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The Interwar Business Cycle

Standard & Poors Index 1913­1936
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The Interwar Business Cycle

Real Private Non­Farm GNP as % of Trend 1913­1939
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The Interwar Business Cycle

Non­Farm Unemployment 1913­1939
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The Interwar Business Cycle

Real Manufacturing Wages as % of Trend 1923­36
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Three Labor Law Regimes

1 1914 -1921: Clayton Act

2 1922 - 1929: Laissez-Faire
3 1929 onward: Welfare Capitalism
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NY Times, October 16, 1929
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NY Times, October 27, 1929
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Model

Monopolistic competition in the goods market

CRS production with labor as only input

Productivity growth constant and deterministic

Mortensen-Pissarides search frictions in the labor market

Choice of bargaining regime

Individual =) each worker treated as marginal worker
Collective =) union can obtain share of pro�ts

Complete asset markets, risk-neutral agents
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Mechanism

1 Collective bargaining wage contains a pro�t share

Workers�and �rms�incentives to maximize pro�ts are aligned
E¢ cient bargaining over wages and employment
By �rst principles, monopolistic(ally competitive) �rms maximize
pro�ts by restricting output below the socially e¢ cient level.

2 Under individual bargaining, every worker is the marginal worker

Wage contains MRP term
MRP declining due to monopoly power
Wage declining in �rm-level employment
Firms have incentive to overhire (i.e. choose employment beyond point
at which MRP = employment costs) as in Stole Zwiebel (1996)

Output gap between IB and CB increasing in monopoly power.
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New Paradigm

"Business Cycle" due to shifts between steady states

Collective bargaining

Low pro�ts to �rm =) low asset valuations
Low output
High unemployment

Individual bargaining

Higher pro�ts to �rm =) higher asset valuations
High output
Low unemployment

Gap between steady states increasing in monopoly power
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Related Literature

Ohanian (2006), Cole and Ohanian (2004)

Chari, Kehoe and McGrattan (2006)

Cole and Ohanian (UK), Beaudry and Portiers (France), Fisher and
Hornstein (Germany)

Ebell and Haefke (Europe vs US in 90s)
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Quantitative Results

Parameter Value Target
A 1.0 normalization
β 0.99 4% annual r
η 0.50 empirical estimates
µ 0.50 Hosios condition
b/w 0.30 post-war b/w � 0.40

χ 0.118 BLS data
κ 0.19 perf. comp. u = 5.0%
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Calibration Strategy

1 Choose demand elasticity σ to match asset price movements.

2 What are the implied macro movements?
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Clayton Act 1914-21

1 Assume asset market slide in Dow caused by shift from IB �> CB.

σ1921 = 4.0, corresponds to markup of 16.7%
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Clayton Act 1914-21

Macro impact of a switch from IB �> CB at σ1921 = 4.0 ?

Unemployment increases from 5.5% to 21.4%
[Data: peaks at 16.3 % in 1921]
Output decreases by 17.0 %
[Data: 14% drop by 1921]
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Laissez Faire 1922-29

2 Assume roaring 20s asset market boom caused by:

1 shift from CB �> IB at σ1921 = 4.0
2 increase in monopoly power throughout the 20s

σ1929 = 2.4, corresponds to markup of 35.7%
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Laissez Faire 1922-29

Macro impact of a switch from CB �> IB at σ1921 = 4.0 ?

Unemployment decreases back to 5.5% [Data: 5.8% in 1923]
Output returns to pre-war trend [Data: pre-war trend in 1923]

Macro impact of an increase in monopoly power to σ1929 = 2.4 under
IB?

Asset prices boom
Output remains about at trend [Data: remains at trend]
Unemployment rises slightly to around 6.0 %
[Data: �uctuates between 4.0% and 7.5 %]
Real wages decline
[Data: labor�s share of income declines by about 6 percentage points]
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Laissez Faire 1922-29

0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 1515
0

0.2

0.4

0.6

0.8

1
Unemployment Rate

u

0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
0

0.2

0.4

0.6

0.8

1
Output

O
ut

pu
t

Ebell/Ritschl (HU Berlin) Real Origins of the Great Depression May 2007 21 / 30



Implications for the Great Depression

3 At end of 20s expansion, high degree of monopoly power σ1929 = 2.4.
What would a switch from IB �> CB imply for

Asset prices?
Output, unemployment and real wages?

Asset prices decline by about 35 %
[Data:HP-trend asset prices decline by about 33%]
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Implications for the Great Depression

3 At end of 20s expansion, high degree of monopoly power σ1929 = 2.4.
What would a switch from IB �> CB imply for

Output, unemployment and real wages?

Output drops to about 60% of trend
[Data: 77% of trend in 1931, 62% of trend in 1932]

Unemployment rises to 36%
[Data: rises to 21.7% in 1931, 31.7% in 1932]

Real wages rise by 9.6%
[Data: in manufacturing rise by 9-14% between 1929 and 1931]
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Implications for the Great Depression
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A Counterfactual

What if Hoover had vigorously enforced anti-trust, reducing the
degree of monopoly power in the economy?

Asset prices would have declined
Incentives to unionize would have been diminished
If switch to CB: less severe recesssion
If stay with IB: no recession, slight expansionary e¤ect
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Conclusions

1 Model does well at capturing dynamics of output, unemployment,
wages and asset prices in:

Two major downturns
Roaring 20s expansion

2 "Business Cycle" due to shifts in steady states between collective and
individual bargaining.

3 Document role of pro-union court decisions and legislative e¤orts in
1929 and 1930.
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Open Questions

1 Monetary Policy?

How should monetary policy have reacted?
Did monetary policy exacerbate the Great Depression?

2 Other episodes?

Great Depressions in France, Germany, UK
Spain, Pacto de la Moncloa
Crony capitalism and repressive regimes

3 Postwar prosperity?

Taft-Hartley 1947
Truman
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