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Lessons from the Great Depression
THE DEEP RECESSION that followed the
global crisis looked very much like the Great
Depression to start with, but so far it has not
turned out as badly. While some observers
point to monetary policy and ﬁscal stimulus
as the decisive difference, it is also important
to look at the supply side. Developments in
interwar labour markets slowed recovery from
the Great Depression, an experience from
which today’s policymakers could learn.
Before the First World War, the
unemployment rate in Britain and the US
averaged six per cent. A sharp recession in
1920-21 pushed unemployment above ten per
cent in both countries. But while the US labour
market bounced back to something resembling
its pre-war unemployment rate, Britain’s did
not. Yet after 1929, the US unemployment rate
rapidly overtook Britain’s and seemed to settle
at a permanently higher level.
Estimates of the ‘non-accelerating inﬂation
rate of unemployment’ (NAIRU) for Britain
show that it shifted up decisively in the
1920s, with no further change in the 1930s. By
contrast, the US NAIRU shifted dramatically
up in the 1930s but not before. This suggests
that to identify key shifts in labour market
performance, we should look at Britain in the
1920s and the US in the 1930s.

to adjust downwards despite unemployment
remaining historically high.
In both Britain and the US, labour markets
were much more ﬂuid than today, labour
turnover was higher and unemployment
durations were shorter. But as workers queued
for jobs, unemployment durations lengthened.
In 1936, 27 per cent of unemployed men in
Britain had been without work for over a year.
By 1940, the US ﬁgure exceeded one third.
The long-term unemployed became
less and less able to compete for work as
their skills and motivation atrophied. As a
result, wage pressure was not as strong
during the recovery as the persistently high
unemployment rates would suggest.

The 1930s saw marches against poverty

The sharp negative demand shock of
1920-21 was compounded in Britain by a supply
shock. In 1919, average weekly hours were cut
by 13 per cent with no cut in the weekly wage.
During the 1920s, the British economy recovered
slowly from these shocks while contemporary
observers worried about the lack of labour
SHOCKS AND INSTITUTIONS
market adjustment.
One way of thinking about persistently high
Looking across the Atlantic, they would have
unemployment is to consider ‘shocks’ to labour
seen a very different picture. US unionism rose
demand and supply and their interaction
modestly during the First World War and then fell
with ‘institutions’ – the structures, rules and
customs that determine how ﬂexibly the labour back to the pre-war level, while the structure of
industrial relations remained largely unchanged.
market responds to shocks. This approach
No national system of unemployment insurance
has been used to explain stubbornly high
emerged. And the more gradual decline in
European unemployment in the 1980s and
working hours was easily absorbed by stronger
1990s, and it is just as relevant to the 1920s
productivity growth.
and 1930s.
The second decade of the 20th century
NOW TO THE GREAT DEPRESSION
saw dramatic changes in Britain’s labour
The demand shock that initiated the Great
market institutions. Union density tripled
Depression was more severe in the US than
– from 14 per cent in 1910 to a peak of 44
in Britain and it created pressure for action.
per cent in 1920 – and industrial militancy
President Roosevelt’s New Deal was once seen
dramatically increased. Wartime pressures
as a Keynesian-style recovery
accelerated the trend towards
package, but research has
industry-level collective bargaining Union density
downgraded the positive demandand, in some industries, minimum
tripled from
side effects and upgraded the
wages were introduced.
negative supply-side effects.
Taken together, these forms of 14 per cent in
1910 to a peak
Foremost among these was the
centralised wage-setting covered
about half the British labour
of 44 per cent 1933 National Industrial Recovery
Act, which involved raising wage
force by 1920. In addition, the
in 1920
rates and cutting hours; it also
unemployment insurance scheme,
established in 1911, was expanded to cover the spawned anti-competitive industry agreements.
The 1935 National Labour Relations Act further
majority of workers: beneﬁts were increased
and made available for longer unemployment strengthened the hand of labour organisations.
As a result, both nominal and real wages failed
durations.
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POLICY RESPONSES
The early and aggressive use of ﬁscal and
monetary policy in the recent recession
attests to the long shadow cast by the Great
Depression. In the 1930s, policy activism meant
leaving the gold standard, and abandoning
the policy dogma that went with it. But
these policy shifts did not come into effect
until two years into Britain’s recession and
nearly four years into the US recession. Given
developments in the labour market – by that
time, the NAIRU was ten per cent in Britain and
even higher in the US – they were insufﬁcient
to promote a vigorous recovery.
In the interwar years governments were
under severe pressure to act. Much of their
effort went into maintaining high wages and
ameliorating the plight of the unemployed
to stave off unrest. These policy packages
contained interacting elements that magniﬁed
the shocks and caused their effects to persist.
An important lesson from the Great
Depression is that policies should be ﬁrmly
focused on fostering labour market ﬂexibility,
maintaining employability and avoiding
measures that cause unemployment to
persist. It is worth remembering that the Great
Depression lasted for ten years and mass
unemployment was brought to an end not by
labour market adjustments but by the massive
boost to aggregate demand from the Second
World War. Without that the depression would
have lasted well into its second decade. 
oxrep.oxfordjournals.org
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The Bank of England uses the Consumer Prices Index to set interest rates

Indexing beneﬁts and tax
credits: which inﬂation
measure to use?
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Britain’s demand
for migrant labour
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Britain’s construction industry relies on
casual labour, providing no incentive for
investment in training
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Getting lone parents with
school age kids back to work

Most lone parents move into work
when their youngest child starts school
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LONE PARENTS OFTEN ﬁnd it difﬁcult to work
because they do not have access to childcare
or childcare is too expensive. This problem
should be at least partially alleviated when their
youngest child starts school, because it offers
them a number of hours of free childcare every
weekday during term-time.
A study by the Institute for Fiscal Studies
uses rich administrative data to compare
the labour market outcomes of lone parents
receiving beneﬁts whose youngest children are
eligible for school and those whose youngest
children are not yet eligible for school.

The researchers make use of the fact that
most children in England are entitled to start
school on 1 September following their fourth
birthday. This means that children born just
either side of the cut-off date are likely to start
school one year apart.
The research ﬁnds that around ten per
cent more lone parents stop receiving beneﬁts
and move into work when their youngest child
starts school. This happens about six months
after school entry, suggesting that lone parents
may start looking for work when their child has
settled into school.
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Nevertheless, the overall impact is small.
For every 100 lone parents receiving beneﬁts
whose youngest child starts school, around
two, on average, are directly induced to start
work during their child’s ﬁrst year of school.
These ﬁndings are clearly relevant to the
coalition government’s plans to require lone
parents receiving beneﬁts to look for work
when their youngest child turns ﬁve.
Although childcare provided by the English
education system is very inﬂexible, the results
suggest that policies that provide lone parents
with subsidised childcare are much less
effective in helping them to move into work
than policies such as wage supplements or
support from personal advisers. 
www.ifs.org.uk
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George Osborne launched the OBR in May 2010
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Bailed out bankers escape
liability through a legal loophole

Alamy

WHEN THE GOVERNMENT bailed out
many of Britain’s banks in 2007-8, did it
save irresponsible bankers from being held
accountable for their actions? Dr Demetra
Arsalidou of the ESRC’s Centre for Business
Responsibility, Accountability, Sustainability
and Society (BRASS) has examined the legal
implications of the bailout for the directors
whose ﬁnancial institutions were rescued.
The Company Directors Disqualiﬁcation
Act 1986 provides for the mandatory
disqualiﬁcation of directors whose company
becomes insolvent, for a minimum of two

By rescuing Northern Rock through
nationalisation, the Royal Bank of Scotland and
Lloyds through share purchases and Bradford
and Bingley through loans, the government won
plaudits for prompt action that saved them
from collapse.
years and a maximum of 15. The Act also gives
But the price of the bailouts may be more
courts the power to impose personal liability on
directors for the debts of an insolvent company if than ﬁnancial. The injection of taxpayers’ money
they have engaged in ‘wrongful trading.’
into failing ﬁrms not only saved their directors
This personal liability is intended to
from liability, but it also created a safety net,
which encouraged the kind of excessive riskencourage directors to face ﬁnancial problems
before it is too late. But the sanctions only apply taking that caused the credit crunch.
The BRASS research argues that if both
to directors of insolvent companies. Directors of
the banks and the bankers can escape the
a company brought to the brink of insolvency,
but rescued by nationalisation or other forms of consequences of reckless trading, there is an
government protection, cannot be disqualiﬁed or urgent need to tighten the law. In 2009, the
held accountable, no matter how much wrongful government introduced a Banking Act, which
includes the possibility of bank directors being
trading they have done.

The Mirrlees Review recommends merging income tax and National Insurance contributions

A better tax system
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disqualiﬁed. But while the loophole remains
open, preventing bankers from being held
accountable, it is unlikely to change their
behaviour, particularly if they believe that
ultimately banks will not be allowed to fail.
Dr Arsalidou concludes that Britain
needs a special bank directors’ regime,
which links the wrongful trading provisions
of the Insolvency Act with the aims of the
Banking Act to ensure that irresponsible
directors can be held accountable. Knowing
they cannot evade responsibility for their
actions may deter bank directors from
presiding over reckless behaviour, while
providing some redress for those who suffer
losses as a result. 
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Young people are particularly vulnerable to permanent ‘scarring’ from unemployment

Back to work
       
    
AFTER THE WORST recession since the Second affect how long it is before someone ﬁnds
World War, the problem of unemployment
productive employment again.”
is one of the biggest challenges facing
CEP’s director Professor John Van Reenen
policymakers. While the extent of job losses in adds: “Chris has been recognised for his
Britain has not been as bad as expected, based outstanding work in understanding how
on the experience of the past three recessions, markets really work. Rather than assuming
many fear that unemployment will take a long that workers were being smoothly and
time to start falling signiﬁcantly. For those out
instantaneously matched with jobs as in
of work for extended periods, there is a risk
traditional models, he elegantly modelled the
of permanent ‘scarring’, especially for young
process by which both sides are constantly
people without prior experience of
searching for opportunities to ﬁnd
It is important the right match.”
the labour market.
So it was particularly timely for to make sure
Professor Van Reenen
the latest Nobel prize in economics
continues: “These ‘frictions’
that people
to be awarded for research that
matter substantially for
do not stay
explains the process of search:
our understanding of
how people look for work, how
movements between jobs and
unemployed
they are matched with appropriate
unemployment. They are not
too long
job vacancies and how various
mere analytical inconveniences
‘frictions’ impede that outcome. One of the
but fundamental to our analysis of aggregate
unemployment and business cycles.”
three 2010 economics laureates is the ﬁrst
economist based in Britain to receive the
Professor Pissarides’ research has
accolade in over a decade: Professor Chris
immediate implications for policymakers at
Pissarides of the London School of Economics, a time of economic weakness, as he makes
who has been a cornerstone of the ESRCclear: “One of the key things we ﬁnd is that
funded Centre for Economic Performance (CEP) it is important to make sure that people do
since it was founded in 1990.
not stay unemployed too long so they don’t
Professor Pissarides explains his work
lose their feel for the labour force. The ways
thus: “Our research looks at what happens to
of dealing with this need not be expensive
someone who loses his or her job because of
training – it could be as simple as providing
changes in economic environment. We have
work experience.” 
created a model that allows us to analyse the
processes and decisions, such as policy, which cep.lse.ac.uk
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Agriculture was the largest
sector in Britain in 1381

Rethinking Britain’s
economic past
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GDP per
capita grew
substantially
during the
Black Death
crisis

Ian Duncan-Smith: “sometimes you just
need to be able to move to the work”
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A question of commitment
WHEN THE GREEK government almost
defaulted on its debt early in 2010, the views
of leading policymakers around the world
changed almost overnight. Before the Greek
crisis, the British and US governments, as well
as the International Monetary Fund (IMF), had
suggested that helping the recovery should
be the priority. High levels of debt could be
tackled later.
But after euro area governments and
the IMF were forced to rescue Greece,
the international consensus became that
stabilising the public ﬁnances had to come
ﬁrst. In Britain, this shift followed a change
in government, but critically the Liberal
Democrats changed their minds between
campaigning during the election and forming
a coalition.
The immediate trigger for this abrupt
A wise move – Gordon Brown’s decision not to join the euro in 2003
change in view was a fear that ﬁnancial market
a macroeconomic theory that tells a plausible
panic might spread from Greece to
Second, it is probable that in the long run
story about the recession and yet also says that (but not the short run), high government debt
any country with high and rising debt levels,
cutting government spending or raising taxes will will also divert savings from investment in
which meant nearly everyone. But a global
leave output and employment unscathed.
panic where investors refused to buy any
capital, which once again lowers future growth.
The evidence from the US is that Obama’s
country’s government debt was always
Simply put, deﬁcit bias is a means by which
stimulus package reduced the depth of the US
extremely unlikely.
we are exploiting our own children.
recession, but now as the stimulus runs out, the
The recession has not only led to rapid
This is why almost every macroeconomist
recovery is slowing. In Britain, the newly created agrees that rising government debt is a serious
increases in government debt, but also large
Ofﬁce for Budget Responsibility (OBR) said that
increases in private saving, and that saving
problem that has to be tackled at some point.
the emergency budget in June increased the
has to go somewhere. As a result, interest
Those advocating austerity now fear that if
chances of a ‘double dip recession’.
rates on US government debt over the last
we put this problem off until we are out of
Does this mean that in Britain stimulus
few months have steadily fallen to very low
the recession, it will get forgotten about again.
should take priority over government austerity,
levels as demand outstrips supply. The
Economists describe this as a commitment
and that policymakers have got it wrong?
British government has had no funding
problem. Today, we would like to commit to
Taking just a narrow macroeconomic view,
problems either.
reducing the deﬁcit when times are better. But
the answer has to be yes. The right time to
The smaller euro area countries
that commitment, judging by the evidence of
reduce government debt is when
– the so-called PIGS: Portugal,
the past, is not credible.
‘Deﬁcit bias’
times are good, not in the middle
Ireland, Greece and Spain – are
How do we get around this commitment
in a different position because
problem? One possibility is for governments
means we are of the deepest recession since
they are part of the euro and are
to set up independent watchdogs, generally
exploiting our the 1930s.
But unfortunately, the politics
uncompetitive relative to Germany
called ﬁscal councils, which will put pressure
has gone the other way. In good
in particular. These countries have to children
on them to apply ﬁscal discipline even in
times tax receipts are high and
lower their costs relative to Germany,
good times.
government deﬁcits are low, so the debt problem
and because they share the same currency,
The newly formed OBR is Britain’s ﬁscal
appears less acute. Instead, politicians are keen
this means reducing their wages and prices.
council. It is ironic that as the coalition
to raise spending or cut taxes, believing, like
To achieve this almost certainly requires a
government implements massive public
governments for the last 30 years, that when
period of stagnation. It is the combination
spending cuts that will surely slow the
times are good the electorate will reward them
of low expected growth and high debt that
recovery, it has also set up an institution that
for doing so.
worries the market.
might allow those cuts to be postponed until
This has led to the problem of ‘deﬁcit bias’.
Britain, in contrast, has seen sterling
more appropriate times. 
Over the 30-year period before the recession,
depreciate by around 20 per cent against
www.economics.ox.ac.uk
levels of government debt relative to GDP
the euro over the last three years. Whatever
roughly doubled in the OECD area and there was
people may think of Gordon Brown as prime
no good economic justiﬁcation for this.
minister, his decision not to join the euro in
Why should we worry about deﬁcit bias?
2003 has saved us from the fate of the PIGS.
SIMON WREN-LEWIS
Even if we ignore ﬁnancial markets and default,
With this in mind, were policymakers
   
there are two good reasons. First, we are
right to switch from stimulus to austerity so
   
burdening future generations with higher
abruptly this year? It is almost certainly the
   
taxes compared with the current generation.
case that austerity measures will reduce the
 
These higher taxes will tend to reduce output.
speed of the recovery. It is very hard to ﬁnd

86 Britain in 2011

Getty

         

