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Though most economists agree that bank panics should be avoided, wide disagreement exists over how costly 

they have been in terms of their effect on macroeconomic performance. In this article the author examines the 

impact of this financial phenomenon and suggests a number of areas for further analysis. 

Recent experiences in the U.S. banking and 

thrift industry have brought to the forefront issues 

regarding the current extent of the government 

regulatory framework for depository institutions. 

Deposit guarantee legislation, beginning with 

the 1933 establishment of the Federal Deposit 

Insurance Corporation (FDIC), was enacted to 

prevent bank system failures like those during 

the Great Depression. Since deposits have 

been guaranteed, no nationwide bank panics 

have occurred. In that regard existing legislation 

has been successful. Thus, for many years, the 

federal deposit guarantee programs were per-

ceived as inexpensive mechanisms to safeguard 

the banking system against bank panics; current 

experience, though, has altered the percep-

tions of deposit insurance costs. (For a related 

article on deposit insurance, see this issue's 

Book Review by William Curt Hunter on p. 52.) 

Federal deposit guarantees distort the incen-

tives of banks and depositors. In order to max-
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imize the value of their deposit insurance, 

banks have an incentive to maintain an asset 

portfolio with more risk than might otherwise be 

assumed; depositors, meanwhile, have less in-

centive to monitor depository institutions, since 

insurance has greatly reduced the risk of capital 

loss on deposits. Thus, federal deposit insur-

ance programs have produced "moral hazard" 

problems that contribute, along with other fac-

tors, to the imposition of substantial costs upon 

the intermediation system. These costs have be-

come most apparent in the past several years.1 

In light of possible federal insurance costs, 

economists are focusing renewed attention on 

the phenomena of bank runs and bank panics. 

Some economists question whether the bank 

panics that occurred from the National Banking 

Era through the Depression substantially damp-

ened macroeconomic activity, but existing 

results from that period are ambiguous. His-

torically, major bank panics have been closely 

associated with recessionary periods in busi-

ness cycles. Disagreement exists, however, on 

whether downturns in the business cycle created 

poor economic conditions, thus sparking pan-
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ics, or whether the occurrence of bank panics 

spurred economic contractions. Even the more 

moderate view, that panics exacerbated the 

amplitude of recessions, is unproven because 

no research has isolated the explicit economic 

costs of bank panics. 

This article addresses the issue of whether 

bank panics have a large macroeconomic im-

pact in addition to that caused by the contrac-

tion in the real economy. The macroeconomic 

characteristics of the bank panics that took 

place during the National Banking Era (1863-

1914) are investigated to provide empirical 

focus for analyzing the divergent views of bank-

ing crises and their economic impact.2 This 

study also examines the relationship between 

bank panics and economic contractions and de-

scribes the similar economic properties of panic 

periods, drawing from several studies that ana-

lyze these times. Data series of real economic 

activity are scrutinized, as is banking activity in 

general during the National Banking Era. 

The measured macroeconomic impact of pan-

ics remains inseparable from the general eco-

nomic downturn; thus, distinguishing clearly 

between the contraction effects of a panic and 

those of a concurrent recession is difficult with 

the present data set. The data reviewed in this 

article, however, are consistent with the view 

that bank panics themselves were not the cause 

of economic downturns and thatthe disruptions 

in the economy caused by these panics may 

have been less severe than once believed. Many 

discussions describe the Great Depression ex-

periences as foremost examples of the cost and 

deleterious effects of bank panics, in comparing 

relevant economic measures of National Bank-

ing Era panics to those of the panics during the 

Great Depression, the results suggest that the 

events are not directly comparable.3 A proper 

comparison would address the institutional dif-

ferences and the respective responses of these 

institutions to the onset of panics. This paper 

contends that economists must perform addi-

tional research to determine more clearly the 

economic costs of bank panics. This research 

should be directed explicitly at delineating the 

costs incurred because of a bank panic from 

those costs resulting from an existing contrac-

tion in the real economy. 
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Bank Panics Defined 

Any discussion of bank panics must distin-

guish them from bank runs. In this article, a bank 
run is characterized by depositors' attempting 

to liquidate all their deposits at a particular 

institution. A bank run does not necessarily 

imply the removal of funds from the banking sys-

tem ; since other banks may be perceived as sol-

vent, the funds may be redeposited at another 

bank. In this definition of a bank run, a number 

of banks in a region can be affected simulta-

neously, but the run still does not extend to the 

entire banking system. 

Economists disagree about the costs and 

benefits of bank runs. One perspective suggests 

that runs impose a market discipline on banks 

by threatening a large-scale removal of deposits 

and prompt suspension of insolvent institutions. 

Federal deposit insurance eliminates these 

positive aspects of bank runs by reducing the 

monitoring incentive of depositors. These econ-

omists advocate increased private market dis-

cipline for the banking industry primarily to 

reduce the cost of bank failures and the time it 

takes for them to run their course; runs provide 

quick resolution to bank insolvency and, in this 

view, subsequently improve the overall opera-

tion of the banking system.4 Implicitly, from this 

perspective the social benefits of bank runs 

exceed the associated costs. 

In sharp contrast, a number of researchers 

argue that bank runs are "contagious" and, as 

such, dangerous to the entire financial system 

because a run on an individual bankcan not only 

spread to solvent banks but can threaten the 

collapse of the entire banking system through a 

bank panic. Thus, a'lowing bank runs to occur 

may increase the risk of bank panics. 

A bank panic can be described as a wide-

spread desire on the part of depositors in all 

banks to convert bank I iabil ities—their deposits— 

into currency. A bank panic entails the removal 

of bank deposits from the depository system, 

thus threatening the intermediation process. In 

contrast to bank runs, bank panics are basically 

systemic problems and can be viewed as sys-

temic bank runs. 

Throughout most of its history the U.S. bank-

ing system has operated on a fractional reserve 

basis, which is designed so that the cash reserves 

4 

of banks are only a fraction of their outstanding 

liabilities. In addition, a high proportion of bank 

liabilities are demand deposits—that is, depos-

its that a bank is obligated to pay in cash on 

demand to depositors. The exchange of depos-

its for currency at banks may appear initially as 

equal reductions to both cash holdings and 

deposits. Banks, however, keep cash reserves at 

a reasonable percentage of outstanding liabil-

ities. Thus, when a large amount of deposits are * 

converted to cash, banks may be forced to liq-

uidate some of their interest-bearing assets to 

increase their cash reserves. Bank panics are 

dangerous to the banking system because, with-

out a central bank, a large-scale conversion of I 

bank deposits into currency cannot be satisfied 

in a fractional reserve system. 

Historically, the fractional reserve banking 

system in the United States has been subject to 

panics. Given the possibility that bank assets 

may not be liquid or may sell at less than face 

value in a systemwide panic (in contrast to a 

run), a bank panic can cause otherwise solvent 

banks to fail. The definition of bank panics pre- f 

sented here, however, leaves unanswered the 

question of how and why bank panics begin. 

Crises during the 

National Banking Era 

Prior to the creation of the Federal Deposit 

Insurance Corporation in 1933, bank panics 

were a periodic occurrence. Several institution-

al features of the banking system during the 

National Banking Era in particular make that 

time interesting for the empirical investigation |* 

of bank panics. First, the period from 1863 to 

1914 preceded both the Federal Reserve Sys-

tem and the federal deposit insurance program. 

Also, six major bank panics associated with 

serious economic downturns occurred during 

that era (in 1873, 1884, 1890, 1893, 1907, and 

1914). The period also has an abundance of rele- y 

vant data for study. 

In considering bank panics, the most notable 

features of the National Banking System are 

(I) the lack of a central bank, (2) the absence of 

deposit insurance, and (3) the inability to in-

crease quickly the supply of currency (or re-

serves) in periods of extreme consumer de-
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Clearinghouse loan certificates, such as this one from Atlanta, were used during the National Banking Era to expand artificially 
the supply of banks' available reserves. 

mand for currency in exchange for deposits. 

Given the fractional reserve banking system and 

the lack of a central authority to increase the 

monetary base (bank reserves and currency), 

the banking system suffered from chronic pan-

ics; the most notorious panics—in 1873, 1893, 

and 1907—were associated with the most severe 

business cycle contractions. 

Bank panics during this period displayed 

similar characteristics.5 In general, according to 

Philip Cagan (1965), bank panics followed busi-

ness cycle peaks. Often, panics occurred in 

either spring or fall; this phenomenon can partly 

be explained by noting that, without a central 

bank, the seasonal movement of funds between 

the Midwest and financial centers in the East 

put strains on bank reserve positions. The 

failure of a large business or financial institution 

usually preceded a panic. 

In addition, the stock market would frequently 

suffer substantial losses in the aggregate either 

prior to or during the panic. These could signal 

to depositors that bank assets might be riskier.6 

The length of panics varied; the most intense 

part of a panic typically took place in the span of 

a few weeks, and the remnants usually subsided 

within a few months. 

Other characteristics associated with panics 

during the National Banking Era include the 

mechanisms that private bankers employed to 

survive the crises. Local clearinghouses pro-

vided the medium through which the mecha-

nisms were instituted. Initially, the clearing-

house was a place where representatives of all 

banks in a city met to settle accounts with all 

associated banks by making or receiving pay-

ments, that is, "clearing" transactions. The 

clearinghouse role, however, grew in operational 

capacity. An insightful definition by James G. 

Cannon (1910) provides a good description of 

the fuller role of the clearinghouses: 

A Clear inghouse, therefore, may b e de f i ned as a 

device to simpl i fy and facil itate t he dai ly ex-

changes of i tems and se t t l ements of ba lances 

a m o n g t he (member) banks and a m e d i u m for 

un i ted action u p o n all ques t ions affecting their 

mutua l welfare. 

The two primary methods for responding to 

bank panics during the National Banking Era 

were (l) clearinghouse loan certificates (see 

sample above) and (2) the restriction or suspen-

sion of bank deposits' convertibility into curren-

cy.7 (The box on page 18 provides more detail 

FEDERAL RESERVE BANK OF ATLANTA 5 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

November 1988



on these mechanisms.) Clearinghouse loan cer-

tificates were extensions of loans for the purpose 

of forming reserves. These certificates were writ-

ten for clearinghouse association members and 

were acceptable for settling clearinghouse ac-

counts. Thus, the clearinghouse and its loan cer-

tificates offered the banking system an artificial 

mechanism to expand the supply of available 

reserves in order to prevent loan contraction. 

When restricting the convertibility of deposits 

into currency, banks limited the amount of cash 

available or refused to pay cash in exchange for 

deposits as they were legally bound to do. This 

procedure reduced the outflow of bank reserves 

by slowing down the liquidation of deposits. 

Both mechanisms allowed banks to continue 

other operations such as making loans and 

clearing deposits, since restrictions applied 

only to conversions of deposits into currency. 

Transactions within the banking system were 

supported. 

Oliver M.W. Sprague (1910) provides an excel-

lent analysis of the events before, during, and 

after the bank panics of the National Banking 

Era. Sprague's work describes in detail the 

methods through which the banking system 

maintained a functioning transactions mecha-

nism in the midst of a systemwide drain of 

deposits and reserves. Sprague is critical, though, 

of convertibility restrictions, especially during 

the panic of 1907 when, he felt, the severe strain 

in the banking system spread to all business 

sectors through this action. Yet, aside from in-

creasing transactions costs, the ways in which re-

striction constrains business activity are unclear.8 

The discussion in Sprague notes the degree 

of bank failures, the contraction of loans, and the 

general reduction in economic activity asso-

ciated with the period of the panic. Sprague 

does not, however, attribute the source of the 

economic downturn to the panic; rather, the 

panic is seen as an outcome of the economic 

downturn. The banking crises arose from prob-

lems in other industries. Cagan supports the 

view that panics did not cause recessions. 

Theories of Bank Panics 

The economics literature provides two main 

approaches to bank panics and their causes; 

these views differ most notably in their expla-

nations of why depositors convert their deposits 

into currency and exit the banking system. The 

formal models of bank panics examine the issue 

from a clearly d liferent set of assumptions about 

the source of bank instability, and the relevant 

conclusions about the cost of bank panics are 

strongly influenced by the theoretical frame-

work chosen. 

One perspective on banking panics, referred 

to as the "sunspot hypothesis" by Gary Gorton 

(1988), suggests that the banking system is 

inherently unstable. Douglas W. Diamond and 

Philip H. Dybvig (1983) present this view in 

detail. In this model, banks provide a liquidity 

service by transforming illiquid financial assets 

(loans) into more liquid ones by offering liabil-

ities (deposits) with a smoother return path. In 

effect, productive investments in the economy 

may take time to mature and provide a return, 

but depositors may require liquidity at different 

and unpredictable times. In order to exploit the 

opportunities created by this apparent dis-

crepancy, banking intermediaries provide a 

transformation service so that depositors can 

have access to liquidity, since their liquidity 

demands may vary. Though banks improve the 

opportunities for the economy, theory suggests 

that the potential exists for bank runs to take 

place. Surprisingly, these bank runs occur de-

spite the fact that bank assets in the model are 

not risky; rather, they are just illiquid. 

The risk in banking in this model, then, results 

from the withdrawal behavior of depositors. 

Banks are subject to runs because depositors 

liquidate their deposits whenever they suspect 

a bank run will occur, if the theory imposes a 

first-come, first-serve rule for withdrawals.9 

Thus, according to this argument, no real eco-

nomic information relevant to bank assets is 

necessary to provoke a systemic bank panic. 

Nonfundamental (noneconomic) causes may 

spark a bank panic since "anything that causes 

Idepositorsl to anticipate a run will lead to a 

run."10 

In the sunspot theory, the bank run could 

occur as a result of anything from a run on 

another bank to a totally unrelated event like a 

sunspot. It is rational for agents (individuals), 

even those who prefer to leave deposits, to 

withdraw their deposits in light of the potential 

for capital loss if the bank fails. The inherent 

6 ECONOMIC REVIEW, NOVEMBER/DECEMBER 1988 f 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

November 1988



instability in the banking system provides the 

opportunity for panics to occur randomly with-

out a fundamental economic basis for the event. 

Bank runs are essentially random due to the 

risky behavior of depositors. 

In this view, a single bank run is costly be-

cause of its potential to spark a bank panic and 

cause the collapse of the banking system. Bank 

panics in turn are costly because even solvent 

banks—those with loans to productive invest-

ment projects—can fail, thus causing the recall 

of the loans and termination of investments. 

Since the costs are imposed on the economy for 

no underlying economic reason, a strong ratio-

nale exists, from this perspective, to prevent 

banking panics and avoid these costly reper-

cussions. 

Sunspot theories provide a useful contrast to 

other explanations of bank panics in which de-

positors rely on real economic information in 

evaluating the financial condition of banks. In 

this context "real" information refers to data on 

the production sectors of the economy. Charles 

J. Jacklin and Sudipto Bhattacharya (1988) pro-

vide a formal treatment of how interim informa-

tion affects depositor assessment of the value of 

risky bank assets. The information can lead to 

bank panics if it signals a bad prospective out-

come for bank investments and a negative out-

look for the real economy. Under these con-

ditions, panics can be explained as rational 

economic phenomena within an economic 

model in which information on the intrinsically 

risky assets of banks may provoke depositors to 

liquidate their deposits. Information on real 

economic conditions is relevant insofar as it 

reflects upon bank asset quality and thus shapes 

depositor expectations. 

In a similar vein, Gorton presents an eco-

nomic model in which bank panics occur as a 

rational response by depositors to the expecta-

tion of a recession. In this model, depositors 

have incomplete information about the value of 

bank assets, and so they use aggregate macro-

economic measures as indicators of bank asset 

riskiness. Gorton shows that depositors choose 

to liquidate bank deposits when the perceived 

risk of bank assets exceeds a threshold level. 

The model also suggests that panics are not 

unique events, like sunspots. Rather, Gorton 

presents data that are consistent with a rational 

model in which economic agents form expec-
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tations of bank asset risk. A model explaining 

consumer behavior in nonpanic times conse-

quently also explains consumer behavior when 

panics occur. However, such a model does not 

address the extent to which panics affect the 

severity of an economic contraction. 

Several hypotheses regard real economic 

variables as the fundamental causes of bank 

panics." The costliness of bank panics in these 

models, however, varies with assumptions about 

the value of the loans recalled by banks. If some 

of the recalled loans terminate an otherwise 

productive investment, a bank panic may wors-

en an already-existing economic contraction. If, 

on the other hand, a bank panic leads to prompt 

liquidation of loans whose long-term prospects 

are poor, the cost of bank panics may be min-

imal. Thus, even within a fundamental framework 

for bank panics, their cost reflects assumptions 

about the cost of loan contraction. 

The theoretical explanations of bank panics 

exemplify how the choice of theory influences 

the conclusion about their cost. In the two 

general views, sunspot and fundamental (or 

"information-based") explanations appear to 

have clear contrasts.12 The sunspot theories 

suggest that bank panics have high economic 

costs because they force banks to recall loans 

that would otherwise increase economic wel-

fare. As a result, bank panics should be avoided 

if possible. The fundamental theories of bank 

panics also focus on the recall of loans as the 

main source of bank panic costs.13 However, a 

variety of perspectives may be available on how 

the loan contraction affects economic output. 

Thus, the cost of loan contraction and the con-

tribution of panics to contractions are central 

elements in the theoretical analysis of bank pan-

ics and their impact on economic performance. 

Business Cycles and Bank Panics: 

Current Viewpoints 

The previous overview of National Banking 

Era bank panics concentrated on their common 

characteristics and revealed two main features: 

(1) a widespread desire to convert bank liabil-

ities into currency and (2) an association with 

serious economic contractions. In theoretical 

models, when a banking system lacks a central 
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bank, depositors can cause a solvent bank to fail 

by large-scale liquidation of deposits. Business 

cycle research is interested in determining how 

economic contractions relate to panics. 

In the economics profession, the conven-

tional view of bank panics is that they magnify 

the steepness of a business downturn.14 Milton 

Friedman and Anna J. Schwartz (1963) (as well as 

Cagan) portray panics as distinct events that 

contribute separately to the severity of a busi-

ness contraction. Friedman and Schwartz sug-

gest that bank panics, by reducing the amount of 

bank deposits, contract the aggregate money 

supply. In their framework, reductions in the 

money supply adversely affect output. 

In a more recent work, Karl Brunner and Allan 

H. Meltzer (1988) describe from a monetarist 

perspective the interaction between the finan-

cial sector and the real economy. They maintain 

that an increase in currency holdings relative to 

deposits—a typical occurrence in bank panics-

reduces both the money supply and bank credit; 

the authors suggest that the relative reduction 

in loans is greater than that of the money supply. 

In their view, an unchecked run, that is, one 

which is not alleviated by adequate central 

bank provision of reserves, may lead to bank 

failures, excess demand for reserves, increases 

in interest rates, drops in asset values, and 

further contraction of the money supply and 

bank credit. Despite their belief that banking 

crises are basically due to existing economic 

conditions and the prevailing institutional frame-

work rather than a catalyst of economic down-

turns, the authors ascribe a distinct economic 

cost to bank panics because of the disruption of 

credit markets and hence the exacerbation of 

already adverse business cycle conditions. 

Gorton suggests that, since banks fail most 

frequently during a business cycle contraction, 

macroeconomic information may signal the 

severity of the downturn in the real economy to 

depositors, who in turn attempt to liquidate 

bank deposits before the worst of the recession. 

Bank panics thus occur as a rational response to 

exogenous economic conditions (factors "out-

side" the system like weather or the formation 

of a cartel of oil-producing nations) and do not 

represent unique events, that is, events that are 

unexplainable within a rational economic model 

consistent with "normal" time periods. This 

model is consistent with the predictions of a 

recent approach to business cycles referred to 

as real business cycle theory. 

Real business cycle theory presents an ex-

treme view of how monetary and banking ser-

vices relate to real economic phenomena. The 

theory concentrates its analysis on real distur-

bances to the productive sectors of the economy, 

which may explain a large proportion of observed 

fluctuations in total output measures. From this 

perspective, the role of monetary and banking 

sectors in a theory of economic growth still 

remains an open area for research. Robert G. 

King and Charles I. Plosser (1984) present an 

economic model in which technological shocks 

directly affect only the real economy. A premise 

of real business cycle theory is that the financial 

sector is endogenous to innovations in the real 

productive sector. The banking industry in King 

"/n the economics profession, the con-

ventional view of bank panics is that 

they magnify the steepness of a busi-

ness downturn." 

and Plosser produces an intermediate good, 

transactions services, which is an input into pro-

duction and the purchase of final goods by 

consumers. Thus, the researchers suggest that 

the observed positive comovement of real pro-

duction, credit, and transactions services reflects 

exogenous shocks to the economy's real pro-

ductive sectors. In essence, the movements of 

bank transactions services and credit measures 

result from movements in output. Banking ser-

vices do not initiate any costly shocks to the 

real economy. 

In this real business cycle view, the extent to 

which panic costs add to those of a recession is 

unclear. Bank loans, in this theory, should con-

tract as a result of changes in expectations for 

the outlook for the real economy. The contrac-

tion of loans surrounding panic periods is viewed 

as a reflection of the altered prospects for the 

aggregate economy and for these bank assets. 
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From this perspective, the measurable costs of 

banking panics are of primary interest since 

such costs reveal whether panics exacerbate 

economic downturns. In a full-information frame-

work, one would expect panics to contribute 

minimally to an economic contraction. 

The factor which complicates the analysis is 

that panics are often associated with business 

cycle contractions, and disentangling the eco-

nomic impacts of the two is difficult. From a 

casual empirical view, the fact that the more 

severe recessions are associated with bank pan-

ics suggests that bank panics are costly and 

worsen contractions. The two views expressed 

above, though, imply a different sequence of 

events with respect to bank panics and busi-

ness cycles. A simplified description of both 

perspectives is provided below to help dis-

"¡n an alternative view... [tjhe reces-

sion in the real economy causes the 

observed reduction in bans that occurs 

when banks call in bad loans." 

tinguish between the anticipated causal and 

temporal relationships among financial and real 

variables. 

A version of the conventional view suggests 

the following sequence: the bank panic occurs 

near the onset of (and directly worsens) a reces-

sion, as depositors exchange large amounts of 

deposits for cash. Banks attempt to satisfy con-

sumer demand by paying currency, thereby re-

ducing the aggregate money supply. In addition, 

banks are forced to call in loans to maintain ade-

quate reserves and satisfy depositors' liquidity 

demands. Clearinghouses issue loan certificates 

to prevent further loan contraction. They also 

place restrictions on the convertibility of de-

posits into currency to stifle the liquidation of 

deposits. These actions impose higher transac-

tions costs on the economy. Thus, the panic 

induces costs that lead to a more severe reces-

sion. The contraction of loans, then, should 

occur prior to a decl ine in output that is steeper 

than the initial downturn. 

In an alternative view, consumers see signs of 

an oncoming severe recession and the associ-

ated loss in asset value. Currency has a higher 

expected return than bank deposits, and con-

sumers withdrawdeposits from the banking sys-

tem. To prevent large-scale loan contraction and 

slow the liquidation of bank deposits, the local 

clearinghouse associations issue loan certifi-

cates and restrict convertibility at minimal costs 

to the macroeconomy The recession in the real 

economy causes the observed reduction in loans 

that occurs when banks call in bad loans. Thus, 

problems in the financial sector mirror those in 

the real sector of the economy. In this case, 

financial sector crises, with continued inter-

mediation, do not add significantly to the severity 

of real economic contraction. Temporally, ad-

vocates of this view expect to observe a real out-

put decline prior to or simultaneous with the 

contraction of loans. Since loans move pas-

sively in response to real economic movements, 

this view does not expect loan movements to 

initiate disturbances to the real economy. 

The difficulty, however, has been to assess 

the costs of reduced economic output caused 

by bank panics, either directly (through recalling 

loans) or indirectly (through lost loan oppor-

tunities or through the increased transactions 

costs associated with restriction of payments).15 

Restrictions increase transactions costs, but 

checks continue to be cleared, loans are made, 

and the process of intermediation continues. 

The degree to which these transactions costs 

reduce aggregate output remains unclear.16 The 

source of the costs, however, is relevant only 

after significant costs of panics have been estab-

lished. As emphasized above, whether panics 

worsened output declines remains ambiguous. 

National Banking Era Panics: 

Data Analysis 

Empirical research has focused on the Na-

tional Banking Era, a period without an explicit 

central bank, to uncover evidence on the typical 

effects of panics. General evidence indicates 

that National Banking Era panics, in contrast to 

the conventional view, may have had effects on 
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Table 1. 
National Banking Era Panics 

NBER Cycle 
Peak to Trough1" 

Panic 
Date 

Percentage Change in the 
Ratio of Currency to 

Deposits at Panic Date 
to Previous Year's Average* 

Percentage Change in 
Pig Iron Production, 

Measured From 
Peak to Trough 

Oct. 1873-Mar. 1879 Sept. 1873 14.5 -51.0 

Mar. 1882-May 1885 June 1884 8.8 -14.0 

Mar. 1887-Apr. 1888 No Panic 3.0 -9.0 

Jul. 1890-May 1891 Nov. 1890 9.0 -34.0 

Jan. 1893-Jun. 1894 May 1893 16.0 -29.0 

Dec. 1895-Jun. 1897 Oct. 1896 14.3 -4.0 

Jun. 1899-Dec. 1900 No Panic 2.8 -6.7 

Sep. 1902-Aug. 1904 No Panic -4.1 -8.7 

May 1907-Jun. 1908 Oct. 1907 11.5 -46.5 

Jan. 1910-Jan. 1912 No Panic -2.6 -21.7 

Jan. 1913-Dec. 1914 Aug. 1914 10.4 -47.1 

*ln cycles without panics, the percentage change is over year ending at cycle trough. Measured from peak to 
trough. 

f The National Bureau of Economic Research (NBER) determines the dates of business cycles. 

Source: Gorton (1988). 

the banking system not dissimilar to the usual 

effects that recessions themselves brought on 

banking. 

Table 1 summarizes the business cycle con-

tractions experienced during the National Bank-

ing Era. The most severe bank panics were 

accompanied by sizable increases in the ratio of 

currency to deposits, evidence that bank de-

posits were liquidated for cash on a large scale. 

Notably, the panic dates follow business cycle 

peaks, and the recessions associated with panics 

exhibit the largest reduction, from peak to 

trough, in the production of pig iron, a proxy for 

industrial output. 

In terms of degree, the panics of 1873, 1893, 

and 1907 are considered the most severe, es-

pecially because both clearinghouse tools-

payments restrictions and clearinghouse loan 

certificates—were implemented to quell the 

crises. Also, the large contractions of pig iron 

production in these panics exceed the contrac-

tions in most other panics.17 The duration of the 

recessions following the panics, however, were 

quite different. Both the 1893 and the 1907 panics 

were associated with brief yet severe reces-

sions (one-and-a-half years and eleven months, 

respectively). In contrast, the business contrac-

tion following the 1873 bank panic spanned six 

years. In addition, most of the banking diffi-

culties associated with the 1873 panic occurred 

several years after the panic. Sprague notes that 

few banks failed during the crisis of 1873 or dur-

ing the subsequent months. 

Measures of bank and real activity present the 

aggregate impact of panics on an annual basis. For 

some cycles, annual data fail to reflect adequate-

ly the extent of loan contractions—especially 

the possibility of temporary loan reductions 

during panics—that more frequently sampled 

data may present.18 However, annual measures 

satisfactorily convey the long-term effects of 

recessions associated with panics as compared 

to business contractions without panics. 

Chart 1 presents measures of intermediation, 

total bank loans and total bank deposits (each 

relative to "high-powered" money), from 1870 to 
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Chart 1. 
Total Bank Loans and Bank Deposits Relative to High-powered Money 

(1870-1935) 
Rat io 

Rat io of Depos i t s to 
H i g h - p o w e r e d M o n e y 

The vertical lines in each chart represent the occurrences of bank panics. 

This chart shows the ratio of total bank loans and bank deposits, each relative to high-powered money, during the period 1870-
1935. High-powered money represents the amount of money that may be employed as bank reserve assets. 

Source for all charts: U.S. Bureau of the Census, Historical Statistics of The United States from Colonial Times to 1970. High-powered money 
data are taken from Friedman and Schwartz (1963). 

1935.19 (The vertical lines in Charts 1 through 6 

denote years in which panics took place.) The 

measure of loan contraction in Chart 1 suggests 

that significant loan contraction of -10.3 percent 

and -14.1 percent occurred in the years follow-

ing the 1893 and 1907 panics. Nonetheless, loan 

contractions of -1.4, -10.8, -9.6, and -7.8 percent, 

respectively, during the years from 1877 to 1880 

reflected the worst period for the banking indus-

try in the National Banking Era and were not 

directly associated with a panic. 

Chart 2 depicts the bank failure rate over the 

period 1870 to 1932. The bank failure rate for 

1893 (5.22 percent) was the highest in any year of 

the period; on the other hand, the next two 

highest rates, 4.34 percent in 1878 and 2.75 per-

cent in 1877, occurred without a panic during the 

aforementioned business cycle contraction. The 

related panic was several years earlier, in 1873. 

The degree of output contraction in the 1873 

cycle as well as in both the 1893 and 1907 busi-

ness cycles, from peak to trough, was very large. 
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Chart 2. 
Bank Failure Rates 

(1870-1932) 

Percent 

1872 1881 1890 1899 1908 1917 1926 

This chart shows the percentage of banks that failed from 1870 to 1932. The data for bank suspensions after 1921 were con-
sidered more reliable and not directly comparable to data of earlier periods. In addition, the series on total number of banks 
changes in 1896. Thus, the chart is most useful for detecting periods during which large proportions of banks failed. 

One could argue that the severity of the asso-

ciated recession was primarily responsible for 

the reduction in the loan measures, although 

the argument is inconclusive without further 

research. 

Chart 3 shows the percent change in total 

loans relative to high-powered money in com-

parison to the growth rate of output from 1873 to 

1914. The graph illustrates that the two mea-

sures follow similar paths over the business 

cycle, especially in the period after the resump-

tion of the gold standard in 1879. These data 

suggest that the degree of loan contraction dur-

ing the major National Banking Era panics was 

not much greater (and, in fact, usually was less) 

12 

than the reduction in measured output in re-

lated years. In addition, the data pattern in the 

chart is consistent with the idea that the loan 

contraction occurred as an outgrowth of dimin-

ished loan demand. Real business cycle theory 

suggests that shocks to the real, or production, 

economy reduce business demand for loans, and 

that the financial measures contracted because 

of real economic conditions, not as a result of 

financial panic. 

Chart 4 shows total loans relative to output 

from 1870 to 1914. The chart suggests that the 

level of loans relative to output increased prior 

to panics (note especially the panics of 1873, 

1893, and 1907). Declines in the ratio are less 
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Chart 1. 
Annual Percent Changes in the Ratio of Loans to High-powered Money 

Percent vs. Manufacturing Output 
(1873-1914) Change 

Growth in Loans to 
High-powered Money • • • • • 

Growth in 
Manufacturing Output 

Growth in manufacturing output and loans to high-powered money follow similar patterns over the business cycle. 

steep following panics than the conventional 

view might anticipate; the largest declines 

occur nearly two years following a panic. This 

pattern is consistent with the real business 

cycle view. That is, the ratio of loans to output 

increases before the onset of a panic. As the 

recession exerts an impact on the economy, 

loans contract, causing a slight decline in the 

measure. As the economy regains strength, out-

put increases before loans increase, and the 

ratio falls again. 

This interpretation of the charts and data is 

conjectural, of course. Yet it suggests no con-

clusive evidence in support of either view of the 

cost of bank panics. Thus, the data and the 

interpretation given above highlight the need 

for further research into the degree of loan con-

traction during recessions caused either by 

bank panics (that is, disintermediation effects) 

or by economic conditions (that is, diminished 

demand). 

The Depression versus the National 

Banking Era: Are the Panics Similar? 

Bank panics threaten the banking system with 

widespread bank failures, the collapse of inter-

mediaries, and the contraction of mutually 
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Chart 4. 
Total Bank Loans Relative to Output 

(1870-1914) 
Ratio 

1 0 
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This chart shows the movement of the ratio of loans to output over the business cycle. The pattern suggests that output falls 

prior to a contraction in business loans. 

beneficial loans. A number of economists sug-

gest that the panics during the Great Depres-

sion provide an example of how panics can 

cause the banking system to collapse; the disin-

termediation during that period is the most fre-

quently cited example of the cost of bank 

panics.20 (Another reason for studying the De-

pression is that popular thought associates the 

term "bank panic" with the events of that period.) 

Yet, as suggested below, some doubt exists as 

to whether the panics of the Depression are 

directly comparable to those of the National 

Banking Era, especially with regard to the re-

sponses of the existing institutions to extreme 

liquidity demands. While the Depression oc-

curred during a period when a central bank was 

in place, that bank—the Fed—was inexperienced 

in its role as lender of last resort and in dealing 

with stresses on the banking system. Nonethe-

less, the existence of the Federal Reserve Sys-

tem during the Depression provides a distinction 

between the institutional structures present in 

the panics of the two periods. In fact, the finan-

cial crises during the National Banking Era, par-

ticularly the panic of 1907, gave impetus to the 

establishment of the Fed in I914. 

The central bank's primary role, according to 

most economists at the time, was to provide an 

"elastic" currency, that is, to accommodate 

changes in depositors' liquidity preferences (as 

exhibited in extreme form by bank panics). In 

addition, central bank provision of funds to 
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Chart 1. 
Failure Rates of Nonfinancial Businesses 

(1870-1933) 

1872 1881 1890 1899 1908 1917 

The Depression-era increase in nonfinancial business failures was not unprecedented. 

1926 

establish an elastic currency would reduce the 

observed seasonal fluctuations in domestic in-

terest rates during the agricultural harvest and 

planting seasons.21 In theory, adequate central 

bank response to liquidity demands should 

quell panics. In fact, Friedman and Schwartz, in 

addition to James D. Hamilton (1987), suggest that 

during the Depression the Federal Reserve failed 

to provide adequate liquidity to the banking 

system.22 Thus, the Depression-era panics may 

have caused a more dramatic contraction of 

banking services than those of the National 

Banking Era. Although the earlier period lacked 

a central bank, the behavior of private clearing-

houses, which resembled a central bank's, was 

somewhat successful in stemming the dangers 

of bank panics. 

A reexamination of Chart 2, which depicts 

bank failure rates, shows a significant increase 

in the rate of bank failures in the 1930s relative 

to the early 1920s. Most notably, Chart 1 shows 

that the contraction in intermediation measures 

during the Depression is far greater than any 

contraction in the pre-Federal Reserve Era. The 

Great Depression panics resulted in dramati-

cally larger contractions in the banking system 

than the prior panics. 

Nonfinancial business failure rates, plotted in 

Chart 5 for the period 1870 to 1933, show a 

serious contraction from 1930 to 1933. The rates 

during the Depression are comparable to those 

of the National Banking Era; in particular, they 

are quite similar to the rates during 1875-78, a 

period of severe banking difficulties as well. 
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Chart 6. 
Constant Dollar Value of the Liabilities of Failed Nonfinancial Businesses 

(1870-1938) 
Millions 

1,000 — rrn 

1872 1881 1890 1899 1908 1917 1926 1935 

The liabilities of failed nonfinancial businesses increased prior to panics and increased to an unprecedented degree during the 
Depression. These liabilities have been deflated by the wholesale price index to reflect a real measure of the liabilities. The base 
period used in this chart is 1910-14 (1910-14 = 100). 

However, the repercussions of the business 

failures, measured by the real liabilities of 

failed nonfinancial businesses shown in Chart 6, 

suggest that the real economic contraction dur-

ing the Depression was far more serious than 

the prior recessions. To compare with Table l, 

output of pig iron, measured from peak to trough, 

contracted 84.7 percent over 28 months. During 

the worst contraction of the National Banking 

Era, 1873-79, pig iron production contracted 51 

percent. Thus, the data may be consistent with 

the idea that the severity of the real contraction 

led to the degree of failure in the banking sys-

tem, suggested by Peter Temin ( 1976). This issue 

may be the topic of further research. 

Thus, the Depression appears to present a 

set of bank panics with effects on the banking 

system much more serious than those of the 

National Banking Era. The panics during the 

time of the National Banking System do not 

exhibit similar degrees of bank failure or loan 

contraction. Despite the absence of the central 

bank, the banking system appeared to avoid 

collapse. 

The discussion of the Depression suggests 

that bank panics, when unchecked, may have 

harrowing effects on the banking system that in 

turn may lead to substantial repercussions on 

the real economy. This implication, consistent 

with the findings of Ben S. Bernanke (1983), may 
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also be a topic for further research. However, the 

National Banking Era panics show much smaller 

effects on the banking system, which is likely the 

result of actions by private clearinghouse orga-

nizations. Despite the lack of authorized public 

policy tools, private bankers discovered mecha-

nisms sufficient to maintain the operation of the 

banking system under extreme conditions. The 

main implication is that the bank panics in the 

National Banking Era were quantitatively dif-

ferent from the Depression panics. 

The question of explicit measurement of the 

cost of these bank panics, though, also remains 

open for research. The discussion above sug-

gests that the costs of bank panics may depend 

largely on the degree to which the panic "causes" 

contractions in bank intermediation services. 

The same approach to gauge the effect of bank 

panics on economic recessions may be useful in 

estimating the impact of Depression-era bank 

panics on the real contraction in output during 

that period. Empirical evidence on this issue 

would go far toward resolving ongoing debates 

regarding the Depression as well as bank panic 

costs. 

Bank Panics: Unresolved Issues 

The cost of bank panics during the National 

Banking Era remains a controversial subject in 

economic research. Though panics are asso-

ciated with the most severe recessions, the 

extent to which panics reduce output needs to 

be quantified before their actual costs can be 

determined. In particular, further work on bank 

panics should analyze their costs apart from that 

of economic contractions.23 

The evidence presented here suggests that 

bank panics in the National Banking Era did not 

approach the severity of those in the Depres-

sion, especially with respect to the effects on 

financial intermediation. During the National 

Banking Era the macroeconomic impact of bank-

ing panics appears to have been minimized by 

clearinghouses in support of their industry. The 

National Banking Era panics may have threat-

ened the intermediation system, but the private 

market mechanisms were able to insulate the 

banking system sufficiently to prevent its col-

lapse. The intermediation process, though con-

strained, continued to operate throughout panic 

periods. In contrast, panics during the Depres-

sion produced a more severe disruption in the 

intermediation process; the dramatic reduction 

in loans and the high rate of bank failures from 

1930 to 1933 are unprecedented in United States 

history since the Civil War.24 The National Bank-

ing Era panics do not appear to have been 

nearly as costly to either the banking system or 

the real economy as were the Depression pan-

ics, despite the fact that no expl icit publ ic sector 

institution to expand the money supply existed 

during these prior panics.25 From the experi-

ence of the pre-Federal Reserve panics, the 

existing empirical evidence at least calls into 

question current perceptions of the costs of 

banking panics. 

At the time of the National Monetary Commis-

sion (1910), experts believed that a central bank, 

which would increase the supply of high-

powered money in times of bank panics, could 

reduce the severity of economic downturns by 

removing the costs associated with bank panics. 

However, the central-bank behavior of the 

clearinghouses during panics appeared to min-

imize the effect of these events on the banking 

system, given their limited formal central bank-

like powers. With reference to our present sys-

tem, central bank provision of high-powered 

money to extreme liquidity demands should 

sufficiently insulate the banking system from 

potential disintermediation. 
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Private Market Mechanisms In Response to Bank Panics 

During the National Banking Era, private market 

innovations developed both to assist the banking 

system through panic-related liquidity difficulties 

and to moderate the economic impact of bank 

panics. The clearinghouses evolved as a private 

collective entity to ensure the survival of the bank-

ing system.1 

Clearinghouses executed actions to preserve 

the continuity of the banking system and provided 

protection to the system as a unified group. At the 

onset of a systemic panic, the clearinghouse sup-

pressed bank-specific information—that is, the 

publication of individual bank balance sheets was 

suspended. Instead, the balance sheet of the entire 

clearinghouse association was published to signal 

the clearinghouses' united effort to preserve the 

banking system. 

Clearinghouse Loan Certificates 

Bank panics threatened the entire system in the 

National Banking Era because, when one occurred, 

the widespread desire to convert demand de-

posits intocurrency could not be satisfied in a frac-

tional reserve system without a central bank. The 

reserves of solvent banks could be depleted by 

large-scale transformation of deposits into cash, 

and banks could be forced to call in, or liquidate, 

their loans. To prevent loan contraction, the clear-

inghouses issued loan certificates, which were 

temporary loans to banks upon receipt of suffi-

cient collateral. (See example from Atlanta on 

page 5.) These certificates could be used to settle 

clearinghouse balances, that is, to act as re-

serves.2 The clearinghouse loan certificates were 

substituted for currency in clearinghouse set-

tlements so that currency could be used to satisfy 

depositor demands for cash or meeting other 

obligations. 

Such certificates were used extensively for set-

tlement. For example, in June 1893, 78 percent of 

all clearings in New York were settled with clear-

inghouse loan certificates; by August 1893, they 

constituted 95 percent of clearings.3 

The largest issue of clearinghouse loan certi-

ficates and other currency substitutes occurred 

during the panic of 1907. At that time, these cer-

tificates and other substitutes for cash such as 

certified checks made "payable through the clear-

inghouse" passed as forms of payment for transac-

tions.4 The 1907 panic had approximately $500 mil-

lion in monetized bank assets traded as currency, 

nearly 4.5 percent of the measured money stock. 

Like deposits, however, the cash substitutes 

traded at a discount in comparison to currency. 

If a bank failed and the collateral of that bank 

was insufficient to cover its clearinghouse loans 

outstanding, the loss was shared by all clearing-

house members in proportion to their capital. 

Thus, members of a clearinghouse had a strong, 

self-interested incentive to look carefully at col-

lateral securities before issuing loan certificates, 

which amounted to as much as 75 percent of the 

collateral's value. Clearinghouses reserved the 

right to require more collateral. Also, interest rates 

on loans were set high enough to ensure that cer-

tificates were redeemed promptly after panics 

subsided. 

Restriction of Convertibility 

of Deposits into Currency 

Another mechanism employed by banks to 

stem panic was the restriction of bank deposits' 

convertibility into currency. This action impeded 

the ability of depositors to withdraw their de-

posits from the banking system. Among area banks, 

clearinghouses coordinated these general restric-

tions of convertibility, which tooktheiorm of dollar 

limits on conversions and cash payments only for 

wage disbursements, among other ways. Despite 

the imposition of such convertibility restrictions, 

the intermediation process continued in other 

forms. Clearinghouses continued to settle deposit 

accounts among banks, for example, and banks 

were able to undertake loans. Thus, the banking 

system remained operational, though in a restrict-

ed manner, to quell the threat of disintermedi-

ation. 

Convertibility restrictions essentially allowed 

the price of currency to increase relative to de-

posits, thus reducing currency demand during the 

panic period. While the benefits of this mech-

anism are clear, the macroeconomic costs of con-

vertibility restrictions remain an unsettled issue. 

Sprague blames restriction, or "suspension of 

payments" as he refers to it, for worsening eco-

nomic downturns, particularly during the panic of 

1907. Friedman and Schwartz note that the 1907 

economic contraction appeared to worsen at about 

the time of the restriction. However, they suggest 

that the restriction of payments was a useful tool 

which may have prevented widespread bank 

failures. 
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One noteworthy feature of clearinghouse loan 

certificates and the restriction of payments is that 

both were illegal.5 However, in only a few in-

stances were these mechanisms opposed by 

banks, courts, or depositors.6 

Assessing the overall role of clearinghouses, 

their efforts appear to have prevented serious dis-

intermediation and contained panics in terms of 

costs to the banking system. The clearinghouses 

had a direct interest in maintaining the smooth 

operation of the banking system. Despite the 

potential for collapse in the midst of bank panics, 

the implementation of private market innovations 

preserved the fractional reserve banking system. 

Notes 

1 Fora more intensive examinat ion of clearinghouses see 

Gorton (1985b) and Timberlake (1984). 
2The extension of c lear inghouse loan certif icates is 

similar to a federal open market purchase of securities 

in that it increases "reserves" avai lable for clearings. 
5Myers (1931): 415. 

"See Andrew (1908). 

C lear inghouse loan certificates were illegal if they were 

employed as a transactions med ium , like currency, as 

they were in 1907. 

^ e e Timberlake ( 1984) for a discussion of clearinghouse 

loans; see Gorton (1985a) for a discussion of suspen-

sion of payments. 

FEDERAL RESERVE BANK OF ATLANTA 19 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

November 1988



Notes 

'Currently, a substantial proport ion of thrifts in the savings 

and loan industry operate with negative net worth, that is, 

their l iabil it ies exceed their assets. Rough est imates of 

the cost for l iquidat ion or merger of the insolvent in-

stitutions is approximately $50 billion. 
2The National Banking Era is that per iod following the 1863 

passage of the National Banking Act, which establ ished 

condit ions under which banks could obta in a federal char-

ter and issue currency. During this period, and prior to 

estab l ishment of the Federal Reserve System in 1914, 

there was no official central monetary authority, although 

the I ndependen t Treasury System actively participated in 

the money market on occasion. For further information, 

see Timberlake (1978). 

existence of an explicit central bank during the De-

pression provides a major institutional difference be-

tween these eras' panics. 
4 Kaufman (1987) presents an economic argument that bank 

runs he lp the banking system to operate more efficiently. 

The research does not deal explicitly with the macro-

economic effects of bank panics. 
5Table 1 gives a quant i tat ive descript ion of the panics. 
6The relationship between stock prices and depositors' 

percept ions of a bank's risk is as follows: since stock 

prices reflect the present d iscounted value of a business's 

future cash flows, a fall in stock prices indicates a per-

ceived reduction in these flows. Depositors may view the 

stock price decl ine to imply lower cash flows to firms, 

which might affect t he abil ity of bank debtors, particularly 

corporate borrowers, to pay the i rdeb ts in a timely fashion. 

Thus, at a t ime when stock prices are declining, banks' 

outstanding loans may be viewed as riskier. 

Restr ic t ions occurred in 1873, 1893, and 1907; clearing-

house loan certificates were used in 1873,1884, 1890, 1893, 

and 1907. 

^ h e conventional 

view of the 1907 event is that a mi ld 

business downturn became a severe recession because of 

the bank panic and related costs. Friedman and Schwartz 

(1963), Cagan (1965), Mitchell (1941), and Gilbert and Wood 

(1986) reflect this view. However, research to da te has not 

compared the costs of panics against those of a recession 

in a manner adequa te to provide conclusive evidence. 

Evidence on the separate costs of the pan ic in 1907 would 

be particularly useful in resolving the issue. 
9 ln a first-come, first-serve framework, depos i ts are con-

verted to currency at par, one deposi tor at a time, until 

bank assets are dep le ted . 
, 0 See D iamond and Dybvig (1983). In theory, depositors 

would not open an account at a bank if, prior to their entry 

into the bank, they ant ic ipated a run. 

" S e e Gorton (1988). 
l 2Chari and lagannathan (1988) present a mode l in which 

panics can occur as a result of either explanation. When 

long l ines appear at banks, t he uninformed agents in the 

mode l are unab le to distinguish between an information-

based run and a substantial number of agents requiring 

l iquidity. Thus, depend i ng upon the true reason for long 

lines at banks, bank panics may b e either information-

based or a sunspot outcome. 

'^However, determin ing whether an event credited as a 

proximate cause of the panic is considered a fundamenta l 

or nonfundamenta l source of the panic is difficult. For 

example, Sprague (1910) suggests that the failure of cer-

tain large bus iness concerns triggered panics; these 

failures were viewed as fundamenta l causes. In the case of 

a bank run, the failure of a large bank or financial business 

may signal a general economic downturn since the size of 

the concern itself suggests a well-diversified portfolio. 

Hence, their demise indicates a reduction in the value of 

assets in the aggregate. An economist who believes in 

sunspots might consider the announcement of a large 

failure as nonfundamenta l , in the sense that it has no 

unambiguous impact on the economy bes ides shaking 

depositors' conf idence in the banking system. Pro-

ponen t s of this view suggest that some th i ng special 

occurs during panic periods, that is, the reaction of eco-

nomic agents to some external phenomenon , captured 

under the rubric of sunspots. 

l 4 See note 8. 
I 5 See Sprague (1910). 
l 6 The restriction of convert ibi l i ty, however, has b e e n 

credited with stifling the massive losses of deposi ts dur-

ing the most severe panics so that the benefits might have 

outweighed the unmeasured costs. Friedman and Schwartz 

(1963) conjecture that, had a restriction been imposed in 

1930, the severity of the contraction in 1929-33 might have 

been reduced. Restrictions, as described above, d id not 

occur during the Depression. 

' 7The panic in 1914 is less comparab le because of the issue 

of emergency currency as provided by the Aldrich Vree-

land Act of 1908. The institutional framework for this panic 

differed from the earlier ones as well as from Depression-

era panics. 

l 8Gi lbert (1988) makes the po in t that the effects of bank 

panics occur within a short t ime frame. Accordingly, loan 

measures at high frequency are necessary to discern the 

impact of panics. 

19High-powered money represents the amoun t of money 

which may be employed as bank reserve assets. Loans 

and depos i t s are measured relative to high-powered 

money as a way of highlighting the extent to which loans 

contracted (adjusted for potential ly available reserves). 

2 0Bernanke (1983) argues that t he col lapse of the banking 

system extended and d eepened the degree of economic 

contraction from 1929 to 1933. 
2 l Mi ron (1986) shows that the f ound ing of t he Federal 

Reserve reduced significantly the seasonality of nominal 

interest rates; Clark (1986) presents a conflicting view-

point . 
22For a contrasting view, see Temin (1976). This article does 

not a t tempt to assess the Fed's role; rather it emphas izes 

only that the 1930s panics were different from prior panics 

in the effects on the banking system. 

2 3 T O de termine whether loan reduction preceded output 

decl ines , such research shou ld emp loy da ta of h igher 

frequency, that is, monthly observations, to try to dis-

t inguish empir ica l ly be tween panic-ini t iated versus 

recession-related contractions of loans. 
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2 4The nearest equivalent is the three successive years of 2 5The I n d e p e n d e n t Treasury System was evolving as a 

loan contraction from 1878 to 1880, as the United States monetary authority over this per iod . See Timber lake 

resumed the gold standard, though these years were not (1978) and Friedman and Schwartz (1963). 

associated with a panic. 
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