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Lecture 20: The Great Depression
I. The economic fall
a. The 1920s in the US (and around the world) was a time of amazing economic growth. However in 1929, that ended with the sudden drop in the stock market.

b. People panicked and started pulling their money out of banks, afraid the bank would go under before they got their money. Two-fifths of US banks collapsed—over ten thousand in all.
c. Unemployment in the 1930s averaged 18%; GDP declined by 30% between 1929 and 1933. Elsewhere in the world, economic decline was just as bad (for example in Germany it hastened the rise of Hitler).

II. Inside the Great Depression

a. There are many factors that caused and extended the Depression (such as the Smoot-Hawley Tariff, the Dustbowl, investor expectations about FDR, most New Deal policies). 

b. However we will be focusing on two interrelated causes: the gold standard and the Federal Reserve.
III. Gold standard
a. Up until the 30s, the dollar was a commodity currency and every dollar was backed by up to forty cents in gold, kept in various locales (notably Fort Knox). Indeed, most countries relied on the gold standard or another currency backed by gold.
b. There was a lot of confidence in the gold standard but it came at a price: governments had a hard time issuing new currency. 
c. When the banks collapsed, the savings they held disappeared (there was no deposit insurance). The money supply fell by one-third, making it harder to fund new investments.
IV. The Federal Reserve
a. Meanwhile, the Fed did not stop the collapses. While it did lend to banks at a lower discount rate (it fell from 6% to 2.5%) in 1929 and 1930, this trend diminished and allowed banks to fail.
b. This is the story Milton Freidman and Anna Schwartz tell in A Monetary History of the United States. “The Great Contraction” (as in a monetary contraction) put a stranglehold on investment and was the main reason for the Great Depression. 
c. Charles Kindleberger argues that because all the countries were so linked thanks to the gold standard, the problem spread to other countries. Without a “world leader” to encourage trade the countries panicked and attempted to eschew imports, worsening the Depression.
V. Lessons
a. The Great Depression illustrates the importance of investment and trade.
b. It also underlines the role of the government to prevent wide-spread collapses.
c. However, this role could arguably now be immaterial since the removal of the gold standard—the key problem was a lack of liquidity (and thus no lending for investment)—and a lack of deposit insurance (which we now have, thanks to the New Deal).
