
Lessons from the Great Depression

For the past few months the equity market has been tracking a decline characteristic of the Great 
Depression. The question now is, How bad could it get and how different will it be compared to 
that ominous bear market episode? Easy and superficial comparisons with the Great Depression are 
misplaced and misleading. On the surface there are uncanny similarities in the events that triggered the 
economic contraction but there are profound differences in policy responses. Policy errors of the Great 
Depression have been extensively studied, so there is hope that lessons have been learned and that this 
time it will be different.

Three major policy errors during the Great Depression usually draw criticism: (1) a monetary response 
that allowed a deep deflationary spiral to develop, (2) an initial misguided fiscal policy as the 
government increased taxes and cut spending a year into a recession and (3) a foreign trade policy, 
which consisted mainly of raising tariffs, that contributed to a collapse of global trade. The current policy 

responses have shown, if not a clear plan, at least a strong 
determination to avoid the mistakes of the Great Depression. 

A different and more subtle lesson of history, however, is that 
powerful underlying systemic forces can sometimes shape 
outcomes despite the best policy intentions. One example of 
thwarted policy intentions is the money supply contraction that 
occurred during the Great Depression. The monetary base1 
actually expanded during that time — the thrust of monetary 
policy if not its magnitude had been correct — but the money 
supply contracted nonetheless. 

Between August 1929 and March 1933 the money supply 
fell 28%, causing the price level to decline by 22%. Some 
economists believe that this large decline in money supply was 
the primary cause of the unprecedented economic contraction 
during the Great Depression.2 The fall in the money supply, 
however, cannot be attributed to a fall in the monetary base, 
which expanded by 18% during that period. The money supply 
fell due to the simultaneous rise in currency-to-deposits and 
reserves-to-deposits ratios. Bank failures raised the currency-
deposit ratio by reducing public confidence in the banking 
system. In the absence of deposit guarantees, which we have 
now, people feared continued bank failures and began holding 
more currency relative to demand deposits. The process of 
money creation basically reversed itself as banks responded 
to lower deposits and widespread bank runs by reducing their 
outstanding loans and by holding more reserves than legally 
required,  raising their reserve-deposit ratio by 50%.

ING Investment Management Market Perspective

Nora Omarova,
Senior Quantitative Analyst

January 22, 2009

Continued >>>

Your future. Made easier. SM

INVESTMENT MANAGEMENT

Not FDIC Insured | Not NCUA/NCUSIF Insured | May Lose Value | No Bank Guarantee | No Credit Union Guarantee

0

20

40

60

80

100

120

0 3 6 9 12 15 18 21 24 27 30 33 36

1973-74

1981-82

Peak =100

1929-32

2007-08 2000-03

Source: Bloomberg, R. Shiller, ING IM estimates

Figure 1. The current bear market is tracking the Great 
Depression pattern.
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Figure 2. Explosive growth in the monetary base has not 
yet created enough traction.



Figure 3. Excess reserves of depository institutions have 
increased 380% in six months.

Is the current deflationary pressure a real threat or just a 
temporary readjustment of the relative price level of various 
commodities? The recent data suggest that it could be both. 
Although the money supply as measured by M23 is growing 
(it was falling in 1929–33), the banks are hoarding excessive 
reserves in an attempt to protect their deteriorating balance 
sheets. The excess reserves of depositary institutions have 
expanded by 380% since July 2008, compared to only 60% 
growth of demand deposits in the same period. As banks 
are effectively tightening their lending, the ensuing credit 
contraction is creating the deflationary pressure.

Commodity price readjustment is also adding to that pressure. 
The 58% decline in oil prices since last year constitutes a positive 
supply shock, which in normal times would increase output and 
reduce the price level. But even that benign influence might turn 
negative by reinforcing the overall deflationary pressure and 
further reducing overall production.

The Federal Reserve is actively fighting the specter of deflation 
with various unconventional means. The Fed started to employ 
unconventional monetary policy in early 2008 as dislocation 
in the financial markets impeded the traditional transmission 
mechanism of interest rate policy. Various special lending 
facilities were introduced in the course of the year. More 
recently, with nominal short-term interest rates near zero, the 
Fed has embarked on a quantitative easing.4 In response the 
monetary base, or high-powered money, has expanded an 
unprecedented 100% year-over-year as of December 2008. It 
remains to be seen, however, whether these measures will be 
sufficient to overcome the current deflationary pressures without 
creating a set of inflationary threats in the future. n
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1 Monetary base is the most liquid form of money supply and comprises 
currency and commercial banks’ reserves with the central bank. It is also 
called narrow money or high-powered money. Open market operations of the 
Fed directly affect the monetary base by expanding or contracting it according 
to a policy goal.

2 See for example: Friedman, M, and Schwartz, A.J., A Monetary History of 
the United States 1867 -1960, Princeton University Press, 1963.

3 M2 includes M1 (currency and checkable deposits) plus primarily household 
saving deposits, time deposits and retail money market mutual funds.

4 Quantitative easing refers to central bank measures to lower longer-term 
interest rates by buying large quantities of long-term securities.
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Important Information

You should consider the investment objectives, risks, 
and charges and expenses of the variable insurance 
product and its underlying investment options or 
mutual funds offered through a retirement plan, 
carefully before investing. The prospectuses/prospectus 
summaries/information booklets containing this and 
other information, can be obtained by contacting 
your local representative. Please read the information 
carefully before investing.

Variable annuities and group annuities are long-term 
investments designed for retirement purposes. If 
withdrawals are taken prior to age 59 ½, an IRS 10% 
premature distribution penalty tax may apply. Money 
taken from the annuity will be taxed as ordinary income 
in the year the money is distributed. An annuity does 
not provide any additional tax deferral benefit, as 
tax deferral is provided by the plan. Annuities may be 
subject to additional fees and expenses to which other 
tax-qualified funding vehicles may not be subject. 
However, an annuity does provide other features and 
benefits, such as lifetime income payments and death 
benefits, which may be valuable to you.

Variable investments, of any kind, are not guaranteed 
and are subject to investment risk including the 
possible loss of principal. The investment return and 
principal value of the security will fluctuate so that 
when redeemed, it may be worth more or less than the 
original investment. In addition, there is no guarantee 
that any variable investment option will meet its stated 
objective.

All guarantees are based on the financial strength and 
claims paying ability of the issuing insurance company, 
who is solely responsible for all obligations under its 
policies.

Insurance products, annuities and retirement plan 
funding issued by (third party administrative services 
may also be provided by) ING Life Insurance and 
Annuity Company (Windsor, CT). Securities are 
distributed by ING Financial Advisers, LLC (member 
SIPC), Windsor, CT or through other broker/dealers 
with which it has selling agreements. Annuities may 
also be issued by ReliaStar Life Insurance Company 
(Minneapolis, MN), ING USA Annuity and Life Insurance 
Company (Des Moines, IA) and ReliaStar Life Insurance 
Company of New York (Woodbury, NY). Variable 
annuities issued by ReliaStar Life Insurance Company 
are distributed by ING Financial Advisers, LLC. Variable 
annuities issued by ING USA Annuity and Life Insurance 
Company and ReliaStar Life Insurance Company of New 
York are distributed by Directed Services, LLC. Only 
ING Life Insurance and Annuity Company and ReliaStar 
Life Insurance Company of New York are admitted and 
issue products in the state of New York. All companies 
are members of the ING family of companies.

ING Investment Management Co. is a sub-adviser 
for many of ING Funds’ funds. Both ING Investment 
Management Co. and ING Funds Distributor, LLC are 
wholly-owned subsidiaries of ING Groep N.V.

This market review has been prepared by ING 
Investment Management Co. for informational 
purposes. Any opinions expressed herein reflect their 
judgment and are subject to change. This material is 
used with written permission from ING Investment 
Management. Any unauthorized use of this material is 
not allowed.
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