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Administrivia
1. Cross-checking the iClicker list—will email people who still aren’t
in the system and having you come by Tuesday before class to
register…
2. The Great Depression looks different now—hence we are going to
camp out here for a while…
3. Means I will not get through the New Deal today—or maybe even
Tuesday…
4. Pushing off problem set 2 to October 16 as its due date…

The Butterfly-Wing Flap of Doom
The invasion of Belgium by Imperial Germany on August 4, 1914 is the
butterfly-wing moment of the politico-military history of the twentieth
century world: an event whose consequences are so consequential and farreaching that it is impossible to forecast how things would have been
different otherwise. The Wall Street stock market crash of October 24,
1929—Black Thursday—is the corresponding poitico-economic butterflywing moment. Without Black Thursday, no Great Depression. Without a
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Great Depression the past century’s economic, and political, and social,
and cultural history would have been incalculably different.

The Great Depression in Outline
The 1920s saw a stock market boom in the U.S. as the result of general
optimism: businessmen and economists believed that the newly-born
Federal Reserve would stabilize the economy, and that the pace of
technological progress guaranteed rapidly rising living standards and
expanding markets. The U.S. Federal Reserve's attempts in 1928 and 1929
to raise interest rates to discourage stock speculation brought on an initial
recession. Caught by surprise, firms cut back their own plans for further
purchase of producer durable goods; firms making producer durables cut
back production; out-of-work consumers and those who feared they might
soon be out of work cut back purchases of consumer durables, and firms
making consumer durables faced falling demand as well.
Falls in prices—deflation—during the Depression set in motion
contractions in production which triggered additional falls in prices. With
prices falling at ten percent per year, investors could calculate that they
would earn less profit investing now than delaying investment until next
year when their dollars would stretch ten percent further. Banking panics
and the collapse of the world monetary system cast doubt on everyone's
credit, and reinforced the belief that now was a time to watch and wait.
The slide into the Depression, with increasing unemployment, falling
production, and falling prices, continued throughout Herbert Hoover's
Presidential term. By the start of 1933 and the end of Herbert Hoover’s
presidential term one in four American workers was jobless. In Germany
the jobless rate was one in three. Two and a half years later in 1935
industrial production in Germany was still only back to its 1929 level. And
in 1935 the Great Depression was still deepening in the gold-bloc
countries of France and Belgium: industrial production was down more
than 25% from its 1929 level.
At its nadir, the Depression was collective insanity. Workers were idle
because firms would not hire them to work their machines; firms would
not hire workers to work machines because they saw no market for goods;
and there was no market for goods because workers had no incomes to
spend. Orwell's account of the Depression in Britain, The Road to Wigan
Pier, speaks of:
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...several hundred men risk[ing] their lives and several hundred women
scrabbl[ing] in the mud for hours... searching eagerly for tiny chips of
coal

in slagheaps so they could heat their homes. For them, this arduouslygained "free" coal was "more important almost than food." All around
them the machinery they had previously used to mine in five minutes more
than they could gather in a day stood idle.

The American Business Cycle

The Great Depression has central place in twentieth century economic
history. In its shadow, all other depressions are insignificant. Whether
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assessed by the relative shortfall of production from trend, by the duration
of slack production, or by the product-depth times duration-of these two
measures, the Great Depression is an order of magnitude larger than other
depressions: it is off the scale. All other depressions and recessions are
from an aggregate perspective (although not from the perspective of those
left unemployed or bankrupt) little more than ripples on the tide of
ongoing economic growth. The Great Depression cast the survival of the
capitalist-market economic system and the democratic-representative
political order into serious doubt. Could a system that could generate such
mass poverty out of its own internal workings survive? Should a system
that could generate such mass poverty out of its own internal workings
survive?
There were in fact two Great Depressions, one in the United States and
one in Europe and the rest of the world. They were both triggered by the
U.S, stock market crash: it is difficult to see either taking place without
that precipitating factor. But their causes and course were very different.
Given the shock caused by the collapse of asset prices in America, the
reduction in imports to America as it fell into its depression, and the
cutting-off of American lending to Europe at the start of the 1930s, the
unraveling of the world economy outside the United States is a relatively
straightforward consequence of narrow-minded and ideologicallyblinkered governments pursuing destructive economic policies, of the
monetary-structural weaknesses created after World War I by the
restoration of the gold standard in its bastardized gold-exchange standard
form, and of the poor state of economists’ policy knowledge at the time.
The Great Depression in the United States is a more puzzling, more
complicated, and more murky story.

The Great Depression in America
There is no fully satisfactory explanation of why the Depression happened
when it did. If such depressions were always a possibility in an
unregulated capitalist economy, why weren't there two, three, many Great
Depressions in the years before World War II? Milton Friedman and Anna
Schwartz argued that the Depression was the consequence of an incredible
sequence of blunders in monetary policy. But those controlling policy
during the early 1930s thought they were following the same goldstandard rules of conduct as their predecessors. Were they wrong? If they
were wrong, why did they think they were following in the footsteps of
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their predecessors? If they were not wrong, why was the Great Depression
the only Great Depression?
Let me give you my view…

The Great Crash
The U.S. stock market boomed in the 1920s. Prices reached levels,
measured as a multiple of corporate dividends or corporate earnings, that
made no sense in terms of traditional patterns and rules of thumb for
valuation. A range of evidence suggests that at the market peak in
September 1929 something like forty percent of stock market values were
pure air: prices above fundamental values for no reason other than that a
wide cross-section of investors thought that the stock market would go up
because it had gone up.
By 1928 and 1929 the Federal Reserve was worried about the high level of
the stock market. It feared that the "bubble" component of stock prices
might burst suddenly. When it did burst, pieces of the financial system
might be suddenly revealed to be insolvent, the network of financial
intermediation might well be damaged, investment might fall, and
recession might result. It seemed better to the Federal Reserve in 1928 and
1929 to try to "cool off" the market by making borrowing money for stock
speculation difficult and costly by raising interest rates. They accepted the
risk that the increase in interest rates might bring on the recession that they
hoped could be avoided if the market could be "cooled off": all policy
options seemed to have possible unfavorable consequences.
In later years some, Friedrich Hayek for one, were to claim that the
Federal Reserve had created the stock market boom, the subsequent crash,
and the Great Depression through "easy money"policies:
pp. 161-2: [U]p to 1927 I should have expected that the subsequent
depression would be very mild. But in that year an entirely
unprecedented action was taken by the American monetary authorities
[who] succeeded, by means of an easy-money policy, inaugurated as
soon as the symptoms of an impending reaction were noticed, in
prolonging the boom for two years beyond what would otherwise have
been its natural end. And when the crisis finally occurred, deliberate
attempts were made to prevent, by all conceivable means, the normal
process of liquidation."
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Those making such claims for over-easy policy appear to have spent no
time looking at the evidence. Weight of opinion and evidence on the other
side: the Federal Reserve's fear of excessive speculation led it into a far
too deflationary policy in the late 1920s: "destroying the village in order to
save it."
The U.S. economy was already past the peak of the business cycle when
the stock market crashed in October of 1929. So it looks as though the
Federal Reserve did "overdo it"—did raise interest rates too much, and
bring on the recession that they had hoped to avoid.
The stock market did crash in October of 1929; "Black Tuesday", October
29, 1929, saw American common stocks lose something like a tenth of
their value. That it was ripe for a bursting of the bubble is well known; the
exact reasons why the bubble burst then are unknowable; more important
are the consequences of the bursting of the bubble.
The stock market crash of 1929 greatly added to economic uncertainty: no
one at the time knew what its consequences were going to be. The natural
thing to do when something that you do not understand has happened is to
pause and wait until the situation becomes clearer. Thus firms cut back
their own plans for further purchase of producer durable goods.
Consumers cut back purchases of consumer durables. The increase in
uncertainty caused by the stock market crash amplified the magnitude of
the initial recession.

Even a Panic Is Not Altogether a Bad Thing
The first instinct of governments and central banks faced with this
gathering Depression began was to do nothing. Businessmen, economists,
and politicians (memorably Secretary of the Treasury Mellon) expected
the recession of 1929-1930 to be self-limiting. Earlier recessions had come
to an end when the gap between actual and trend production was as large
as in 1930. They expected workers with idle hands and capitalists with
idle machines to try to undersell their still at-work peers. Prices would fall.
When prices fell enough, entrepreneurs would gamble that even with slack
demand production would be profitable at the new, lower wages.
Production would then resume.
Throughout the decline—which carried production per worker down to a
level 40 percent below that which it had attained in 1929, and which saw
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the unemployment rise to take in more than a quarter of the labor
force—the government did not try to prop up aggregate demand. The
Federal Reserve did not use open market operations to keep the money
supply from falling. Instead the only significant systematic use of open
market operations was in the other direction: to raise interest rates and
discourage gold outflows after the United Kingdom abandoned the gold
standard in the fall of 1931. The Federal Reserve thought it knew what it
was doing: it was letting the private sector handle the Depression in its
own fashion. It saw the private sector's task as the "liquidation" of the
American economy. And it feared that expansionary monetary policy
would impede the necessary private-sector process of readjustment.
Contemplating the wreck of his country's economy and his own political
career, Herbert Hoover wrote bitterly in retrospect about those in his
administration who had advised inaction during the downslide:
The 'leave-it-alone liquidationists' headed by Secretary of the Treasury
Mellonfelt that government must keep its hands off and let the slump
liquidate itself. Mr. Mellon had only one formula: 'Liquidate labor,
liquidate stocks, liquidate the farmers, liquidate real estate'.He held that
even panic was not altogether a bad thing. He said: 'It will purge the
rottenness out of the system. High costs of living and high living will
come down. People will work harder, live a more moral life. Values
will be adjusted, and enterprising people will pick up the wrecks from
less competent people'

But Hoover had been one of the most enthusiastic proponents of
"liquidationism" during the Great Depression. And the unwillingness to
use policy to prop up the economy during the slide into the Depression
was backed by a large chorus, and approved by the most eminent
economists.
For example, from Harvard Joseph Schumpeter argued that there was a
"presumption against remedial measures which work through money and
credit. Policies of this class are particularly apt to produce additional
trouble for the future." From Schumpeter's perspective, "depressions are
not simply evils, which we might attempt to suppress, but forms of
something which has to be done, namely, adjustment to change." This
socially productive function of depressions creates "the chief difficulty"
faced by economic policy makers. For "most of what would be effective in
remedying a depression would be equally effective in preventing this
adjustment."
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From London, Friedrich Hayek found it:
...still more difficult to see what lasting good effects can come from
credit expansion. The thing which is most needed to secure healthy
conditions is the most speedy and complete adaptation possible of the
structure of production.If the proportion as determined by the voluntary
decisions of individuals is distorted by the creation of artificial demand
resources [are] again led into a wrong direction and a definite and
lasting adjustment is again postponed.The only way permanently to
'mobilise' all available resources is, thereforeto leave it to time to effect
a permanent cure by the slow process of adapting the structure of
production...

Hayek and company believed that enterprises are gambles which
sometimes fail: a future comes to pass in which certain investments should
not have been made. The best that can be done in such circumstances is to
shut down those production processes that turned out to have been based
on assumptions about future demands that did not come to pass. The
liquidation of such investments and businesses releases factors of
production from unprofitable uses; they can then be redeployed in other
sectors of the technologically dynamic economy. Without the initial
liquidation the redeployment cannot take place. And, said Hayek,
depressions are this process of liquidation and preparation for the
redeployment of resources.
As Schumpeter put it, policy does not allow a choice between depression
and no depression, but between depression now and a worse depression
later:
inflation pushed far enough [would] undoubtedly turn depression into
the sham prosperity so familiar from European postwar experience,
[and]... would, in the end, lead to a collapse worse than the one it was
called in to remedy.

For "recovery is sound only if it does come of itself. For any revival which
is merely due to artificial stimulus leaves part of the work of depressions
undone and adds, to an undigested remnant of maladjustment, new
maladjustment of its own which has to be liquidated in turn, thus
threatening business with another [worse] crisis ahead"
This doctrine—that in the long run the Great Depression would turn out to
have been "good medicine" for the economy, and that proponents of
stimulative policies were shortsighted enemies of the public
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welfare—drew anguished cries of dissent from those less hindered by their
theoretical blinders. British economist Ralph Hawtrey scorned those who,
like Robbins and Hayek, wrote at the nadir of the Great Depression that
the greatest danger the economy faced was inflation. It was, Hawtrey said,
the equivalent of "Crying, 'Fire! Fire!' in Noah's flood."
John Maynard Keynes also tried to bury the liquidationists in ridicule.
Later on Milton Friedman would recall that at the Chicago where he went
to graduate school such dangerous nonsense was not taught—but that he
understood why at Harvard-where such nonsense was taught-bright young
economists might rebel, reject their teachers' macroeconomics, and
become followers of Keynes. Friedman thought that Keynesianism was
wrong—but not crazy.
However, the "liquidationist" view carried the day. Even governments that
had unrestricted international freedom of action—like France and the
United States with their massive gold reserves—tended not to pursue
expansionary monetary and fiscal policies on the grounds that such would
reduce investor "confidence" and hinder the process of liquidation,
reallocation, and the resumption of private investment.
Curiously enough, the Great Depression was pretty much the only time
that the “liquidiationist” view carried the day.
So now I need to back up—to 1825 or so

The History of Financial Crisis Policy
Back before 1825 or so there was no such thing as the industrial business
cycle.
You had urban workers idle because of wars or embargoes. You had
harvest failures. You had mass poverty because of government policy—in
Britain, the post-Napoleonic Corn Laws greatly restricted the importation
of food and boosted bread prices, setting off large-scale demonstrations
followed by repression: the “Peterloo” massacre in Manchester on August
16, 1819 in which fifteen people were killed You had structural shifts that
induced technological employment, followed by machine breaking and
anonymous threats—General Ned Ludd and Captain Swing. You had
inflation and deflation and enthusiasm and joblessness driven by pricelevel changes. You had government bankruptcies.
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You had financial panics that bankrupted the rich and the speculative: the
original Tulip Mania, the Mississippi Bubble, the South Sea Bubble.
But back before 1825 you did not have large-scale unemployment
produced as a consequence of significant financial distress that did not
have its origin in a clear mistake of public finance—a deflation or a
bankruptcy. For that we had to wait until 1825.
The figure shows the year-over-year change in the consumption of raw
cotton by the factories of newly-industrializing Britain from 1810 too
1875. The first big downward spike is the U.S.-Britain War of 1812, and
the big off-the-scale downward spike is the U.S. Civil War: it is hard to
spin raw cotton into thread if American warships are prowling the Atlantic
looking to intercept ships carrying cotton from Charleston or New Orleans
to Liverpool.

But there are also 1825, and 1839, and 1842-43, and 1848, and 1850, and
1857, and 1869, and 1872, and 1875. This is an industry that is growing at
an average real rate of 8% per year over this period. Yet there are nine
years in which production falls and not because cotton has become more
expensive or because the rate of technological progress in machine-
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spinning or -weaving has struck a speedbump or because consumers have
decided that they don’t want to wear clothes thank you very much or
because the workers have been pulled away to other more attractive
occupations—the workers are still there, clogging the streets and begging
for spare change.
Later on, after the rest of the world switches from bimetallic or silver
currencies to the gold standard, it will become conventional wisdom to
blame these episodes of high unemployment induced by financial distress
on movements in the stock of money, most of them driven in turn by a
drain of gold out of Britain to foreign uses. But this period is before the
gold standard gets up and running as an international system.

The Panic of 1825
In order to understand why the volume of cotton textile production in
Britain falls over 1825-1826 you have to, I think, look at an outbreak of
fear in financial markets in 1825: a sudden wish by a critical mass of
investors to have their money committed to shorter-duration and lowerrisk vehicles. That there is herding in the portfolio strategies of investors
would not come as a surprise to any psychologist or student of evolution.
Investors are, at the bottom, like all the rest of us, monkeys: East African
Plains Apes. And East African Plains Apes are herd animals that have an
innate psychological propensity to move about the veldt in herds: “let’s go
to the waterhole!” “let’s go to the trees!” “let’s go to the flint quarry and
make some more hand-axes!” There is, on the veldt, considerable safety in
numbers and considerable unsafety in heading off by yourself in a
direction that the others in your group are not going.
Back before 1825 or so, I believe, the fact that investors are herd animals
and shift their portfolio strategies more-or-less in unison does not cause
big problems—or does not cause big problems for anyone except
themselves as they all try to buy at once and hence buy high or as they all
try to sell at once and hence sell low. Cast yourself another 250 years back
1575 to the docks of Venice.
Antonio, the Merchant of Venice, is loading the goods for a venture onto
one of his ships: the spices of Indonesia, the silks and porcelains of China,
the furs of Canada, the sugar and tobacco and chocolate of Hispaniola, and
the intoxicants of Arabia. But in order to carry out his venture he needs an
investor: Bassanio. Suppose that the morning comes to set sail and
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Bassanio balks and says he wants a lower-duration lower-risk portfolio
than a voyage to India. In fact, Bassanio demands money in cash
immediately: he wants to go to equip himself to go to Belmont and woo
fair Portia (who is, I think, the only even half-intelligent person in the
play). So Antonio looks for a substitute investor—but Shylock’s risk
tolerance is low and Shylock demands an incentive-compatible contract:
that should Antonio miss a dividend payment Shylock will have the right
to take the pound of Antonio’s flesh closest to his heart.

Supply of and Demand for Risky Assets: Pre-Industrial

At this point Antonio should have said: “No way!” And we would not
have had a play.
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Antonio should have, with a sigh, unloaded his trade goods from his ships
and sold them in the local Venetian market. He should then have returned
their money to his investors—Bassanio and Shylock. No big problem. A
sudden fall in the willingness of investors to hold assets that are (a) of long
duration, or (b) subject to default, or (c) risky, or (d) of uncertain value
because they do not know exactly what they are is met by a transformation
of a chunk of the mercantile and commercial capital stock of the economy
back into consumption goods immediately exchangeable for ready money.
The economy as a whole deleverages—but asset prices and interest rates
are not much affected. And so there is no reason for economy-wide or
even sector-wide unemployment to rise and production to fall.
Now flash-forward to 1825—or to today. The capital stock of the
economy no longer consists of valued consumption goods—spices, silks,
intoxicants, et cetera—for which there is a ready consumer market for they
are directly useful. The capital stock of the economy consists of textile
mills and pottery works, of the semiconductor fabs of Intel, the patents of
Merck, the roadbed of CSX, and a host of other things that are very
valuable in their context as part of the social division of labor, but that are
not at all the kind of things that can be liquidated and command ready
money at short notice in the consumer market.
What happens in 1825 when everybody—or a small but coordinated
subset of everybodies—decides that they want liquidity (their money now
rather than in the five to ten years it will take enterprises to pay dividends)
or safety (the world is risky enough, thank you, and they don’t care about
the upside as long as they are protected on the downside)? In normal times
when one investor wants more liquidity or safety another will be willing to
take on duration and risk, and they will simply swap portfolios at current
market prices: Bassanio bows out and Shylock who is willing to take a
share of Antonio’s enterprise on reasonable terms comes in. But in
abnormal times they cannot: the semiconductor equipment production
lines of Applied Materials are long-run, durable, risky assets that cannot
be liquidated at any fraction of their value as part of a going concern. And
so when the everybodies all decide that they want liquidity and
safety—well, the private economic system cannot magically liquidate the
fixed capital stock of the economy at a reasonable price. Finance wants to
deleverage. But the real capital stock that backs financial assets cannot do
so. And so the prices of risky and long-duration financial assets fall.
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Supply of and Demand for Risky Assets: Industrial

But Why Should Financial Panics Matter?
But why should this matter? Financial asset prices fall—which means that
the economy values wealth in the future and wealth that is risky less and
wealth in the present and wealth that is safe more—and so the market tells
us to shift economic production away from producing risky capital goods
toward producing immediate consumption goods. Why unemployment?
And here we need to link back to the quantity theory tradition of Irving
Fisher the development of which I traced in the previous two lectures. We
had our figure for velocity and the interest rate.
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And we have our rule of thumb that a collapse in velocity or in the
nominal money stock will carry prices, output, and employment down
with them. As Robert Lucas said in a lunchtime talk a week and a half
ago:1
It is not possible to pull a modern economy through a
neutral or painless [nominal] deflation. Economic theory
doesn't really tell us why -- what's hard about it. But, the
evidence, I mean, it just doesn't work…
And 1825 is the first time that a shock to expectations, to fear, to herd
mentality, to risk tolerance in financial markets puts the real economy
through the wringer of a nominal deflation.

A Little Macroeconomic Theory
To pick up our quantity theory story, the quantity theory of money and
money demand give us this relationship between short-term safe nominal
interest rates and velocity, but do not give us enough information to pin
down where on this graph the economy is at any moment, We need more
equations in addition to:
(1)

M 
Y =  V
P

The natural place to get another equation to pin down where we are on the
quantity theory line is from the flow-of-funds through financial markets:
€ the requirement that the nominal interest rate i be such as to
through
balance the fund supply of savers looking for a place to commit their
wealth with the demands of businesses looking to finance investment and
expansion (and the government looking to finance its deficit).
(3)

S = (G − T ) + I

The demand from businesses for funds to finance investment will depend
on profits and cash flow, which we proxy by the level of output Y and by
€ of asset prices A. Let’s just say it depends on asset prices:
the level

1

Robert Lucas (2009), “Why a Second Look Matters” (March 30)
<http://tinyurl.com/dl20090409a>,
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(4)

€

I = I (A)

Monetary Velocity and the Short Safe Interest Rate

which are in turn are a function of a set of other variables X and the
interest rate i:
(5)

A = A X (i)

The supply from households of savings will depend on their income Y and
on their wealth, which is a function of the value of assets A and of othr
€
things:
(6)

S = S(Y ,A)

€
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The Level of Velocity and Short-Term Safe Interest Rates

From here we can draw another line—the line in which the flow of funds
through financial markets are in balance: the downward-sloping blue line
in the figure. And the equilibrium is where the curves cross. (Note that this
is not a supply-and-demand graph; this is an equilibrium-in-two-markets
graph.)

English Novelist E.M. Forsterʼs Great Aunt Marianne
But how is this useful in understanding what happened back in 1825—or
1932? Let’s turn the microphone over to English novelist E.M. Forster and
his great-aunt Marianne Thornton:2
The [Thornton family] Bank… had… in 1815 it had passed
out of Thornton control…. Henry [Marianne’s brother]
longed to join it… in 1825 he became an active partner... in
Pole, Thornton, and Co. It was said to be yielding £40,000
2

E. M. Forster (1956), Marianne Thornton: A Domestic Biography, 1797-1887 (New
York: Harvest), p. 109 ff.
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a year [which was as large a share of the British economy
then as $400M would be today], and was regarded as one
of the most stable and most extensive banking houses in
London…. The active partner was Peter Free.... On the
surface all was now serene. Young Henry must have
stepped aboard the family ship with confidence and pride....
[But the] letters from Marianne to Hannah More....
Battersea Rise, 7th December 1825
PRIVATE AND CONFIDENTIAL
Dearest Mrs. H.M.,
Ten years ago... Peter Free contrived by his
speculations nearly to ruin us.... Sir P. Pole,
however... came in, and since then the profits have
been immense....
There is just now a great pressure in the mercantile
world, in the consequence of the breaking of so
many of these scheming stock company bubbles,
and Free had been inexcusably imprudent in not
keeping more cash in the House but relying on that
credit in them which had never been shaken, and
which would enable them to borrow whenever they
pleased.... He was not however particularly uneasy
till last Thursday and Friday…. On Saturday
however—that dreadful Saturday I shall never
forget—the run increase to a frightful degree,
everybody came in to take out their balance, no one
brought any in; one old steady customer, who had
usually £30,000 there, drew it out without, as is
usual, giving any warning, and in order to pay it the
House was left literally empty....
Such a moment of peril completely turned Free's
head; he insisted on proclaiming themselves
bankrupts at once, and raved and self-accused
himself…. Old Scott cried like a child of five years
old, but could suggest nothing. Pole and Down were
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both out of town. Henry saw it all lay upon him....
[H]e found that during the next hour they would
have to pay thirty-three thousand [pounds], and they
should receive only twelve thousand. This was
certain destruction, and he walked out, resolved to
try one last resource….
John Smith had been... particularly kind to Henry…
told him honestly he believed that they must break,
and he could hardly expect him to lend it, but yet if
he could get them on till five, it would be an
inexpressible relief. John Smith asked if he could
give his word of honour... that the House was
solvent. Henry said he could. Well! then he said
they should have everything they could spare,
which was not quite enough tho', for they had been
hard-pressed themselves....
[N]ever, [Henry] says, shall he forget watching the
clock to see when five would strike, and end their
immediate terror.... The clock did strike... as Henry
heard the door locked, and the shutters put up, he
felt they would not open again.... John Smith
declared if Henry would make a statement of the
accounts and prove their solvency, he would apply
to the Bank of England for them. Henry had little
hope form this, for the Bank had never been known
to do such a thing in the annals of Banking.…
[T]he next morning at 8 o'clock…. [A]ll the Bank
of England directors who were in town.... John
Smith began by saying that the failure of this House
would occasion so much ruin that he should really
regard it as a national misfortune, and also that what
he had seen of the conduct of one of the partners at
a crisis... had convinced him that, could it be saved
for the moment, it might be well managed in the
future.... [H]e then turned to Henry and said, 'I think
you give your word the House is solvent?' Henry
said he could.... Henry then proceeded to tell them
he had brought the Books.... 'Well then', said the
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Governor and the Deputy Governor of the Bank,
'you shall have four hundred thousand pounds by
eight tomorrow morning, which will I think float
you'. Henry said he could scarcely believe what he
had heard....
He was off again in the dark on Monday morning to
the Bank of England, where he found the Governor
and Deputy Governor who for the sake of secrecy
had no clerks there, and they began counting out the
Bills for him. 'I hope this won't overset you my
young man', said one of them, 'to see the Governor
and Deputy Governor of the Bank [of England]
acting as your two clerks.
He went back to the banking house £400,000 richer
than he left it on Saturday. For the first hour there
was a little run, but the rumours that the Bank of
England had taken them under its wing soon spread,
and people brought back money as fast as they had
taken it out on Saturday...
What is going on here is this:
•

A recognition that there has been “irrational exuberance”: “the
breaking of so many of these scheming stock company bubbles…”

•

A corresponding sudden fall in the risk tolerance of the private
market—everybody thinks that financial assets are now very risky
things to hold, and so desired investment at existing interest rates
and output levels collapses…

•

The blue line moves down and to the left…

•

A fear that banks that are not well-capitalized like Pole, Thornton
which had “been inexcusably imprudent in not keeping more cash
in the House but relying on that credit in them which had never
been shaken, and which would enable them to borrow whenever
they pleased” will go bankrupt because of the fall in asset
prices—and incur the further losses associated with bankruptcy…
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•

And a further fall in risk tolerance—a run on the bank of Pole,
Thornton…

•

Which causes a further fall in the risk tolerance of the private
market…

•

And the blue line moves down and to the left some more…

•

And the velocity of money collapses...

Consequences of the “Flight to Quality”

Now this would be of no concern to anybody (except Pole, Thornton and
its customers) were it not for the systemic consequences of this fall in
asset prices—the fall in safe interest rates as a result of the flight to quality
produced by the sudden excess of the left hand side of (3) over the right at
the previous short-term interest rate, and the consequent collapse of
velocity.
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The Bank of England Responds
In response to this back in 1825 Cornelius Buller at the Bank of
England—for the first time ever—does two things:
•

It operates on M by expanding the money supply in the hands of
the public M: “'Well then', said the Governor and the Deputy
Governor of the Bank, 'you shall have four hundred thousand
pounds by eight tomorrow morning.’... [I]n the dark on Monday
morning [at] the Bank of England… he found the Governor and
Deputy Governor who for the sake of secrecy had no clerks
there… counting out the Bills for him. 'I hope this won't overset
you my young man', said one of them, 'to see the Governor and
Deputy Governor of the Bank [of England] acting as your two
clerks…” This would refloat the economy if velocity could be kept
from collapsing further…

•

It attempts to shift the blue flow-of-funds “IS” curve back to the
right—by reducing risk by itself guaranteeing the liabilities of
Pole, Thornton: “the rumours that the Bank of England had taken
them under its wing soon spread, and people brought back money
as fast as they had taken it out on Saturday…”

Pole, Thornton was only a small part of what the Bank of England did in
the Panic of 1825. To quote from Bank of England Director Jeremiah
Harman:3
We lent [cash] by every possible means and in modes we
had never adopted before; we took in stock on security, we
purchased Exchequer bills, we made advances on
Exchequer bills, we not only discounted outright, but we
made advances on the deposit of bills of exchange to an
immense amount, in short, by every possible means
consistent with the safety of the Bank, and we were not on
some occasions over-nice. Seeing the dreadful state in

3

Walter Bagehot (1873), Lombard Street, p. 73
<http://www.gutenberg.org/etext/4359>.
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which the public were, we rendered every assistance in our
power...
Did it work? Well, we expect an 8% per year increase in cotton
consumption in Britain in this period. We only have a 3% increase in 1825
over 1824, and we have an 11% decrease in 1826 over 1825 (followed by
a 30% increase in 1827 over 1826). Cotton consumption in 1826 was thus
some 24% below trend. But thereafter it rebounded rapidly.
Why have I spent so much time back in 1825? Because, I think, here we
see in its first appearance what we see in 1932 with one important
difference—and also in 2008.
Since 1825, the first rule in a financial crisis has been for the governent to
rescue the banking system—to try to prevent or moderate or offset the
collapse of risk tolerance.
And it was this rule that was broken in the Great Depression. And that is
why the Great Depression was so great.

Next Time
•

•
•

Why were the normal rules of financial crisis broken?
o Economic ideology
o Scale of the problem
o Gold-exchange standard
What should have been done to fight the Great Depression?
Consequences of the Great Depression
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