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1.

INTRODUCTION

T h e  s t o c k  m a r k e t  c r a s h  o f  O c t o b e r  1 9 2 9  i s  s y n o n y m o u s  w i t h  t h e  G r e a t

D e p r e s s i o n  i n  t h e  m i n d s  o f  m a n y  A m e r i c a n s .  A l t h o u g h  s t o r i e s  o f

m i l l i o n a i r e s  j u m p i n g  f r o m  b u i l d i n g s  a f t e r  l o s i n g  m i l l i o n s  i n  s t o c k s

c a p t u r e s  t h e  d e s p e r a t i o n  o f  t h e  e r a ,  o n l y  t w o  p e r c e n t  o f  A m e r i c a n s

o w n e d  s t o c k .  I n  r e a l i t y ,  t h e  c r a s h  w a s  n o t  t h e  p r i m a r y  c a u s e  o f  t h e

G r e a t  D e p r e s s i o n .  I n  m a n y  w a y s  t h e  s t o c k  m a r k e t  c r a s h  h a d  m o r e  o f  a

p s y c h o l o g i c a l  e f f e c t  o n  t h e  A m e r i c a n  p e o p l e  t h a n  i t  s e r v e d  a s  a  c a u s e

o f  t h e  G r e a t  D e p r e s s i o n .  B u t  t h a t  l e a v e s  u s  w i t h  t h e  q u e s t i o n :  i f  t h e

s t o c k  m a r k e t  c r a s h  d i d  n o t  c a u s e  t h e  G r e a t  D e p r e s s i o n ,  t h e n  w h a t

d i d ? 1

I n  t h e  1 9 2 0 s ,  t h e  F e d e r a l  R e s e r v e  w a s  a  y o u n g  o r g a n i z a t i o n .  I t  w a s 


f o u n d e d  i n  1 9 1 3  b y  W o o d r o w  W i l s o n  a n d  t h e  m e m b e r s  o f  t h e  F e d e r a l 


R e s e r v e  B o a r d  w e r e  l a r g e l y  p o l i t i c a l  a p p o i n t e e s  w h o  h a d  l i t t l e 


p r a c t i c a l  e x p e r i e n c e  a n d  e v e n  l e s s  t h e o r e t i c a l  u n d e r s t a n d i n g  o f 


m o n e t a r y  p o l i c y .  

LEARNING OBJECTIVES:

ESSENTIAL QUESTIONS:

NOTES:

DAY ONE

A  p r i n c i p a l  c a u s e  o f  t h e  G r e a t  D e p r e s s i o n  w a s  t h e  F e d e r a l  R e s e r v e ’ s

d e c i s i o n  t o  r a i s e  t h e  d i s c o u n t  r a t e  f r o m  3 . 5  p e r c e n t  t o  5  p e r c e n t  i n

l e s s  t h a n  a  y e a r .  T h e  d i s c o u n t  r a t e  i s  t h e  i n t e r e s t  r a t e  t h a t  t h e

F e d e r a l  R e s e r v e  c h a r g e s  m e m b e r  b a n k s  t o  b o r r o w  m o n e y  f r o m  i t .  B y

r a i s i n g  a n d  l o w e r i n g  t h e  d i s c o u n t  r a t e ,  t h e  F e d e r a l  R e s e r v e  c o u l d

i n f l u e n c e  t h e  r a t e  o f  i n t e r e s t  i n  t h e  e n t i r e  e c o n o m y .  W h e n  i n t e r e s t

r a t e s  a r e  l o w  p e o p l e  a r e  m o r e  l i k e l y  t o  b o r r o w  m o n e y  ( b e c a u s e  t h e

i n t e r e s t  t h a t  t h e y  h a v e  t o  p a y  f o r  b o r r o w i n g  i s  l e s s  –  i n  s h o r t  c r e d i t  i s

c h e a p )  w h e r e a s  w h e n  i n t e r e s t  r a t e s  a r e  h i g h e r  p e o p l e  a r e  l e s s  l i k e l y

t o  b o r r o w  m o n e y  ( b e c a u s e  c r e d i t  i s  m o r e  e x p e n s i v e ) .  A l o n g  w i t h  o t h e r

t o o l s  a t  i t s  d i s p o s a l ,  t h e  F e d e r a l  R e s e r v e  c a n  a l t e r  t h e  d i s c o u n t  r a t e

t o  e n g a g e  i n  w h a t  i s  k n o w n  a s  m o n e t a r y  p o l i c y .  I t  i s  w i d e l y

u n d e r s t o o d  t o d a y  t h a t  i f  t h e  F e d e r a l  R e s e r v e  l o w e r s  i n t e r e s t  r a t e s  i t

w i l l  e n c o u r a g e  e c o n o m i c  a c t i v i t y  a n d  s e r v e  a s  a  s t i m u l u s  f o r  t h e

e c o n o m y .  W h e n  t h e  F e d e r a l  R e s e r v e  r a i s e s  i n t e r e s t  r a t e s  i t  s l o w s

e c o n o m i c  a c t i v i t y  a n d  s e r v e s  t o  c o o l  t h e  e c o n o m y  d o w n .

FROM PROSPERITY TO POVERTY: CAUSES

OF THE GREAT DEPRESSION



2. For a history of the creation of the Federal Reserve see Roger Lowenstein, America’s Bank: The Epic Struggle to Create the Federal

Reserve (New York: Penguin, 2015).
3. Lester V. Chandler, Benjamin Strong: Central Banker (Washington D.C.: Brookings Institute, 1958), 377.
4. Robert Sobel, Great Bull Market: Wall Street in the 1920s (New York: W.W. Norton, 1968), 12; John Kenneth Galbraith, The Great

Crash: 1929 (Boston: Houghton Mifflin, 1954), 14.

F r o m  i t s  c r e a t i o n ,  t h e  N e w  Y o r k  b r a n c h  o f  t h e  F e d e r a l  R e s e r v e

d o m i n a t e d  t h e  s y s t e m .    D u r i n g  t h e  1 9 2 0 s  B e n j a m i n  S t r o n g — t h e

G o v e r n o r  o f  t h e  F e d e r a l  R e s e r v e  b a n k  o f  N e w  Y o r k — m a d e  m o s t  o f  t h e

m o n e t a r y  p o l i c y  d e c i s i o n s  f o r  t h e  s y s t e m . 	 I n  1 9 2 7 ,  S t r o n g  d e c i d e d  t o

l o w e r  t h e  d i s c o u n t  r a t e  t o  3 . 5  p e r c e n t  t o  e n c o u r a g e  g o l d  t o  f l o w  t o

G r e a t  B r i t a i n  t o  h e l p  t h e m  g e t  b a c k  o n  t h e  G o l d  S t a n d a r d  ( i t  w a s

b e l i e v e d  a t  t h e  t i m e  t h a t  r e t u r n i n g  t o  t h e  p r e - W o r l d  W a r  I

i n t e r n a t i o n a l  G o l d  S t a n d a r d  w o u l d  e n c o u r a g e  e c o n o m i c  s t a b i l i t y ) .

S t r o n g ’ s  p o l i c y  w o r k e d .  G o l d  f l o w e d  f r o m  t h e  U . S .  t o  G r e a t  B r i t a i n  a n d

t h e  c o u n t r y  w a s  a b l e  t o  r e j o i n  t h e  s y s t e m  a t  t h e  d e s i r e d  p r e - w a r  r a t e .

O n e  o f  t h e  u n i n t e n d e d  c o n s e q u e n c e s  o f  l o w e r i n g  t h e  d i s c o u n t  r a t e ,

h o w e v e r ,  w a s  t o  o v e r h e a t  a n  a l r e a d y  b o o m i n g  e c o n o m y . 3

T h e  s t o c k  m a r k e t  h a d  e n j o y e d  s t e a d y  i n c r e a s e s  i n  v a l u e s  t h r o u g h o u t

t h e  1 9 2 0 s .  T h e  u p w a r d  t r e n d  i n  t h e  s t o c k  m a r k e t  w a s  e n t i r e l y

j u s t i f i e d  g i v e n  t h e  e c o n o m i c  g r o w t h  a n d  p r o s p e r i t y  o f  t h e  d e c a d e ,

h o w e v e r ,  a f t e r  t h e  d i s c o u n t  r a t e  w a s  l o w e r e d  i n  1 9 2 7  e a s y  c r e d i t

f l o w e d  i n t o  t h e  s t o c k  m a r k e t  c r e a t i n g  a  b u b b l e .  I n  1 9 2 7  a l o n e ,  t h e

s t o c k  m a r k e t  r e g i s t e r e d  a  3 9  p e r c e n t  i n c r e a s e . 4

THE GOLD STANDARD T h e  F e d e r a l  R e s e r v e  w a s  c r e a t e d  a s  a  d e c e n t r a l i z e d  s y s t e m  o f  b a n k s

w i t h  1 2  F e d e r a l  R e s e r v e  d i s t r i c t s  e a c h  m a n a g e d  b y  i t s  r e g i o n a l

F e d e r a l  R e s e r v e  b a n k .  T h e  s y s t e m  w a s  c r e a t e d  t h i s  w a y  t o  w a r d  o f f

o p p o n e n t s  o f  a  n a t i o n a l  b a n k .  T o  t h i s  e n d ,  t h e  F e d e r a l  R e s e r v e  w a s

a l s o  s u p p o s e d  t o  b e  i n d e p e n d e n t  o f  p o l i t i c a l  p r e s s u r e . 2

THE 1929 STOCK MARKET CRASH

CORPORATE COMMON STOCK ISSUED ($)

T h e  G o l d  S t a n d a r d  w a s  a  w a y

f o r  c o u n t r i e s  t o  s e t  t h e  p r i c e  o f

t h e i r  d o m e s t i c  c u r r e n c i e s  t o  a

s p e c i f i c  a m o u n t  o f  g o l d .  T h i s

s y s t e m  w o r k e d  w e l l  f r o m  1 8 8 0

t o  1 9 1 4  a s  m o s t  c o u n t r i e s  o n

t h e  s t a n d a r d  e n j o y e d  e c o n o m i c

g r o w t h  a n d  e n g a g e d  i n  f r e e

t r a d e .  B y  t y i n g  t h e i r  c u r r e n c i e s

t o  g o l d ,  c o u n t r i e s  h a d  a  d e

f a c t o  e x c h a n g e  r a t e  a n d

e n s u r e d  p o t e n t i a l  t r a d e

p a r t n e r s  t h a t  a  d o l l a r  w a s

w o r t h  a  s p e c i f i c  a m o u n t  o f  g o l d .

A s  s u c h ,  t h e  m o n e y  s u p p l y  i n

t h e  U n i t e d  S t a t e s  w a s  t i e d  t o

t h e  g o l d  s u p p l y .

C r i t i c s  o f  t h e  G o l d  S t a n d a r d

a r g u e ,  e s p e c i a l l y  a f t e r  W o r l d

W a r  I  w h e n  i t  b e g a n  t o  b r e a k

d o w n ,  t h a t  b y  c o n n e c t i n g  t h e

d o l l a r  t o  g o l d  i t  l e d  t o  a

c o n t r a c t e d  m o n e y  s u p p l y .  O n c e

t h e  G r e a t  D e p r e s s i o n  b e g a n ,

f u r t h e r  a d h e r e n c e  t o  t h e  G o l d

S t a n d a r d  k e p t  c e n t r a l

g o v e r n m e n t s  f r o m  l o w e r i n g

i n t e r e s t  r a t e s  a n d  u s i n g

m o n e t a r y  p o l i c y  t o  e x p a n d  t h e

m o n e y  s u p p l y  a n d  t h u s  c o m b a t

t h e  d e p r e s s i o n .

F r o m  1 9 4 6  t o  1 9 7 1  c o u n t r i e s

o p e r a t e d  u n d e r  t h e  B r e t t o n

W o o d s  s y s t e m  w h i c h  c o n t i n u e d

t o  u s e  g o l d  t o  e n s u r e  t h e  v a l u e

o f  t h e  U . S .  d o l l a r .  A f t e r  1 9 7 1 ,

t h e  U n i t e d  S t a t e s  d e c i d e d  t o  n o

l o n g e r  r e d e e m  c u r r e n c y  f o r  g o l d

a n d  t h e  g o l d  s t a n d a r d  w a s

a b a n d o n e d .

M i c h a e l  D .  B o r d o ,  “ G o l d  S t a n d a r d ”  T h e

L i b r a r y  o f  E c o n o m i c s  a n d  L i b e r t y .  

A c c e s s e d  a t :

h t t p s : / / w w w . e c o n l i b . o r g / l i b r a r y / E n c / G o l d S t

a n d a r d . h t m l



T h e  i n c r e a s e  i n  t h e  d i s c o u n t  r a t e  r e s u l t e d  i n  a  s i g n i f i c a n t

d e c l i n e  i n  e c o n o m i c  a c t i v i t y  w h i c h  l e d  t o  t h e  o n s e t  o f  t h e

d e p r e s s i o n .  E c o n o m i c  o u t p u t  b e g a n  t o  s l o w  i n  t h e  s u m m e r  o f

1 9 2 9  a n d  t h i s  r e a l i t y  w a s  r e f l e c t e d  i n  t h e  s t o c k  m a r k e t  c r a s h

s e v e r a l  m o n t h s  l a t e r  i n  O c t o b e r  w h e n  i n v e s t o r s  r e c o g n i z e d

t h a t  t h e  e x p e c t a t i o n s  t h a t  h a d  d r i v e n  u p  s t o c k  p r i c e s  w e r e  n o

l o n g e r  r e a l i s t i c .  A s  a  r e s u l t ,  t h e  s t o c k  m a r k e t  c r a s h e d .

A l t h o u g h  o n l y  2  p e r c e n t  o f  A m e r i c a n s  o w n e d  s t o c k  i n  t h e

1 9 2 0 s ,  t h e  c o l l a p s e  o f  s t o c k  v a l u e s  d e s t r o y e d  t h e  b e l i e f  t h a t

p r o s p e r i t y  c o u l d  l a s t  f o r e v e r .

ECONOMIC SIGNALS


AND INCENTIVES:

I n  r a i s i n g  i n t e r e s t  r a t e s ,  t h e

F e d e r a l  R e s e r v e  r e a l i z e d  t h a t

t h e i r  a c t i o n s  w o u l d  c a u s e

b u s i n e s s e s  a n d  i n d i v i d u a l s  t o

c h a n g e  t h e i r  b e h a v i o r ,  t h e y  j u s t

d i d n ’ t  a n t i c i p a t e  h o w  m u c h .  I n

1 9 2 8  t h e r e  w e r e  v e r y  f e w  p e o p l e

w h o  u n d e r s t o o d  h o w

m a n i p u l a t i n g  i n t e r e s t  r a t e s  w o u l d

a f f e c t  t h e  w i d e r  e c o n o m y .  I n

h i n d s i g h t  w e  u n d e r s t a n d  t h a t

a l m o s t  d o u b l i n g  i n t e r e s t  r a t e s

w i t h i n  a  o n e - y e a r  p e r i o d  h a s

n e g a t i v e  o u t c o m e s ,  b u t  o u r

u n d e r s t a n d i n g  i s  l a r g e l y  a  r e s u l t

o f  e c o n o m i s t s  l e a r n i n g  f r o m  t h e

m i s t a k e s  t h a t  w e r e  m a d e  i n  t h e

p a s t .

T h e  e c o n o m i c  w a y  o f  t h i n k i n g

t e l l s  u s  t h a t  p e o p l e  r e s p o n d  t o

i n c e n t i v e s  a n d  t h a t  t h e y  r e s p o n d

o n  t h e  m a r g i n s .  A f t e r  a l l ,  m o s t

p a r e n t s  h a v e  s o m e  f o r m  o f

i n c e n t i v e  s t r u c t u r e  t o  e n c o u r a g e

t h e i r  c h i l d r e n  t o  b e h a v e  p r o p e r l y

–  w h e t h e r  i t  b e  a n  a l l o w a n c e  o r  a

v a r i e t y  o f  p u n i s h m e n t s  f o r  p o o r

b e h a v i o r .  I n  p u b l i c  p o l i c y ,  w e

r e c o g n i z e  t h i s  a s  w e l l .  L e g i s l a t o r s

r e c o g n i z e  t h a t  i f  y o u  w a n t  m o r e  o f

s o m e t h i n g  y o u  s u b s i d i z e  i t  a n d  i f

y o u  w a n t  l e s s  y o u  t a x  i t .

I n  1 9 2 8 ,  t h e  F e d e r a l  R e s e r v e  B o a r d — w h i c h  h a d  t a k e n  c o n t r o l  o f  t h e

s y s t e m  a f t e r  B e n j a m i n  S t r o n g  r e s i g n e d  t o  f o c u s  o n  h i s  f i g h t  w i t h

t u b e r c u l o s i s  ( h e  d i e d  l a t e r  t h a t  y e a r ) — b e c a m e  c o n c e r n e d  w i t h  t h e

b u b b l e  i n  t h e  s t o c k  m a r k e t .  T h e y  b l a m e d  t h e  l o w e r i n g  o f  t h e  d i s c o u n t

r a t e  i n  1 9 2 7  f o r  e n c o u r a g i n g  s p e c u l a t i o n  a n d  t h e  b o a r d  d e c i d e d  t o

r a i s e  t h e  d i s c o u n t  r a t e  f r o m  3 . 5  p e r c e n t  t o  5  p e r c e n t . 5  I n  1 9 2 7 ,  t h e

e c o n o m y  h a d  e x p e r i e n c e d  a  s h o r t  r e c e s s i o n .  A s  s u c h ,  t h e  F e d e r a l

R e s e r v e ’ s  d e c i s i o n  t o  i n c r e a s e  t h e  d i s c o u n t  r a t e  b y  t w o - t h i r d s  i n  o n e

y e a r  s e n t  s h o c k  w a v e s  t h r o u g h  t h e  e c o n o m y .  T h e  r e s u l t  o f  t h e

m o n e t a r y  c o n t r a c t i o n  w a s  a  s u b s t a n t i a l  e c o n o m i c  s l o w d o w n    i n  w h i c h

p r o d u c t i o n  d e c l i n e d  s h a r p l y .

5. Milton Friedman and Anna J. Schwartz, A Monetary History of the United States: 1867-1960 (Princeton: Princeton University
Press, 1963), 288.
6. Robert Whaples, “Where Is There Consensus Among American Economic Historians? The Results of a Survey on Forty
Propositions,” The Journal of Economic History Vol. 55, No. 1, 1995, 139-154
7. Ben S. Bernanke, “Money, Gold, and the Great Depression,” The H. Parker Willis Lecture in Economic Policy, Washington Lee
University, Lexington, VA, March 2, 2004. Accessible at
https://www.federalreserve.gov/boarddocs/speeches/2004/200403022/default.htm
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PRACTICES

E c o n o m i s t s  a n d  e c o n o m i c  h i s t o r i a n s  a g r e e  t h a t  t h e  i n c r e a s e  i n 


t h e  d i s c o u n t  r a t e  w a s  o n e  o f  t h e  m a i n  c a u s e s  o f  t h e  G r e a t 


D e p r e s s i o n . 6  B e n  B e r n a n k e ,  w h o  w a s  t h e  C h a i r m a n  o f  t h e 


F e d e r a l  R e s e r v e  f r o m  2 0 0 6  t o  2 0 1 4 ,  s u m m e d  i t  u p  i n  2 0 0 4 :  “ T h e 


s l o w d o w n  i n  e c o n o m i c  a c t i v i t y ,  t o g e t h e r  w i t h  h i g h  i n t e r e s t 


r a t e s ,  w a s  i n  a l l  l i k e l i h o o d  t h e  m o s t  i m p o r t a n t  s o u r c e  o f  t h e 


s t o c k  m a r k e t  c r a s h  i n  O c t o b e r .  I n  o t h e r  w o r d s ,  t h e  m a r k e t 


c r a s h ,  r a t h e r  t h a n  b e i n g  t h e  c a u s e  o f  t h e  D e p r e s s i o n ,  a s 


p o p u l a r  l e g e n d  h a s  i t ,  w a s  i n  f a c t  l a r g e l y  t h e  r e s u l t  o f  a n 


e c o n o m i c  s l o w d o w n  a n d  i n a p p r o p r i a t e  m o n e t a r y  p o l i c i e s  t h a t 


p r e c e d e d  i t . ” 7

T h e  c r e a t i o n  o f  t h e  F e d e r a l  R e s e r v e  i n  1 9 1 3  a l s o  h a d  s o m e 


u n i n t e n d e d  c o n s e q u e n c e s .  T h e  b a n k i n g  s y s t e m  i n  t h e  U n i t e d 


S t a t e s  f u n c t i o n s  o n  w h a t  i s  c a l l e d  f r a c t i o n a l  r e s e r v e  b a n k i n g . 


T h i s  m e a n s  t h a t  o n l y  a  s m a l l  p e r c e n t a g e  o f  t h e  m o n e y  t h a t  e a c h 


c u s t o m e r  d e p o s i t s  i s  k e p t  i n  t h e  b a n k .  M o s t  o f  t h e  d e p o s i t s  a r e 


l o a n e d  b a c k  o u t  t o  t h e  b a n k ’ s  o t h e r  c u s t o m e r s  t o  p u r c h a s e 


h o m e s ,  h o u s e s ,  a n d  o t h e r  i t e m s .  O f  c o u r s e ,  t h i s  i s  h o w  b a n k s 


m a k e  m o n e y  a n d  h o w  t h e y  c o n t i n u e  t o  e x i s t .  

NOTES:



T h e  p r o b l e m  f r a c t i o n a l  r e s e r v e  b a n k i n g  p r e s e n t s ,  h o w e v e r ,  i s  t h a t  i f

e v e r y  p e r s o n  w h o  h a d  d e p o s i t e d  m o n e y  i n  a  b a n k  d e m a n d e d  t h e i r

d e p o s i t s  a t  t h e  s a m e  t i m e  t h e  b a n k  w o u l d  f a i l  b e c a u s e  i t  w o u l d  n o t

h a v e  e n o u g h  c a s h  o n  h a n d  t o  c o v e r  a l l  t h e  d e p o s i t s .

W h e n  t h e  F e d e r a l  R e s e r v e  w a s  c r e a t e d  i n  1 9 1 3 ,  t h e  a v e r a g e  b a n k  h a d

a r o u n d  1 2  p e r c e n t  o f  t h e  v a l u e  o f  t h e i r  d e p o s i t s  o n  h a n d .  I n  1 9 2 2 - 2 3 ,

t h o s e  s a m e  b a n k s  o n l y  h a d  a  l i t t l e  o v e r  2  p e r c e n t  o f  t h e  v a l u e  o f  t h e i r

d e p o s i t s  o n  h a n d .  T h i s  m e a n t  t h a t  i f  t h e r e  w a s  a  r u n  o n  t h e  b a n k  ( a

b a n k  r u n  i s  w h e r e  a  l a r g e  n u m b e r  o f  a  b a n k ’ s  c u s t o m e r s  a l l  d e m a n d

t h e i r  d e p o s i t s  a t  t h e  s a m e  t i m e ) ,  t h e  b a n k s  h a d  v e r y  l i t t l e  c a s h  o n

h a n d  t o  c o v e r  t h e i r  d e p o s i t s .  I f  a  b a n k  c o u l d  n o t  f u l f i l l  t h e  d e m a n d s  o f

t h e i r  c u s t o m e r s ,  t h e y  w o u l d  b e  f o r c e d  t o  c l o s e .  F o r  r e f e r e n c e ,  t h i n k  o f

t h e  s c e n e  o u t  o f  I t ’ s  a  W o n d e r f u l  L i f e  i n  w h i c h  J i m m y  S t e w a r t ’ s

c h a r a c t e r  w a s  a b l e  t o  b e g  h i s  d e p o s i t o r s  t o  n o t  w i t h d r a w  a l l  t h e i r

m o n e y — t h u s  s a v i n g  h i s  b a n k  f r o m  f a i l i n g .

THINKING ON THE

MARGIN:
T h e  s e c o n d  c o n c e p t ,  t h i n k i n g  o n

t h e  m a r g i n s ,  c a n  b e  a  b i t  m o r e

d i f f i c u l t  t o  g r a s p .  W h a t  i t  m e a n s

i s  t h a t  h u m a n s  m a k e  d e c i s i o n s

b a s e d  o n  t h e  a m o u n t  o f  u t i l i t y

( o r  b e n e f i t )  d o i n g  a n  a d d i t i o n a l

t h i n g  w i l l  b r i n g  t h e m  v e r s u s  t h e

c o s t  o f  d o i n g  s a i d  t h i n g .  F o r

e x a m p l e ,  o n  a  h o t  s u m m e r  d a y

t h e  f i r s t  g l a s s  o f  l e m o n a d e  t h a t  I

d r i n k  w i l l  q u e n c h  m y  t h i r s t  a n d

p r o v i d e  m e  w i t h  a

l a r g e  a m o u n t  o f  u t i l i t y .  I f

o f f e r e d  a  s e c o n d  g l a s s  o f

l e m o n a d e ,  I ’ d  h a v e  t o  t h i n k

a b o u t  w h e t h e r  I  w a n t  t o  d r i n k

i t .  I n  d o i n g  s o ,  I ’ d  b e

c o n t e m p l a t i n g  t h e  a d d i t i o n a l  ( o r

m a r g i n a l )  b e n e f i t  t h e  s e c o n d

g l a s s  o f  l e m o n a d e  w i l l  b r i n g  m e .

A c t o r s  i n  a n  e c o n o m y  d o  t h i s  a l l

t h e  t i m e .  A  b u s i n e s s  o w n e r

m i g h t  h i r e  o n e

e m p l o y e e ,  b u t  t h a t  d o e s n ’ t  m e a n

s h e  w i l l  h i r e  a  s e c o n d .  I t  w o u l d

d e p e n d  o n  t h e  c o s t / b e n e f i t  o f

t h a t  a d d i t i o n a l  e m p l o y e e  a n d  i f

t h e  g o v e r n m e n t  w a s  t o  r a i s e  t h e

m i n i m u m  w a g e  t h e n  i t  w o u l d

a f f e c t  h e r  d e c i s i o n .  

D u r i n g  t h e  G r e a t  D e p r e s s i o n ,

p o l i c y  m a k e r s  i m p l e m e n t e d

p o l i c i e s  t h a t  d i s c o u r a g e d

a d d i t i o n a l  e c o n o m i c  a c t i v i t y .  T h e

s u m  o f  t h e s e  p o l i c i e s  t u r n e d  t h e

d e p r e s s i o n  i n  t h e  G r e a t

D e p r e s s i o n  a s  m i l l i o n s  o f

A m e r i c a n s  d e c i d e d  t h e  m a r g i n a l

b e n e f i t  o f  c e r t a i n  e c o n o m i c

a c t i v i t y  w a s  n o t  w o r t h  t h e  c o s t .

F o r  m o r e  o n  t h i n k i n g  o n  t h e

m a r g i n s  c o n s u l t  “ M a r g i n s  a n d

T h i n k i n g  a t  t h e  M a r g i n ”  T h e

l i b r a r y  o f  E c o n o m i c s  a n d

L i b e r t y .

 A c c e s s e d  a t :  

h t t p s : / / w w w . e c o n l i b . o r g / l i b r a r y

/ T o p i c s / C o l l e g e / m a r g i n s . h t m l # :

~ : t e x t = I t % 2 0 m e a n s % 2 0 t o % 2 0 t h

i n k % 2 0 a b o u t , a d d i t i o n a l % 2 0 a c t i

o n % 2 0 m e a n s % 2 0 f o r % 2 0 y o u .

A f t e r  t h e  F e d e r a l  R e s e r v e  r a i s e d  t h e  d i s c o u n t  r a t e ,  m a n y  b a n k s  a c r o s s

t h e  U S  w e r e  n o t  a s  l u c k y  a s  t h e  b a n k  i n  t h e  m o v i e .  B a n k  f a i l u r e s

b e c a m e  a  s t a p l e  o f  t h e  G r e a t  D e p r e s s i o n .  F r o m  1 9 2 9  t o  1 9 3 3 ,  9 , 7 5 5

b a n k s  f a i l e d  a c r o s s  t h e  U n i t e d  S t a t e s — r o u g h l y  4 0  p e r c e n t  o f  a l l

b a n k s .  T h i s  l e d  t o  a  f u r t h e r  c o n t r a c t i o n  o f  t h e  a v a i l a b l e  c r e d i t  i n  t h e

c o u n t r y ,  w h i c h  c a u s e d  f u r t h e r  m o n e t a r y  c o n t r a c t i o n  a n d  m o r e  s t r e s s

o n  t h e  b a n k i n g  s y s t e m  a n d  t h e  e c o n o m y .



O n e  o f  t h e  m a j o r  r e a s o n s  t h e  U n i t e d  S t a t e s  e x p e r i e n c e d  s o

m a n y  b a n k  f a i l u r e s  w a s  b e c a u s e  t h e  c o u n t r y  p r o h i b i t e d  b r a n c h

b a n k i n g .  T o d a y ,  b a n k s  a r e  a l l o w e d  t o  b r a n c h  ( t h a n k s  t o  t h e

R i e g l e - N e a l  I n t e r s t a t e  B a n k i n g  a n d  E f f i c i e n c y  A c t  o f  1 9 9 4 ) ,

b u t  i n  t h e  1 9 2 0 s  m a n y  s t a t e s  d i d  n o t  a l l o w  b r a n c h i n g  a t  a l l

a n d  s o m e  o n l y  a l l o w e d  a  b a n k  t o  h a v e  a  s e c o n d  l o c a t i o n  i n

s p e c i a l  c i r c u m s t a n c e s .  L a w s  t h a t  p r o h i b i t e d  b r a n c h i n g  w e r e

c a l l e d  u n i t  b a n k i n g  l a w s  b e c a u s e  t h e y  p r o t e c t e d  t h e  s i n g l e

u n i t  b a n k  r a t h e r  t h a n  a  b a n k  t h a t  h a d  m u l t i p l e  u n i t s .  L a w s

p r o h i b i t i n g  b r a n c h i n g  w e r e  p o p u l a r  b e c a u s e  t h e r e  w a s  a  f e a r

t h a t  i f  b a n k s  w e r e  a l l o w e d  t o  b r a n c h  t h a t  l a r g e  b a n k s  w o u l d

p u t  s m a l l  b a n k s  o u t  o f  b u s i n e s s .  A s  s u c h ,  a d v o c a t e s  o f  u n i t

b a n k i n g  l a w s  c l a i m e d  t h e y  w e r e  o p p o s e d  t o  m o n o p o l y .  T h e

e f f e c t  o f  t h e s e  l a w s  p r o h i b i t i n g  b r a n c h i n g ,  h o w e v e r ,  w a s  t o

c r e a t e  a  l a r g e  n u m b e r  o f  s m a l l  r u r a l  b a n k s  t h a t  h a d  v e r y  u n -

d i v e r s e  p o r t f o l i o s  ( m e a n i n g  t h a t  t h e y  l o a n e d  p r i m a r i l y  t o  o n e

s e g m e n t  o f  t h e  e c o n o m y — o f t e n  f a r m e r s ) .  A  d i s p r o p o r t i o n a t e

n u m b e r  o f  t h e s e  s m a l l  r u r a l  b a n k s  u l t i m a t e l y  f a i l e d .  I n

c o n t r a s t ,  C a n a d a  h a d  a n  e x t e n s i v e  b r a n c h  b a n k i n g  s y s t e m  a n d

d i d  n o t  e x p e r i e n c e  a  s i n g l e  b a n k  f a i l u r e  d u r i n g  t h e  G r e a t

D e p r e s s i o n .  O n c e  a g a i n ,  t h e  u n i n t e n d e d  c o n s e q u e n c e  o f  u n i t

b a n k i n g  l a w s  w a s  t o  c r e a t e  a  l a r g e  n u m b e r  o f  b a n k s  t h a t  w e r e

m o r e  s u s c e p t i b l e  t o  f a i l i n g . 8

NOTES:

8. Elmus Wicker, The Banking Panics of the Great Depression (New York: Cambridge University Press, 1996), 3.

UNINTENDED

CONSEQUENCES:

Q :  W h y  d i d  l a w s  t h a t  w e r e

d e s i g n e d  t o  p r o t e c t  l o c a l

b a n k s  f r o m  m o n o p o l y

c o m p e t i t i o n  e n d  u p

h a r m i n g  t h e m  d u r i n g  t h e

G r e a t  D e p r e s s i o n ?

A :  L a w s  p r o h i b i t i n g  b a n k

b r a n c h i n g  l e f t  b a n k s  w i t h

w e a k  p o r t f o l i o s  t h a t  w e r e

u n a b l e  t o  h a n d l e  t h e  i m p a c t

o f  a  d e p r e s s e d  e c o n o m y .

T h e s e  r u r a l  b a n k s  d i d  n o t

h a v e  l a r g e r  p r o f i t a b l e

a c c o u n t s  t o  m a k e  u p  f o r  t h e

l o s s e s  t h e i r  c l i e n t s  w e r e

e x p e r i e n c i n g .



T h e  p r i n c i p a l  c a u s e  o f  t h e  G r e a t  D e p r e s s i o n  w a s  t h e  F e d e r a l

R e s e r v e ’ s  d e c i s i o n  t o  r a i s e  i n t e r e s t  r a t e s .  B y  i n c r e a s i n g  t h e

d i s c o u n t  r a t e  f r o m  3 . 5  t o  5  p e r c e n t ,  t h e y  c o n t r a c t e d  t h e

e c o n o m y  a n d  b r o u g h t  a b o u t  a n  e c o n o m i c  d e p r e s s i o n .  T o

c o m p o u n d  t h e  p r o b l e m s  o f  m o n e t a r y  c o n t r a c t i o n ,  t h e  A m e r i c a n

b a n k i n g  s y s t e m  w a s  d e s i g n e d  t o  f a i l  b y  l e g i s l a t i o n  a t  b o t h  t h e

s t a t e  a n d  f e d e r a l  l e v e l  t h a t  d i s c o u r a g e d  c o m p e t i t i o n  b e t w e e n

b a n k s .  C o m b i n e d ,  t h e  F e d e r a l  R e s e r v e ’ s  p o l i c i e s  a n d  t h e

s t r u c t u r e  o f  t h e  b a n k i n g  s y s t e m  e n s u r e d  t h e  U n i t e d  S t a t e s

w o u l d  e n d u r e  a  d e p r e s s i o n .  H o w e v e r ,  i t  w a s  n o t  i n e v i t a b l e

t h a t  t h i s  d e p r e s s i o n  w o u l d  b e c o m e  k n o w n  a s  t h e  “ G r e a t

D e p r e s s i o n . ”  T o  u n d e r s t a n d  h o w  t h i s  e c o n o m i c  d o w n t u r n  i n

1 9 2 9  b e c a m e  t h e  g r e a t e s t  e c o n o m i c  c r i s i s  i n  A m e r i c a n  h i s t o r y

i t  i s  e s s e n t i a l  t h a t  w e  e x p l o r e  t h e  u n i n t e n d e d  c o n s e q u e n c e s  o f

P r e s i d e n t  H e r b e r t  H o o v e r ’ s  p o l i c i e s ,  w h i c h  w e  w i l l  d o  i n  t h e

n e x t  l e s s o n .

CONCLUSION
HANDS-ON ACTIVITY

OPTIONS:

B o t h  F e d e r a l  R e s e r v e

p o l i c i e s  a n d  t h e  s t r u c t u r e

o f  t h e  U . S .  b a n k i n g  s y s t e m

h a d  i m p a c t s  t h a t  d e p r e s s e d

t h e  e c o n o m y .  I f  a d d i t i o n a l

t i m e  i s  a v a i l a b l e ,  g u i d e

y o u r  s t u d e n t s  t h r o u g h  t h e

r o l e - p l a y  a c t i v i t y

" W h a t d u n n i t ? "  i n c l u d e d  i n

t h i s  m o d u l e .  I n  t h i s  a c t i v i t y

s t u d e n t s  t a k e  t h e  r o l e s  o f

w o r k i n g  A m e r i c a n s  i n

v a r i o u s  s e c t o r s  o f  t h e  U . S .

e c o n o m y  a n d  d e m o n s t r a t e

h o w  t h e y  r e a c t  t o  e c o n o m i c

p o l i c y  d e c i s i o n s .

NOTES:

9.  Liaquat Ahamed, Lords of Finance: The Bankers Who Broke the World (New York: penguin Press, 2009), 226; John Kenneth
Galbraith, The Great Crash: 1929 (New York: Mariner, 1954), 178.



PACING GUIDE

LESSON

ROLE PLAY: WHATDUNNIT? THE GREAT DEPRESSION MYSTERY

VIDEO: ITS A WONDERFUL LIFE

INTRODUCTION: GREAT MYTHS OF THE GREAT DEPRESSION

Split your students into groups of four. Using the short reading, Great Myths of the Great Depression by Lawrence Reed, have each
group read and discuss one of the sections of reading. Have each student write the main idea  and interesting points in their
classroom journal, and in their groups come up with two to three main ideas to share with the rest of the class.

15 MINUTES

ADDITIONAL TIME AS AVAILABLE

15 MINUTES

The students read a brief passage posing the basic question about the Great Depression: Why did it happen? A brief simulation activity
shows how unemployment in one part of the economy can lead to unemployment in other parts of the economy. With the aid of a visual,
the teacher compares the simulation to the business cycle. The teacher then uses another visual to introduce the role of bank failures in
intensifying the depression, and the students fill out a worksheet that helps them understand how the decisions of foreign and domestic
banks, the Federal Reserve System and individual depositors brought about the collapse of the American banking system in 1933.

This activity was developed by the National Council on Economic Education, NYC branch.

Play the following clip for your students and have them respond to the following questions in their small groups:
https://www.youtube.com/watch?v=iPkJH6BT7dM

Q1 Why were so many customers wanting to withdraw their money from George's bank at the same time? What was their fear?

Q2 From 00:56-1:08 What does George mean when he says that all of the banks customers are "loaning one another money?" How
do banks use the money they receive from depositors?

Q3 How does this scene relate to the discussions we had about banking in the United States during the Great Depression?

Q4 Why were some customers so quickly willing to sell their bank loans at a loss to another bank?

Present PowerPoint presentation to your students, stopping and various points for student response to guided questions and
discussion questions. Mark student participation and objectives met using a classroom roster. Stop on key image slides for questions
and discussions from students. As they are listening, tell students to keep a list of "Causes of the Depression" in their journals as the
lesson progresses.

20 MINUTES

https://fee.org/resources/great-myths-of-the-great-depression/


S t u d e n t s  w i l l  a n a l y z e  t h e

r e s p o n s e s  o f  v a r i o u s  p o l i t i c a l ,

e c o n o m i c ,  a n d  s o c i a l  g r o u p s  t o

t h e  G r e a t  D e p r e s s i o n

S t u d e n t s  w i l l  a n a l y z e  h i s t o r i c a l

d a t a  t o  c r i t i q u e  t h e  i m p a c t s  o f

e c o n o m i c  p o l i c i e s  o n  t h e  U . S .

e c o n o m y .

S t u d e n t s  w i l l  e x a m i n e  t h e  i m p a c t s

o f  t h e  D e p r e s s i o n  o n  i n d i v i d u a l s

t h r o u g h o u t  t h e  U . S .

H o w  d i d  i n d i v i d u a l s  a n d  g r o u p s

r e a c t  t o  t h e  G r e a t  D e p r e s s i o n ?

H o w  d i d  g e o g r a p h y  a f f e c t  h o w

A m e r i c a n s  a c r o s s  t h e  c o u n t r y

w e r e  i m p a c t e d  b y  t h e  D e p r e s s i o n ?

W h a t  p o l i c i e s  w e r e  i m p l e m e n t e d

i n  o r d e r  t o  t r y  s t i m u l a t e  t h e

e c o n o m y ?  W e r e  t h o s e  p o l i c i e s

e f f e c t i v e ?

Herbert Hoover, American Individualism (New York: Doubleday, 1922).

Murray Rothbard, “Hoover: The Myth of Laissez-Faire” in A New History of Leviathan: Essays on the Rise of the
American Corporate State (New York: E.P. Dutton & Co., 1972).

David M. Kennedy, Freedom from Fear (Oxford: Oxford University Press, 1999), 48; John A. Moore, “The Original

Supply Siders: Warren Harding and Calvin Coolidge” The Independent Review. 18 (4), 614.

1.

2.

3.

HOW THE HOOVER ADMINISTRATION

TURNED A DEPRESSION IN THE “GREAT

DEPRESSION”
I t  w a s  n o t  i n e v i t a b l e  t h a t  t h e  e c o n o m i c  d e c l i n e  t r i g g e r e d  b y  t h e

F e d e r a l  R e s e r v e ’ s  p o o r  m o n e t a r y  p o l i c i e s  w o u l d  c r e a t e  t h e  w o r s t

e c o n o m i c  d o w n t u r n  i n  A m e r i c a n  h i s t o r y .  I t  w a s n ’ t  u n t i l  a f t e r

P r e s i d e n t  H o o v e r  ( e l e c t e d  i n  1 9 2 8 )  d e c i d e d  t o  r a i s e  t a x e s  a n d  r a i s e

t a r i f f s  t h a t  a  b a d  e c o n o m i c  d o w n t u r n  b e c a m e  t h e  G r e a t  D e p r e s s i o n .

O n c e  a g a i n ,  t h i s  l e s s o n  w i l l  e m p h a s i z e  t h e  u n i n t e n d e d  c o n s e q u e n c e s

o f  g o v e r n m e n t  p o l i c y  –  t h i s  t i m e  f i s c a l  p o l i c y .

W h e n  t h e  U n i t e d  S t a t e s  e n t e r e d  a  d e p r e s s i o n  i n  1 9 2 9 ,  H o o v e r  w a s

p r e s e n t e d  w i t h  t h e  o p p o r t u n i t y  t o  p u t  h i s  i d e a s  a b o u t  g o v e r n m e n t

c o o r d i n a t i o n  i n t o  a c t i o n .  H o o v e r  e m b a r k e d  o n  a n  u n p r e c e d e n t e d

s e r i e s  o f  g o v e r n m e n t  i n t e r v e n t i o n s  i n t o  t h e  e c o n o m y . 3  O n e  o f  h i s

c e n t r a l  b e l i e f s  w a s  t h a t  w a g e s  m u s t  n o t  b e  a l l o w e d  t o  d e c l i n e .

LEARNING OBJECTIVES:

ESSENTIAL QUESTIONS:

NOTES:

DAY TWO

I t  i s  o n e  o f  h i s t o r y ’ s  g r e a t  i r o n i e s  t h a t  H e r b e r t  H o o v e r  i s  o f t e n

t h o u g h t  o f  a s  a  c h a m p i o n  o f  l a i s s e z - f a i r e  c a p i t a l i s m .  I n  f a c t ,  H o o v e r

w a s  a  p r o g r e s s i v e  w h o  b e l i e v e d  i n  c o o p e r a t i o n  b e t w e e n  l a b o r  u n i o n s ,

l a r g e  c o r p o r a t i o n s ,  a n d  g o v e r n m e n t  t o  c r e a t e  a n  e c o n o m y  t h a t

f u n c t i o n e d  m o r e  e f f i c i e n t l y  t h a n  t h e  f r e e  m a r k e t .  H o o v e r  s a i d  a s  m u c h

i n  h i s  1 9 2 1  b o o k  A m e r i c a n  I n d i v i d u a l i s m . 1  H o o v e r  w a s  a n  e n g i n e e r  w h o

h a d  a  l o n g  r e c o r d  a s  a  g o v e r n m e n t  p l a n n e r .  D u r i n g  W o r l d  W a r  I  h e  l e d

t h e  A m e r i c a n  R e l i e f  A d m i n i s t r a t i o n  w h i c h  p r o v i d e d  r e l i e f  s u p p l i e s  t o

a  w a r - t o r n  E u r o p e .  F r e s h  f r o m  h i s  s e r v i c e  a b r o a d ,  H o o v e r  w a s  t a p p e d

t o  b e  t h e  S e c r e t a r y  o f  C o m m e r c e  i n  t h e  H a r d i n g  a n d  l a t e r  C o o l i d g e

a d m i n i s t r a t i o n s .  I n  t h i s  r o l e  h e  a d v o c a t e d  f o r  t h e  c a r t e l i z a t i o n  o f

m a n y  m a j o r  i n d u s t r i e s  i n  t h e  U n i t e d  S t a t e s — w i t h  g o a l s  t o  d e c r e a s e

w a s t e  f r o m  c o m p e t i t i o n  a n d  g e t  l a b o r ,  c o r p o r a t e  l e a d e r s h i p ,  a n d

g o v e r n m e n t  t o  w o r k  t o g e t h e r  i n  m a n a g i n g  a n d  d i r e c t i n g  t h e  e c o n o m y .

F r o m  1 9 2 1  t o  1 9 2 8 ,  H o o v e r  c r e a t e d  t h e  i n t e l l e c t u a l  a r g u m e n t  t h a t  t h e

g o v e r n m e n t  s h o u l d  d i r e c t l y  r e s p o n d — i n  t h e  f o r m  o f  p u b l i c  w o r k s  a n d

o t h e r  f o r m s  o f  c o o r d i n a t i o n — t o  a n  e c o n o m i c  d e p r e s s i o n .  I f  a n y o n e

w a s  q u a l i f i e d  t o  u s e  g o v e r n m e n t  t o  c o m b a t  a n  e c o n o m i c  d o w n t u r n  i t

w a s  H e r b e r t  H o o v e r . 2

HOOVER’S WAGE STABILIZATION AND TAX

INCREASES



4. Rothbard, “Hoover,” 128-130.
5. Elmus Wicker, The Banking Panics of the Great Depression (New York: Cambridge University Press, 1996), 4.
6. John Maynard Keynes, The Means to Prosperity, 1933 and especially John Maynard Keynes, The General Theory of
Employment, Interest and Money first published in 1936.
7. F.A. Hayek critiqued John Maynard Keynes in 1930 in his “Reflections on the pure theory of Mr. J.M. Keynes” which
he later published as a series of lectures titled Prices and Production in 1931. Keynes and Hayek vigorously debated the
proper role of government, monetary theory, as well as many other topics in their correspondence. For a good overview
of the debate between the two see Nicholas Wapshott’s Keynes vs. Hayek: The Clash That Defined Modern Economics (New
York: Norton, 2012). 
8. Milton Friedman, The Great Contraction, 1929-1933 (Princeton: Princeton University Press, 2008). 

H o o v e r ’ s  w a g e  s t a b i l i z a t i o n  p o l i c y  h a d  u n i n t e n d e d  c o n s e q u e n c e s .

U n f o r t u n a t e l y ,  f o r  m i l l i o n s  o f  A m e r i c a n s ,  k e e p i n g  w a g e s  a r t i f i c i a l l y

h i g h  m e a n t  t h a t  t h e y  s t r u g g l e d  t o  f i n d  w o r k  w h e n  t h e  e c o n o m y

d e c l i n e d  a n d  p e o p l e  w e r e  b e i n g  l e t  g o .  U n e m p l o y m e n t  i n c r e a s e d  f r o m

3 . 2  p e r c e n t  i n  1 9 2 8  t o  2 5 . 2  p e r c e n t  w h e n  H o o v e r  l e f t  o f f i c e  i n  1 9 3 3 . 5

T h i s  s h a r p  i n c r e a s e  i n  u n e m p l o y m e n t  w a s  t h e  r e s u l t  o f  t h e  m o n e t a r y

c o n t r a c t i o n  w e  d i s c u s s e d  i n  l e s s o n  t h r e e .  T h e  e c o n o m y  s l o w e d ,

p r o d u c t i o n  f e l l ,  a n d  p e o p l e  l o s t  t h e i r  j o b s .  T h e r e  i s  l i t t l e  d o u b t ,

h o w e v e r ,  t h a t  H o o v e r ’ s  e f f o r t s  t o  k e e p  w a g e s  h i g h  i n c r e a s e d  t h e

n u m b e r  o f  u n e m p l o y e d .  T o  w h a t  d e g r e e  i s  a  m a t t e r  o f  d i s p u t e  b e t w e e n

e c o n o m i s t s  a n d  e c o n o m i c  h i s t o r i a n s .

THE ROLE OF

GOVERNMENT

I f  w a g e s  f e l l ,  H o o v e r  b e l i e v e d  t h a t  p u r c h a s i n g  p o w e r  w o u l d  d e c r e a s e

a n d  m a k e  t h e  d e p r e s s i o n  w o r s e .  A s  s u c h ,  h e  c a l l e d  a  s e r i e s  o f  W h i t e

H o u s e  C o n f e r e n c e s  i n  w h i c h  h e  r e q u e s t e d  t h a t  t h e  n a t i o n ’ s

p r e e m i n e n t  i n d u s t r i a l i s t s  n o t  l o w e r  w a g e s .  H o o v e r ,  b e l i e v i n g  t h a t  t h e

g o v e r n m e n t  w o r k i n g  w i t h  b u s i n e s s  c o u l d  p r o d u c e  b e t t e r  o u t c o m e s

t h a n  t h e  f r e e  m a r k e t ,  h a d  a  t r e m e n d o u s  a m o u n t  o f  s u c c e s s  i n  e n l i s t i n g

b u s i n e s s m e n  t o  k e e p  w a g e s  h i g h .  F r o m  1 9 2 9  t o  1 9 3 3 ,  w a g e  r a t e s

d e c l i n e d  b y  o n l y  2 3  p e r c e n t  w h i c h  w a s  l e s s  t h a n  t h e  d e c l i n e  i n  p r i c e s .

T h e r e f o r e ,  t h e  r e a l  w a g e  a c t u a l l y  i n c r e a s e d  a t  t h e  s a m e  t i m e  t h a t

p r o d u c t i o n ,  c o n s u m p t i o n ,  a n d  o u t p u t  w e r e  a l l  d e c l i n i n g . 4

E c o n o m i s t s  d i s a g r e e  a b o u t

w h a t  t h e  p r o p e r  g o v e r n m e n t

r e s p o n s e  t o  a  d e p r e s s i o n

s h o u l d  b e .  F o r  i n s t a n c e ,  d u r i n g

t h e  G r e a t  D e p r e s s i o n  B r i t i s h

e c o n o m i s t  J o h n  M a y n a r d

K e y n e s  ( 1 8 8 3 - 1 9 4 6 )  a r g u e d

t h a t  t h e  g o v e r n m e n t  s h o u l d  u s e

f i s c a l  a n d  m o n e t a r y  p o l i c y  t o

b o o s t  d e m a n d  a n d  d e c r e a s e

u n e m p l o y m e n t .  I n  s h o r t ,

K e y n e s  p r o m o t e d  g o v e r n m e n t

s t i m u l u s ,  w h i c h  c a n  t a k e  t h e

f o r m  o f  p u b l i c  w o r k s  p r o j e c t s ,

m o n e t a r y  e a s i n g ,  t a x  c u t s ,  a n d

o t h e r  s p e n d i n g  m e a s u r e s  t o

c o m b a t  r e c e s s i o n s  a n d

d e p r e s s i o n s . 6

I n  c o n t r a s t  t o  K e y n e s ,  A u s t r i a n

b o r n  e c o n o m i s t s  F . A .  H a y e k

a r g u e d  t h a t  r e c e s s i o n s  a n d

d e p r e s s i o n s  w e r e  c a u s e d  b y

c e n t r a l  b a n k s  a n d  o t h e r

i n s t i t u t i o n s  k e e p i n g  i n t e r e s t

r a t e s  a r b i t r a r i l y  l o w .  A c c o r d i n g

t o  H a y e k ,  t h e  e a s y  m o n e y

d u r i n g  t h e s e  p e r i o d s  f l o w e d

i n t o  b a d  i n v e s t m e n t s  a n d  l e d  t o

e c o n o m i c  d o w n t u r n s .  T h e

a n s w e r ,  a c c o r d i n g  t o  H a y e k ,

w a s  n o t  m o r e  g o v e r n m e n t

s p e n d i n g  a n d  m a n i p u l a t i o n  o f

i n t e r e s t  r a t e s  b u t  r a t h e r  a

p o l i c y  o f  d o i n g  l e s s  t h a n

n o t h i n g  –  a l l o w i n g  t h e  m a r k e t

t o  p u r g e  i t s e l f  o f  b a d

i n v e s t m e n t s  a n d  p e r h a p s

r e m o v i n g  t h e  i n c e n t i v e s  t h a t  l e d

t o  t h e  i n i t i a l  e c o n o m i c  d e c l i n e . 7

A  t h i r d  p e r s p e c t i v e  w a s  o f f e r e d

b y  U n i v e r s i t y  o f  C h i c a g o

e c o n o m i s t  M i l t o n  F r i e d m a n .  T h e

a n a l y s i s  i n  t h i s  l e s s o n  i s  h e a v i l y

i n f l u e n c e d  b y  F r i e d m a n ’ s

u n d e r s t a n d i n g  o f  t h e  G r e a t

D e p r e s s i o n .  F r i e d m a n  h e l d

t h a t  t h e  G r e a t  D e p r e s s i o n  w a s

l a r g e l y  c a u s e d  b y  t h e  F e d e r a l

R e s e r v e ’ s  d e c i s i o n  t o  r a i s e

i n t e r e s t  r a t e s  t h u s  s e n d i n g  t h e

e c o n o m y  i n t o  c o n t r a c t i o n . 8



9. John A. Moore, “The Original Supply Siders: Warren Harding and Calvin Coolidge” The Independent Review. 18 (4), 614.

10. Veronique de Rugy, “High Taxes and High Budget Deficits: The Hoover-Roosevelt Tax Increases of the 1930s” Tax and

Budget (a publication of the Cato Institute), No. 14, March 2003. Accessed at:
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HOOVER’S TAX INCREASES

H o o v e r ’ s  p r e d e c e s s o r s  H a r d i n g  a n d  C o o l i d g e  f o l l o w e d  t h e  a d v i c e  o f

T r e a s u r y  S e c r e t a r y  A n d r e w  M e l l o n ,  w h o  a d v i s e d  l o w e r i n g  t a x e s  t o

i n c e n t i v i z e  e c o n o m i c  a c t i v i t y  a n d  g r o w t h .  H o o v e r  d i d  t h e  o p p o s i t e .

T h i s  a c t i o n ,  c o m b i n e d  w i t h  t h e  g e n e r a l  i n t e r v e n t i o n i s t  p o l i c y  o f  t h e

a d m i n i s t r a t i o n ,  l e d  M e l l o n  t o  r e s i g n  h i s  p o s i t i o n  i n  1 9 3 2 . 9  G e n e r a l l y

s p e a k i n g — w h e t h e r  t h e y  b e  o n  p e r s o n a l  i n c o m e ,  c o r p o r a t i o n s ,  o r

c a p i t a l  g a i n s — w h e n  t a x e s  a r e  i n c r e a s e d ,  p r o d u c t i v i t y  d e c l i n e s .

M a y b e  H o o v e r ’ s  g r e a t e s t  m i s t a k e  a s  p r e s i d e n t  w a s  t o  s i g n  t h e  S m o o t -

H a w l e y  T a r i f f  i n t o  l a w ,  c r i p p l e d  i n t e r n a t i o n a l  t r a d e  i n  t h e  m i d s t  o f  t h e

d e p r e s s i o n .  H o o v e r  w a s  p e r s o n a l l y  o p p o s e d  t o  t a r i f f s  a n d  i n  p r i v a t e

c a l l e d  t h e  S m o o t - H a w l e y  T a r i f f  “ v i c i o u s ,  e x t o r t i o n a t e  a n d  o b n o x i o u s . ”

O n e  t h o u s a n d  e c o n o m i s t s  s i g n e d  a  p e t i t i o n  a s k i n g  h i m  t o  v e t o  t h e

m e a s u r e .  

TARIFFS IN ECONOMICS

I n  1 9 3 2 ,  H o o v e r  s i g n e d  t h e  R e v e n u e  A c t  o f  1 9 3 2 ,  w h i c h  r a i s e d  t a x e s

o n  p e r s o n a l  i n c o m e s ,  d o u b l e d  t h e  e s t a t e  t a x ,  a n d  i n c r e a s e d  t h e

c o r p o r a t e  t a x .  T h e  l e g i s l a t i o n  a l s o  c r e a t e d  t h e  f i r s t  g a s o l i n e  t a x  a n d

g i f t  t a x .  T h e  t o p  m a r g i n a l  i n c o m e  t a x  r a t e  w a s  i n c r e a s e d  f r o m  2 5

p e r c e n t  t o  6 3  p e r c e n t .  M e a n i n g  t h a t  a f t e r  a  c e r t a i n  t h r e s h o l d ,  t h e

w e a l t h i e s t  A m e r i c a n s  w o u l d  p a y  6 3  c e n t s  o n  e v e r y  d o l l a r  t h e y  e a r n e d .

L i k e w i s e ,  c o r p o r a t e  t a x e s  w e r e  i n c r e a s e d  f r o m  1 2  p e r c e n t  t o  1 3 . 7 5

p e r c e n t . 1 0

THE SMOOT-HAWLEY TARIFF

I n  1 9 3 0 ,  1 , 0 2 8  e c o n o m i s t s  s i g n e d  a

l e t t e r  o p p o s i n g  H o o v e r ’ s  t r a d e

r e s t r i c t i o n s .  W h i l e  e c o n o m i c

t h o u g h t  h a s  e v o l v e d  o v e r  t h e  p a s t

n i n e t y  y e a r s  o n  m a n y  i s s u e s ,  o n  t h e

i s s u e  o f  t a r i f f s  e c o n o m i s t s  h a v e

b e e n  c o n s i s t e n t l y  o p p o s e d .  I n d e e d ,

a  p o l l  o f  A m e r i c a n  e c o n o m i s t s  i n

2 0 1 4  r e v e a l e d  t h a t  9 3  p e r c e n t

a g r e e d  o r  s t r o n g l y  a g r e e d  t h a t

“ p a s t  m a j o r  t r a d e  d e a l s  h a v e

b e n e f i t e d  m o s t  A m e r i c a n s . ”  T h e

o t h e r  s e v e n  p e r c e n t  w e r e

u n c e r t a i n  –  w i t h  e x a c t l y  z e r o

d i s a g r e e i n g  w i t h  t h e  s t a t e m e n t . 1

A n o t h e r  s u r v e y  r e p o r t e d  t h a t  8 3

p e r c e n t  o f  e c o n o m i s t s  a g r e e d  t h a t

t h e  U . S .  g o v e r n m e n t  s h o u l d

“ e l i m i n a t e  r e m a i n i n g  t a r i f f s  a n d

o t h e r  b a r r i e r s . ” 2  I t ’ s  h a r d  t o  f i n d

t h a t  t y p e  o f  u n a n i m i t y  i n  a n y

a c a d e m i c  f i e l d ,  l e t  a l o n e  a m o n g

e c o n o m i c s .

W h y  d o  e c o n o m i s t s  b e l i e v e  t h a t

f r e e  t r a d e  i s  g o o d  a n d

t h a t  t a r i f f s  a r e  b a d ?  W e l l ,  a t  t h e

c o r e  o f  t h i s  b e l i e f  i s  t h e  r e a l i z a t i o n

t h a t  t r a d e  a l w a y s  b e n e f i t s  b o t h

p a r t i e s .  I f  b o t h  i n d i v i d u a l s  d i d n ’ t

b e n e f i t  f r o m  t h e  e x c h a n g e ,  t h e n

t h e  t r a d e  w o u l d n ’ t  t a k e  p l a c e .  I f

t h e r e  i s  n o  c o e r c i o n  i n v o l v e d ,  t r a d e

–  b y  d e f i n i t i o n  –  m a k e s  e v e r y o n e

b e t t e r  o f f .  A n o t h e r  r e a s o n  i s  t h a t

t a r i f f s  a r e  t a x e s  o n  i m p o r t s  a n d

e v e r y  t a x  t h a t  t h e  g o v e r n m e n t

i m p o s e s  h a s  a  d e a d  w e i g h t  l o s s  o n

s o c i e t y .  W h a t  t h i s  m e a n s  i s  t h a t

w h e n  y o u  p u t  a  t a x  o n  i m p o r t s

t h e r e  w i l l  b e  l e s s  i m p o r t s  t h a n

t h e r e  o t h e r w i s e  w o u l d  h a v e  b e e n

t h e r e f o r e  s o m e  m e m b e r s  o f  s o c i e t y

w i l l  n o t  e n g a g e  i n  e x c h a n g e  a n d  a s

a  r e s u l t  b e  w o r s e  o f f . 3

1 . I G M  F o r u m ,  “ F a s t - T r a c k  A u t h o r i t y :

P o l l i n g , ”  N o v e m b e r  1 1 ,  2 0 1 4 .  A c c e s s e d  a t :

h t t p : / / w w w . i g m c h i c a g o . o r g / s u r v e y s / f a s t -

t r a c k - a u t h o r i t y / .

2 .  D a n i e l  G r i s w o l d ,  “ A  S u p e r - M a j o r i t y  o f

E c o n o m i s t s  A g r e e :  T r a d e  B a r r i e r s  S h o u l d

G o , ”  S e p t e m b e r  1 8 ,  2 0 0 9 .  C a t o  I n s t i t u t e .

A c c e s s e d  a t :

h t t p s : / / w w w . c a t o . o r g / b l o g / s u p e r - m a j o r i t y -

e c o n o m i s t s - a g r e e - t r a d e - b a r r i e r s - s h o u l d - g o .

3 .  F o r  m o r e  o n  d e a d  w e i g h t  l o s s  s e e

h t t p s : / / w w w . i n t e l l i g e n t e c o n o m i s t . c o m / d e a d

w e i g h t - l o s s /



A s  c o u n t r i e s  a r o u n d  t h e  w o r l d  t u r n e d  i n w a r d  a n d  r a i s e d  t a r i f f s ,  g l o b a l

t r a d e  g r i n d e d  t o  a  h a l t .  A s  L a m o n t  e x p l a i n e d ,  t h e  U . S .  p a s s i n g  o f  t h e

t a r i f f  “ i n t e n s i f i e d  n a t i o n a l i s m  a l l  o v e r  t h e  w o r l d . ”  T h e  g r e a t  A m e r i c a n

j o u r n a l i s t  a n d  p o l i t i c a l  c o m m e n t a t o r  W a l t e r  L i p p m a n n  c o m p l a i n e d

t h a t  H o o v e r  h a d  “ s u r r e n d e r e d  e v e r y t h i n g  f o r  n o t h i n g .  H e  g a v e  u p  t h e

l e a d e r s h i p  o f  h i s  p a r t y .  H e  l e t  h i s  p e r s o n a l  a u t h o r i t y  b e  f l o u t e d .  H e

a c c e p t e d  a  w r e t c h e d  a n d  m i s c h i e v o u s  p r o d u c t  o f  s t u p i d i t y  a n d

g r e e d . ” 1 2  T h e s e  c o n c e r n s  t u r n e d  o u t  t o  b e  w e l l  f o u n d e d  a s  t h e  t a r i f f

u l t i m a t e l y  d e c r e a s e d  U . S .  i m p o r t s  a n d  e x p o r t s  b y  6 7  p e r c e n t . 1 3

T h e  e n a c t m e n t  o f  t a r i f f s  a c r o s s  t h e  g l o b e  f u r t h e r  e x a c e r b a t e d  t h e

w o r l d - w i d e  e c o n o m i c  d e p r e s s i o n .  T r a d e ,  b y  d e f i n i t i o n ,  i s  m u t u a l l y

b e n e f i c i a l — i t  m a k e s  b o t h  p a r t i e s  b e t t e r  o f f .  T r a d i n g  b e t w e e n  o n e

a n o t h e r  i n c r e a s e s  t h e  w e a l t h  o f  n a t i o n s .  T h e  c o l l a p s e  o f  i n t e r n a t i o n a l

t r a d e  h u r t  n o t  o n l y  t h e  U n i t e d  S t a t e s  b u t  a l s o  t h e  r e s t  o f  t h e  w o r l d .

W h i l e  s o m e  A m e r i c a n  m a n u f a c t u r e r s  m a y  h a v e  b e n e f i t e d  i n d i v i d u a l l y ,

A m e r i c a n  c o n s u m e r s  o v e r a l l  p a i d  h i g h e r  p r i c e s  f o r  g o o d s  b e c a u s e

i t e m s  f r o m  o v e r s e a s  w e r e  n o w  t a x e d  b e f o r e  t h e y  c o u l d  b e  p u r c h a s e d .

L i k e w i s e ,  A m e r i c a n  f a r m e r s  h a d  a  h a r d e r  t i m e  s e l l i n g  t h e i r  c r o p s

a b r o a d .  T h i s  s t r a i n e d    r u r a l  c o m m u n i t i e s  a n d  t h e  r u r a l  b a n k s  t h a t

m a d e  l o a n s  p r i m a r i l y  t o  f a r m e r s .

11. David M. Kennedy, Freedom from Fear (Oxford: Oxford University Press, 1999), 48.
12. David M. Kennedy, Freedom from Fear (Oxford: Oxford University Press, 1999), 48.
13. Alfred E. Eckes, Jr, Opening America’s Market: U.S. Foreign Trade Policy Since 1776 (Chapel Hill: University of North Carolina
Press, 1995).

ARKANSAS IMPACT:

NOTES:

O n e  o f  H o o v e r ’ s  e c o n o m i c  a d v i s o r s ,  T h o m a s  L a m o n t  ( w h o  w a s  a l s o  a

p a r t n e r  a t  J . P .  M o r g a n )  r e c o u n t e d  t h a t  h e  “ a l m o s t  w e n t  d o w n  o n  [ h i s ]

k n e e s  t o  b e g  H e r b e r t  H o o v e r  t o  v e t o  t h e  a s i n i n e  H a w l e y - S m o o t

T a r i f f . ”  E v e n  a f t e r  a l l  o f  t h i s ,  H o o v e r  s i g n e d  t h e  S m o o t - H a w l e y  T a r i f f

i n t o  l a w  i n  1 9 3 0 .  H i s  l a c k  o f  s t a t e s m a n s h i p  a n d  h i s  i n a b i l i t y  t o  s t i c k  t o

h i s  p r i n c i p l e s  r e s u l t e d  i n  w h a t  h i s t o r i a n  D a v i d  K e n n e d y  h a s  d e s c r i b e d

a s  “ a n  e c o n o m i c  a n d  p o l i t i c a l  c a t a s t r o p h e . ” 1 1

T h e  t i m i n g  c o u l d  n o t  b e  w o r s e

f o r  A r k a n s a n s  l i v i n g  t h r o u g h

t h e  G r e a t  D e p r e s s i o n .  I n  1 9 2 7 ,

A r k a n s a n s  l i v i n g  n e a r  t h e

M i s s i s s i p p i  R i v e r  e x p e r i e n c e d  a

m a s s i v e  f l o o d  t h a t  d e s t r o y e d

c r o p s ,  p r o p e r t y ,  a n d  r o a d

s y s t e m s ,  l e a v i n g  t h i r t y - s i x  o u t

o f  s e v e n t y -

f i v e   A r k a n s a s   c o u n t i e s  u n d e r

w a t e r  u p  t o  t h i r t y  f e e t  d e e p  i n

p l a c e s .  I n  1 9 3 0 - 3 1 ,  t h e  s t a t e

e x p e r i e n c e d  a  m a s s i v e  d r o u g h t

a n d  A r k a n s a s ' s  f o o d  s u p p l y

g r e a t l y  d e c l i n e d .  R u r a l

A r k a n s a n s  e x p e r i e n c e d  f o o d

s h o r t a g e s  a n d  r i o t i n g .  W h e n

t h e  e c o n o m y  s t a r t e d  t o

c r u m b l e ,  t h e  s t a t e  o f  A r k a n s a s

w a s  a l r e a d y  d r o w n i n g  i n  d e b t

a n d  a s k i n g  f o r  F e d e r a l  r e l i e f .

T o  l e a r n  m o r e  a b o u t  t h e  e a r l y

1 9 3 0 s  i n  A r k a n s a s ,  c h e c k  o u t

t h e  r e s o u r c e s  o f f e r e d  o n l i n e  a t

t h e  E n c y c l o p e d i a  o f  A r k a n s a s

w e b s i t e .



F a r  f r o m  b e i n g  a  p r o p o n e n t  o f  l a i s s e z - f a i r e  e c o n o m i c s ,  H o o v e r

b e l i e v e d  i n  u s i n g  t h e  g o v e r n m e n t  t o  m a n a g e  t h e  e c o n o m y .  T h e

r e s u l t s  o f  H o o v e r ’ s  i n t e r v e n t i o n s  w e r e  c a t a s t r o p h i c .  H o w e v e r ,

t h e  H o o v e r  a d m i n i s t r a t i o n ' s  p o l i c y  d e c i s i o n s  h e l p e d  t u r n  a n

e c o n o m i c  d e p r e s s i o n  i n t o  t h e  G r e a t  D e p r e s s i o n .  W h y  t h e n  d o

s o  m a n y  p e o p l e  v i e w  H o o v e r  a s  a  d o - n o t h i n g  p r e s i d e n t  w h o

b e l i e v e d  i n  t h e  f r e e  m a r k e t ?  T h i s  i s  m o s t l y  b e c a u s e  o f  w h a t

c a m e  a f t e r  H o o v e r  l e f t  o f f i c e .

P r e s i d e n t  F r a n k l i n  D e l a n o  R o o s e v e l t  w a s  e l e c t e d  i n  1 9 3 2  t o

u s h e r  i n  a  “ N e w  D e a l ”  f o r  t h e  A m e r i c a n  p e o p l e .  A l t h o u g h  i t

w a s  i n i t i a l l y  u n c l e a r  w h a t  t h a t  N e w  D e a l  w o u l d  c o n s i s t  o f  ,  i n

t i m e  R o o s e v e l t  e m b r a c e d  m a s s i v e  i n t e r v e n t i o n s  b y  t h e  f e d e r a l

g o v e r n m e n t  i n  a n  a t t e m p t  t o  s t a b i l i z e  t h e  e c o n o m y .  I n  h i s

F i r s t  I n a u g u r a l  A d d r e s s ,  F D R  c o n d e m n e d  f r e e  m a r k e t

c a p i t a l i s m  f o r  c r e a t i n g  t h e  d e p r e s s i o n  a n d  h e  b l a m e d  t h e

b e l i e f  i n  o u t d a t e d  e c o n o m i c  i d e a s  f o r  n o t  a l l o w i n g  t h e  b o l d

e x p e r i m e n t a t i o n  i t  w o u l d  t a k e  t o  c o m b a t  t h e  c r i s i s .  C o m p a r i n g

t h e  e c o n o m i c  d o w n t u r n  t o  a  w a r ,  R o o s e v e l t  p r o m i s e d  b o l d  a n d

d e c i s i v e  a c t i o n  b y  t h e  f e d e r a l  g o v e r n m e n t . 1 4  I n  r e a l i t y ,  h e

b u i l t  o n  m a n y  o f  t h e  f a i l e d  p r o g r a m s  t h a t  H o o v e r  h a d  a l r e a d y

p u t  i n t o  p l a c e . F D R  m a g n i f i e d  t h e  s c a l e  o f  g o v e r n m e n t

i n t e r v e n t i o n .

CONCLUSION
HANDS-ON ACTIVITY

OPTIONS:

A c t i v i t y  d e s c r i p t i o n  h e r e

NOTES:

14. Adam Cohen, Nothing to Fear: FDR’s Inner Circle and the Hundred Days that Created Modern America (New York: Penguin, 2009),
38-40.



PACING GUIDE

LESSON

ACTIVITY: THE GREAT DEPRESSION IN ARKANSAS

VIDEO: SMOOT-HAWLEY TARIFF

INTRODUCTION: FISCAL POLICY

Write journal prompt on the board for students to respond to: 

List several ways you can think of that the government might work to stimulate the economy during times of economic decline.
Which of these methods do you think would lead to the best outcomes? Be prepared to discuss.

15 MINUTES

ADDITIONAL TIME AS AVAILABLE

15 MINUTES

In this activity, students will read letters written by Arkansans during the Great Depression to their political legislators and governor as
well as newspaper articles providing commentary from Arkansans of the time. These sources help students explore the question "How
did the Great Depression help individuals who were living and working in Arkansas?" Have students review the documents using the
guided document worksheet included in these materials.

This activity was created by the Arkansas State Archives: http://www.statearchives.us/arkansas.htm

Play the following clip for your students and have them respond to the following questions in their small groups:
https://www.youtube.com/watch?v=C4CvLu8HA7I

Trade restrictions are still being debated today for many of the same reasons mentioned in this video, protecting American
businesses  and "lowering" the price of American goods. Did tariffs work during this historic economic case study? Lead a
discussion with your students, making comparisons to current conversations about global trade.

Present PowerPoint presentation to your students, stopping and various points for student response to guided questions and
discussion questions. Mark student participation and objectives met using a classroom roster. Stop on key image slides for
questions and discussions from students.

20 MINUTES


