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LECTURE 33: THE GREAT DEPRESSION 
 

“To understand the Great Depression is the Holy Grail of macroeconomics.” 

—Ben S. Bernanke, 1994 

 

I. Introduction 

a. The Great Depression was the longest, deepest economic downturn in 

U.S. history. The unemployment rate went over 20% and GDP fell as 

much as 24% in the first few years.1  

b. There was also massive deflation; prices fell by about one-third in the 

first few years of the Depression. 

c. Nor was it a uniquely American problem; it was a worldwide crisis, 

beginning in 1929 (or 1928 for some countries like Germany and 

Brazil) and lasted until 1939, though some argue it lasted until the end 

of WWII. 

 
II. Background 

a. To understand what caused the Great Depression, we need to 

understand how currency at the time worked. 

b. Before World War I, most countries were on the gold standard. Paper 

currency was backed by gold and people could exchange gold for 

currency and vice versa. During the War, countries switched to a pure 

fiat system to fund the war effort (so they were no longer constrained 

by their gold supply), and slowly readopted the gold standard during 

the 1920s. 

c. This proved to be a big mistake because the world was now a very 

different place.  

 
1 http://www.multpl.com/us-gdp-inflation-adjusted/table  

http://www.multpl.com/us-gdp-inflation-adjusted/table


i. The major powers were decimated by the war while the U.S., a 

new and emerging power, was virtually unscathed.  

ii. Reparations and war debts further hampered European 

economies. 

iii. The U.K.’s decline was particularly problematic because the gold 

standard works best with a strong lead country to help manage 

gold flows between countries, but the U.K’s sorry state after the 

War meant the U.S. became the de facto leader. This would be 

bad. 

d. At the same time, bank panics were not unusual. These were the days 

before deposit insurance: when even mere rumors of insolvent banks 

surfaced, bank runs, and subsequent failures, would follow. 

i. Banks failed throughout the 1920s, although these failures are 

relatively small scale and spread out.  

ii. There was a major recession in 1920-21, however this did not 

lead to massive bank failure because banks were less exposed to 

debt. Corporate and household debt levels were much lower in 

1920 compared to later, in 1929.  

e. Economic historians agree the main cause of the Great Depression was 

a fall in the money supply.2 It came about due to two forces ramming 

into each other: a poorly managed gold standard and poor policy during 

a major bank panic. 

II. Gold Standard 

a. Concerned about stock market speculation, the Fed drastically 

increased interest rates. As a result, gold flowed into the U.S. and the 

USD became more valuable (investors sold their gold to the U.S. in 

exchange for USD so they can put the money in U.S. banks and get 

these higher interest rates). 

b. France also attracted these gold inflows—the interest rate was high, the 

franc was undervalued, and France had a reputation as a safe haven for 

capital. 

c. By the late 1920s, 60 percent of the world’s gold reserves were in these 

two countries. As gold flowed into the U.S. and France, other 

countries—such as Japan, Germany, the U.K.—experienced outflows. 

d. As gold flowed out of these countries, they reduced their money supply, 

causing deflation. But, crucially, the central banks of France and the 

 
2 Milton Friedman would win the Nobel Prize in Economics for his work in area. See the landmark book he wrote 

with Anna Schwartz, A Monetary History of the United States. 



U.S. did not increase their money supply as they brought in more gold. 

They just hoarded it.  

i. England used to be the de facto leader in the gold standard—most 

gold flowed into it because, before the War, England was the 

most powerful country in the world. 

ii. The Bank of England was a for-profit bank. When it got a lot of 

gold, it sold anything it didn’t need to back its currency. 

a. After the War, the U.S. was the new leader—it alone had 40 percent of 

global gold reserves—and was not for profit. It had no incentive to 

offload gold it wasn’t using. Deflation followed. 

III. Banking panics break the fragile system 

a. It began in 1929, and looked much like a “normal” series of bank 

panics. People thought the economic downturn would be like the 1920 

crash (and thus would recover quickly). For a while, it looked like it 

would. 

b. Then the bad news piles on. Some items include: the Bank of the United 

States fails, the largest bank to fail up to that time (Dec 1930); 

Kreditanstalt, the largest bank in Austria, fails (May 1931); Britain 

leaves the gold standard (Sept 1931), creating even more uncertainty. 

i. More panic set in, banks failed, and their role as financial 

intermediaries disappeared. Fewer loans were made, causing a 

fall in the money supply (remember, new loans create money). 

And people hoarded money, reducing the money supply even 

more. Deflation deepened, defaults rose, more banks failed, and 

it all got worse. 

c. Economic activity slowed, and prices fell, averaging about 7 percent 

each year between 1930 and 1933. This caused borrowers, especially 

farmers who could no longer get a good price on their crops, to default 

on the loans they made to buy seeds the previous spring. 

i. Why did banks have all their money in farmers? Because they 

weren’t allowed to diversify. U.S. restricted the creation of bank 

branches and thus a lot of small regional banks had few 

customers besides farmers. 

d. Banks failed. A lot of them. In 1929, there were 25,000 banks in the 

U.S. By 1933, there were just 15,000.3 (There are currently around 

4,000 banks with 75,000 branches.4) Bank runs were common and the 

 
3 https://fee.org/articles/the-great-depression-according-to-milton-friedman/  
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https://banks.data.fdic.gov/explore/historical?displayFields=STNAME%2CTOTAL%2CBRANCHES%2CNew_Ch
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money supply fell even more as people pulled their savings out of banks 

and kept it out of circulation. 

i. Wait, isn’t deflation good for lenders and bad for borrowers? 

Sure, but when deflation’s so large that borrowers can’t repay 

loans, it’s bad for everyone! As industrialist Jean Paul Getty once 

said, “If you owe the bank $100 that's your problem. If you owe 

the bank $100 million, that's the bank's problem.” 

e. Remember that banks are financial intermediaries; their collapse 

created a real problem because there were fewer institutions making 

loans and greasing the wheels of investment. There were markedly 

lower levels of lending and investment during the early 1930s. 

 
f. Why didn’t the central banks reflated the currency to save the 

commercial banks?  

i. Part of this is the gold standard: had the Federal Reserve reflated 

(by lowering the interest rate it charges banks), gold would leave 

the country (because interest rates are lower), and the Fed 

would’ve had to raise the interest rate it charges bank (because 

less gold meant it could back fewer dollars), thus returning to 

deflation. It was stuck. 

ii. Part of it was to due to tied hands: by law, many European central 

banks (including France’s) weren’t allowed to freely create new 

money. They couldn’t, for example, buy government debt and 

thereby put more money into the system. 

g. The Great Depression illustrates the importance of maintaining the 

financial sector during economic downturns. It’s why during the Great 

Recession, Bernanke (who was Fed chair at the time) bailed out banks. 
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If the Fed had done something similar in the early 1930s, the Great 

Depression might well have been avoided altogether. 

IV. Turnaround 

a. The creation of deposit insurance and exiting the gold standard, both in 

1933 (in the U.S.), marked the bottoming out of the Great Depression. 

Indeed, the gold standard proved to be poison—a method that 

functioned in the past but no longer worked. 

i. Bernanke and James (1990) showed that the faster a country left 

the gold standard, the faster it recovered. For example, Spain, 

which never got back on the gold standard after leaving it during 

World War I, largely avoided the Depression. 

b. The damage, however, was deep. Even though the economy started 

recovering in 1933, it would slide again in 1937. Not until World War 

II would the U.S., and eventually 

the whole world, would recover. 

V. The Great Depression with AD-AS 

a. To understand why the GD was so 

bad, it’s worth connecting it to AD-

AS. We’ll tackle this in three ways.5 

b. First, a decline in the money supply 

shifted AD to the left. (A) 

c. Second, the subsequent failure of 

banks amounted to a real shock 

because financial intermediation 

fell away. This also shifted AD left 

even more because there’s less 

money creation. (B) 

d. Third, the New Deal had both good 

and bad parts to it. We’ll touch on 

the good parts (employing 

unemployed people, for example) 

when we do fiscal policy. But the 

bad parts help explain the length of 

the Great Depression. (This chart is 

getting busy so I’ll just describe the 

shift.) 

 
5 To be clear, there are other things going on, such as the Federal Reserve raising interest rates before the economy’s 

recovered, that help explain the 1937 “Roosevelt Recession.” Remember Bernanke’s quote at the start of these 

notes: understanding the Great Depression is the Holy Grail of macroeconomics for a reason—it’s deeply complex. 
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i. FDR had a famous “try anything” attitude about assuaging the 

Great Depression. While this sounds pragmatic, it created a lot 

of uncertainty. AD shifts left even further. 

ii. The New Deal tried to force prices higher (remember, they were 

fighting deflation!) by paying farmers to not grow crops, 

established a federal minimum wage, and strengthened unions.6 

Input prices increased and SRAS shifts left even further. 

iii. The thinking at the time was that capitalism was “too good” at 

making stuff and needed to be reigned in, so the New Deal also 

reduced industry production. For example, the National 

Industrial Recovery Act (and the National Recovery 

Administration which enforced it) put quotas on production and 

allowed firms to conspire together to increase prices (antitrust 

laws were suspended). This shifts LRAS and SRAS left even 

further. 

e. World War II solved many of these problems. There was a massive 

increase in government spending, an increase in regime stability 

because wars create clear goals, and a repelling of many the anti-

production policies. 

 
6 For example, the National Labor Relations Act (1935) allowed union workers to force all other workers for that 

industry to join the union, effectively creating a monopoly of workers. 


