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Between 1929 and 1933, employment fell about 25 percent and output fell about 30 percent in the United States.
By 1939, employment and output remained well below
their 1929 levels. Why did employment and output fall so
much in the early 1930s? Why did they remain so low a
decade later?
In this article, we address these two questions by evaluating macroeconomic performance in the United States
from 1929 to 1939. This period consists of a decline in economic activity (1929-33) followed by a recovery (193439). Our definition of the Great Depression as a 10-year
event differs from the standard definition of the Great Depression, which is the 1929-33 decline. We define the Depression this way because employment and output remained well below their 1929 levels in 1939.
We examine the Depression from the perspective of
neoclassical growth theory. By neoclassical growth theory;
we mean the optimal growth model in Cass 1965 and
Koopmans 1965 augmented with various shocks that cause
employment and output to deviate from their deterministic
steady-state paths as in Kydland and Prescott 1982.1
We use neoclassical growth theory to study macroeconomic performance during the 1930s the way other economists have used the theory to study postwar business cycles. Wefirst identify a set of shocks considered important
in postwar economic declines: technology shocks, fiscal
policy shocks, trade shocks, and monetary shocks. We then
ask whether those shocks, within the neoclassical frame2,

work, can account for the decline and the recovery in the
1930s. This method allows us to understand which data
from the 1930s are consistent with neoclassical theory and,
especially, which observations are puzzling from the neoclassical perspective.
In our analysis, we treat the 1929-33 decline as a long
and severe recession.2 But the neoclassical approach to analyzing business cycles is not just to assess declines in economic activity, but to assess recoveries as well. When we
compare the decline and recovery during the Depression to
a typical postwar business cycle, we see striking differ*The authors acknowledge the tremendous contribution Edward Prescott made to
this project in the many hours he spent talking with them about the Depression and in
the input and guidance he generously provided. The authors also thank Andy Atkeson,
Russell Cooper, Ed Green, Chris Hanes, Patrick Kehoe, Narayana Kocherlakota, Art
Rolnick, and Jim Schmitz for comments. The authors also thank Jesus FemandezVillaverde for research assistance and Jenni Schoppers for editorial assistance; both
contributed well beyond the call of duty.
tOhanian is also an associate professor of economics at the University of Minnesota.
1 For other studies of the Depression and many additional references, see Brunner
1981; Temin 1989, 1993; Eichengreen 1992; Calomiris 1993; Margo 1993; Romer
1993; Bernanke 1995; Bordo, Erceg, and Evans 1996; and Crucini and Kahn 1996.
2The National Bureau of Economic Research (NBER) defines a cyclical decline,
or recession, as a period of decline in output across many sectors of the economy which
typically lasts at least six months. Since the NBER uses a monthly frequency, we convert to a quarterly frequency for our comparison by considering a peak (trough) quarter
to be the quarter with the highest (lowest) level of output within one quarter of the
quarter that contains the month of the NBER peak (trough). We define the recovery as
the time it takes for output to return to its previous peak.
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ences in duration and scale. The decline, as well as the recovery, during the Depression lasted about four times as
long as the postwar business cycle average. Moreover, the
size of the decline in output in the 1930s was about 10
times the size of the average decline. (See Table 1.)
What factors were responsible for these large differences in the duration and scale of the Depression? One
possibility is that the shocks—the unexpected changes in
technology, preferences, endowments, or government policies that lead output to deviate from its existing steadystate growth path—were different in the 1930s. One view
is that the shocks responsible for the 1929-33 decline were
much larger and more persistent versions of the same
shocks that are important in shorter and milder declines.
Another view is that the types of shocks responsible for the
1929-33 decline were fundamentally different from those
considered to be the driving factors behind typical cyclical
declines.
To evaluate these two distinct views, we analyze data
from the 1930s using the neoclassical growth model. Our
mainfinding differs from the standard view that the most
puzzling aspect of the Depression is the large decline between 1929 and 1933. Wefind that while it may be possible to account for the 1929-33 decline on the basis of the
shocks we consider, none of those shocks can account for
the 1934-39 recovery. Theory predicts large increases in
employment and output beginning in 1934 that return real
economic activity rapidly to trend. This prediction stands
in sharp contrast to the data, suggesting to us that we need
a new shock to account for the weak recovery.
We begin our study by examining deviations in output
and inputs from the trend growth that theory predicts in the
absence of any shocks to the economy. This examination
not only highlights the severity of the economic decline
between 1929 and 1933, but also raises questions about the
recovery that began in 1934. In 1939, real per capita output
remained 11 percent below its 1929 level: output increases
an average of 21 percent during a typical 10-year period.
This contrast identifies two challenges for theory: accounting for the large decline in economic activity that occurred
between 1929 and 1933 and accounting for the weak recovery between 1934 and 1939.
Wefirst evaluate the importance of real shocks—technology shocks,fiscal policy shocks, and trade shocks—for
this decade-long period. Wefind that technology shocks
may have contributed to the 1929-33 decline. However,
wefind that the real shocks predict a very robust recovery
beginning in 1934. Theory suggests that real shocks should

Table 1

Duration and Scale of the Depression
and Postwar Business Cycles
Measured by the Decline and Recovery of Output

Length
of Decline

Size of
Decline

Length of
Recovery

Great Depression

4 years

-31.0%

7 years

Postwar Cycle Average

1 year

-2.9%

1.5 years

Sources: National Bureau of Economic Research; U.S. Department of Commerce,
Bureau of Economic Analysis

have led employment and output to return to trend by
1939.
We next analyze whether monetary shocks can account
for the decline and recovery. Some economists, such as
Friedman and Schwartz (1963), argue that monetary shocks
were a key factor in the 1929-33 decline. To analyze the
monetary shock view, we use the well-known model of
Lucas and Rapping (1969), which connects changes in the
money supply to changes in output through intertemporal
substitution of leisure and unexpected changes in wages.
The Lucas-Rapping model predicts that monetary shocks
reduced output in the early 1930s, but the model also predicts that employment and output should have been back
near trend by the mid-1930s.
Both real shocks and monetary shocks predict that employment and output should have quickly returned to trend
levels. These predictions are difficult to reconcile with the
weak 1934-39 recovery. If the factors considered important in postwarfluctuations can't fully account for macroeconomic performance in the 1930s, are there other factors
that can? We go on to analyze two other factors that some
economists consider important in understanding the Depression:financial intermediation shocks and inflexible
nominal wages. One type of financial intermediation shock
is the bank failures that occurred during the early 1930s.
Some researchers argue that these failures reduced output
by disruptingfinancial intermediation. While bank failures
perhaps deepened the decline, we argue that their impact
would have been short-lived and, consequently, that bank
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