explain a large fraction of the variation in stock returns.” Dwyer and Robotti (2004, p. 11) observed that the “stock market does not necessarily decline before a recession, but the onset of a recession is invariably associated with a substantial decline in stock prices.” And McQueen and Roley (1993, p. 705) noted that “news of higher-than-expected real activity when the economy is already strong results in lower stock prices, whereas the same surprise in a weak economy is associated with higher stock prices,” a result of particular relevance to this study. In the following nine chapters I will show that during the Depression stock prices responded positively to news of policy initiatives that were expected to boost output, and vice versa.


It seems unlikely that the stock market crash and the Great Depression were entirely unrelated. But is it plausible that the 1929 crash could have been triggered by policy-related news? The crash might have merely been a reaction to signs that the economy was slowing in the autumn of 1929; industrial production had already peaked in late summer. Yet, why would a relatively modest decline in production over a period of just a few weeks reduce equity values by 48 percent? On the other hand, if bad policy was the cause, then, what were those policies?


If the Depression did cause the stock market crash then the very scale of the crash suggests that any plausible explanation must involve a forwardlooking mechanism whereby investors foresaw at least a part of the economic calamity to come. Did the stock market receive such bearish information in October 1929? It is unlikely that we will ever find an answer that is completely consistent with the efficient market hypothesis. But, if the scale of the 1929 crash is destined to remain something of a mystery, we will at least find some tantalizing hints that can be developed much further in subsequent chapters. This chapter focuses on two key questions: Did an increase in the world gold reserve ratio begin reducing aggregate demand in late 1929? And if so, did it also contribute to the 1929 stock market crash? Before applying the gold market approach to the onset of the Depression, however, let’s first review some explanations for the 1929 crash.


Previous Explanations of the 1929 Stock Market Crash


The monetarist view of the Depression generally begins with the Federal Reserve’s (Fed’s) move toward a tighter monetary policy in mid-1928, a policy switch that also shows up clearly in the U.S. gold reserve ratio, but not in the world gold reserve ratio.3 Despite the quotation that opens this chapter, in Friedman and Schwartz’s account the “underlying forces” behind the October 1929 stock market crash are never really explained. Instead, they basically treat the crash as an aggravating factor that depressed velocity. The problem with this omission is that the monetarists’ “long and variable lags” might explain why the Depression began more than a year after the Fed adopted a tight money policy, but it cannot account for the strong performance of U.S. equity markets during the intervening period. Although monetarists tend to believe in market efficiency, their policy narratives often overlook market responses to monetary policy actions, or even imply highly irrational behavior by investors. They are not alone in this regard.


In the Austrian view, inflationary monetary policies during the 1920s led to an unsustainable investment boom in higher order goods. Both the stock market crash and the ensuing Depression were a consequence of those policy errors.4 The assumption of market inefficiency is even more central to the Austrian view; as rational investors presumably would not have bid stock prices up to such lofty levels in mid-1929 if they understood that Fed policy would inevitably produce a bust. And whereas monetarists can at least point to the fact that monetary tightening has often been followed by economic downturns, the Austrian view is hard to reconcile with postwar U.S. monetary policy. Several postwar decades saw far more inflationary booms than those of the 1920s, and stock market booms of a nearly comparable magnitude. Yet, none were followed by major depressions. Thus, Austrians often distinguish between the initial downturn, representing an adjustment after the excesses of the 1920s, and what’s called a “secondary deflation,” which may be caused by deflationary monetary policies.


As with the monetarists, Keynesians viewed the 1929 crash as both an exogenous event and a causal factor in the ensuing contraction. Indeed, because the initial stages of the Depression are difficult to explain within a standard Keynesian (IS-LM) framework, the importance of the crash is typically even greater than in monetarist accounts of the Depression. And Keynesians are even more likely to view the spectacular 1928–1929 bull market as a bubble, the bursting of which depressed aggregate demand. For instance, Romer (1990) argued that the 1929 stock market crash sharply reduced consumer confidence, and that this was a major factor depressing aggregate demand.5 But the quite similar stock market crash in 1987 seemed to have no impact at all on economic growth, suggesting that the direct impact of stock prices on real output is almost certainly very small.6 If Friedman and Schwartz had written their Monetary History twenty-five years later, they probably wouldn’t have even mentioned the crash as a causal factor.


Romer suggested that the 1929 crash may have had a greater impact on consumer confidence than the 1987 crash because the earlier crash was followed by a higher level of stock market instability, but this hypothesis has two serious flaws. First, the fact that the stock market was modestly more unstable in 1930 than 1988 could explain a small difference in economic growth, but it can hardly explain the difference between a severe slump in 1930, and an economic boom in 1988. And even worse, the extra market volatility didn’t begin until mid-April 1930, by which time the economy was already deep in recession. Indeed, the Dow actually performed much better in the six months after the 1929 crash than during the six months following the 1987 crash. Of course, the striking lack of impact from the 1987 crash might be an anomaly. But recent studies using both time series and cross-sectional data found little or no evidence of a significant wealth effect from changes in stock prices.7 In fairness, even most Keynesians don’t see the crash as the cause of the Great Depression, but rather as simply one of many contributing factors.8


What evidence do we have that stocks were overpriced in the late 1920s? Some finance models suggest that stocks were grossly undervalued throughout most of the twentieth century.9 If the investment community expected economic growth to continue right on into the 1930s, then would investor expectations really have been so irrational? Perhaps. Economists are split on this issue.10 Alexander Field (2003) showed that the 1930s were “the most technologically progressive decade of the century,” so there really were a lot of new developments for investors to get excited about. Before we throw up our hands and accept the “bubble” explanation, we should first see whether there is an alternative explanation that allows for sensible investors to have been highly optimistic in September 1929 and much more pessimistic in November 1929.


Gold Market Indicators at the Onset of the Depression


It is not surprising that many observers would blame the stock market crash for the sharp decline in aggregate demand after October 1929; there were no other obvious culprits. For instance, there was no dramatic break in the growth rate of U.S. monetary aggregates in the year following the crash. But domestic monetary aggregates may not be a reliable indicator of monetary policy under an international gold standard. Rather, it is the world gold reserve ratio that is the theoretically appropriate indicator of central bank policy.


Table 2.1 uses Equation 1.2 to decompose changes in the price level into changes in the stock of monetary gold (G) and changes in the real demand for monetary gold (g). The changes in gold demand are then further separated into changes in the gold reserve ratio (r) and changes in the real demand for currency (m). Equation 1.2 can be rewritten as the first difference of logs, to express percentage changes:


Table 2.1. The Impact of Changes in the World Gold Reserve Ratio, Real Demand for Currency, Real Demand for Gold, and Monetary Gold Stock, on the World Price Level, 1926–1932


[image: images]


Gold ratio = change in the log of (the inverse of) the gold reserve ratio


Cash/P = change in the log of (the inverse of) real currency demand


Real gold = change in the log of (the inverse of) the real demand for monetary gold


Gold stock = change in the log of the world monetary gold stock


Price level = change in the log of the world price level


(The percentage changes represent annualized first differences of logs.)


Notes: Outside the United States, the currency stock was used as a proxy for the monetary base. The change in the real demand for monetary gold is equal to the sum of the changes in the gold reserve ratio and the real demand for currency. The change in P reflects changes in the monetary gold stock and the (inverse of the) real demand for monetary gold. The changes are not seasonally adjusted.






	∆lnP = ∆lnG + ∆ln(1/g) = ∆lnG + ∆ln(1/r) + ∆ln(1/m)

	(2.1)







The latter three variables are inverted to make it easier to see the impact on the world price level. Thus, an increase in gold demand is deflationary, whether caused by the hoarding of currency or a higher gold reserve ratio. Because all the changes are expressed as first differences of logs, they add up to the change in the global price level. This decomposition of the world gold market plays roughly the same role in the gold market approach to monetary economics as the equation of exchange plays in monetarism. In Chapter 13, I discuss the difficult issue of causality in much more detail.


Notice that prices were fairly stable in the late 1920s and then fell sharply after October 1929. Because the gold stock grew throughout this period, the proximate cause of the massive deflation was a large increase in real gold demand. The world monetary gold stock grew by over a quarter between 1926 and 1932, so the Great Depression was not caused by a shortage of gold. Instead, the “problem” was a huge increase in the real demand for gold. Roughly half of the increase occurred in France and another 20 percent in America.


Both currency hoarding and central bank gold hoarding contributed to the increase in gold demand. The public held much larger real cash balances (due to low interest rates and fear of bank failures) and the world’s central banks raised the gold backing of their currency stocks—that is, the gold reserve ratio increased. However, the timing of these changes differed in a highly significant way. The world gold reserve ratio soared by 9.62 percent in the twelve months after the Wall Street crash, consistent with an extraordinarily tight global monetary policy. There was another increase in the gold reserve ratio in late 1931 and early 1932, but after October 1930 the biggest problem was currency hoarding. In contrast to the gold ratio, the U.S. monetary base fell in 1930, and then rose rapidly over the next few years.


To explain the collapse in aggregate demand after September 1929 we need to disaggregate the data in Table 2.1 by country. This is a rather complicated process, explained in Chapter 13. Table 2b.1 in Appendix 2.b summarizes the results. If we focus on the gold reserve ratio there is one country that really stands out. Between December 192611 and December 1932 the French gold reserve ratio increased by enough to reduce the entire world price level by 17.3 percent! If the gold reserve ratio is a useful policy indicator, then we ought to be able to see links between changes in that ratio and policy actions by major central banks.


The data in Table 2b.1 support studies by Johnson and Eichengreen that showed the deflationary impact of French policy.12 Eichengreen (1986) cites France’s Monetary Law, which prohibited purchases of foreign exchange, as an important constraint on the Bank of France. This law mandated 100 percent gold backing for any increase in the currency stock. Press reports noted that almost all of the increased circulation was occurring in the larger denomination notes, and attributed this increase to widespread currency hoarding by French peasants.13


The French gold reserve ratio increased at a fairly steady rate, at least until uncertainty surrounding the devaluation of the British pound in September 1931 led France to sharply accelerate the rate at which it substituted foreign exchange reserves with gold. Thus, while French policy may have contributed to the worldwide deflation that occurred between 1926 and 1932, it doesn’t tell us anything about why the U.S. price level was stable in the late 1920s and then suddenly plummeted after October 1929.


Because Friedman and Schwartz focused on the U.S. monetary aggregates, they had difficulty identifying any significant policy shift in the fall of 1929. They argued that U.S. monetary policy became highly contractionary after the first banking panic began in late 1930. If the gold market approach is to provide an explanation for the onset of the Depression in late 1929, and by implication, the stock market crash, it must identify a monetary shock in late 1929. Figure 2.1 shows the relationship between the twelve-month change in the (inverted) gold reserve ratio and U.S. industrial production. In Chapter 13, there is a similar graph (Figure 13.4) showing a close correlation between the gold ratio and the U.S. wholesale price index. The higher gold reserve ratio meant a tighter monetary policy and this tended to depress AD in all gold standard countries. This reduced both prices and output in the United States during late 1929 and 1930.


The spike in the gold ratio in the last two months of 1930 represents a decline in the ratio of gold to currency after the onset of the first U.S. banking crisis in November 1930. The Fed partially (but not completely) accommodated the currency hoarding by increasing the monetary base and reducing the gold reserve ratio.


[image: images]


Figure 2.1. Industrial Production and 12-Month Change in C/G Ratio


Although French policy was undoubtedly important throughout the late 1920s and early 1930s, if one looks at shorter time periods, then shifts in U.S. and British policies take on greater significance.14 Table 2b.1 shows that between December 1926 and June 1928 expansionary monetary policy in the United States helped offset the contractionary effects of French policy. Note that the terms “expansionary” and “contractionary” refer to the gold reserve ratio, not the money supply, which is endogenous under an international gold standard. The U.S. currency stock actually declined slightly over this period. The expansionary monetary policy reflected the (activist) views of New York Fed Governor Benjamin Strong, who was supporting his friend Montegu Norman at the Bank of England. The pound was greatly overvalued in the late 1920s because Britain had returned to gold at the prewar parity, despite a much higher price level. In contrast, France had sharply depreciated its currency during the mid-1920s.15 Strong’s decision to adopt an expansionary policy during 1927 allowed Britain to attract gold without being forced to adopt highly deflationary policies.


Governor Strong’s policy was criticized at the time for being highly inflationary. This characterization may seem puzzling given that the U.S. currency stock and price level actually declined during this period. Yet, the decrease in the gold reserve ratio confirms the expansionary nature of the policy. By mid-1928, the United States had exported almost $500 million in gold and there was a growing perception of excessive speculation in the stock market. At this time, the Fed switched to a contractionary policy aimed at restraining Wall Street’s “irrational exuberance.”


This shift in U.S. policy was partially offset by a move toward a more expansionary policy in England. After the death of Governor Strong in 1928, the Bank of England was the only major central bank that saw the need for international cooperation to maintain price stability. However, England’s resources were severely limited. Between July 1928 and October 1929, its monetary gold stock fell by nearly a fourth. By the summer of 1929, Britain’s gold stock had fallen below the £150 million level recommended in the Cunliffe Committee report, and thus, on September 26, 1929, the Bank of England was forced to raise its discount rate. By late October, the pound had risen to the gold import point and Britain’s gold reserve ratio began to increase rapidly.


In retrospect, the period from October 1929 to October 1930 was decisive. U.S. monetary policy became even more restrictive than during the previous sixteen months. During 1930 Fed officials continued to emphasize the need to liquidate the excessive debts accumulated during the previous boom. Proposals that monetary policy be eased were rejected on the grounds that such a policy would simply repeat the mistakes that resulted in the crash.16 At the same time, France continued to increase the gold backing of its currency. The simultaneous adoption of tight money policies in the United States, France, and Britain made worldwide deflation almost inevitable. The world gold reserve ratio, which had increased at an annual rate of 2.53 percent from December 1926 to October 1929, soared by 9.62 percent over the next twelve months. Despite a slight acceleration in the growth rate of the monetary gold stock, the price level fell almost as sharply.


The sudden upward surge in the world gold reserve ratio after October 1929 refutes the Keynesian view that monetary policy is unable to explain the first year of the Depression. Even previous researchers who focused on the contractionary role of the gold standard, such as Temin and Eichengreen, were not able to find the sort of dramatic shift in world monetary policy that could have plausibly caused both stocks and output to fall sharply in the fall of 1929. The next step is to see what specific policy actions might have contributed to the increase in central bank gold reserve ratios, and how markets reacted to those policy shifts. As we do so, we need to continually think about investor perceptions of monetary policy from a “what did they know, and when did they know it” perspective.


Monetary Policy and Stock Prices during 1928–1929


The post-October 1929 rise in the world gold reserve ratio provides an explanation for the onset of the Depression that is broadly consistent with the gold market approach to aggregate demand. This increase seems to have begun after the stock market crash of October 1929, however, which was well after the cyclical peak in output was reached in August 1929. How then could it have triggered the Depression? To answer this question we first need to take a closer look at the events leading up to the 1929 crash.


After the Fed switched to a tight money policy in mid-1928 the gold outflow from the United States reversed and the gold reserve ratio began to increase. In the absence of offsetting actions elsewhere, this increase was sizable enough to push the world toward deflation. Was this policy reversal then a root cause of the subsequent depression, or were the financial markets correct in essentially shrugging off the Fed’s tightening? One place to begin is with the stock market reaction to Fed policy announcements during the late 1920s. Under the leadership of Governor Strong the Fed had focused on macroeconomic stabilization. Strong was skeptical of the view that the Fed could restrain stock market speculation without hurting the overall economy:


Must we accept parenthood for every economic development in the country? That is a hard thing for us to do. We would have a large family of children. Every time one of them misbehaved, we might have to spank them all. (Ahamed, 2009, p. 277)


But when Strong’s health declined in 1928, the Fed did begin trying to restrain the stock market boom.


On June 4, 1928, the New York Times (p. 4) reported “Credit Curb Hinted by Reserve Board.” The market actually rose slightly on June 5, but then, over the following week, the Dow plunged 7 percent. Policy news ought to be incorporated into securities prices almost immediately, and thus, it is unclear whether the Fed’s announcement had any impact on the markets. The June 13 New York Times attributed the previous week’s stock plunge to “disappointment … at the turn of politics in Kansas City, with the evident elimination of President Coolidge and the substitution of Hoover as a candidate” and also to “determination of the Federal Reserve … to liquidate broker’s loans.” This was the first of several stock market crashes that the press would at least partially attribute to Herbert Hoover.17


On July 10 the Fed raised the discount rate by one-half percent, and the next day the Dow fell 3.0 percent. But once again, it is not clear that we can attribute the decline to tight money. The July 12 New York Times (p. 1) indicated that the market actually opened “rather firm” and that the price break didn’t occur until late in the session. This is not to deny that the Fed’s tightening might have had some impact on securities prices—one can find many instances of rumors about tight money coinciding with sharp stock price declines during late 1928 and early 1929. But these declines were merely brief interludes in a powerful bull market, with the Dow nearly doubling between June 1928 and September 1929. There is no evidence that investors thought that the Fed tightening in mid-1928 was likely to trigger a major depression. To understand why both the stock market and the economy performed so well during 1928–1929 we need to examine the pivotal role played by the Bank of England during this period.


The June 2, 1928, New York Times predicted “another large movement of gold from here to London” as Strong’s easy money policy allowed Britain to rebuild its monetary gold stock (p. 21). Only a few days later, however, that perception began to change rapidly as interest rates rose in the United States on rumors of Fed tightening. By June 8 the New York Times was suggesting (p.32) that high money rates in New York might lead to a reversal in gold flows back toward the United States. Britain would go on to lose 22.8 percent of its gold reserve during the period from June 1928 to October 1929. This is the price the Bank of England paid for delaying the onset of the Great Depression by one year with a highly expansionary monetary policy.


The famous bull market of 1928–1929 was punctuated by a series of sharp price breaks followed by rapid recoveries. For instance, between December 5 and December 8, 1928, the Dow plunged 11.5 percent over worries about a discount rate increase. Then, between February 5 and February 8, stocks plunged another 6.4 percent, and a February 8 New York Times headline reported “RESERVE BOARD WARNING SENDS STOCKS TUMBLING; LONDON RAISES BANK RATE.” The article attributed the market decline to both a Fed warning that “drastic action might be taken unless the funds going into speculative channels were curtailed” and “the advance of the discount rate of the Bank of England from 4½ per cent to 5½ per cent.” The next day the New York Times (p. 24) suggested (wrongly) that, “the prospect of further gold shipments from London to New York has definitely been disposed of by the advance of the discount rate of the Bank of England.” The “correction” seemed to have ended on February 11, when the Dow rose by nearly 3 percent. On the following day a front-page New York Times story attributed the rally to the fact that the Fed had failed to raise rates as had been anticipated. But, just a few days later, the market again fell sharply on renewed warnings of monetary tightening by the Fed.


In some respects, the world monetary situation in the late 1920s was similar to that of the late 1990s. There was great optimism about the prospects for the U.S. economy. Unfortunately, the sort of monetary policy that allowed for strong, noninflationary growth in the United States tended to exert deflationary pressure on many weaker nations whose currencies were tied to the dollar.18 By March 1929 pundits were complaining that the Fed’s antispeculation policy was hurting the European economies, particularly Britain. There was even concern that the Fed’s policy might eventually force Britain off the gold standard.19 Stocks again broke sharply during late March on “fear of a drastic advance in the rediscount rates by the Federal Reserve.”20 As with the previous setbacks, stocks resumed their upward march once it became apparent that the Fed’s threats were not slowing the economy. The final two weeks of May saw the last mini-crash, once again attributed primarily to fear of a discount rate increase.21


During the summer of 1929, concern over the monetary situation eased as the peak in the seasonal demand for credit passed and the Fed failed to boost the discount rate. The New York Times even predicted (wrongly) that increased gold flows to the United States would eventually force the Fed to expand credit.22 On August 9, the summer bull market in stocks was temporarily derailed by the Fed’s decision (the previous evening) to boost its discount rate from 5 percent to 6 percent, as the Dow fell 4.0 percent in a slump the New York Times called the “Most Severe Since 1911.” And this time stocks plunged right from the opening bell.


In retrospect, the Fed’s decision to raise rates may have been a mistake. Only a few days earlier the New York Times had reported that the Bank of England had seen its gold holdings fall £8,000,000 below the minimum level recommended by the Cunliffe Committee.23 They speculated that the Bank of England might be forced to raise its discount rate, an action that was seen as likely to depress the British economy and disturb financial markets throughout the world. Ironically, the day before the Fed’s discount rate increase had sent U.S. stock prices tumbling, Wall Street had rallied on the reassuring news that the Bank of England had refrained from an increase in its discount rate.24


Despite what we now know about its ultimate effects, it is hard to be too critical of the Fed’s action, given that the markets seem to have made the same miscalculation. After dropping to 337.99 on August 9, the Dow soared to its prewar peak of 381.17 on September 3. The sharp price break on August 9 suggests that Wall Street was concerned about the discount rate increase, but the subsequent rally also suggests that it wasn’t seen as likely to trigger a severe slump. U.S./British policy coordination had been effective during the 1920s, and this may have lulled investors into believing that central bankers would again be able to cooperate enough to handle the monetary difficulties that might lie ahead.


Although the cyclical peak in output occurred in August 1929, it probably makes more sense to view October 1929 as the actual beginning of the Great Depression. Industrial production did decline slightly in August and September 1929, but this sort of modest drop in monthly output was not unusual; similar declines had occurred during May, June, and September 1925, a year when no recession occurred. The New York Times weekly business index suggests that output only began falling rapidly during the final week of October. And it wasn’t until November and December that we observe sharp declines in the monthly industrial production index. In addition, the fact that stock prices rose rapidly during the late summer of 1929 suggests that it is very unlikely that investors anticipated even a mild recession until at least late September.25 Almost all of the stock market crash occurred between late September and early November 1929. It is during this period that the market would have gradually become aware of any adverse shocks that might have triggered the Depression.


In retrospect, the September 26 decision by the Bank of England to boost its bank rate from 5.5 percent to 6.5 percent appears to have been the decisive step that led to a reversal in Britain’s gold outflow and thus helped trigger the dramatic increase in the world gold reserve ratio. But the market response to this action was not quite what one might have expected. To see why, we need to first consider exactly what type of information is conveyed by a change in central bank lending rates.


Although all indicators of monetary policy, including the money supply, exchange rates, and even the world gold reserve ratio, are susceptible to the identification problem, nominal interest rates are especially problematic. While an unanticipated increase in the central bank’s target interest rate can be viewed as being contractionary on the day it is announced, over longer periods of time the nominal interest rate is an especially unreliable indicator of the stance of monetary policy. Whether a given discount rate will have an expansionary or contractionary impact depends on a complex set of economic factors, including expectations of inflation and real economic growth.26


Recent monetary theory27 has revived the Wicksellian notion that monetary authorities implement policy by moving their target rate above or below the “natural rate of interest.” Because investors do not directly observe the natural rate, they have difficulty judging the current stance of monetary policy. Often, it is only in retrospect (after discount rates changes have impacted other variables such as the gold reserve ratio), that investors are able to see whether a particular policy action has altered a country’s monetary policy. In addition, markets often seem undisturbed by discount rate increases that are consistent with a given central bank’s underlying operating procedures, but react very adversely to gold flows and/or other economic shocks that are expected to lead to undesirable changes in monetary policy. We will see this dynamic at work in the British policy changes of September 1929, and again in the Fed policy actions of October 1931.


As late as September 19, 1929, the Dow had declined only slightly from its previous peak. A 2.1 percent stock price break on September 20 was attributed to fears of an imminent decision by the Bank of England to raise its discount rate.28 Just four days later an “unprecedented withdrawal of gold from the Bank of England” had been reported and another 1.8 percent decline in the market was linked to expectations that the Bank would raise the discount rate on September 26 as a way of averting a financial crisis.29 The actual increase was somewhat anticlimactic, and there was no adverse impact on U.S. stock prices. But the next day stocks fell by another 3.1 percent, a decline attributed to concerns that the discount rate increase would fail to provide the needed boost to sterling.


Unfortunately, there is no smoking gun linking monetary policy to the October stock market crash. One possibility is that during the month of October, the market gradually became aware of the fact that discount rates in the United States and Britain were set at levels that would soon lead to a large increase in the world gold reserve ratio. For instance, as late as October 19 the New York Times (p. 26) was continuing to report that “experts” doubted that gold flows from the United States to Britain were likely to resume before year end and that the Bank of England would be forced to take further steps to attract gold. In fact, although Britain’s contractionary monetary policy appeared to lack credibility, the bank rate increase to 6.5 percent would prove to be so effective that a reduction in the bank rate occurred a mere twelve days after the New York Times prediction. What changed, of course, was the economic environment. The U.S. stock market crash so reduced the demand for credit that existing discount rates throughout the world, and even somewhat lower rates, now represented highly contractionary policies capable of dramatically increasing the world gold reserve ratio. As output began to fall sharply in late 1929 and into 1930, the natural rate of interest fell even further, and discount rate reductions in the United States and elsewhere were not large enough to prevent a sharp rise in the world gold reserve ratio.30


By October 28, 1929, the New York Times (p. 34) was reporting that London expected to receive gold imports from the United States and South America, and on November 1 the New York Times (p. 24) predicted that, “we have already seen the end of the crumbling-away of the Bank of England’s gold reserve.” This shift in British policy need not have had a major impact if other countries had simultaneously shifted to a more expansionary policy. In practice, “other countries” meant primarily the United States and France, which between them held over one-half of the world’s monetary gold stock. However, because of the French Monetary Law, investors had little reason to believe that France would reduce its demand for gold. Prior to October 1929, France had been receiving much of its gold from England. After England tightened its monetary policy the French had to go elsewhere for gold. On October 29, the New York Times (p. 52) reported that France had just received its first shipment of gold from the United States since the Armistice.


At the time of the crash, the U.S. monetary gold stock was well in excess of legal requirements and thus the Fed could have easily accommodated the Bank of England, as it had during 1927. Had it done so, the world gold reserve ratio would have only increased by 3 or 4 percent, and the economy would have held up much better during 1930. On October 31, the Federal Reserve Bank of New York, in coordination with the Bank of England, did cut its discount rate to reassure the markets. The same day the Dow rose by 5.8 percent. Statements by Fed officials, however, gave the market little reason to believe that any significant accommodation was forthcoming. The Fed was particularly anxious to avoid a repeat of its expansionary policy during 1927, which was perceived as causing a large gold outflow and excessive stock market speculation.


Other Factors Contributing to the 1929 Crash


In addition to the highly uncertain monetary situation, several political developments may have played a supporting role in the stock market crash. On the evening of October 25, 1929, Attorney General William Mitchell gave a speech advocating much more aggressive enforcement of antitrust laws. Bittlingmayer (1996) showed that throughout the early 1900s, both the stock market and the overall economy reacted adversely to aggressive enforcement of antitrust laws and tended to do well when enforcement was lax (as under President Coolidge). Although stocks did not fall on October 26, Bittlingmayer (p. 399) suggested that the speech’s “contents or fundamental message could have reached Wall Street a day or two earlier, in the middle of the week-long October 1929 stock market decline that started on October 23.”
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