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Any study of a phenomenon as complicated as the Great 

Depression of the 1930's could be approached in a variety of ways. 

Hundreds of studies have been conducted on why the depres-

sion started and how economic recovery was induced. Also, 

the social impact of the depression on millions of people 

has been analyzed countless times. Sometimes a tragedy 

can have gooj effects in the sense that it helps people to 

learn and ~ecome aware. And in the aftermath of a tragedy, 

almos t alv;ays, a "cause" 0 r a " combination 0 f causes" sur-

faces to let us know if, in any way, we failed in preventing 

the tragedy. This preventive medicine approach can be use-

ful, and it is in this context that a study of the causes 

of the de~~ession in the United States seems sensible. The 

United states cannot afford to struggle through another 

decade of economic chaos. Nith many of our allies feeling 

threatened, and with many of our adversaries threatening, 

~merica nus~ have a strong economy in order to assure the 

proper allocation of resources. Therefore, to not let a 

depressio~ occur again is vital, and the best way to pre-

vent this tragedy is to study what caused the Great Depression 

of the 1930's in the United states. 

This report is about the causes of the depression, 

but if all the causes were simply listed, a conclusion 

about the most formidable causes would be extremely difficult 

to derive. Therefore, research on this paper consisted of 
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obtaining several leading economists' views and looking for 

common, significant causes that came to surface in various 

appraisal~3. Then, after viewing filmstrips and reading 

2 

each author's standpoint on the causes of the depression, 

the views ~ere blended together to find the most signifi~ant 

cause or, as this paper presents, combination of causes 

for the de~ression. 

Also, sometimes after an event has happened as lasting 

and severe 3_S the depression, it takes many years to com-

pletely analyze the situation. Therefore, almost the en-

tire report ~as sources documented from contemporary econo-

mists. 1s in all reports, some sources give more helpful 

insights t~an others. In this thesis, it was found that 

the works of >jilton and Rose Friedman, Dr. Arthur Laffer, 

and Alan ::e~·nolds best supplemented the resea-rch. Therefore, 

this thesis ~ill include a brief discussion of the onset 

and results of the depression, then it will turn to the 

causes of ~~e depression as stated by several different 

economis ts and authors, and finally, through the works 0 f 

Friedman, ~eynolds, and ~affer, the causes will be blended 

together to reach a main theory as to the causes of the 

depression of the 1930's- that being the failure of the 

federal government to analyze the effects of a restrictive 

tariff, and the failure of the Federal Reserve System to 

analyze the effects of not participating in open market 

operations to raise the money supply. 

As already mentioned, the depression that started in 

1929 ":las a nightma:~e for the Uni ted States. The total 



output of the country fell by one-third, and unemploument 

of America's labor force reac'J;d an all tLJe high of twenty-

five Grcent. But also, the depression was just as tragic 

for the rest of the world. Along with the unemployment, 
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low output, and general despair, the world watched as the 

depression ~elped ease Adolf Hitler into power in Germany. 

And in China, the world depression helped bring about econo

mic conditions which led to the overthrow of Chiang Kai-Shek, 

leaving tte communists to take control. 1 

~ith this collapse came one general belief as to just 

~hy the economic system in the United states was in such 

disarray, ttat being that the private enterprise system had 

failed, ar.d that "capi talism was an unstable system destined 

to su f fer e-,en more serious crises. ,,2 ','1 e know now that the 

capitalist system was not at fault, but it would be many 

:,rears before this attitude would change. But what did go 

':rro!1g? 

The ~ext part of this paper examines how several authors 

analyze ~tis questio~. It is important to note that while 

the majo:::-it:.,." of these authors do not actually make an outright 

statement as to "the" cause of the depression, they all con-

tributed to the research in a very important way in the fact 

that they all offered significant views as to what contri-

buted to tte severity of the depression. And when any econo

mist does list a cause, it should be thought of in the con

text of the causes that the others list because many of their 

ideas overlap, and, as the main theme of this paper presents, 

one feels that there was a.conbination of causes after reading 

these views. 



In his book, The Great Boom and Panic, Patterson starts 

out his 1:auses chapter by stating, "The causes of the panic, 

and of the depression that it heralded, were complex and 

deep rooted.,,3 He mentioned that even now different econo

mists have different views as to what led to the depression. 
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However, Patterson's main emphasis on how the depression was 

enhanced lies in the interworkings of the economic boom of 

1926-1929 and the ensuing stock market crash of October 1929. 

Many auttors mentioned in this book felt that the nature of 

the boom itself led to the crash which in turn fueled the 

fires for the depression. Among those mentioned were E.H.H. 

Simmons who said, "'The primary cause ••• was undoubtedly 

the high level of prices •• , ,,4 
• • To expand on this Roepke 

stated, 111 ••• from 1925 to 1929 the productive powers of 

the world had grown to an extraordinary extent. That this 

growth was not organic, but was accomplished amidst ••• 

political tensions, was one of the main causes of the col

,,,5 
• • lapse • • This feeling that the growth of production 

rate was Lot a result of proper synergism, but was the result 

of political tensions for self-betterment definitely shows why 

many people held private enterprise accountable for the de

pression. In this context H.V. Hodson said that the boom 

started in America, spread to other countries, and when the 

collapse occurred, that it again, started in the United 

states. This held Americans responsible, Hodson felt. 6 

In the book The Origins and Nature of the Great Slump, 

1929-1932, ?earon states that economic growth was rising 

quickly from 1925 to 1929. In "mid 1929 there were no 
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visible signs of strain on the US economy." 7 Fearon 0 ffers 

that then in mid 1929, consumers began to seriously curtail 

their spending and that only "tenative explanations" can 

be given as to why. Fearon mentions that there was a re

duction in the money supply in 1928 that "preceded the 

cyclical downturn, ,,8 and he states one more origin 0 f the 

depression in the context of the previously mentioned stock 

market crash. Speculation was high because of "a combina-

tion of o::;timism, cheap credit and plentiful savings," so 

I1stock prices reached their peak in September 1929, before 

commencing a steady decline, which gathered momentum and 

terminated ir. panic.,,9 This crash had several causes, but 

most eco~omists concur that the stock market crash did not 

cause the depression, rather it was a result of "trends 

1 .. . t !,10 a readY l~ eXls ence. 

lith resnect to the severity of the depression, Fearon 

states one main reason as low demand. 

Given the levels of unemployment, the abscence 
of ",';elfare benefits for those out of \vork, which 
~ould ~ave sustained income, short-time working, the 
imposition, from 1931 of wage cuts and the impover
ished state of the rural community, it is easy 
to see that de~and ~as low. There was excess cap
acity in housing, as people were unable to pay 
their mortgages or rents, and many could not afford 
or ~ere unwilling, to go into debtl~o buy consumer 
goods. Entrepreneurs were gloomy. 

Fearon also mentions the Smoot-Hawley tariff shich "NaS en-

acted into law in 1930. This tariff will be studied later 

as Laffer, ?eynolds, and Friedman are integrated into the 
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paper. ?earon uses this high tariff concept as his main cause 

of the depression by concluding, lithe origins of the great 

slump ••• are to be found in the United states, which •• . , 
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placed an impossible strain ••• upon the world economy" by 

the legislation of acts such as the Smoot-Hawley tariff. This 

type of protection greatly restricted the inflow and outflow 

of goods and services produced by the United States thereby 

inducing the slump in the many countries where a recession 
12 had already started. 

So far Patterson has explained why the boom of 1925-

1929 hellJed induce the depression by stating that inorganic 

grocrth led to the stock market crash, and Fearon has gone as 

far as to offer an origin for the world depression- the United 

states. I,n ~_is 'qock The ':lorld in Jenr:::ssion: 1929-1929, 

Xi~dlebe~ger goes even further to mention several explana-

tions or causes. Among these were the "British inability 

and fnited states unwillingness to assume responsibility for 

stabj.liz:ingll tte world economic condi tion in' three areas: 

(1) "maintainiYlg a relatively open market for distress goods;" 

(2) "providing counter-cyclical long-term lending;" ar.j. {3) 

"discoun tir.g in crisis. 11 13 Among his many 0 ther reaSO!1S 

were the lack of asymmetry, the lack of Britist and American 

leadershin, the lack of cooperation, and the effects of the 

many ctanges of leadership in different countries. 14 :bviously 

each of these causes mentioned by Kindleberger played a role 

in the depression and are no doubt very legitimate. But the 

purpose here is to boil down these causes to one cause or a 

relatively few combination of causes. However, each econo

mists' viewpoint offers a variable that comes into play when 

. making the final decision, so it is important to examine many 

alternatives and opinions. 
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In his book The Great Crash, Galbraith makes the degree 

of diffic:ulty with determining the real factors of the Great 
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Depression apparant. As already observed, different econo

mists have different opinions, some stating one cause, and at 

the other end of the s~ectrum the economist that lists sev

eral contributing factors. Indeed, Galbraith mentions, "it 

is easier to account for the boom and crash in the market 

than to l~xplain their bearing on the depression vi-hich followed." 15 

He go es on to say frankly, "The causes 0 f the depression are 

still far from certain.,,16 Even though he does not list a 

specific cause, Galbraith goes through a valuable explana

tion 0 f con tri bu ting factors to the "ensuing disaster." 

It is a fact that in 1929 the condition of the United 

states' economy was "fundamentally sound." However many 

things i~ the economy were inefficient, and balbraith terms 

these nroblems as "weaknesses.,,17 First was the poor distri-

bution of income in the economy. In 1929, people that had a 

lot of money had a disproportionate amount. One estimate was 

"5 per cent of the population with the highest incomes in 

that year received approximately one third of all personal 

income.,,18 This meant "that the economy was vulnerably de-

nendant on a high level of investment or a high level of 

luxury consumer spending or both." 19 Wi th this impact on 

the economy, when the bad news about the stock market in 1929 

was heard, it can be assumed that the effect on the economy 

was large. 20 

The second contributing factor was the bad corporate 

structure. Galbraith felt that "the most important corporate 
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weakness -aas inherent in the vast new structure 0 f holding 

companies and investment trusts." Through their actions, 

"income was earmarked for debt repayment • • • new invest-

ment became impossible • • • and a corporate system • • • de

signed to continue and accentuate a deflationary spiralu emerged. 21 

Thi;~d 7JaS the bad banking structure. The banks then were 

largely :Lndependant, and when any bank suffered a failure, 

other de~Jo3itors were tempted to draw their money out. "Thus 

one failure led to other failures, and these spread with a 

dominoe effect.,,22 Obviously, such a banking system was not 

helpful in steering the country clear of the slump. This con~ 

cept is very important and will be researched in more depth 

later. 

The fourth cause was the 

dubious state of the foreign balance. Countries 
could not cover their adverse trade balance with 
the United States with increased payments of gold ••• 
President Hoover and the Congress-moved promptly by 
sharply increasing the tariff • • • there was a 
precipitate fall in American exports ••• it 
contri~uted to the general distress and was es
pecially hard on farmers. 23 

Finally Galbraith felt that the poor state of economic 

intelligence helped contribute to the crash and slump. Con-

cepts such as the fear of inflation, the balanced budget, 

and Ilgoing off the gold standard" stirred up many contro-

versies that sometimes led to "events" that "played a very 

bad trick on people.,,24 Galbraith felt that these attitudes 

and policies in the 1930's contributed to the depression in 

many complex, interacting ways. 

Up to now, several leading economists have stated what 
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they felt caused or contrubuted to the depression. Their 

views were all closely related and as hoped for, several 

causes have surfaced with some consistency, such as the men-

tion of Smoot-Hawley and the bad banking structure. In the 

research, ~affer and Reynolds concur with the Smoot-Hawley 

cause and ?riedman with the bad banking structure- namely 

the :?ederal ?eserve System. These will be examined soon. 

9 

First, research from other authors and magazines offered more 

insights a= the fiftieth anniversary of the depression prompted 

many reminiscences. 

ThE!re are numerous ways to distri bu te responsi bili ty 

crhen things go badly. President Hoover, for example, re-

ceived muct of the blame from the editors of The New Republic. 

Hoover tad inherited Coolidge's bull market, but Hoover felt 

this trend could be dangerous. Honey was too cheap, he ar-

gued, and c.e encouraged Andrew i<iellon, his secretary of the 

Treasury, to warn people. Hoover also encouraged a raising 

of taxes, ~~ich included the 3moot-Ha~ley tariff, which 

~orked against everything Andre~ Mellon had tried to accom

Dlish while in office. 25 

Other publications gave the connotation that the stock 

market Grash was to be held accountable for the depression. 

In an article in Readers' ItDigest, emphasis is put upon the 

fact that when the stock market crashed, many people realized 

"a sudden terrible end.,,26 It was noted that in the months 

following the crash, production fell and unemployment rose. 27 

Again the crash is given credit for the depression in state-

ments such as, "wheI:\ the bubble burst • • • the world pluriged 
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into a dE~cade-long recession,,,28 and, "Fifty years ago this 

month, the bottom fell out of the stock market, shoving the 

Tj .S. down the road to an economic collanse ,,29 and liThe crash ~, , 
••• occurred on October 29, 1929 ••• the resulting de

"J:jres:=io·n lasted almost until the beginning of World 'Nar 11. 1130 

:Jhile th4:! seriousness of the stock ma:cket crash should not 

be u .derestimated, research shows that it was not the main 

cause of the depression. 

S~muelson backs this up by stating: 

·~c iave ;:eople think that celebrating the memory 
of the stock market crash is much the same thing 
as celebrating the memory of the Great Depression. 
Experts know better. ~he Depression could well 
have occurred with no dramatic fireworks in ~all 
Street. Indeed it was not until late in 1930 that 
~merica's slo~down went from being a fairly run
of-the-mill recession to its becoming a malignant 
slum-::J. 31 

:;i th the elimination of the stock market crash as a cause, 

the causes :,egin to narrow down. The Smoot-Hawley tariff $lich 

":Iar_J :::cho leTs have long agreed • • • t 7,2 
had disasterous effe rs,"--' 

and the ":::.a'i tankir.g structure are still the most prominent. 

~terefore, the influence of taxes in general will be discussed 

now, follo~ed by an examination of the effects of the Smoot-

Hawley tariff. ?inally, the role the Federal Reserve System 

played ~ill be examined- both in the area of its relationship 

to Smoot-Ea-:/ley and in the area of the failing banks. The 

three authors about to be discussed contributed to the most 

convincing stage of research. 

On October 19, 1981, Dr. Arthur Laffer gave a lecture 

on the campus of Ball State Universi ty, Buncie, Indiana. In 

this spE~ech he uses the theory of taxation as a cause for the 
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depression, ~ith emphasis on the redistributionist versus the 

growthist model. ~edistributionists believe that the function 

of the state is to redistribute from those that have a lot, 

to those that have very little. Growthists, on the other 

hand, firmly believe that the function of the state is to 

change monetary policy and tax laws so to make a "structure of 

incentivEls.,,33 Laffer, supporting the growthist viewpoint, 

gave exaDl"!,Jles where tax cuts stimulated the economy. In 1961, 

President :ohn ~. Kennedy's tax cuts helped the nation's 

economy immensly. In the early twenties taxes were cut from 

78 per ce~t to 25 percent for the highest brackets and from 6 

per cent to 1.5 percent for the lowest brackets. Dr. Laffer 

argued that this increased incentives and reminded us that 

the follo':.'ing years are referred to as the "Roaring Twenties. ,,34 

~hen taxes ~ere raised under Hoover, a trend- that included 

Smoot-Hawley, incentives that had been so well structured 

by the earlier tax cuts were destroyed, and again, Dr. 

Laffer reminded us that the following years are referred to 

as the "Great Depression_,,35 

"The '~ni ted States had tariffs _ • _ raised higher in 

the t\'lentieth century, e~ecially by the Smoo t-Hawley tari ff 

of 1930, ~hich some scholars regard as partly responsible for 

the sevE'ri ty 0 f the depression. ,,36 Hilton Friedman again 

refers us to the importance and possible consequences of a 

high tariff. But why was Smoot-Hawley considered to be so 

detrimental? 

ThE~ reason for this is that Smoot-Hawley imposed taxes 

in an area of great importance to any economy- international 
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trade. ','lhen the tariff was signed into law, "3,218 items 

were :?ro tected," and according to Reynolds: 

Foreign countries were flattened by higher U.S. 
tariffs ••• The impoverishment of foreign pro
d.ucers reduced their purchases 0 f, say, U.S. cot
ton, thus bankrupting both farmers and:the farmers' 
banks ••• an effective limit on imports also 
reduces exports ••• without the dollars obtained 
by selling here, foreign countries could not afford 
to buy our goods (or to repay their debts) • • • 
Americans also had little use for foreign currency, 
since foreign goods were subject to prohibiti~e 
tariffs, so the dollar was artificially costly in 
terms of other currencieso That too depressed 
our exports, which turned out to be particularly 
devastating to farmers- the group that was sup
posed to benefit from the tariffs. 57 

12 

Reynold's explanation helps to make clear the bad effects of 

the tariff. Also, other countries at this time started to ship 

gold to t~e United states as a result of the Smoot-Ha~ley 

tariff, and :"~lton Friedman explains how the Federal ?eserve 

System should have reacted to this. !riedmari's explanation 

of the deDression rests mainly with the ?ederal Reserve, so a 

short hi<3tor~,r of this institution '.'/ill be given follo"::ed by 

7riecman's criticism of the system. 

if_he ?ederal Pes erve Act 0 f 1913 was the result 0 f a re-

cession and a Danic that occurred in 1907 and 1908. :he 

?ederal 2eserve System started operations in 1914, ani it 

gained respect and nrominence after ~orld ~ar I. The Federal 

Reserve System was rather successful in the Twenties, partly 

due to t:1.e actions of Benjamin strong, then head of the 

Federal:::eserve Bank of new York. He died unfortunately, 

and the Federal Reserve Bank in Viashington, D.C., the head

quarters, ".'Ihich was "weak and divided" decided that it would 

I assume the leadership role formerly held by Strong and his 

! -~ 
~ 1t: 
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lTew York branch. This caused much dissention. 38 

Bank closings at that time were feared, and when the 

Bank of United states closed in December 1930, it was the big-

gest commercial bank in the country to close up to that time, 

and as a result people rushed to banks everywhere to get their 

deposited woney. A rescue plan to save the Bank of United 

States ( arod to stave off the panic) was devised, but it 

failed partly because of adverse feelings toward the bank be-

cause of E.e advantage of its name and because of the lIanti-

Semi tismll ",:nong the -;:eople rrho could have saved the largely 

Jer!ish o",'!r:e:i and onerated bank. The Fed Vias included\.'in 

the mergi~_€ :91an to 3ave the Bank of Uni ted States, but it 

cO'J.lcl have "-;:rovided a far better solution by engaging in 

• • • 0 -::; er: :J.arket nur e~a3es • • • .1139 Friedman then gives 

the cause :Jr the 3u:sequent closing of the thousands of 

barok::; aero::O:3 tte cot;.:: try by saying that these open market 

••• ::)'J.ld haOle urovided the banks with the 
addit~J:r.al cash t~ meet the demands of their 
depo::oi~ors ••• Unfortunately, the Fed's actions 
~ere ~esistant and small. In the main, it 40 
stooi ~ily by a:::d let the crisis take the course. 

Once in 1932, Congress ordered the Federal Reserve to 

step up its purchases of government bonds, and soon the good 

effects were being felt by the economy. Congress, however, 

adjourned so(the Eederal Reserve promptly stopped its open 

market operations. 41 Also, the stock of gold in the United 

States rose from August 1929 to August 1931, partly due to 

the Smoot-:-!a",'lley tariff. "Had the Federal Reserve System 

follol'led tne rules of the gold standard, it should have 
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reacted to the inflow of gold by increasing the quantity of 

money." Instead the money supply fell. 42 Had the Federal 

Reserve System raised the supply of money, both the failing 

banks would have been saved and businesses would have been 

able to obtian the capital they needed to grow. 

C01JC~USIO:~ : 

It is not feasible to try to derive one cause for the 

Great Je~ression. There are just too many variables. How-

ever, I feel it can be said, and backed up by appropriate 

research, that the cause of the depression in the United 

states ','ras i~herent in the policy thinking of the Thirties; 

n_l.mely l::1 the areas cf restrictive tariffs and the money 

::::u-pply. T:he Congress of the United States did not act in 

the best interest of America or capitalism by enacting the 

14 

Smo) '·-':-:a·:jle~/ ta:'i ff. The Federal Reser':r: ,system di j r.ot act 

in a res~on~ible way ( a way it was originally intended to 

function ) ~y not participating in open market onerations to 

raise the mo~ey supply. A complex interaction of the Smoot-

Hawley tariff and the Federal Reserve System's decisions led 

to the nation's most severe depression. Hopefully, the 

government of the United States has learned from the past, 

and it will never again pass into law such a prohibitive 

tariff. And hopefully, the Federal Reserve System can learn 

from its past and never permit such a catastrophe to happen 

again. The United States can ill afford another blow from 
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within as crippling as the one in the 1930's. I feel that now 

7re are more educated and experienced, and we are too aware 

to let such mishaps occur again. If the policies of the 

Thirties were our downfall, maybe we can look at the policies 

of today such as the tax cuts and the deregulations, as 

policies of hope and promise that will enable our economy 

to remain strong and stable well into the twenty-first 

centi..iry. 
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