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Announcement 

For this week only, our office hours are Thursday 1–3, 
rather than the usual time of 2–4. 



 

I.  INTRODUCTION AND THE “ST. LOUIS EQUATION” 



𝑦𝑡 = 𝑎 +  �𝑏𝑖𝑚𝑡−𝑖

𝑁

𝑖=0

+  𝑒𝑡 , 

 
where: 
•  y is some macroeconomic variable of interest; 
•  m is a measure of monetary developments; 
•  e is other influences on y; 
• N is the horizon over which m affects y. 

 
A Simple Model of the Determination  

of Some Macro Outcome 
 



Potential Problems with the St. Louis Equation? 

• Endogenous policy causing correlation between e 
and the m’s. 

• Developments in the private economy causing 
correlation between e and the m’s. 



Two General Comments 
about Omitted-Variable Bias 

• Think in terms of omitted-variable bias or correlation 
of right-hand side variables with the residual, not in 
terms of simultaneity or endogeneity. 
 

• It’s always good to think about what direction one 
expects bias in OLS to go. 



 

II.  MILTON FRIEDMAN AND ANNA SCHWARTZ, “A 
SUMMING UP” 



Friedman and Schwartz on the Value of 
Historical or Narrative Evidence 

“The … relation between changes in the stock of money 
and changes in other economic variables, alone, tells 
nothing about the origin of either or the direction of 
influence.  … A great merit of the examination of a wide 
range of qualitative evidence is that it proves a basis for 
discrimination between … possible explanations of the 
observed statistical covariance.  We can go beyond the 
numbers alone and, at least on some occasions, discern 
the antecedent circumstances whence arose the 
particular movements that become so anonymous 
when we feed the statistics into the computer.”  (P. 686) 



Friedman and Schwartz’s 4 Crucial Experiments 
– The First Three 

“Three counterparts of such crucial experiments 
stand out in the monetary record since the 
establishment of the Federal Reserve System.  …  Like 
the crucial experiments of the physical scientist, the 
results are so consistent and sharp as to leave little 
doubt about their interpretation.  The dates are 
January–June 1920, October 1931, and July 1936–
January 1937.”  (P. 688) 



Freidman and Schwartz’s Fourth Crucial 
Experiment 

 
“[T]he actions of the Reserve System in 1929–33 …, 
even during the early phase of the contraction, from 
1929 to 1931, when the decline in the stock of 
money was not the result of explicit restrictive 
measures taken by the System … can indeed be 
regarded as a fourth crucial experiment” (p. 694). 



CHART 62 
Money Stock, Income, Prices, and Velocity, in Reference Cycle Expansions and Contractions, 1867 – 1960  



Friedman and Schwartz’s Strengths 

• Understood the identification problem. 

• Proposed a brilliant solution. 

• Outstanding use of narrative sources. 



Friedman and Schwartz’s Weaknesses 

• Definition of a monetary shock is vague. 

• Selectivity. 

• The movements in m aren’t completely independent. 

• No statistical tests. 

• No analytic framework. 



 

III.  ROMER AND ROMER, “DOES MONETARY POLICY 
MATTER?  A NEW TEST IN THE SPIRIT OF FRIEDMAN AND 

SCHWARTZ” 



Romer and Romer (1989) 

• Looked for times when the Federal Reserve decided 
the current inflation rate was too high, and was 
willing to accept a recession to bring it down. 

• Possible advantages and disadvantages of this focus? 



Romer and Romer’s Key Dates 

• October 1947 
• September 1955 
• December 1968 
• April 1974 
• August 1978 
• October 1979 
• (December 1988) 



Romer and Romer’s equation 



Romer and Romer (1989) 

From:  Romer and Romer, “Does Monetary Policy Matter?” 



Evaluation and Discussion of Romer and Romer 



Controlling for Oil Price Movements 

From:  Romer and Romer, “Monetary Policy Matters” 



Inflation after “Romer and Romer dates” 

From:  Matthew Shapiro, “Federal Reserve Policy:  Cause and Effect” 



 

IV.  VELDE: “CHRONICLE OF A DEFLATION UNFORETOLD” 



Monetary Framework in 18th Century France 

Mint Price (MP)   
• Price government pays for silver sold to the mint.  

(Suppose it is 3 livre/oz.) 

Mint Equivalent (ME)   
• Declared value of a coin. 

(Suppose it is 4 livre for a coin with 1 oz. of silver in 
it). 

Seigniorage   
• Difference between ME and MP. 



Monetary Changes in 1724 

From:  Velde, “Chronicle of a Deflation Unforetold” 



Is this a useful natural experiment? 

• Were the monetary changes exogenous? 

• How good is Velde’s narrative analysis? 



From:  Velde, “Chronicle of a Deflation Unforetold” 



Data Sources and Treatment 

Many Individual Series 
• Prices for a particular commodity in a particular 

market 

• Amazing detective work 

Aggregates and smooths the series 

• Uses a state-space model to smooth and aggregate 
the series into an aggregate. 

• Not enough discussion of how well the technique 
works.  



From:  Velde, “Chronicle of a Deflation Unforetold” 



From:  Velde, “Chronicle of a Deflation Unforetold” 





From:  Velde, “Chronicle of a Deflation Unforetold” 



From:  Velde, “Chronicle of a Deflation Unforetold” 



From:  Velde, “Chronicle of a Deflation Unforetold” 



Evaluation of Velde 



 

V.  RICHARDSON AND TROOST:  “MONETARY 
INTERVENTION MITIGATED BANKING PANICS DURING THE 

GREAT DEPRESSION” 



Historical Background 

• Friedman and Schwartz’s 4th crucial episode:     
1929–1930.  An act of omission. 

• Waves of panic in the Great Depression:  Fall 1930, 
Spring 1931, Fall 1931, Fall 1932/Winter 1933. 

• Debate about whether liquidity provision would have 
stemmed the panics. 

• Related issue:  would monetary intervention have 
helped prevent the downturn in real output? 



Richardson and Troost’s Natural Experiment 

• Mississippi (MS) was split between 2 Federal Reserve 
districts. 

• Districts had very different approaches to panics 
before the Great Depression. 

• In November 1930 there was a panic in Tennessee 
that was unrelated to MS banks, but nevertheless set 
off a panic in MS six weeks later. 

• Can look for differences in bank failures in the two 
halves of MS. 



Federal Reserve Districts 



Is this a useful natural experiment? 

• Were the two halves of MS otherwise similar? 

• Did the St. Louis and Atlanta Federal Reserve Banks 
have different policies for exogenous reasons? 



From:  Richardson and Troost, “Monetary Intervention Mitigated Banking Panics” 



From:  Richardson and Troost, “Monetary Intervention Mitigated Banking Panics” 





From:  Richardson and Troost, “Monetary Intervention Mitigated Banking Panics” 



From:  Richardson and Troost, “Monetary Intervention Mitigated Banking Panics” 

All Banks 



From:  Richardson and Troost, “Monetary Intervention Mitigated Banking Panics” 

Within 1° Latitude of District Border 



Evaluation of Richardson and Troost 



From:  Andrew Jalil, “ Monetary Intervention Really Did Mitigate Banking 
Panics during the Great Depression” 



From:  Andrew Jalil, “ Monetary Intervention Really Did Mitigate Banking 
Panics during the Great Depression” 



From:  Andrew Jalil, “ Monetary Intervention Really Did Mitigate Banking 
Panics during the Great Depression” 



From:  Richardson and Troost, “Monetary Intervention Mitigated Banking Panics” 



From:  Nicholas Ziebarth, “Identifying the Effects of Bank Failures from a 
Natural Experiment in Mississippi during the Great Depression.” 



From:  Andrew Jalil, “ Monetary Intervention Really Did Mitigate Banking 
Panics during the Great Depression” 
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