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ABSTRACT

A debate about the appropriate role of monetary policy during periods of
high stock prices has accompanied the spectacular rise of U.S. equity re
turns during the late 1990s. Some economists argue that the Federal Re
serve should attempt to deflate share values, while others recommend non
intervention. This paper addresses this issue by examining the Fed’s reac
tion to the “Great Bull Market” of the 1920s. The findings suggest that
because uncertainty about policies toward speculation may depress real ac
tivit officials should only employ activist measures to attain clearly defined
goals like price stability

Introduction

Perhaps the most vexing problem confronting the Federal Reserve during the late
1 990s is how to respond to developments that threaten macroeconomic conditions
without disrupting securities markets. Many analysts argue that as U.S. equity values
continue to set new records, the stock market becomes increasingly vulnerable to small
disturbances in fundamentals. For this reason, the Fed may forgo necessary interest
rate adjustments to avoid either a market crash or encouraging speculation.2

This paper claims that the Federal Reserve was similarly concerned about the stock
market in the late 1 920s, and it considers whether its response to this simation pro
vides useful lessons for officials today. Like many contemporary analysts, some observ
ers argued seventy years ago that the spectacular stock market surge was justified be
cause share prices reflected a new era of economic growth driven by the commercializa
tion of promising technologies. Other respected commentators, however, thought that
because euphoric expectations boosted equity values, a market correction was immi
nent. Although Federal Reserve officials from both periods contend that speculation
may have adverse economic consequences, there has been little agreement on how to
control it without depressing real activity

Because multiple objectives could not be addressed simultaneously, disagreements
over policy plagued Federal Reserve leaders during the late 1 920s. By lowering interest
rates in 1927 to help restore the gold exchange standard, the Fed unintentionally fueled
stock market speculation. Because the Federal Reserve Act did not address securities
market activity, Fed officials had no guidelines to follow when developing a policy
response. Moreover, the death of Federal Reserve Bank of New York president Ben
jamin Strong in October 1928 left the Fed without firm leadership. These factors set
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the stage for a feud between the Federal Reserve Board, who wanted to ration credit to
the securities industry, and officials at the Federal Reserve Bank of New York who
thought selective credit controls would be ineffective and favored higher discount rates
instead.3

1 argue in this paper that these conditions increased uncertainty about monetary
policy; which may have contributed to the onset of the Great Depression. Although it
seems likely that the public was unaware of this conflict, there is evidence that many
people were troubled by the policy impasse. For example, E. K. Burger and A. M.
Leinbach concluded the following about the spending slowdown in early 1929: “Un
doubtedly, a good deal of the restricted buying interest of the public may be attributed
to the uncertainties of the credit situation and the Federal Reserve Board.”4To measure
uncertainty; I estimate the risk (or term) premium on government securities, and find
that it rose during this period. Moreover, I show that the behavior of this variable was
inversely related to investment spending during the late 1 920s. Thus, the experience of
the 1 920s suggests that monetary officials should concentrate on unambiguous objec
tives like price stability or full employment rather than deliberating about stock market
speculation.

Federal Reserve Policy and Uncertainty in the Late 1920s

A: Historical Narrative

Federal Reserve policymaking in the late 1920s was a contentious process. By
1928, Fed officials were unable to pursue several objectives simultaneously, forcing
them to compromise and set priorities. Perhaps the most notable example was a dis
agreement over how to control stock market speculation without depressing real activ
ity This section describes this conflict and the paper later shows that Federal Reserve
discord may have increased interest-rate uncertainty and disrupted spending plans.

Most studies of Federal Reserve policy during the 1 920s attempt to interpret the
Federal Reserve’s objectives. For example, Milton Friedman and Anna J. Schwartz ar
gue that domestic goals were most important, despite the Fed’s frequent referral to
international considerations when explaining their policy choices.5Elmus Wicker, how
ever, concludes that because Federal Reserve cooperation in reconstructing the gold
standard was necessary for international monetary stability, Fed policy addressed this
objective despite its domestic consequences.6Finally, Lester V. Chandler points out
that the Federal Reserve targeted both goals by attempting to promote economic growth
and price stability, curbing the use of credit for stock market speculation, and helping
to restore the gold standard.7 David C. Wheelock provides econometric support for
Chandler’s position by showing that all three objectives were consistently targeted by
the Fed’s open market, discount, and acceptance rate policies.8

Before 1928, the Fed could simultaneously address domestic and international
goals. In 1927, for example, the Federal Reserve Bank of New York lowered its discount
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rate from 4 percent to 3.5 percent and purchased $230 million in government securi
ties to aid Britain’s return to the gold standard. Because the U.S. economy was in a
recession at this time, these measures also improved domestic conditions.9Some offi
cials at district Federal Reserve banks, however, worried that easing credit conditions
would fuel stock market speculation. When officials at the Chicago Fed refused to
lower their discount rate for this reason, the Federal Reserve Board reversed this deci
sion on September 7, 1927, setting the stage for the dramatic conflict that would
characterize Fed policymaking for the rest of the decade.

Because leaders at the Chicago Fed continued to worry about inflation and specu
lation, they proposed a discount rate increase in January 1928. The Board approved
this proposal rather than return to the acrimonious exchange of the previous summer.’°
Although other district banks followed Chicago’s lead, there was considerable disagree
ment within the System about the impact of higher discount rates on commercial
activity’ Board members, especially Governor Roy Young, advocated a policy of “moral
suasion” in which banks would be discouraged from making loans to speculators while
reserving credit for commercial borrowers. Chicago Fed officials responded by arguing
that attempts to channel credit to worthy borrowers would be ineffective.

Following the death of Benjamin Strong in October 1928, the rift between the
Federal Reserve Board and the regional banks intensified.’2The Board attempted to
diminish the influence of the northeast and midwest banks by proposing to reorganize
the Open Market Investment Committee (OMIC). This initiative failed, and the Board
tried to reassert its authority by overruling an OMIC recommendation for the first
time in history

This power struggle eventually erupted into what Friedman and Schwartz call an
“open feud” between the Board and the Federal Reserve Bank of New York in early
1929. When the directors of the New York Fed unanimously voted to raise its discount
rate on February 14, 1929, the Board asked them to delay the measure for one day.
Angered by this decision, officials in New York threatened to remain in the building
until they received a response. The Board reacted to this “ act of insubordination” by
vetoing the petition. Over the next four months, the Board vetoed ten requests by the
New York Fed to increase its discount rate. Several New York Fed directors threatened
to resign during this period, greatly disturbing officials at other regional banks. Finally,
the Board capitulated in August 1929 and approved a rate hike.

Although the details of this conflict may have been hidden from public view,
concerns about policy inaction were widely publicized. For example, The New Park
Times published several articles in early 1929 highlighting uncertainty about Fed policy’3
Moreover, The New York Times reported in its year-end financial review that “Fed watch
ing” took on unprecedented importance during 1929 as investors sensed the difficulty
of trying to limit speculation while avoiding a recession.’4 The question of whether
these perceptions disturbed financial markets is examined in the next section.
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B. The Risk Premium in the Late 1920s

To determine whether Federal Reserve policy increased uncertainty in financial
markets during the late 1 920s, I calculate the risk premium embedded in the term
structure of interest rates. The risk premium is the incremental yield required by risk-
averse investors to hold long-term government securities, relative to the average yield
expected from “rolling-over” a series of short-term bonds.’5 Because an unexpected
interest rate increase by the Fed would disproportionately depress longer-term bond
values, uncertainty about monetary policy should raise the risk premium on these secu
rities. Specifically, I calculate the risk premium as difference between the yields on
three-month Treasury bills and the expected return on sixteen-year Treasury bonds held
for three months. Because the marketis expectation of long-term rates is unobservable,
this series is generated by assuming that interest rates are mean-reverting and that
expectations are formed regressively.’6

Risk premia for the interwar period are shown in Figure 1. Note that the risk
premium declines throughout most of 1927, suggesting that investors perceived little
interest-rate risk during this period. Moreover, the fact that the risk premium is nega
tive during the third quarter of 1927 indicates that investors expected interest rates to
decline further since inflation fears were negligible and because both international and
domestic goals could be accomplished with lower discount rates.

The fact that the Fed could not simultaneously address each of its objectives may
have contributed to the sharp rise in the risk premium in late 1928 and early 1929. The
vertical line in Figure 1 marks the month of Benjamin Strong’s death, which according
to Friedman and Schwartz, left a leadership vacuum at the Fed and may have increased
uncertainty about future Fed policy.’7Whether the behavior of the risk premium re
sulted solely from concerns about the feud within the Fed or from perceptions of the
incompatibility of policy objectives is difficult to determine. The important question of
whether this uncertainty adversely affected real activity is addressed in the next section.

Interest Rate Uncertainty and Real Activity

Figure 2 shows that investment spending peaked in early 1929 and declined steadily
until 93•8 To what extent was this behavior related to interest-rate uncertainty?
Barrie A. Wigmore notes that despite the public’s fascination with the stock market in
the late 1920s, the bond market was more important for raising capital.’9Accordingly,
uncertainty in the bond market may affect real activity through several channels. One
possibility is by increasing liquidity preference, which if not countered by monetary
expansion, raises real interest rates and depresses spending.2°Another explanation is
that heightened uncertainty raises the option value of making irreversible investment
expenditures, causing managers to take a “wait and see”approach.2’ Because of data
limitations, it is impossible to determine which of these channels was operative. How
ever, the influence of uncertainty on investment may be gauged by estimating an unre
stricted vector-autoregression (VAR) model that will be described in the next section.
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A. Model Specification

An analysis of the effects of uncertainty on investment is undertaken by estimating
a four-variable VAR model. The variables are: total business investment expenditures
(INVEST), the risk premium (RISK), the monetary base (BASE), and the Ml money
multiplier (MULT) •22 The money stock variable has been split into its base and multi
plier components to focus on the effects of monetary policy (reflected in the base vari
able) and the behavior of the public and banks (the multiplier variable) separately.

Tests for first-order unit roots and cointegration were conducted before specifying
the model. Augmented Dickey-Fuller (ADF) tests were employed to detect unit roots,
and the results suggest that first differences of the logs of investment and the two
monetary variables be used along with first differences of risk premium levels. More
over, tests for cointegration found no evidence of cointegrating vectors. Finally, lag
lengths of four quarters were chosen based on Akaike’s (AIC) criterion.

B. Empirical Results

The VAR model is estimated over the sample period 1923:3-1940:3. Choleski
factorization is used to orthogonalize the variance-covariance matrix. Since the results
are sensitive to the ordering of the variables under this approach, the most conservative
route has been taken. Specifically, the order is: INVEST, BASE, MULT, RISK. By
placing the risk premium last in the system, all contemporaneous correlation between
the risk premium and the other variables is absorbed by the other variables, lessening
the impact of risk premium shocks on investment.

Figure 3 shows the impulse response functions, which gauge the effects of a one-
standard-deviation shock in the errors of a variable on the other variables in the system.
Since our concern is with the effects of uncertainty on investment, we would expect
that shocks to the risk premium would have a significant, negative effect on future
investment spending. The results support this prediction as shocks to the risk premium
adversely impact investment, and are significant for the three- and four-quarter hori
zons.23 These results seem plausible given the average lag time between decisions to
invest and the incidence of capital expenditures. Thus, the rise in the risk premium in
late 1928 may have helped depress investment by mid-i 929.24

Results of the VAR may be further analyzed by examining variance and historical
decompositions.25 The variance decomposition shows the percentage of forecast error
variance that is attributed to innovations in the variables. The results show that most of
the variation in investment is due to investment innovations. In fact, nearly two-thirds
of investment innovation is explained by its own innovations at the eight-quarter hori
zon. This finding is consistent with structural explanations of the Great Depression
that emphasize factors such as overbuilding. Results for the monetary variables suggest
that BASE innovations explain little of the percentage of variance, but that the multi-
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plier is more significant. Twenty-percent of the variance in investment is associated
with multiplier innovations at the eight-quarter horizon. These results support the
Friedman and Schwartz hypothesis that changes in the money multiplier associated
with banking panics played an important role in the Depression.

Again, the results for the risk premium show that it has its largest impact on
investment at the three- and four-quarter horizons, during which approximately thir
teen percent of the investment variance is due to risk premium innovations. Moreover,
only investment innovations explain a larger percentage of variance at the four-quarter
horizon. These results suggest that uncertainty; as measured by the risk premium,
significantly altered investment plans during the Great Depression.

To focus on the late 1920s, a historical decomposition is calculated for the period
1925:1-1930:4. The historical decomposition accounts for the difference between the
actual series and a base projection derived from a moving-average representation of the
VAR. This difference between the two series results from shocks to each of the system’s
variables. The impact of a variable on investment spending is gauged by the extent to
which the forecast error of the base projection is reduced by the inclusion of shocks to
this variable. The results show that shocks to investment and the risk premium reduce
the root-mean-squared error of the base projection. The largest effect is from shocks to
investment, which reduce the root-mean-squared error by nearly 50%. Shocks to the
risk premium reduce the forecast error by 7%. Each of the monetary variables raises
the root-mean-squared error of the base projection. Although the results for BASE are
consistent with the variance decompositions and impulse response functions, those for
MULT are not. A possible explanation is that shocks to the multiplier did not become
significant until the first wave of banking panics in late 1930 - the last quarter of the
sample period. This finding implies that nonmonetary variables played an important
role in the onset of the Great Depression.

Conclusion

As stock prices soared in early 1999, investors were uncertain about how the Fed
eral Reserve would respond to macroeconomic disturbances. Raising interest rates to
prevent inflation could burst the bubble and lowering them to avoid a recession may
encourage further speculation. Does the Fed’s experience during the “Great Bull Mar
ket” provide any lessons to guide central bankers today?

This paper concludes that uncertainty about Federal Reserve objectives may have
real effects. Investors in the late 1 920s monitored monetary affairs closely and were
concerned about the Fed would react when stock market speculation appeared uncon
trollable. Moreover, this sense of uncertainty may have been exacerbated by the absence
of leadership in the Federal Reserve System following the death of Benjamin Strong in
1928. Econometric evidence shows that interest rate uncertainty rose at this time, and
that businesspeople responded by delaying investment expenditures. Although this
represents only one ofmany factors that may have contributed to the onset of the Great
Depression, it is a possibility that has been overlooked in the literature.
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These findings suggest that the Federal Reserve should set unambiguous goals and
publicly announce its commitment to pursue these objectives. Stock market specula
tion should continue to be controlled indirectly by setting margin requirements, rather
than by employing monetary policy instruments. Although Alan Greenspan has not
attempted to dampen stock market activity by raising interest rates, his occasional com
ments about “irrational exuberance” in the market only increased uncertainty about
whether the Fed would resort to such a strategy Instead, Greenspan should have fol
lowed the recommendation of economists like Weiher, who argue that the Fed should
focus only on macroeconomic goals like maintaining price stability?6

Figure 1
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Figure 2
Real Investment Expenditures
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