
Federal Reserve Bank 
of Minneapolis 

i ; 

Winter 1999 

The Great Depression 
in the United States 
From a Neoclassical 
Perspective (p. 2) 
Harold L. Cole 
Lee E. Ohanian 

Some Observations on the 
Great Depression (p. 25) 
Edward C. Prescott 

1998 Contents (p. 32) 

1998 Staff  Reports (p. 33) 



Federal Reserve Bank of Minneapolis 

Quarterly Review VOL. 23, NO. 1 
ISSN 0271-5287 

This publication primarily presents economic research aimed 
at improving policymaking by the Federal Reserve System and 
other governmental authorities. 

Any views  expressed  herein  are  those of  the authors  and 
not necessarily  those of  the Federal  Reserve  Bank of  Minneapolis 
or  the Federal  Reserve  System. 

Editor: Arthur J. Rolnick 
Associate Editors: Edward J. Green, Preston J. Miller, 

Warren E. Weber 
Economic Advisory Board: Harold L. Cole, Edward J. Green, 

Lee E. Ohanian, James A. Schmitz, Jr. 
Managing Editor: Kathleen S. Rolfe 

Article Editor: Jenni C. Schoppers 
Designer: Phil Swenson 

Typesetter: Mary E. Anomalay 
Circulation Assistant: Elaine R. Reed 

The Quarterly  Review is published by the Research Department of  the Federal Reserve Bank of  Minneapolis. Subscriptions are available free  of  charge. 
Quarterly  Review articles that are reprints or revisions of  papers 
published elsewhere may not be reprinted without the written 
permission of  the original publisher. All other Quarterly  Review 
articles may be reprinted without charge. If  you reprint an article, 
please fully  credit the source—the Minneapolis Federal Reserve 
Bank as well as the Quarterly  Review—and include with the 
reprint a version of  the standard Federal Reserve disclaimer 
(italicized above). Also, please send one copy of  any publication 
that includes a reprint to the Minneapolis Fed Research 
Department. 
Electronic files  of  Quarterly  Review articles are available through the Minneapolis Fed's home page on the World Wide Web: http://www.mpls.frb.org. 

Comments and questions about the Quarterly  Review may be sent to 
Quarterly  Review Research Department Federal Reserve Bank of  Minneapolis P.O. Box 291 
Minneapolis, Minnesota 55480-0291 
(Phone 612-204-6455 / Fax 612-204-5515). 
Subscription requests may also be sent to the circulation 
assistant at elaine.reed@mpls.frb.org;  editorial comments and 
questions, to the managing editor at ksr@res.mpls.frb.fed.us. 

http://www.mpls.frb.org
mailto:elaine.reed@mpls.frb.org
mailto:ksr@res.mpls.frb.fed.us


Federal Reserve Bank of Minneapolis 
Quarterly  Review  Winter 1999 

Some Observations on the Great Depression* 

Edward C. Prescottt 
Adviser 
Research Department 
Federal Reserve Bank of Minneapolis 

The prosperity of  the 1920s in the United States was fol-
lowed by the Great Depression in the 1930s. Will the pros-
perity of  the 1980s and 1990s be followed  by another great 
depression in the coming decade? This question is not that 
far-fetched.  Depressions are not a thing of  the past. The Jap-
anese economy, for  example, has been depressed for  nearly 
a decade and is currently operating at a level far  below 
trend. Argentina experienced a depression in the 1980s ev-
ery bit as severe as the one experienced by the United States 
in the 1930s. The Brazilian economy is currently operating 
at a level well below trend and could fall  even farther.  Em-
pirically, depressions are not a thing of  the past, and only by 
understanding why depressions occurred in the past is there 
any hope of  avoiding them in the future. 

Given the importance of  understanding depressions, I'm 
surprised that Harold Cole and Lee Ohanian (in an article 
in this issue of  the Quarterly  Review) are the first  to study 
the Great Depression systematically from  the perspective 
of  neoclassical growth  theory. I'm surprised because econ-
omists use growth theory to study economic growth and 
business cycle fluctuations  quantitatively and to evaluate 
tax policies. Why hasn't growth theory been used to study 
the Great Depression? Perhaps because economists are re-
luctant to use standard theory to study an event that histori-
cally was treated as an aberration defying  an equilibrium 
explanation. 

Cole and Ohanian examine the Great Depression from 
the perspective of  growth theory and show that growth the-

ory cannot account for  the Great Depression as a 10-year 
economic event. In the process of  documenting deviations 
from  existing theory, they define  what a successful  theory 
of  the Great Depression must explain. Their analysis led 
me to conclude that the key to defining  and explaining the 
Great Depression is the behavior of  market  hours worked 
per adult.  (Cole and Ohanian report this measure of  labor 
input as total  hours. Adult  is defined  as 16 years and older.) 
Briefly,  market hours worked per adult (from  here on, sim-
ply market  hours) dipped to 72 percent of  their 1929 level 
in 1934 and remained low throughout the 1930s. Even in 
1939, market hours were still only about 79 percent of  their 
1929 level. 

By focusing  on the entire decade of  the 1930s, Cole 
and Ohanian shift  the nature of  the question from 

Why was there such a big decline in output 
and employment between 1929 and 1933? 

to 
Why did the economy remain so depressed 
for  the entire decade? 

*The author thanks Franck Portier, Fumio Hayashi, and Jesus Fernandez-Villa-
verde for  providing references  to, respectively, the French, Japanese, and Spanish data. 
The author thanks Harold Cole, Robert E. Lucas, Jr., and, in particular, Lee Ohanian, 
for  comments. In addition, the author thanks Daria Zakharova for  excellent research 
assistance and the National Science Foundation for  financial  support. 

tAlso, Professor,  University of  Chicago. 
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In particular, in the 1934-39 period, why didn't the econ-
omy recover from  its depressed level? Cole and Ohanian 
show that the standard conjectures put forth  to explain the 
Great Depression are not consistent with observations. In 
the last half  of  the 1930s, there were no banking crises. 
There was no deflation.  There was a large increase in the 
money supply and a corresponding drop in the interest rate, 
just as the demand-for-money  relation predicts. There was 
growth in total factor  productivity. So why were market 
hours still 21 percent below their 1929 level in 1939? Giv-
en the considerable evidence against technology, monetary, 
or banking explanations, I am led, as Cole and Ohanian 
are, to the view that there must have been a fundamental 
change in labor market institutions and industrial policies 
that lowered steady-state, or normal, market hours.1 

Growth Theory 
Before  I explain why I think the behavior of  market hours 
is the key to explaining the Great Depression, a brief  re-
view of  growth theory is in order. The now-textbook the-
ory includes two basic decisions. One is the consumption-
investment decision,  in which investment is roundabout 
consumption. That is, investment in more machines, office 
buildings, and factories  today enhances future  production 
possibilities, permitting greater consumption in the future. 
This feature  of  the production technology provides a way 
to transform  consumption today into consumption in the 
future.  Less consumption and more investment today can 
increase consumption in the future.  The other decision is 
the labor-leisure  decision. (Leisure  is shorthand for  pro-
ductive time allocated to nonmarket activities and not lei-
sure in the conventional sense of  the word.) More labor 
and less leisure today results in more market output today. 
This added output can be used for  greater consumption to-
day or for  greater investment today, which permits greater 
consumption in the future. 

With growth theory, if  technology advances smoothly 
and there are no changes in market distortions, the econo-
my grows at a steady rate with constant shares of  output 
being allocated to consumption and investment and a con-
stant fraction  of  time being allocated to the market. The 
theory predicts the consequences of  changes that affect  the 
constraints people face.  Such changes would include, for 
example, a change in the tax system, a change in technolo-
gy, a change in the price of  imported goods relative to do-
mestically produced goods, or a change in regulations or 
laws. 

Growth theory without the labor-leisure decision was 

developed to account for  secular growth. With the natural 
extension to include the labor-leisure decision, the theory 
has proved successful  in accounting for  phenomena other 
than what it was designed to explain. For example, the the-
ory predicts well the behavior of  the U.S. economy during 
World War H. (See Braun and McGrattan 1993.) This sur-
prised a lot of  economists, because the general view was 
that patriotism  was needed to explain employment and 
output behavior during World War EL This successful  pre-
diction of  the consequences of  a large public finance  shock 
is reassuring for  the theory. 

Another dramatic empirical success of  growth theory is 
in the study of  business cycle fluctuations.  The developers 
of  growth theory thought the theory would be useful  for 
studying long-term growth issues but that a fundamentally 
different  theory would be needed for  studying business 
cycle fluctuations.  Once the implications of  growth theory 
were derived, however, business cycle fluctuations  turned 
out to be what the theory predicts. (See Prescott 1986.) The 
theory can answer such business cycle questions as, How 
volatile would the economy be if  total factor  productivi-
ty-growth shocks were the only disturbance? 

The Great Depression and business cycles are similar 
in that both include variations in output accounted for  in 
large part by variations in labor input to production. The 
Great Depression and business cycles are fundamentally 
different  in terms of  magnitude and persistence. The Great 
Depression was nearly an order of  magnitude bigger than 
typical business cycles and lasted a decade rather than a 
year or two. However, magnitude and persistence are not 
the fundamental  difference.  To explain the fundamental 
difference,  I'll first  explain what business cycles are. 

Essentially, business cycles are responses to persistent 
changes, or shocks,  that shift  the constant growth path of 
the economy up or down. This constant growth  path is the 
path to which the economy would converge if  there were 
no subsequent shocks. If  a shock shifts  the constant growth 
path down, the economy responds as follows.  Market hours 
fall,  reducing output; a bigger share of  output is allocated 
to consumption and a smaller share to investment; and 
more time is allocated to leisure. Over time, market hours 
return to normal, as do investment and consumption shares 
of  output, as the economy converges to its new lower con-

1 Lucas and Rapping (1972) come to similar conclusions. Their theory, based on 
monetary surprises, predicts the large decline in employment in the 1929-33 period. 
As Lucas and Rapping (1972) emphasize, their theory does not account for  the failure 
of  the economy to recover in the 1934-39 period. 

26 


