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ABSTRACT 

This paper will examine the stock market and government bailouts of 1907, 1929, and 

2007 and their accompanying panics in order to determine the potential for success of the 

Troubled Assets Relief Program.  In order to properly analyze this topic, for each panic, I will 

provide a brief summary of the economic situation leading up to the crisis, a description of the 

bailout and government actions that were taken, as well as a brief analysis of each bailout.  

Central to determining whether or not TARP will be successful is to determine 1) is the current 

crisis a liquidity or solvency problem 2) were the previous crises liquidity or solvency problems 

3) were the previous two market interventions successful.  My research suggests that the panic of 

1907 and the stock market crash of 1929 were liquidity crises that were alleviated through cash 

infusions and clearing house certificates.  The current crisis is both an insolvency and liquidity 

problem.  Therefore, TARP can only be as effective as its implementation by the governing 

officials.  Examining market indicators across the different crises suggests that TARP has been 

successful, and the economy is approaching its business cycle trough in the next few months. 
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INTRODUCTION 

This paper will examine the stock market and government bailouts of 1907, 1929, and 

20071 and the widespread panics that accompanied them in order to determine the potential for 

success of the Troubled Assets Relief Program.  To properly analyze this topic, I will provide a 

brief summary of the economic situation leading up to the crisis, a description of the bailout and 

government actions that were taken, as well as a brief analysis of each bailout.  Central to 

establishing whether or not TARP will be successful is to determine 1) is the current crisis a 

liquidity or solvency problem 2) were the previous crises liquidity or solvency problems and 3) 

were the previous two market interventions successful.  My research suggests that the panic of 

1907 and the stock market crash of 1929 were liquidity crises that were alleviated through cash 

infusions and clearing house certificates.   

Unfortunately, it seems that the current crisis is not merely a problem of liquidity within 

the financial system, but rather, it is both an insolvency and a liquidity problem.  Therefore, 

TARP will only be effective and successful if it is properly implemented by the governing 

officials.  If TARP funds are provided to those companies who are merely having liquidity 

problems, then it will help them recover and lead to the recovery of the economy, but if funds are 

provided for companies who are facing insolvency issues, then the money will be wasted on 

dying companies. This differentiation requires a robust way to determine which companies are 

insolvent and which simply need extra cash.  Rather than examining the financial state of the 

companies who have already received TARP money, I will compare market indicators such as 

industrial production and the DJI across the three crises to try to determine 1) how long after 

intervention did these indicators start to show recovery and 2) do the current trends in these 

                                                 
1 Timelines for all the crises and associated bailouts are provided in Appendix 1 
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economic indicators show signs of recovery.  If they do, then I will argue that TARP has been 

successful because according to The Economist the average downturn after recent banking crises 

in rich countries lasted four years as banks regrouped and debt-laden households and firms were 

forced to save more (The Economist, 2009, p. 14). 

PANIC OF 1907 

HISTORICAL CONTEXT OF 1907 PANIC 

  Seasonal liquidity fluctuations, international gold flow, and the earthquake in San 

Francisco in 1906 all played an important role in creating the hostile economic conditions 

preceded the 1907 Panic.  Throughout the National Banking Era, from 1864 to 1913, the New 

York Money market was affected by seasonal variations in interest rates and liquidity. These 

variations were caused by transporting crops throughout the U.S. and on to Europe (Moen, 1990, 

p. 13).  In order to finance the crop shipments to the East Coast, farmers would take large loans 

from banks which left the New York City Money markets tight on cash.  In 1907 there was no 

central bank to adjust the money supply to compensate for these seasonal fluctuations, and as 

basic macroeconomics would predict, this led to increasing interest rates in the fall right around 

harvest time.  These fluctuations by themselves would not have caused the panic, but Fabio 

Canova provides evidence that there were external disruptions in the movement of gold in 1906 

and 1907, and these helped fuel a widespread panic (Moen, 1990, p. 25).   

 To exacerbate the liquidity problems facing the financial market, the earthquake that hit 

San Francisco in April 1906, caused a series of small fires that spread quickly and caused an 

additional $350 to $500 million dollars worth of damage (Carr & Bruner, 2007, p. 15).  

Unfortunately, many British insurance firms were the insurance providers for the earthquake 
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victims, and were responsible for half of San Francisco’s fire insurance in the wake of the 

disaster.  This caused the British insurance firms to lose $50 million, and as a result they began 

to liquidate their assets, which led to liquidity fears in London, and ultimately the retraction of 

much needed gold shipments to the United States (Carr & Bruner, 2007, p. 13).  By the winter of 

1906, a severe credit shortage had set in and several key industries were struggling. 

1907 MARKET CRASH AND BAILOUT  

On October 16, 19072, Otto Heinze delivered the final blow to the market in a failed 

attempt to corner the United Copper Company.  In 1891, Otto’s brother Fritz Augustus Heinze 

had made his fortune in the copper mining industry by purchasing land next to successful 

copper-mining properties.  The laws of the time stated that if a vein of ore could be traced back 

to the surface of one’s own property, then the neighboring land owner must relinquish its claim 

(Carr & Bruner, 2007, p. 38).  Fritz utilized this law to its full extent and used the money that he 

earned from this endeavor to enter banking in New York.  He joined ranks with Charles W. 

Morse, the director of seven New York City banks with a dubious reputation in the financial 

world.  Armed with the financial the support of Morse and his money from the copper mines, 

Fritz let his brother attempt a bear squeeze on the stock of United Copper Company (Carr & 

Bruner, 2007, p. 38).  Unfortunately there were more shares available than Otto predicted and the 

squeeze failed miserably, leaving Fritz’s bank and Morse’s bank in dire straits. 

 When the public learned of the attempted corner, they feared that the banks would go 

under and went to the banks to withdraw their deposits.  Both banks experienced runs that would 

leave them bankrupt and insoluble if they did not receive help from an outside source.  

Originally, the New York Clearing House (NYCH) was willing to provide loans to increase 

                                                 
2 See Appendix 1 for timeline of 1907 Panic and bailout 

5



liquidity.  However, this merely stemmed the tide until October 18, when a connection between 

the two failing banks and one of the city’s largest and most prosperous trusts was discovered.  

The Knickerbocker Trust was led by Charles T. Barney and when the public learned that Barney 

had been associated with Morse for years they feared that Knickerbocker Trust was also corrupt 

and would also fail.  As a result, New York’s leading banks who had acted like as correspondent 

banks for Knickerbocker withdrew their support, and clients who feared that their deposits would 

disappear began a run on the trust on October 22 (Moen, 1990, p. 26). 

 Initially, J.P. Morgan did not believe that these companies were fundamentally sound and 

worth saving.  However, when the crises spread to the Trust Company of America, J.P. Morgan 

realized the potential impact this contagion could have on the market.  He determined that the 

Trust Company of America was a good place to stop the panic.  Initially, Morgan arranged for 

his bank to provide $3 million (Moen, 1990, p. 15)  to ensure that the Trust was able to keep its 

doors open. As a gesture of support, John D. Rockefeller deposited $10 million with Union Trust 

on October 23.  Additionally, between October 21 and October 31, the U.S. Treasury deposited a 

total of $37.6 million into New York national banks and $36 million in small bills to help with 

the runs (Moen, 1990, p. 11).  While this helped in the short-term, much more money was 

necessary to stem the rising tide of withdrawals from banks and trusts.   

 As the crises continued to spread throughout the banks and trusts, the NYSE began to see 

direct effects.  In late October, the interest rate on call money sky rocketed due to the lack of 

cash in the market.  In addition to the money contraction from the summer, the market was 

seeing trust companies pull significant amounts of cash out of the market to cover their deposits.  

By 11 a.m. on Thursday, October 24, just an hour after the exchange opened, the interest rate on 
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call money reached 100 percent3 (Carr & Bruner, 2007, p. 85).  J.P. Morgan realized the severity 

of the situation and called many of the presidents of the largest banks in New York.  Within 

minutes, Morgan was able to get 14 of the banks to offer $23.6 million (Carr & Bruner, 2007) to 

be used for call money loans.   Morgan then went to the New York Clearing House4 to raise an 

additional $15 million, but was only successful in raising $9.7 million.  While this infusion of 

liquidity helped the market somewhat, Morgan took further steps to help control the crisis by 

forming a committee that was responsible for disseminating information about financial rescue 

efforts to the press to restore public confidence.  He also appointed a second committee whose 

responsibility was to reach out to the clergy and have them make reassuring statements to their 

congregations over the weekend.   

At the behest of Morgan, on Saturday, October 26, the NYCH issued the first $11 million 

of what was to become over $100 million dollars in clearing house certificates5 (Carr & Bruner, 

2007, p. 108) to be used by the banks.  These notes acted as a temporary increase in the U.S. 

money supply and helped alleviate the illiquidity of the banks by freeing up the cash that banks 

owed to each other to be used by brokers.  After getting the NYCH onboard with his plan, 

Morgan’s next task was to convince the trusts of New York to pool their financial resources to 

help keep the weaker trusts stay afloat.   

                                                 
3 See Appendix 2 for call money market data and chart 

4 The New York Clearing House was a consortium of banks in New York City formed in 1853 to help establish 
order in the financial system after Andrew Jackson failed to renew the charter for the Second Bank of United States 
in 1836.  Until 1913 it carry the monetary system through recurring times of panic (New York Clearing House). 

5 Clearing house certificates were loan certificates backed by non-currency banks assets and allowed the banks to 
artificially increase the supply of cash available to the public.  They had been used successful in the 1873 and 1893 
crises (Moen, 1990, p. 4) 
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 These measures appeared to work and provided a tenuous balance to the financial system.  

However, this was soon disrupted on October 29, when the City of New York came to Morgan to 

let him know that New York City was on the verge of financial collapse.  Morgan agreed to 

underwrite a $30 million security issue and help the city, but in order to do this he needed to 

enlist the help of the NYCH and the trust companies to continue to help stabilize the markets.    

Despite the orchestration of several bailouts, there was still one more major issue to be 

dealt with.  On November 3, 1907, Morgan was still faced with developing a solution to bailout 

Tennessee Coal, Iron & Railroad Company (TC&I).  As a result of the struggling market, people 

began people began to question the value of TC&I shares and they feared that the market would 

be flooded with shares causing the price of the stock to plummet and bankrupting the financial 

house that had financed most of TC&I’s loans (Carr & Bruner, 2007, p. 115).  Should Moore & 

Schley, TC&I’s brokerage house, go under it was likely to bring down other financial houses 

with it.  An infusion of $25 million in cash would probably have been enough to save the house; 

however, banks and trusts were already paying out millions and were not eager to continue 

serving as a crutch for the financial industry.  As an alternative to providing cash to TC&I, 

Morgan approached the company with a deal in which Morgan’s United States Steel Corporation 

would buy the majority of the company.  Rather than pay cash for the company, U.S. Steel 

would exchange its own bonds for shares of TC&I stock at par (Carr & Bruner, 2007, p. 119).   

 Before the deal went through, Morgan had to work around the Sherman Antitrust Act 

which declared that any business combination that caused a “restraint in trade” to be illegal.  

This merger would undeniably violate this act as U.S. Steel already controlled sixty percent of 

the steel market, and a union with a large company like TC&I would virtually create a monopoly 

(Carr & Bruner, 2007, p. 118).  This did not deter Morgan, who sent two of his colleagues to 
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Washington D.C. to meet with President Theodore Roosevelt to convince him that this merger 

was the best and only way out of the 1907 Panic.  Morgan’s representatives were successful and 

when news of U.S. Steel’s plan to acquire TC&I reached Wall Street, the market began to 

stabilize.   

BRIEF ANALYSIS OF SUCCESS OF 1907 BAILOUT 

Evidence of the success of the bailout can be seen in both the drastic reduction in the call 

money rate and the stabilization in the stock prices shortly after the primary clearinghouse loans 

were issued and U.S. Steel acquired Tennessee Coal, Iron & Railroad Company.  As can be seen 

in Appendix 2 call rates peaked at 125 percent on Friday, October 25.  By the close of business 

the next day, the NYCH issued $11 million in clearing house certificates.  The positive reaction 

in the market was visible the next week when the high for call rates reached only 75 percent and 

continued to decrease into early December6.  The graph of the stock market in Appendix 3 shows 

that after U.S. Steel’s final acquisition of TC&I the stock market recovered and steadily 

increased throughout the rest of the year.  

Perhaps one of the most remarkable observations of the Panic of 1907 is how the 

influence of an elite few was able to turn the tide of an economic meltdown.  J.P. Morgan, in 

particular, was an extraordinarily influential individual who was able persuade or force banks, 

trusts, and the government into collaborating to come up with over $115 million dollars in cash 

plus over $100 million in clearing house certificates during a period of a great money 

contraction.  These measures successfully returned liquidity to the market and prevented many 

banks from going bankrupt and closing.  His power and reputation were an essential component 

to resolving this crisis.   

                                                 
6 See Appendix 2 for more detailed information on call rate and bailout interactions 
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Another significant aspect of this crisis was that the importance of having a lender of last 

resort became blatantly apparent in the aftermath.  This revelation spurred President Woodrow 

Wilson to sign the Federal Reserve Act in 1913 which led to the establishment of Federal 

Reserve banks.  These banks were formed to help provide elasticity to the money supply and 

create better supervision of the banking system. 

CRASH OF 1929 AND NEW DEAL 

HISTORICAL CONTEXT OF THE GREAT DEPRESSION 

The roaring twenties are known as a period of indulgence, extravagance, excess, new 

prosperity, and optimism.  After the end of the World War I in 1918, America entered a new era 

of prosperity and experienced social, economic, and political change.  In the aftermath of the 

war, two of the most significant social changes were the rise of the middle class and the 

development of credit.  The 1920s saw a tremendous increase in mass production and mass 

marketing.  Advancements in mass production allowed manufacturers to flood the market with a 

plethora of consumer durables.  It was natural that the development of credit to consumers would 

take place during this period, allowing people to purchase these new products that were 

inundating the market. The impact of this new-found method of purchasing extensively on credit 

would have profound and lasting implications during the coming crisis.   

While the industrial sector was taking off, the agricultural sector was struggling and 

experiencing a decrease in crop prices.  By the end of 1921 wheat was selling for $0.93 per 

bushel compared to $2.58 only eighteen months earlier and corn was down to $0.41 from $1.86 

(Walton, 2005, p. 440).  Luckily, this decline was temporary and there was a gradual recovery 

and prices remained stable in the latter half of the twenties until 1929.  However, the brief price 
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deflation lasted long enough to help shape new policies towards agriculture even before the 

Great Depression.  These policies would have significant impacts both before and after the stock 

market crash of 1929.     

ECONOMIC CONDITIONS LEADING UP TO THE CRASH AND DEPRESSION 

Struggling Agricultural Sector 

Prior to WWI, the agricultural industry was booming and land values rose dramatically 

between 1910 and 1920.  In order to purchase land, farmers borrowed large amounts of money 

from banks.  When deflation hit in the early 1920s, many farmers with long-term debt were 

crushed and forced into bankruptcy.  In 1921 Congress created the Joint Commission of 

Agricultural Inquiry to assess the agricultural industry (Walton, 2005, p. 440).  The JCAI 

concluded that farm troubles were a result of general business depression and a decline of 

exports.  They recommended that the government take steps to help create cooperative marketing 

associations and improve credit facilities.   

In 1922, Secretary of Agriculture Henry A. Wallace was one of many radicals who 

argued that agriculture was entitled to its fair share of the national income.  The resulting push to 

help support the farmers, led to the McNary-Haugen bills which were sent through Congress 

twice and vetoed twice.  The goal of these bills was to determine fair prices of farm goods; fair 

prices according to farmers and the JCAI were considered to be the prices of goods during the 

pre WWI agricultural boom.  These values were much higher than current prices, and in order to 

make up the difference, the McNary-Haugen bills wanted to impose tariffs and create a 

corporation that would be chartered by the government to buy up commodities to force up the 

price of farm goods to “fair value” (Walton, 2005, p. 441).  While these bills were vetoed by the 

president, the ideas presented in them would later resurface in the forms of the Smoot-Hawley 
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Tariff Act of 1930, the Agricultural Marketing Act of 1929, and some New Deal policies in the 

early thirties.   

Fiscal Policy 

During the twenties, fiscal policy experienced many changes as it tried to adjust from the 

War.  The White House wanted to repeal the taxes that had been imposed during WWI.  

However, Treasury Secretary Mellon disagreed with and the liberal lobbyists as to where the tax 

cuts should occur.  Mellon and conservatives favored cutting taxes at the top, while the liberals 

wanted to cut taxes for the lower and middle classes.  This resulted in the Revenue Acts of 1924, 

1926, and 1928 (Walton, 2005, p. 443) which eliminated the system of wartime taxes, reduced 

the rates for personal and corporate taxes, and reduced estate duties.  Despite the sweeping tax 

cuts, the government was able to maintain a budget surplus throughout the 1920s, and by 1927 

federal government spending as a percentage of GNP was only 3.5 percent (Walton, 2005, p. 

443). 

Hands-off Monetary Policy 

During this period, monetary policy saw little change even though a large number of 

banks were closing, especially in rural areas.  The Federal Reserve chose not to take immediate 

action based on two primary factors.  First, many of the banks were not part of the federal system 

and therefore were not the responsibility of the Federal Reserve.  Second, the Federal Reserve 

believed that the banks were failing due to poor management rather than a weakness in the 

banking system.  While this was true to an extent, many of the bank closures were a direct result 

of the Unit Banking Laws originally created to protect smaller banks from being taken over by 

large banks.  However, these laws inhibited banks, especially rural banks, from diversifying their 

loans, because they prevented banks from opening branches around the state, limiting a bank’s 
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clients to those in the immediate surrounding area.  As a result, many small banks went under 

both before and during the Great Depression.   

Prior to the Stock Market Crash in 1929, the Federal Reserve understood that the 

speculation taking place on Wall Street was starting to get out of hand.  Unfortunately, it 

struggled to find a way to discourage the rampant speculation without putting the economy at 

risk.  The initial solution was to use “moral suasion” by putting pressure on the New York City 

Banks to make fewer call loans (Walton, 2005, p. 445).  While the banks reluctantly agreed, the 

gap left behind was quickly filled by other financiers.  The Fed then decided to raise the discount 

rate from 4.5 percent to 5.5 percent on August 9, 1929 (Walton, 2005, p. 445).  While some 

argue that this did not remove the incentive to borrow because the rate on call loans was still 

significantly higher, it did signal the Federal Reserve’s intention to start restricting money 

supply.  This is perhaps why the stock market saw its peaks when the DJI reached 381 points in 

September 19297.   

International Developments 

One of the great ironies of this period is that Americans perceived the problems of 

Europe to be distinct and distant to the U.S. when in reality, the U.S. was embarking on the path 

that resulted in a global depression in the 1930s and has led us to today’s global market.  

America’s involvement in the world during the twenties can be seen through its participation in 

the Treaty of Versailles and its efforts to help Germany recover.  Additionally, America 

reestablished the gold standard along with Britain and other European countries.  If the 

participating countries were to revert to a gold standard, exchange rates would become fixed and 

monetary authorities would be restricted in the amount of money they created,  preventing an 

                                                 
7 See Appendix 4 for 1928-1933 stock market trend 
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outflow of gold and inflation (Walton, 2005, p. 445).  When Britain revalued its currency, it 

overvalued the pound which made it difficult for Britain to export its goods.  Had the Federal 

Reserve let price levels increase as inflows of gold came from Britain, pressure on British 

exports may have been lessened (Walton, 2005, p. 445) 

The Great Bull Market 

Perhaps the most memorable contribution to the wealth and prosperity of the post WWI 

era was the stock market.  Stock prices rose steadily throughout the 1920s and surged in 1928 

and into the first quarter of 1929.  The rise in stock prices can be attributed to many of the factors 

mentioned up to this point including booming industry and manufacturing.  Additionally, 

companies were reporting strong earnings and paying large dividends making the market an 

enticing prospect to a variety of investors.  The stock market came to be viewed as an easy and 

infallible vehicle to make money.  Speculation began to grow and with the new development of 

credit for everyone, anyone could take a small amount of money and potentially turn it into a 

small fortune.  What people failed to fully understand and account for were the risks associated 

with buying stocks on margin.  However, it was an age of optimism and people thought that they 

could beat the market, even though stock prices were no longer founded on “fundamentals” like 

earnings and interest rates (Walton, 2005, p. 446). 

THE CRASH AND BAILOUT OF THE STOCK MARKET IN 1929 

By the beginning of 1929 stock prices were so high that many investors were beginning 

to pull out, but it was too late.  During the first half of 1929 the Dow Jones Industrial Index 

hovered between 300 and 320 points, which was about 24 times the earning per share ratio 

(Wigmore, 1985, p. 13).  However, after its peak in September the market began to behave 

erratically and on October 23rd stock prices dropped suddenly by 20 points on the DJI to 305.  
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The October stock prices were equivalent to those at the beginning of the year, so investors who 

had used summer profits to buy on margin were left without money to pay their brokers.  

However, this drop was not the end of the stock market decline and on Thursday, October 24, 

1929 the Great Stock Market Crash began and created pandemonium at the New York Stock 

Exchange within the first hour of opening.   

By noon, the first organized effort to stabilize the market started to take shape when a 

group of leading bankers gathered at J.P. Morgan and Co.  The bankers were comprised of the 

leaders of the largest banks as well as one small group of brokers called the Guggenheims.  

Within hours, they were able to coordinate and effort to pledge $125 million of their banks’ 

money to buy stock of leading companies.  The Treasurer of NYSE, Richard Whitney, took this 

money and bid above the price level of many of the leading stocks.  This helped the market 

bounce back, and it closed down 6 points, which was paltry compared to the day’s low of 33 

points (Wigmore, 1985, p. 15).  Financial entities across the country, including the commodities 

market, Wall Street, and Federal Reserve were in turmoil as they attempted to determine the best 

course of action.  Fortunately, despite the reigning chaos, after the NYSE closed, the Bankers’ 

Pool reconvened to organize and formalize their plans.  Each bank agreed to pledge $20 million 

(all banks raised their pledges to $40 million the next morning) to the stabilization effort and J.P. 

Morgan and Co. was entrusted to take the lead (Wigmore, 1985, p. 23).  That afternoon, J.P. 

Morgan and Co. examined the leading stock more carefully and narrowed the list of stocks to be 

targeted by the pool the next morning.    

On Friday, at 10:00 a.m. when the market reopened it remained relatively steady 

throughout the day and the Bankers’ Pool only had to support a few stocks toward the end of the 

day.  Additionally, President Hoover addressed the nation saying “The fundamental business of 
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the country, that is production and distribution of commodities, is on a sound and prosperous 

basis” (Wigmore, 1985, p. 11).   President Hoover’s address to the nation indicates that even as 

far back as 1929, politicians and bankers understood the importance of maintaining public moral 

during a time of economic uncertainty.  By the close of Friday, the market closed up by two 

points from Thursday. 

On Saturday, trading appeared to be normal and brokers, speculators, and the bankers 

were cautious but optimistic.  Unfortunately, it was the work that would take place over the 

weekend to clear trades, balance accounts, and send out margin calls which would lead to a 

struggling market on Monday, October 28th.  Over the weekend, high activity in the credit 

market became apparent as foreign banks switched out of brokers’ call loans and prices were bid 

up for U.S. government and high grade railroad bonds signaling that among the brokers, there 

was a general agreement that past years’ boom conditions were at an end.   

When the market opened on Monday, the DJI dropped by 38 points to 260, the volume of 

trades was 9.2 million compared to 5.9 million on Black Thursday and the NYSE tape was 

almost three hours late (Wigmore, 1985, p. 13).  Bank stock also dropped 10-15 percent in the 

Over-the-Counter market. As mentioned before, margin calls by foreigners were a major 

contribution to the mayhem on Monday, and when brokers heard that call loans for the prior 

week were up $15 million, they appealed to the New York banks to replace the called loans 

(Wigmore, 1985, p. 26).  The Bankers’ Pool replaced some but not all of the funds and the 

Federal Reserve Banks of New York bought $25 million in U.S. securities to inject funds into the 

banking system.   
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Margin calls on Monday night were substantial and on Tuesday morning foreign and out- 

of-town banks called in $150 million of call loans (Wigmore, 1985, p. 15).  The market 

continued to be in disarray and closed down 30 points for the day.  Between Monday and 

Tuesday, the DJI had declined by 20 points.  The Curb exchange was also devastated and closed 

down by more than 30 percent compared to Monday.  What is most significant about this day is 

that other factors and entities reacted quickly to prevent the market from completely crashing.  

John J. Roskob announced that he was buying stock again after being inactive for several 

months, U.S. Steel and American Can declared $1.00 extra dividends on their stocks, and Julius 

Rosenwald guaranteed the stock accounts of his 40,000 employees at Sears (Wigmore, 1985, p. 

16).  Additionally, the Federal Farm Board stepped in and offered loans of $100 million on 

wheat stocks to stem the spread of this crisis to the commodities exchange (Wigmore, 1985, p. 

16). 

On Wednesday the market opened strong and rallied, closing 28 points higher than the 

previous day.  On the following day, the NYSE announced that it would be closing early and it 

would also be closed on Friday and Saturday to catch up.  Additionally on Thursday, the Federal 

Reserve cut the discount rate from 6 percent to 5 percent in coordination with the Bank of 

England (Wigmore, 1985, p. 16).  The banks hoped this would be a sign of reassurance that the 

crisis was over.   

While the market was closed over the weekend, investors started to reflect on what had 

happened the previous week and began to doubt the substance of the market rally on Wednesday 

and Thursday.  As a result, Monday opened with a rush of people who wanted to unload their 

stocks.  However, trading remained orderly and the NYSE announced that it would close at one 

o’clock all week.  Trading on Wednesday, November 6th and Thursday, November 7th were 
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characterized by heavy selling, a demoralized stock market, and impending chaos.  However, 

J.P. Morgan & Co. stepped in and acted individually, placing bids on a number of stocks leading 

to a market rally and the DJI closed up six points.  

The next week of November 11, the stock market continued to see a downward slide and 

several entities once again tried to bolster the market.  On Wednesday, November 13 the 

Banker’s Pool purchased stocks and Rockefeller placed a bid for 1 million shares of Standard 

Oil, and after the market closed, Treasury Secretary Mellon announced that the U.S. would 

reduce corporate and individual income taxes by 1 percent (Wigmore, 1985, p. 25).  This led to a 

rally on Thursday, November 14 and marked the end of the crash.  However, few realized it was 

over and the confidence of many investors was greatly shaken.   

USHERING IN THE GREAT DEPRESSION AND THE NEW DEAL 

While complete disaster in the stock market was narrowly avoided, the market downturn 

still expedited a mild downturn that was occurring to two major sectors.  First was the decline in 

residential and nonresidential construction between 1925 and 19288.  Second was the floundering 

agricultural sector mentioned earlier.  Additionally, some argue that the passage of the Smoot-

Hawley Tariff Act in June 1930 contributed to the Great Depression.   

These factors revealed the weaknesses inherent in the banking structure, and the early 

1930s saw another wave of banking failures.  However, unlike the bank failures in the 1920s, 

this was not a trend of inadequately managed banks failing, rather it was a trend related to 

farmers defaulting on mortgages and runs on banks by concerned customers.  Unfortunately, it 

was not until the Bank of United States in New York, one of the largest banks, failed on 

                                                 
8 See Appendix 5 for detailed charts of the1920s housing bubble 
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December 11, 1930, that the Federal Reserve decided to take action.  At this point it, however, it 

was too late. Even though the bank was not affiliated with the government, the general public did 

not know that and they associated its failure with the failure of the government.  Many historians 

agree that the Federal Reserve should have acted as a lender of last resort to many of the banks 

(Walton, 2005, p. 443).  Had they done this, they may have been able to prevent the runs on the 

banks that started after the collapse of the Bank of the United States.   

The second banking crisis that took place started at the end of March 1931, and was 

exacerbated by crises occurring abroad.  In May, major banks like Kreditanstalt in Vienna, began 

to fail,  leading people to believe that it was safer to convert paper assets to gold.  In September 

1931, Britain also left the gold standard putting more pressure on the dollar (Walton, 2005, p. 

446).  

The final banking panic started in 1933 when over 4,0009 banks with $3.5 billion in 

assets closed.  By the time the newly elected President Franklin Delano Roosevelt was in office 

the financial system was completely dysfunctional.  As President, Roosevelt’s first step was to 

declare a nationwide banking holiday, after which, only “sound” banks would be allowed to 

open, and shortly thereafter Roosevelt began to implement his New Deal policies. 

Hoover’s Economic Recovery Efforts 

 Like most Republicans President Herbert Hoover believed that the government should 

interfere as little as possible in business and the economy, and he was hesitant to immediately 

implement aggressive government intervention.  His first limited form of market intervention 

came in the form of the Smoot-Hawley Tariff Act on June 17, 1930.  While the idea was to help 

                                                 
9 See Appendix 4 for chart showing number of banking failures from 1921-1935 
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protect the domestic manufacturing and agricultural industries, it provoked retaliatory measures 

from many countries, making it an ineffective piece of legislation (U.S. Department of State).    

 In 1931, President Hoover encouraged the formation of the National Credit Corporation 

(NCC), which was the precursor the Reconstruction Finance Corporation in 1932. The NCC 

reflected Hoover’s belief that the private sector should be responsible for itself by encouraging 

large banks to lend money to struggling banks.  However, banks were not eager to participate in 

this program and in January 1932 the RFC was approved.  The RFC was funded by the U.S. 

Treasury and was initially granted $500 million in capital (Butkiewicz, 2002).  This initial 

amount as well as the scope of the spending would be significantly increased under President 

Roosevelt.  Yet in the first thirteen months of its existence under Hoover, its primary purpose 

was to provide loans to banks to help them increase liquidity.  As can be seen from the graph in 

Appendix 4, the first few months of the RFC were relatively successful and the number of bank 

failures saw a decline in 1932.  Unfortunately there were two caveats to the RFC that hindered it 

from reaching its full potential under Hoover.  First, starting in August, 1932, Congress 

demanded that the identity of the banks borrowing from the RFC be made public.  As a result, 

banks feared that the public would react unfavorably if they knew that had taken RFC loans, 

which led to a significant decrease in the number of banks who applied for funding.  The second 

criticism of the RFC policy was that many banks pledged their most valuable assets as the 

collateral required for an RFC loan.  This decreased incentive for banks to take the loans and 

therefore did not increase liquidity as much as it could have.  The most significant decrease in 

the number of bank failures, as can be seen in Appendix 4, did not occur until the FDIC was 

created in July, 1934 under President Roosevelt. 
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 The third measure that the Hoover Administration took was to pas the Federal Revenue 

Act of 1932.  This act raised taxes across the board, and reflected Hoover’s reluctance to run a 

deficit.  Many economists consider Hoover’s fear of deficit spending to be one of his greatest 

failures in stimulating recovery because it prevented him from establishing federal work relief 

programs and pressuring the Federal Reserve to expand money and credit (Walton, 2005, p. 

465).  In contrast to President Hoover’s policies, the New Deal was broadly implemented and 

attempted to correct several different areas that seemed to be key to economic recovery.  New 

Deal Programs and Financial Reform 

One of the pressing issues of the Great Depression was the astronomically high 

unemployment rate.  In 1933 the unemployment rate reached 24.9 percent (Walton, 2005, p. 

477).  The first program set up by the new administration to help combat this was the Federal 

Emergency Relief Agency (FERA), which provided over half a billion dollars for the bankrupt 

state and local relief programs.  In 1935, in addition to FERA, the Works Progress 

Administration (WPA) was established and employed millions to build roads, flood control 

projects, and other related programs.  The government spent more than $6 billion dollars 

throughout the rest of the Great Depression.  Another agency created during this time to help 

with unemployment was the Civilian Conservation Corps.   

While the motivation behind these programs is laudable, many argue that they were not 

as helpful as they could have been and contributed to the “stickiness” of wages that prevailed 

despite a struggling economy.   
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Agriculture and the New Deal  

To help the struggling agricultural sector and the farmers, Roosevelt tried to replace 

short-term balloon mortgages with long-term amortized loans, and he created the Agricultural 

Adjustment Act in May 1933.  This act established the Agricultural Adjustment Administration 

who would be responsible for raising farm prices by restricting the supply of commodities 

(Walton, 2005, p. 482).  Farmers were only allowed to plant a certain number of acres and 

received “benefit payments” to pay loss on unplanted acreage.  This initial program was 

expanded when a drought hit in 1936.  Additional programs and policies were created in 1938 

that established minimum prices, total quantities to be marketed, and allotments of marketing 

among processors (Walton, 2005, p. 482).   Overall, the New Deal policies toward the farmers 

have been largely criticized for redistributing income rather than creating sector growth. 

As part of the New Deal, Roosevelt also took on the reconstruction and reform of the 

financial sector.  This included the Glass-Steagall Act of 1933 that established the Federal 

Deposit Insurance Corporation for commercial in 1934, and the Federal Savings and Loan 

Insurance Corporation for savings banks (Walton, 2005, p. 477).  Under the Roosevelt 

Administration, the Securities Exchange Commission was also formed to help regulate the 

securities markets in response to the Pecora hearings.   

Additionally, in April, 1933, Roosevelt signaled the U.S.’s withdrawal from the gold 

standard by issuing an order that gold holders turn their gold into the Federal Reserve in 

exchange for federal notes (Walton, 2005, p. 478).  Roosevelt and his administration felt that the 

public’s attempt to convert assets to gold was undermining the banking system.  They also 

concluded that by breaking the U.S. dollar from other world currencies, the U.S. could devalue 

the dollar to help with exports.   
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INTERPRETATIONS OF THE CRISIS 

Monetarist Interpretation of Financial Crisis 
The monetarist interpretation of the crisis asserts that the primary cause of the depression 

was the decline in the stock of money which was produced by a withdrawal of currency from the 

banking system and the decisions of banks to hold more reserves.  During the 1929 crisis, the 

only way banks could maintain reserves was by decreasing lending.  Additionally, according to 

the monetarist’s “Quantity Theory of Money”, when the stock of money contracts, people try to 

restore the relationship between their money balances and their incomes by spending less, and 

this results in a fall in net national product (Walton, 2005, p. 460).  If this was the case, then the 

Federal Reserve could have averted the crisis by acting as a lender of last resort, as previously 

mentioned.   

Nonmonetary Effects of the Financial Crisis 
In addition to monetary contraction, many other economists argue that other factors 

greatly contributed to the Great Depression.  For example, current Federal Reserve Chair Ben 

Bernanke wrote a paper about the Great Depression that stresses the importance of “asymmetric 

information” and its role.  He argues that when borrowers and lenders negotiate, their access to 

information differs making it imperative that banks and clients establish long-term relationships 

to build trust.  Unfortunately, as banks failed throughout the 1920s as well as through the 

depression, many relationships were destroyed and were difficult to reestablish in such difficult 

economic times prolonging the Great Depression.   

By 1937 the economy was on its way to a tenuous recovery.  Recovery, however, came to 

an abrupt halt in March 1938 when the Federal Reserve raised the legal reserve ratios as a 

measure to lock up the excess reserves that the banks did not appear to be using.  This was a 

disastrous mistake, and in reaction banks reduced their loans and deposits which once again 
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decreased the money supply.  Luckily, this contraction was not as severe as the previous one 

between 1929 and 1933 (Walton, 2005, p. 490).   

Critics of the New Deal argue that Roosevelt created hostile environment for business 

which contributed to the prolonging of the Depression.  By increasing taxes and implementing 

legislation to prevent tax avoidance, Roosevelt was removing incentive for businesses to make 

money.  Additionally, his construction programs kept wages artificially high, preventing wage 

market from reaching equilibrium, and also strengthened Unions-making it more expensive for 

businesses to hire.  Other criticism claims that the jobs created by the New Deal were lowly jobs 

that undermined the character of America’s worker (Walton, 2005, p. 477).   

CURRENT ECONOMIC CRISIS AND BAILOUT 

ECONOMIC CLIMATE LEADING TO U.S. CRISIS 

There is much debate about the specific causes of the current financial crisis in the United 

States, but the prevailing thought is that government, politicians, modern finance, and the 

subsequent housing bubble are all very good candidates for contributing to the current economic 

crisis.   

Politicians 

A politicians point fingers at Wall Street as the culprit of the current economic crisis, they 

neglect to consider that they too may be liable.  Beginning in 2004, Freddie Mack and Fannie 

May started purchasing large amounts of sub-prime mortgages as part of a political decree to 

expand financing for affordable housing (The Economist, 2009, p. 4).  The two companies 

currently own more than $5 trillion in U.S. home mortgages (about half of which are 

outstanding), and they reported losses of approximately $108 billion for 2008 (Hagerty, 2009).  
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The ownership of such a substantial part of the subprime mortgage market can be partially 

attributed to the implicit government guarantee of its assets that was extended to Fannie May and 

Freddie Mack.  This encouraged banks to sell their loans to Freddie and Fannie, which virtually 

eliminated any liability for the loans they were generating.  As a result, there was little incentive 

to ensure that loans were being issued to low-risk clients were unlikely to default. 

Government 

In response to the dot-com bust in the early 2000s and a long period of low inflation, the 

Central bank kept interest rates low making money cheap and encouraging lending.  Low 

inflation and cheap money resulted in a relatively stable economy for a period of a few years 

which in turn reduced investors’ perception of risk as well as encouraged foreign investors to put 

large amounts of capital into U.S. financial instruments from high-saving emerging economies 

(The Economist, 2009, p. 4).  As a result of the low interest rates, people and banks became over 

leveraged and took out loans even when they did not have the real assets to back them.  The 

investment by foreign firms of capital is what has helped transform the U.S. financial crisis into a 

global contagion. 

Modern Finance 

The Economist defines modern finance as “highly leveraged, lightly regulated, market-

based system of allocating capital dominated by Wall Street…The new system saw explosive 

growth over the past few years  thanks to…deregulation, technological innovation and the 

growing international mobility of capital” (The Economist, 2009, p. 10).  Central to modern 

finance is securitization; the ability for banks to repackage loans and get them off of their books, 

which ultimately led to the complete collapse of the current financial system.   
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Packaging loans, especially mortgage-backed assets, became increasingly complex, and 

the innovative models designed to diffuse risk proved inadequate. Since the onset of the crisis, 

the underlying fallacies of the models have become increasingly apparent.  Banks mixed asset-

backed securities, subprime loans, and unregulated credit derivatives into securities to be sold to 

investors.  Models were built to help package the debts in way that would supposedly diffuse 

risk.  However, these models failed on many levels.  In Fortune magazine, Nomi Prins presents 

just a few of the major flaws in the models banks used in the context of subprime mortgages.  

First, most of the models were based on data from prime mortgages, not subprime mortgages 

which behave quite differently.  Subprime mortgages are a fairly recent phenomenon, and the 

limited data on subprime mortgages caused people to skew their observations favorably.  For 

example, many people were using data that showed that subprime defaults had dropped from 10 

percent in 2005 to 5 percent in 2006, when in fact, rather than paying off loans, people were 

taking more loans to pay off the original subprime loans (Prins, 2008, p. 114).  Furthermore, 

packaging models failed to consider what would happen if the housing bubble was to burst, or 

even decrease.   

U.S. Housing Bubble 

The result of low inflation, government guarantee of Freddie Mack and Fannie May, pressure 

for banks to provide housing loans, and opportunities for banks to make quick profits was what 

caused an unsustainable housing bubble in the United States.  Until March 2007, when national 

home sales fell dramatically, the majority of economists and bankers were optimistic about the 

housing market and did not foresee the crisis to come.  An optimistic outlook on the housing 

market led a glut of new home construction.  Between the beginning of 2004 and the summer of 

2006, the number of U.S. single-family housing starts averaged well above 1.5 million per year 
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versus the 1.2 million per year single-family housing starts averaged between the beginning of 

2000 and 2003(U.S Census Bureau).  In the aftermath of the current crisis single-family starts 

have plummeted in January 2009 (U.S Census Bureau).   

The dive in housing prices left people unable to pay back their loans.  Many people were 

upside down on their loans with mortgages that were worth more than market value of their 

homes and negative equity.  Foreclosure rates began to steadily increase leading to the collapse 

of the mortgage industry that had been relying on house value appreciation.  It  had not taken 

into account what would happen if both adjustable rate mortgages as well as collateralized loans 

defaulted simultaneously. The collapse of the housing market spread like a contagion throughout 

the U.S. and global financial markets.   

Due to the extent and cyclical nature of the collapse, the former U.S. President George W. 

Bush and Secretary of Treasury Henry Paulson proposed the Troubled Assets Relief Program 

(TARP) at the beginning of October, 2008. 

ANATOMY OF THE BAILOUT 

The Troubled Assets Relief Program is the largest component of the Emergency 

Economic Stabilization Act (EESA) to “provide authority for the Federal Government to 

purchase and insure certain types of troubled assets for the purposes of providing stability to and 

preventing disruption in the economy and financial system and protecting taxpayers” (Congress, 

2008, p. 3).  The largest part of this act is the Troubled Asset Relief Program (TARP) which 

allocates $700 billion to be used to buy “troubled assets.”  Troubled assets as defined by the 

EESA are:  
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 residential or commercial mortgages and any securities, obligations, or other instruments 

that are based on or related to such mortgages, that in each case was originated or issued 

on or before March 14, 2008, the purchase of which the Secretary determines promotes 

financial market stability; and 

  any other financial instrument that the Secretary, after consultation with the Chairman of 

the Board of Governors of the Federal Reserve System, determines the purchase of which 

is necessary to promote financial market stability, but only upon transmittal of such 

determination, in writing, to the appropriate committees of Congress. 

As stated in the EESA, the Treasury was initially free to use the first $250 billion dollars on toxic 

assets, then, with Presidential approval, the Treasury will gain access to an additional $100 

billion.  Spending the final $350 billion requires approval from Congress. 

Former Treasury Secretary Paulson hopes that by purchasing toxic assets, banks can restore 

some semblance of stability and value to their balance sheets, which will help improve investor 

confidence in the companies.  This in turn should help boost or at the very least stabilize the 

market.  Additionally, TARP aspires to encourage lending confidence both between banks and to 

private investors, returning liquidity to the credit market.   

As part of TARP, institutions who sell their assets to the government are required to issue 

equity warrants, or equity or senior debt securities to the Treasury.  Equity warrants are a type 

security that entitles its holder to purchase shares in the companies issuing the security for a 

specific price at a later date (Nothwehr, 2008) and equity or senior debt securities are issued for 

non-publicly listed companies.  The hope is that by helping institutions return to health, the 

American public can profit from these purchases.   
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After President Barack Obama’s inauguration and a change in cabinet members, in February 

2009, Treasury Secretary Timothy Geithner outlined a plan to use the remaining $300 billion of 

the TARP money.  Part of the remaining $300 billion will be used to fund the Public-Private 

Investment Program (P-PIP).  This is a piece of the three part program that Geithner announced 

on March 23, 2009.   The first part of this program designates the Federal Deposit Insurance 

Corporation (FDIC) as a supervisor for establishing an auction where banks can create bundles 

of whole mortgages to sell to investors (Andrews, U.S. Expands Plan to Buy Banks' Troubled 

Assets, 2009).  Furthermore, these portfolios would come with a guarantee; the government will 

lend as much as 85 percent of the purchase price and the Treasury will invest one dollar of 

taxpayer money for every dollar of private equity capital to cover the remaining 15 percent of the 

portfolio’s purchase price (Andrews, U.S. Expands Plan to Buy Banks' Troubled Assets, 2009).   

The second part of Geithner’s program has two pieces and will help finance several public-

private investment funds to help buy mortgage-backed securities (pools of mortgages that have 

been packaged into bonds with a credit rating).  It is estimated that these two pieces could buy 

$500 billion to $1 trillion worth of troubled assets (Andrews, U.S. Expands Plan to Buy Banks' 

Troubled Assets, 2009).  The Treasury has stated that it will use up to $100 billion from TARP 

as equity (Andrews, U.S. Expands Plan to Buy Banks' Troubled Assets, 2009).  

The third and final part of Geithner’s program is called the Term Asset-Backed Securities 

Loan Facility (TALF) and is a joint venture with the Federal Reserve.  Under TALF, the 

Treasury agreed to provide $20 billion of credit protection to the Federal Reserve, and then the 

Federal Reserve Bank of New York (FRBNY) would then provide up to $1 trillion in loans 

(Term Asset-Backed Securities Loan Facility (TALF), 2009).  Originally, the program was 

designed to help finance mostly new consumer and new business loans, but recently it has been 
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expanded to include “nonrecourse”10 loans to institutions that are willing to buy up unwanted 

assets (Andrews & Dash, U.S. Expands Plan to Buy Banks' Troubled Assets, 2009). 

COMPARISON OF 2008 TO 1907 AND 1929 

COMPARISON OF ECONOMIC CONDITIONS  

Thorough examination of the three banking crises and the resulting economic downturns 

that followed two of the crises reveals several common themes.  In all three crises there were 

underlying economic problems that were exacerbated by the downturn of the stock market, and 

in two out of the three cases, the struggling stock market preceded two national and global 

recessions.  In addition to underlying economic uncertainties, the most obvious commonality 

among the crises is the large role that banks played and the weakness in the financial system 

created by improper and lacking banking regulations.  In 1907, interlocking directorships and 

ownership, combined with corruption in the banks forced J. Pierpont Morgan to mobilize the 

government, powerful banks, and individuals to bailout the industry through large infusions of 

cash.  In 1929, rampant speculation led to several bank failures and resulted in a widespread 

panic and severe economic downturn that threatened the entire financial sector.  Likewise, the 

banks that failed in 2007 were all heavily laden with debts that were based on assets whose 

perceived value was based on a speculative property market.  Unfortunately in the 1929 and 

2007 recessions, the failure of the banking system had a more widespread impact that extended 

to those beyond those directly involved with the banks.   

                                                 
10 A nonrecourse loan is secured only by the underlying home or building. If the borrower defaults, the government 
will only be able to seize the real estate. If the mortgages or the securities generate larger losses than expected, the 
government and not the private investors will have to absorb these losses (Andrews, U.S. Expands Plan to Buy 
Banks' Troubled Assets, 2009). 

30



Further comparisons can be drawn between the Great Depression and the current crisis.  

Widespread credit extension to both qualified and unqualified borrowers is a hallmark of both 

time periods.  Examples of credit use during the 1920s that contributed to the Crash and Great 

Depression included lending to farmers to purchase land and lending to investors who were 

buying stocks on margin.  Even before the stock market crashed, the loans to the farmers were 

contributing to the struggling agricultural sector.  Farmers had taken loans from 1910 into the 

1920s when land prices were peaking; additionally, many of the loans taken had balloon 

payments as a component, and when deflation in the price of food commodities hit in the 20s, 

farmers could no longer afford their properties.  This led to high foreclosure rates among 

farmers.   

While the land bubble from 1910 to 1920 was less severe than the current housing 

bubble, the results are similar.  As was the case in the twenties, after the subprime mortgage 

industry collapsed, people found that their property was not worth what they had originally paid 

for it; and to worsen matters, people had taken loans that were backed by paper assets, not real 

money.   

COMPARISON OF BAILOUTS AND STIMULUS  

Where 2008-2009 TARP and the 1929 bailout plans differ from the 1907 Panic is in the 

role and the scale of the government.  The 1907 crisis was largely restricted to Wall Street and 

the stock market was still small enough that one person with a large amount of money and help 

from the New York Banking system was able to rescue the market.  It took less than $300 

million to avert disaster.  However, not only has the size of the stock market grown over time, 

the number of people invested in the stock market has grown substantially.  Today, market 

investment is not limited to banks, corporations, or a few private investors; almost everyone has 
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some money in the market, whether it is through direct investing or retirement funds.  Therefore, 

any significant drop in the stock market has a large ripple effect.   

The realization of the ripple effect was first seen in the 1929 crisis and subsequent 

depression.  As is outlined in a detailed timeline in Appendix 1, through a series of large cash 

infusions into the market and coordinated efforts by the treasury, the stock market crash in 1929 

was successfully stabilized.  The cash infusions through the purchase of stock in banks and other 

large companies successfully increased liquidity in the market.   

A significant difference between Paulson’s plan and both the 1907 and 1929 stock market 

bailouts is that through TARP, the Treasury will be purchasing companies’ toxic assets in 

exchange for equity warrants.  This is a departure from directly buying stocks in companies and 

can be attributed to the public and corporate sentiment of preventing government ownership of 

private businesses.  However, like his predecessors in 1907 and 1929, Paulson’s plan facilitates 

the belief that the best way to help the market recover and prevent a prolonged recession is to 

stimulate spending by providing liquidity to struggling institutions.   

Paulson convinced Congress to grant him $250 billion to use quickly while more intricate 

bailout and stimulus plans were formulated.  The media has criticized many of the companies 

that he chose to extend money to, such as AIG.  However, if liquidity is indeed the problem, both 

the 1907 and 1929 crises show that decisive action, whether it is initially well orchestrated or not 

is the first important step toward alleviating and preventing panic.   

ANALYSIS OF THE SUCCESS OF TARP 

Central to the debate about whether or not TARP has potential for success is determining 

whether the current crisis is a problem of liquidity or a problem of solvency.  As previously 

mentioned, liquidity crises can be solved by increasing access to liquid capital to both lenders 
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and borrowers.  In contrast, solvency crises are generally more severe because not only will 

institutions face illiquidity problems, but they also have more debt than they are able to 

restructure.  Therefore, even if provided with additional capital, it will immediately be consumed 

by existing debt rather than creating liquid reserves.  Over the years, people have analyzed 

historical financial crises to determine if they were handled appropriately or if intervention could 

have been more effective.   

Accordingly, the Panic of 1907 and the Crash of 1929 are both examples of crises that 

can be primarily categorized as liquidity crises. The consequences were partially mitigated 

through increases in liquid assets in the form of cash infusions and clearinghouse certificates.  

However, today’s crisis is not merely a problem of liquidity, but also of pandemic insolvency.  

Both financial institutions and private investors are experiencing severe insolvency issues due to 

over extension of credit and a collapse in the value of assets.  As Nouriel Roubini, an economist 

at Stern points out, the collapse of the housing market has made thousands of homebuyers, 

mortgage lenders, homebuilders, hedge funds, and banks insolvent; even if provided with 

financial capital many would be unable to recover because their initial wealth was not founded 

on assets with real value.  Rather, wealth was artificially created through residential mortgage-

backed securities that were packaged and repackaged until they were no longer recognizable and 

the intricacies of the associated risk were lost or grossly misunderstood.  

Therefore, while liquidity is a problem, the underlying reason for the floundering 

financial system is that there is no value behind the derivatives that were created from loans.    

This makes it substantially more difficult for the government to create a bailout that will be 

effective. Evidence of the potential scale of insolvency that has hit the banks is discussed by 

Roubini in one of his blogs.  He iterates that corporate default rates have been at record lows, and 
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he argues that the low default rates are driven only partially by profitability and an improved 

balance sheet.  Ed Altman, an expert on corporate bankruptcy, high yield bonds, distressed debt 

and credit risk analysis, identifies the “unprecedented growth in liquidity from non traditional 

lenders” (Roubini, 2007) as one of the other major driving forces in low default rates.  He asserts 

that new financial instruments reduced the demand for corporate bonds and kept the cost of debt 

financing artificially low.  Extrapolating from this statement, it is not a stretch to conclude that 

several insolvent firms that were barely surviving will not and should not be able to weather the 

current economic climate.  Therefore, if TARP is to be successful, it needs to target the 

companies that are truly facing liquidity problems, not those which are insolvent and should be 

allowed to go bankrupt.   

The chart in Appendix 6 clearly shows that financial service firms have received over one 

third of the TARP bailout funds.  Of the $379.8 billion committed under the Bush 

Administration, the first $280 billion was committed to the financial sector.  Based on the 

allocation of funds, it is clear that Henry Paulson viewed the crisis as a liquidity problem and 

wanted to ensure that the government had the proper funds to act as a lender of last resort to the 

struggling financial sector.  However, as noted earlier, the current crisis appears also to be an 

issue of insolvency. 

What remains to be seen is if the companies that the Bush Administration provided 

money to were insolvent or illiquid.  If the companies merely lacked liquidity, then we should 

start to see some of these companies turning around as they refinance their debt and begin the 

road to recovery.  Moving forward, it is imperative that TARP money is only provided to 

institutions and individuals who have financially sound assets to fall back upon and rebuild from.   
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ECONOMIC AND BUSINESS CYCLE INDICATOR ANALYSIS  

There are several indicators that economists use to gauge the health and strength of the 

economy.  Two indicators often used to determine where economic cycles begin and end are 

unemployment rates and GDP growth.  Unfortunately, these are also considered to be lagging 

indicators and cannot be used to predict whether or not an economy is about to embark upon the 

path to recovery.   

Therefore, in order to determine if TARP has had a positive impact, this paper will 

briefly examine the stock market, industrial production levels, and the housing market.  The 

stock market is considered to be a leading indicator and will show signs of economic recovery 

before indicators like GDP or unemployment turn around.  Industrial production is a coincident 

indicator  that directly reflects the current state of the economy.  Examination of the housing 

market is also important because that is the origin of the current economic situation.   

Stock Prices 

Appendix 7 shows three graphs of the stock market closing prices pertaining to the 1907 

Panic, the Great Depression, and the Subprime mortgage crisis.  The graph of the DJI for the 

Great Depression shows that in June 1932, the stock market hit its cyclic low when the DJI 

reached 42.31 points.  At this point, the DJI was approximately 10 percent of its peak value.  

However, this low is not what is used by economists to mark the trough of business cycles, and 

according to the National Bureau of Economic Research11, the trough of the Great Depression 

occurred in March of 1933.  Likewise, the stock market low of the 1907 Panic occurred in 

November 1907, but the market trough was determined as June 1908.  This reemphasizes the 

                                                 
11 The NBER defines a recession as a significant decline in economic activity across the economy, lasting more than 
a few months, normally visible in real GDP, real income, employment, industrial production, and wholesale-retail 
sales (National Bureau of Economic Research, 2008) 
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stock market as a leading indicator for the health of the economy.  In both cases the stock market 

had already been increasing seven to nine months before recovery in the rest of the economy was 

seen.  The difficult task is to determine when the bottom of the stock market is.   For example, 

during the Great Depression, the first signs of recovery in the stock market occurred as early as 

April 1930.  However, this recovery was only temporary because it would face two more 

banking crises in 1930 and 1933.   

Nevertheless, applying the observation of a seven to nine month lead time in the current 

stock market to the economic trough and the beginning of permanent recovery, the market low 

took place in February.  Since then it has risen almost a thousand points.  Therefore, it would 

seem that the bailout attempts seem to be working, and throughout the next few months, real 

GDP, unemployment, and other economic indicators should bottom out and start to increase. 

Industrial Production 

 Industrial production is also a traditional economic indicator and will be used to help 

determine the effectiveness of TARP in the 2007 subprime mortgage crisis.  In the 1907 Panic, 

the first graph in Appendix 8 shows that the stock market low takes place at approximately the 

same time the industrial production sees its first minor increases.  However, permanent growth in 

the industrial sector is not seen until later, around April.  That leaves about eight months between 

the initial bailout attempts and the cyclical business trough and recovery.  In the case of 

production in 1929, there is about two months between the initial bailout and the first sign of 

recovery, but industrial production does not bottom out until after the third banking crisis in 

March 1933, more than two years after the initial bailout attempts.  This demonstrates that while 

industrial production is a good indicator of economic health, since there are no signs that it has 
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reached its trough or is even seeing a decrease in the rate at which production levels are falling, 

the bailout does not seem to be helping this sector towards recovery. 

Housing Market 

Another sign of potential recovery, and successful implementation of TARP and other 

bailout funds, is that there have been indicators that the housing market is stabilizing.  Appendix 

9 shows a chart that illustrates the number of new home sales, building permit authorizations, 

and the number of homes sold since the beginning of the crisis in 2007.  While they are all still 

decreasing, they are now decreasing at a slower rate, supporting the theory that economic 

recovery is around the corner. The graph also shows that the most dramatic decreases in the 

housing industry were experienced about six months before the effects hit Wall Street and the 

rest of the economy.  The graph also shows that since the implementation of the TARP bailout, 

the rate at which homes are being sold decreased and fewer new homes are being put on the 

market.  This also shows that the housing market is starting to show signs of stabilization and 

demand is starting to catch up with supply as the housing prices continue to drop toward true 

market value.  Furthermore, success of the bailout can be seen in the small increase in the 

number of homes sold in February and March of 2009.  However, this success may be correlated 

with the change in administration and its policies towards using TARP money.    

CONCLUSION 

Examination and comparison of the 1907 Panic, 1929 Stock Market Crash and Great 

Depression, and the Subprime Mortgage Crisis of 2007 provides proof that bailouts can and do 

work in cases where market liquidity is the major contributor.  While, the current crisis shows 

signs that insolvency is also a major contributor to the struggling economy, based on tentative 
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signs of recovery in the stock market and housing market, it appears that the government has 

done an adequate job of initially providing funds to institutions who were illiquid rather than 

insolvent.  If the Obama administration continues to provide funds to the illiquid market 

segments, then based on the 1907 and the Great Depression recoveries, we should be 

approaching the trough of this business cycle within the next few months.  
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DATA APPENDIX 

Call Money Data: Call Money Rates are from the Federal Reserve Bank of Atlanta (Moen, 
1990).  

Stock Prices: NYSE Stock Price Index for 1907 is taken from the Cowles Commission common-
stock index  which are meant to represent what would have happened to an investor’s funds if he 
purchased his stock in 1871 (Cowels, 1938).  The Dow Jones Industrial average for the Great 
Depression and Subprime Mortgage is taken from historical closing stock prices on Yahoo! 
Finance.  

Commercial Bank Suspensions: unpublished estimates by the division of Research and Statistic 
of the FDIC (Friedman & Schwartz, 1963). 

 Industrial Production Levels: 1907 levels use Miron and Romer’s seasonally adjusted index and 
is indexed at 1919=100 (Miron, 1990).  Great Depression and Subprime Crisis use 2002 
seasonally adjusted index and are taken from the Federal Reserve Board. 

Housing Sales and Permits: Seasonally adjusted, one unit homes, privately owned (U.S. Census 
Bureau, 2009).   
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APPENDIX 1: TIMELINE OF 1907 PANIC
May 1, 1907 ‐ Business cycle peak according to NBER

October 16, 1907 ‐ Failed Attempt by Otto Heinz to corner the United Copper Company

October 17, 1907 ‐ The Exchange suspends Otto Heinze and Company 
‐ The State Savings Bank of Butte, Montana, owned by Augustus Heinze announces it is insolvent
‐ Augustus is forced to resign from Mercantile National Bank.
‐ Runs begin at Augustus' and his associate Charles W. Morse's banks

October 18, 1907 ‐ Knickerbocker Trust is discovered to have close ties with Morse
‐ New York's leading banks withdraw support from Knickerbocker
‐ Morgan provides $3 million to help keep Trust doors open

October 22, 1907 ‐ PANIC BEGINS
‐ Run on Knickerbocker Trust begins
‐ J.D. Rockefeller provides $10 million to Union Trust

October 21‐31, 1907 ‐ FIRST INTERVENTION: Treasury deposited a total of $37.6 million in New York national Banks and $36 million in 
small billssmall bills 

October 24, 1907 ‐ Call rates reach 100%
‐ JP Morgan gets 14 banks to provide $23.6 million  in call money loans
‐ NYCH pledges $9.7 million to help with call market
‐ JP Morgan forms a committee to be responsible for disseminating information about financial rescue efforts to 
the  press and another committee to reach out to clergy to get them to reassure their pulpits

October 26, 1907 ‐ NYCH issues first $11 million of $100 million in clearing house certificates

October 29, 1907 ‐ New York City tells Morgan the city is about to go bankrupt
‐ Morgan underwrites a $30 million security issueg $ y

November 3, 1907 ‐ U.S. Steel acquires Tennessee Coal, Iron & Railroad Company to prevent bankruptcy
‐ PANIC ENDS and market begins to stabilize

• Data compiled from: Carr, R., & Bruner, S. (2007). The Panic of 1907: Lessons Learned 
from the Market's Perfect Storm. New Jersey: John Wiley & Sons, Inc.
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APPENDIX 1: TIMELINE OF THE GREAT DEPRESSION
September 3, 1929 ‐ Stock Market peak with DJI reaching 381 pts

October 23, 1929 ‐ Stock market begins to behave erratically the DJI drops 20 points

October 24, 1929 ‐ PANIC BEGINS:  Black Thursday marks the first day to the Great Stock Market Crash
‐ FIRST INTERVENTION: J.P. Morgan gathers group of leading bankers to raise $125 million to buy stock of 
leading companies

Ocobter 25, 1929 ‐ Market remains failry steady
‐ Hoover makes public announcments that the fundamentals of business in the U.S. are sound

October 28, 1929 ‐ NYSE tape is 3 hours late
‐ Bank stock dropped 10 ‐ 15% in the Over‐the‐Counter market

$‐ Brokers hear that call loans from previous week are up $15 million and appeal to New York banks to replace 
the called loans

‐ Federal Reserve Banks of New York buy $25 million in U.S. Securitites to inject funds

October 29, 1929 ‐ Market intervention by other parties including John J. Roskob, Julius Rosenwald, and Federal Farm Board

October 30, 1929 ‐ Market rallies, closing up 28 points

October 31, 1929 ‐ NYSE announces that it will remain closed Friday and Saturday, November 1 and 2 to catch up
‐ Federal Rerserve cuts discount rate from 6% to 5%

November 3 1929 ‐ After a weekend of reflection people flood tha market trying to dump stocks but trading remained orderlyNovember 3, 1929 After a weekend of reflection people flood tha market trying to dump stocks, but trading remained orderly

November 11, 1929
‐ Downward slide of the stock market continues and large net worth individuals continue to try to help bolster 
the market

November 13, 1929 ‐ Banker's Pool purchases stocks
Rockefeller places bid for 1 million shares of Standard Oil‐ Rockefeller places bid for 1 million shares of Standard Oil

November 14, 1929 ‐ Treasury Secretary Mellon announces that the U.S. would reduce corporate and individual income taxes by 1%
‐ 1st PANIC ENDS: Last day of the Stock Market Crash of 1929, but few realize it is over and confidence of 
investors is badly shaken
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APPENDIX 1: TIMELINE OF THE GREAT DEPRESSION CONTD.
April, 1930 ‐ Market begins to slide again after brief rally from November

June, 1930 ‐ President Hoover passes the Smoot‐Hawley Act raising tariffs on a wide variety of goods

October, 1930 ‐ 2nd PANIC BEGINS: Onset of first banking Crisis as bank failures in South and Midwest increase

December 11, 1930 ‐ Failure of the Bank of the United States, raising the ratio of currency to deposits

March, 1931 ‐ 3rd PANIC BEGINS: Onset of second banking crises

May, 1931 ‐ Failure of Kreditanstalt, Austria's largest private bank ‐marking the international nature of this crisis

July, 1931 ‐ German banks are closed and capital flows to the U.S and short‐term obligations of U.S. banks are frozen

September, 1931 ‐ Britain leaves the gold standard

June, 1932 ‐ Stock Market Low DJI 42.31 points

March 4, 1933 ‐ President Franklin D. Roosevelt takes office
‐ 4th PANIC BEGINS: The banking panic of 1933 begins and President Roosevelt declares a national banking 
holiday 
‐ Cyclical trough according to NBER

May 1, 1933 ‐ Agricultural Adjustment Act restricted supply of farm commodities in an attempt to raise farm prices

March, 1937 ‐ Economy on its way to a tenuous recovery

March, 1938 ‐ Federal Reserve raises the legal reserve ratios contributing to another contraction 

D il d fData compiled from:
• Walton, G. (2005). History of the American Economy.
United States: Thomson South Western.

• Wigmore, B. (1985). The Crash and Its Aftermath.
Westport: Greenwood Press.
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APPENDIX 1: 2007 SUBPRIME MORTGAGE CRISIS TIMELINE
April3, 2007 ‐ New Century Financial, the largest subprime lender in U.S.,  files for chapter 11 Bankruptcy

June 27, 2007
‐ SEC Chairman, Christopher Cox, testifies to Congress that the SEC opened 12 enforcement investigations into 
Collateralized debt obligation practices

July 9, 2007 ‐ Credit Suisse reports that CDO investors will likely be in trouble, but it did not predict systemic risk

Fed contrib ted $38 billion into the banking s stem and stated that it o ld pro ide f nds as necessar to keep
August 10, 2007

‐ Fed contributed $38 billion into the banking system and stated that it would provide funds as necessary to keep 
the financial system functioning smoothly

September 14, 2007 ‐ Lehman Brothers Collapses

September 25, 2007 ‐ Washington Mutual acquired by J.P. Morgan & Chase, biggest bank failure in history
‐ PANIC BEGINS

October, 2007 ‐ Stock market reaches peak and DJI is 13,930 points

October 11, 2007 ‐ Treasury Secretary Henry Paulson tries to bring together investors, bond issuers, mortgage service companies to 
try to coordinate efforts to help prevent more foreclosuresy p p

‐ Record levels of foreclosures are expected to worsen as the adjustable‐rate mortgages reset to higher interest 
rates

November 1, 2007 ‐ Fed injects $41 billion into the money supply for banks to borrow at low interest rates

Citigroup Bank of America and JP Morgan Chase agree to plan to buy $75 billion of weak debt as a purchaser of
November 12, 2007

‐ Citigroup, Bank of America, and JP Morgan Chase agree to plan to buy $75 billion of weak debt as a purchaser of 
last resort

December 6, 2007 ‐ George W. Bush announces plans to help homeowners in trouble from the subprime crisis
‐ Peak of the business cycle according NBER 

$
October 3, 2008

‐ President Bush signs the Emergency Economic Stabilization Act, which allocates $700 billion to the Troubled 
Assets Relief Fund
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October 14, 2008 ‐ 1st BAILOUT ATTEMPT: U.S. announces injection of first $250 billion of TARP funds into banking sector

APPENDIX 1: 2007 SUBPRIME MORTGAGE CRISIS TIMELINE CONTD.

November 12, 2008 ‐ Treasury Secretary Paulson decides to use remaining $410 billion of TARP to recapitalize financial companies 
rather than purchasing toxic assets

November 17, 2008 ‐ The Treasury give out $33.6 billion to 21 banks in the second round of disbursements from TARP brining total to 
$158.56 billion

• Dates compiled from Cox, Jason. Financial Crisis Timeline. University of Iowa 
Center for International Finance & Development. April 6, 2009.
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APPENDIX 2: 1907 PANIC CALL MONEY RATE (%) WEEK ENDING

• Bailout attempts beginning October 21
• October 24 ‐ call rates reach 100%, banks provide additional $23.6 
in call loans 

• October 26 ‐ NYCH issues first $11 million of $100 million in clearing
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16‐Nov‐07 2.5 15
23‐Nov‐07 1.5 15
30‐Nov‐07 0.75 12
7‐Dec‐07 0.5 13
14‐Dec‐07 0.5 25
21‐Dec‐07 0.5 17
28 0 0 2 2• Crisis ends November 6 when U S Steel and TC&I

60

80

100

Pe
rc
en

t (
%
)

28‐Dec‐07 0.25 25
4‐Jan‐08 0.125 20
11‐Jan‐08 0 9
18‐Jan‐08 0 6
25‐Jan‐08 0 3
1‐Feb‐08 0 2
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• Banks runs spread and crisis starts October 18, 
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• Morgan provides $3 million to Knickerbocker Trust
Data from: Federal Reserve Bank of Atlanta, Liquidity Creation without a Lender of 
Last Resort: Clearinghouse Loan Certificates in the Banking Panic of 1907
by: Ellis Talman and Jon Moen

48



APPENDIX 3: NYSE STOCK PRICES INCLUDING CASH DIVIDENDS ALL STOCKS 1907
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Principia Press, Inc. Bloomington, Indiana, 1938. p 169
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APPENDIX 4: COMMERCIAL BANKING SUSPENSIONS DURING THE GREAT DEPRESSION
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Creation of the FDIC

Friedman, M., & Schwartz, A. (1963). A Monetary History of the United 
States, 1867‐1960. Princeton: Princeton University Press. p. 438
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APPENDIX 5: VALUE OF NEW CONSTRUCTION‐PRIVATE RESIDENTIAL BUILDINGS 1920S

Year
Millions of 
Dollars

1920 1710

1921 1795

1922 2955
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*Dollars are not adjusted for inflation

• Data from: Snowden, Kenneth A. , “ Value of new construction – private residential buildings, by type: 
1915–1964 .” Table Dc256‐271 in Historical Statistics of the United States, Earliest Times to the 
Present: Millennial Edition, edited by Susan B. Carter, Scott Sigmund Gartner, Michael R. Haines, Alan 
L. Olmstead, Richard Sutch, and Gavin Wright. New York: Cambridge University Press, 2006. 
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APPENDIX 6: ALLOCATION OF $700B BAILOUT FUNDS

21 26%14.31%

Funds to Financial Firms

Citigroup

Bank of America

A I G21.26%

7.14%

6.43%

10 00%7 86%
7.14%

14.29%

7.31%

14.31% A.I.G.

Automakers

Auto suppliers

TALF funding

Homeowners10.00%

3.54%0.71%

7.86% Homeowners

Public‐Private

Pending

Uncommitted

• Data from: Ericson, M. (2009, April 23). Tracking the $700 Billion Bailout. 
Retrieved April 25, 2009, from The New York Times: 
http://projects.nytimes.com/creditcrisis/recipients/table
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NYSE Stock Prices Including Cash Dividends All hl l i i k k h

APPENDIX 7: STOCK PRICES 1907 PANIC AND GREAT DEPRESSION
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APPENDIX 7 CONTD:  STOCK PRICES SUBPRIME MORTGAGE CRISIS
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• 1929‐2009 data from: Dow Jones Industrial Average (^DJI) Historical Prices. (2009, April). Retrieved 
April 25, 2009, from Yahoo! Finance: http://finance.yahoo.com/q/hp?s=^DJI

• 1907 data from: Cowels, A. 3. (1938). Common‐Stock Indexes. Bloomington: Principia Press, Inc.
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APPENDIX 8: INDUSTRIAL PRODUCTION 1907 PANIC AND GREAT DEPRESSION
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APPENDIX 8 CONTD: INDUSTRIAL PRODUCTION SUBPRIME MORTGAGE CRISIS
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• Data for 1907 Panic from: Miron, J. a. (1990, June). "A Monthly Index of Industria Production, 1884‐1940. Journal of 
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, ( , ) y , f
Economic History , 321‐35.

• Data for 1929 and 2007 from :The Federal Reserve Board. (2009, April 15). G. 17 Industrial Production and Capacity 
Utilization. Retrieved April 23, 2009, from The Federal Reserve Board: http://www.federalreserve.gov/datadownload/
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APPENDIX 9: 2007‐2009 HOUSING STATISTICS
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• Data from: U.S Census Bureau. (n.d.). New Housing Units Started in the U.S.
Retrieved April 22, 2009, from U.S. Census Bureau: 
http://www.census.gov/briefrm/esbr/www/esbr020.html
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