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Abstract: 

This paper uses an econometric model of the demand for broad money to re-examine the 

cheap money policy of the 1930s.  The expansionary monetary policy had no effect on the 

annual rate of inflation in the short run and in the long run.  A key factor in this finding was 

the financing policy pursued by the Bank of England, which restricted the supply of Treasury 

bills to the market. 
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1. Introduction 

 

The Great Recession of the 2000s has led some economists to re-examine events during the 

1930s Great Depression to see if information can be gleaned about the resilience of an 

economy to a large shock in aggregate demand.  The UK economy is no exception to the 

rediscovered attention and, recently, there have been some valuable surveys of the 

macroeconomics of the interwar period.  These include both the Oxford Review of Economic 

Policy special issue on the Great Depression (2010) and the thorough survey by Middleton, 

forthcoming in the Economic History Review.  This revival of the interest in the events of the 

interwar years is most encouraging and is hopefully providing policy makers with some 

insights as to which economic policies to undertake during the recovery.   

 

The focus of economic history research should now perhaps shift in the direction of giving 

renewed attention to more detailed topics.  Furthermore, it is useful if untouched data sets can 

be employed to shed new light on the unresolved issues of the Great Depression.  One 

approach is to utilise higher frequency data to estimate key macroeconomic relationship, 

which highlight the economic features of the UK economy during the slump and through the 

recovery process.  We have done this for the determinants of interwar consumption in the US, 

the UK and Germany by collating a quarterly data set, Dimsdale et al (2011).  Another 

relationship that needs re-evaluation from a macroeconomic policy perceptive is the demand 

for money.  All previous work on pre-1938 money demand has been confined to annual data; 

quarterly estimates of money demand are confined to the period after the early 1960s.   

 

The interwar demand for money is poised between two periods where demand had different 

characteristics.  It is worth investigating for this reason alone, quite apart from the distinctive 

features of the interwar economy which could have affected money demand.  These include 

first, the effect of Britain‟s suspension of the gold standard in 1931, followed a period of a 

managed floating exchange rate for the rest of the 1930s.  Secondly, the massive conversion 

of the War Loan in 1932 is claimed to have had a major impact on money demand in the 

accounts of Nevin (1955) and Howson (1975).  Thirdly, the low short-term interest rates 

introduced shortly after the departure from gold were similar in some respects to the recent 

UK policy of holding Bank rate at 0.5%. While the Bank rate was held at 2%, the Treasury 

bill rate remained below 1%.  Quantitative easing was not used as a conscious policy, but 
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there a deliberate attempt to talk down the long-term interest rate to facilitate the conversion 

of War Loan to 3½% as described in Sayers (1976). 

 

In this paper we consider monetary policy within the context of a demand for broad money in 

the UK.  The econometric analysis takes place on quarterly data, which is relatively unique, 

and allows monetary policy in the in the interwar period to be investigated in greater detail 

than in previous studies.  Annual data are restrictive as there only 19 observations on a very 

turbulent, unique period in history and the use of annual data tends to rule out the possibility 

of capturing the dynamic modelling of key macroeconomic relationships.  The econometric 

analysis considers the effects of the expansionary monetary policy pursued in the 1930s, 

known as the cheap money policy, and, contrary to monetarist views, it appeared to not result 

in inflationary pressure.  It is hoped that such a historical investigation could help identify the 

circumstances under which quantitative easing would not result in high rates of inflation, a 

key concern for policy makers in certain countries today.  

 

The remainder of the paper is as follows: The next section provides a brief survey of previous 

studies into the demand for money, covering all epochs in British economic history.  Section 

3 contains a discussion of the econometric issues relevant for modelling money demand, 

followed by an examination of the time series properties of the key variables.  Section 5 

presents the econometric work, with long-run relationships for the demand for broad money 

and the inflation rate being identified.  These cointegrating relationships are then embedded 

in short-run dynamic equations for the two relationships and the two parsimonious equations 

are found to satisfy the battery of diagnostic tests.  A summary of UK monetary policy during 

the Great Depression then follows and illustrates how the institutional characteristics and 

policy features relate to the empirical work. The final section concludes the analysis and 

places the econometric work within a policy context.  

 

 

2. Historical studies of the demand for money in the UK 

 

Money demand has been examined in some detail for the period 1870-1914.  Much of this 

literature is reviewed by Capie and Wood (1996).  The upshot has been to establish that there 

was a stable demand for broad money in the UK under the pre-1914 gold standard.  The 
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results of earlier studies are supported by the work of Taylor (1993) and Wood (1996), who 

carried out a thorough analysis of money demand using state of the art econometric 

techniques.  There are also studies of the demand for money in the long run using data from 

pre-1914, interwar and post-war periods.  Both Friedman and Schwartz (1982) and Hendry 

and Ericsson (1991) claimed to have found a stable long-run money demand function for M3 

in the UK, but they differed sharply over the use of econometric methods.  In the post-war 

period early studies using quarterly data appeared to find evidence of a stable demand for 

broad money, as in Goodhart and Crockett (1970) and Laidler (1969).  However, the rapid 

growth of broad money in the early 1970s, following the reforms introduced by Competition 

and Credit Control, discredited stable demand functions for broad money.  The situation was 

saved by Doornik et al (1998) who showed, using improved econometric techniques, that 

there was a stable demand function for M1, or narrow money, for the UK in the post-war 

period. 

 

By contrast with both the post-war and pre-1914 eras, money demand has been neglected in 

the interwar period.  There were, however, some contemporary studies of money demand and 

further studies of money demand were undertaken during the 1960s, included interwar 

estimates for a short sample of annual data. Among contemporary studies was the demand 

function estimated by Brown (1939), who included the long-term interest rate and the rate of 

inflation in his equation, which explained the demand for idle money. A similar approach was 

taken by Krusro (1952) who made estimates of a liquidity preference function using interwar 

data. Kalecki (1954) sought to explain the demand for non-interest bearing narrow money. 

He showed graphically how the income velocity of narrow money was related to the Treasury 

bill rate, using interwar data. Turning to post-war studies, which included a brief examination 

of interwar money demand, one must mention Kavanagh and Walters (1966) and Sheppard 

(1971).  Sheppard estimated a function for velocity rather than a money demand function. 

There is also a brief discussion of interwar money demand in Broadberry (1986).  

 

The demand for money in interwar Britain has been overlooked by recent researchers, despite 

its intrinsic importance.  There is research on the UK demand for money over the long run, 

that is since the 1870s, in the well known studies of Friedman and Schwartz (1982) and their 

powerful critics Hendry and Ericsson (1991).  There are also studies on the demand for 

money before 1914 and in the post-war period. The former point to stability in the demand 
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for broad money, whereas the latter raise serious doubts about it. A stable demand function is 

only to be found for narrow money in the post-war data. 

 

 

3. Econometric Issues 

 

There are two econometric issues that need to be considered before the estimation of an inter-

war broad money demand equation.  Firstly, the non-stationarity of the data means that 

conventional econometric estimation procedures cannot be employed as spurious regressions 

may result and statistical inference cannot be carried out as the tests do not follow the basic 

statistical distributions.  Secondly, as interest rates, real GNP and inflation are potentially 

endogenous variables, care must be taken when estimating any money demand equation.  On 

one level finding that the data are non-stationary has an advantage as the Johansen technique 

of cointegration enables the weak exogeneity of the explanatory variables to be tested.  From 

an economics perspective, taking the interest rate as given is equivalent to assuming that the 

government is prepared to supply whatever money is demanded at that interest rate, implying 

that shifts in demand do not influence other variables.  These econometric issues will be 

discussed in turn.  

 

The implications for modelling non-stationary macroeconomic variables have been 

recognised since the 1980s and there is a vast literature on testing for unit roots.  The Dickey-

Fuller tests, the Phillips-Peron test and the KPSS tests are the main procedures employed to 

test for the existence of a unit root in a series.  The econometric methodology adopted in this 

study will take the non-stationarity of the variables into account but it will allow the 

possibility of a linear combination of them being stationary.  Several estimation and testing 

techniques exist to detect the presence of cointegration among a vector of non-stationary 

variables, the main procedures being Engle & Granger (1987), Banerjee et al (1993), 

Johansen (1991) and Pesaran et al (2001).  Although the approach proposed by Pesaran et al 

has better small sample properties, the Johansen‟s maximum likelihood framework is 

employed to consider the possibility of multiple long-run relationships.  Given the focus of 

this study and the variables under analysis, there is the possibility that more than one 

cointegrating vector may exist among the vector of variables and it is an issue that needs to 
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be tested.  If more than one long-run relationship does exist then using a procedure that 

assumes a single cointegrating vector results in coefficients that are a complex combination 

of all the distinct cointegrating relationships.  Furthermore, the Johansen technique has an 

additional advantage of enabling weak exogeneity to be tested, which, if not rejected, enables 

single equation estimation to be undertaken. 

 

To investigate whether a long-run relationship exists among real broad money and its 

determinants, suggested by economic theory, the following p-dimensional vector 

autoregressive model was estimated 

                         

where            .  The vector Xt comprises real broad money, real GNP, the Treasury bill 

rate and the annual inflation rate.  A vector representing the deterministic part of the system 

is given by µ.  The general model can be reparameterised as 

  

                                   DGS      

  

with the long-run relationship being given by π.  If π is of reduced rank then it is possible that 

a linear combination of Xt, a vector of non-stationary variables, results in a stationary series.  

Furthermore, the reduced-form matrix π can be expressed as two separate k x r matrices α and 

β, each with rank r.  The matrix β contains the r cointegrating vectors and the matrix   

represents the adjustment to equilibrium. 

 

The test for the number of cointegrating vectors is based on the eigenvalues of the system.  

The trace statistic is given by the likelihood ratio 

                       

 

     

 

where λi is the ith eigenvalue when they are ranked in descending order.  The testing 

procedure revolves around a sequence of tests with the null hypothesis that the number of 

cointegrating vector is less than or equal to r, for r = 0, 1, 2, ... , k-1 where k denotes the 

number of endogenous variables in the system (k = 4 in our model).  
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In the theoretical formulation of the money demand equation, the Treasury bill rate and 

annual inflation was assumed given.  In most situations money and the other factors, in 

particular the interest rate, are jointly determined by the interaction of the demand for and the 

supply of money.  Within a macroeconomic system, an increase in the money supply could 

also lead to an increase in GNP and annual inflation.   From an econometric modelling 

perspective this would require a simultaneous equation approach of a small macroeconomic 

model of the UK during the Great Depression.  However, the Johansen approach allows a test 

of weak exogeneity to be undertaken, which is equivalent to imposing zero restrictions in the 

loading vector α.  Such a restriction implies that the long-run relationship does not determine 

other variables within the system, implying that these do not have to be modelled within the 

system, and that there is only a direct feedback effect. 

 

 

4. Data analysis 

 

The modelling of the demand for money is undertaken on quarterly data, which is relatively 

unique for studies on the 1920s and 1930s.  The inter-war quarterly variables have rarely 

been employed in econometric work so the estimated coefficients are new and provide a re-

evaluation of commonly held views in the literature.  There are a number of advantages to 

using quarterly data in estimating inter-war relationship.  Firstly, any structural breaks in the 

factors affecting the relationship between broad money demand and its determinants can be 

better observed with higher frequency data.  Annual data may smooth over any short-term 

outliers, which may have existed during the Great Depression.  Secondly, the increased 

number of observations will improve statistical inference and provide a better understanding 

of the factors affecting the demand for money in such a disturbed period.  Thirdly, recursive 

estimation can be employed to examine whether any derived dynamic equations remained 

stable over the 1930s. 
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Figure 1: Real M3 and the key explanatory variables 

 

The theoretical models of money demand and the various empirical studies suggest that the 

key explanatory variables for real M£ are a measure of income, real GNP, and the 

opportunity cost of holding money, the Treasury bill rate and the rate of inflation.  These 

variables are presented in figure 1 along with the logarithm of M3 and the GNP deflator.  

Nominal M3 follows a slight upward trend until 1930 but is then seen to decline during the 

Great Depression, going below the 1926 figure.  The impact of cheap money can be observed 

with the sharp increase in the supply of money over the period 1932 to 1934, after which a 

slight decline can be witnessed.  From 1935 another monetary expansion took place, only to 

plateau out in 1937.  The GNP deflator displays seasonal fluctuations around a downward 

trend until 1933, from when it remains relatively constant until 1936.  After that time, the 

price index increased sharply but, by the end of the period, it had failed to return to the level 

of the 1920s.  Consequently, constructed real money can be seen to follow an upward trend 

for the majority of the sample period, with the policy of cheap money noticeable in 1932.  

From 1936 the growth of real M3 was halted and there is a slight drop until the end of the 

period. 

Two declines in real GNP can be observed, the general strike and Great Depression.  After 

the problems of the early 1920s, real GNP increases steadily until the General Strike, where a 

temporary drop of output can be observed.  Although it took about 9 months to recover fully, 
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real GNP continues on an upward path until 1930.  The Great Depression caused the series to 

decrease suddenly by about 7 per cent, which was a lower fall than that experienced by other 

major economies, and stayed at the lower level for 3 years.  The recovery was equally sudden 

and continued until 1938.   The pattern of annual inflation is mixed with negative values 

observed in the 1920s, which should have been gleaned from the discussion of the time series 

pattern of the price level.  During the boom of the late 1920s, the inflation rate began to 

increase and became positive for a short period of time.  The onset of the Great Depression 

saw the annual inflation rate returned to negative values.  However, things changed during 

the recovery with a sharp rise in the rate of change of prices, which continued upto 1937 and 

then there was a decline in the final year of the data set.  The Treasury bill rate remained 

relatively high during the 1920s, partly to achieve the goal of sterling‟s return to the Gold 

Standard at its pre-1914 level.  At the start of the Great Depression the interest rate declined 

but then returned quickly to its previous rate.  The policy of cheap money can be identified 

with a sharp drop of the Treasury bill rate in 1932, at which it remained until the end of the 

period. 

 

In order to understand the time series properties of real money demand and its determinants, a 

series of unit root tests need to be undertaken and to determine the econometric techniques to 

be employed when estimating the demand for broad money.  A number of unit root tests are 

given in Table 1.   

 Table 1: Unit root tests of real money and its determinants 

 ADF PP KPSS 

lnM3 -2.614 (1) -1.985 0.240* 

ln(M3/P) -2.843 (1) -1.977 0.134 

Rs -2.633 (2) -2.519 0.801** 

lnY -2.354 (0) -2.594 0.161* 

∆ln(M3/P) -4.498 (0) ** -4.723 0.097 

∆Rs -6.906 (1) ** -5.177 0.178 

∆lnY -7.575 (0) ** -8.270 0.105 

   

The unit root tests indicate that real money and the main factors determining the demand for money, 

real GNP, the Treasury bill rate and annual inflation, are integrated of order one.  While it is 

recognised that the tests employed do not consider the possibility of structural break in the series, the 
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short sample period makes such tests difficult to implement, especially if there are more than one 

break. 

 

 

5. Econometric analysis of the demand for money 

 

As the unit root tests indicate that all the variables in the money demand equation are non-

stationary, the technique of cointegration is employed to investigate if a long-run relationship 

exists between them.  Using a vector comprising the logarithm of broad real money, the 

logarithm of GNP, the Treasury bill rate and the annual inflation rate, a vector autoregression 

model was estimated with a lag length of 6 periods, which was chosen to satisfy the 

diagnostic test statistics.  The linear time trend was restricted to be in the cointegrating space, 

which ruled out the possibility of quadratic trends.  The dummy for the general strike was 

also allowed to enter the cointegrating space to partial out the effect of the drop in income 

during this period.   

 

The trace tests statistics for the number of cointegrating vectors are presented in Table 2 and 

the null hypothesis of no long-run relationship can be rejected as can the null of one 

cointegrating vector.   Consequently, there is evidence that there are two long-run 

relationships amongst the vector of variables during the Great Depression.  While some may 

believe the null of 2 cointegrating relationships is only marginal, it must be remembered that 

the inclusion of a dummy variable in the cointegrating space affects the critical value.   

Table 1: Trace statistics for Money demand 

      R Trace test  [pvalue] 

      0           93.575 [0.000] ** 

      1           49.407 [0.009] ** 

      2           24.157 [0.057] 

      3 6.1341 [0.454] 

 

Hence, the following analysis is carried out on the assumption that there are two long-run 

relationships existing for the 4 variable VAR.  The corresponding matrices for β and α are 

given by: 
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β  

ln(M3/P)            1.0000      -16.637       5.2629      0.18638 

lnY                 1.0729       1.0000      -4.1166     0.024564 

Δ4lnP               -3.7454      -13.277       1.0000      0.18431 

Rs                -1.0690       3.3756       18.266       1.0000 

DGS                0.012369       1.8286    -0.085596     0.016031 

Trend            -0.010521      0.12720   -0.0065638  -0.00058513 

 

and 

 

α 

ln(M3/P)      -0.042792    0.0077974   -0.0015509     -0.31130 

lnY              -0.10441    -0.014921     0.078067     -0.43735 

Δ4lnP           0.20515    -0.00050859   0.0052471     0.039122 

Rs               0.029581   -0.0028009    -0.013549    -0.083546 

 

From the columns of β, it looks as though the long-run relationships are not consistent with a 

demand for money.  As is well known, a linear combination of two cointegrating vectors will 

generate a long-run relationship and such a combination needs to be undertaken to identify 

the any relationships that exist.  A unit restriction is placed on the long-run elasticity of 

income in the money demand equation.  Further restrictions are placed on the loading matrix 

α to test for weak exogeneity.   The resulting matrices are as follows: 

 

β  

ln(M3/P)             1.0000      0.00000 

lnY                   -1.0000     -0.62388 

Δ4lnP                5.1141       1.0000 

Rs                 6.5318       1.8139 

DGS                0.00000    -0.014500 

Trend              0.00000    0.0035497 

 

α  

ln(M3/P)      -0.074502      0.00000 

lnY               0.00000      0.55929 

Δ4lnP           0.00000     -0.21503 

Rs               0.00000     -0.21932 

 



12 
 

The likelihood ratio test of restrictions, which follow a χ
2
 distribution, generates a statistic of   

10.581 with a p-value of 0.1022.  Consequently, the restrictions imposed on the long-run 

matrix cannot be rejected. 

 

The first long-run relationship is given by   

ECMM3t = ln(M3/P) - 1.00lnY   5.114∆4lnP + 6.532Rs 

With the coefficients being of the expected sign and magnitude for a demand for money 

function. There is a negative sign on the annual inflation rate and a negative sign on the 

Treasury bill rate. The effect of the General Strike in 1926 can be excluded from the long-run 

relationship, which is not surprising but is not always possible in data sets of such short time 

dimension. 

 

The second long-run relationship has been identified as an inflation equation 

ECMDPt = ∆4lnP – 0.624 lnY + 1.814 Rs - 0.0145 DGS + 0.00354 Trend 

 

The annual inflation rate is found to be positively related to GNP and negatively related to the 

Treasury bill rate, with both parameters being of a plausible size.  The negative coefficient on 

the time trend is consistent with annual inflation being positive at the start of the period and 

becoming negative during the Great Depression.  It should be noted that the money supply 

does not enter the inflation equation, which rules out a monetarist interpretation of the cause 

of inflation.  

 

The finding of real broad money having no influence on the long-run rate of inflation is 

further supported by the finding of weak exogeneity for the determinants of the demand for 

money function.  Firstly, the long-run relationship for money demand does not influence 

GNP, the Treasury bill or inflation.  This means that an increase in the broad money 

aggregate, which results in a corresponding increase in money demand, does not lead to an 

increase in the rate of inflation.  Hence, there is further support of the view that the policy of 

cheap money did not lead to inflationary pressure in the UK during the Great Depression.  

Furthermore, the finding of weak exogeneity suggests that single equation estimation is valid 

and separate dynamic equations for the demand for broad money and for the inflation rate can 

be estimated.   
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The short-run demand for money function 

The general-to-specific modelling strategy can be employed to derive a short-run demand for 

money function, with the long-run parameters given by the coefficients derived from the 

Johansen procedure.  The second stage of the two-step procedure involves estimating a 

general dynamic equation for the demand for money, with the long-run relationship given by 

the first cointegrating vector and the results are given in Table 2. 

 

Table 2: The short-run broad money demand function  

Dependent variable: ∆ln(M3/P)  

Sample period: 1924 (4) to 1938 (4) 

 

Coefficient Std.Error t-value t-prob Part.R^2 

∆ln(M3/P)t-1 0.339915 0.2041 1.67 0.109 0.1036 

∆ln(M3/P)t-2 0.088042 0.1822 0.483 0.633 0.0096 

∆ln(M3/P)t-3 -0.18045 0.1924 -0.938 0.358 0.0354 

∆ln(M3/P)t-4 0.106966 0.2029 0.527 0.603 0.0114 

∆ln(M3/P)t-5 -0.06432 0.2005 -0.321 0.751 0.0043 

∆ln(M3/P)t-6 -0.06985 0.135 -0.518 0.61 0.011 

Constant 0.288461 0.139 2.08 0.049 0.1521 

∆lnYt 0.081095 0.06813 1.19 0.246 0.0557 

∆lnYt-1 0.041435 0.07163 0.578 0.568 0.0138 

∆lnYt-2 0.115784 0.07674 1.51 0.144 0.0866 

∆lnYt-3 0.049428 0.0769 0.643 0.526 0.0169 

∆lnYt-4 -0.07255 0.07469 -0.971 0.341 0.0378 

∆lnYt-5 -0.04912 0.07636 -0.643 0.526 0.0169 

∆lnYt-6 -0.03298 0.07699 -0.428 0.672 0.0076 

∆Rst 0.34243 0.3809 0.899 0.378 0.0326 

∆Rst-1 -1.72656 0.4251 -4.06 0 0.4074 

∆Rst-2 0.400108 0.5361 0.746 0.463 0.0227 

∆Rst-3 -0.41515 0.4874 -0.852 0.403 0.0293 

∆Rst-4 0.755018 0.486 1.55 0.133 0.0914 

∆Rst-5 0.362181 0.3892 0.931 0.361 0.0348 

∆Rst-6 0.247227 0.3956 0.625 0.538 0.016 

DGS 0.013215 0.01027 1.29 0.211 0.0645 

∆4lnPt -0.78674 0.2333 -3.37 0.003 0.3216 

∆∆4lnPt-1 0.842271 0.376 2.24 0.035 0.1729 

∆∆4lnPt-2 0.069826 0.36 0.194 0.848 0.0016 

∆∆4lnPt-3 -0.45718 0.344 -1.33 0.196 0.0686 

∆∆4lnPt-4 -0.05058 0.3653 -0.138 0.891 0.0008 

∆∆4lnPt-5 0.751418 0.3414 2.2 0.038 0.168 

∆∆4lnPt-6 -0.23858 0.2137 -1.12 0.275 0.0494 

ECMt-4 -0.10399 0.04935 -2.11 0.046 0.1561 

Seasonal 0.011611 0.005128 2.26 0.033 0.176 
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Seasonal_1 0.008905 0.006179 1.44 0.162 0.0796 

Seasonal_2 0.00547 0.005369 1.02 0.318 0.0415 

 

sigma               0.0102   R
2
 = 0.829228   F(32,24) =    3.642 [0.001]** 

 

AR 1-4 test: F(4,20) 0.66307 [0.6249] 

ARCH 1-4 test: F(4,16) 0.17352 [0.9488] 

Normality test: Chi^2(2) 0.57467 [0.7503] 

RESET test: F(1,23) 0.014952 [0.9037] 

 

Although the general model of the demand for broad money satisfies all the diagnostic test 

statistics, it is over parameterized and a parsimonious equation was obtained by imposing a 

number of valid coefficient restrictions.  The derived equation is given in Table 3. 

 

Table 3: The short-run broad money demand function  

Dependent variable: ∆∆4ln(M3/P)  

Sample period: 1924 (4) to 1938 (4) 

 

Coefficient Std.Error t-value t-prob Part.R^2 

Constant 0.282705 0.06763 4.18 0 0.271 

∆4ln(M3/P)t-2 -0.28395 0.05142 -5.52 0 0.3935 

∆4∆4lnPt -0.41397 0.09162 -4.52 0 0.3028 

ECMM3t-4 -0.09943 0.02401 -4.14 0 0.2673 

Seasonal 0.00084 0.004404 0.191 0.85 0.0008 

Seasonal_1 0.000562 0.004466 0.126 0.9 0.0003 

Seasonal_2 0.004636 0.004418 1.05 0.299 0.0229 

∆∆4Rst-1 -1.47431 0.1944 -7.59 0 0.5504 

∆∆4Rst-3 -0.77698 0.1828 -4.25 0 0.2778 

∆∆4lnYt-1 0.119544 0.04124 2.9 0.006 0.1516 

 

sigma               0.0118276    R
2
 = 0.78438    F(9,47) =        19 [0.000]** 

 

AR 1-4 test: F(4,43) 0.42883 [0.7870] 

ARCH 1-4 test: F(4,39) 1.4572 [0.2338] 

Normality test: Chi^2(2) 0.19124 [0.9088] 

hetero test: F(15,31) 0.61232 [0.8423] 

RESET test: F(1,46) 0.6912 [0.4101] 

 

The parsimonious equation has the quarterly change of the annual growth of real money as 

the dependent variable and the short-run effects of the determinants are of a plausible 

magnitude.  The parameter on the long-run demand for money, ECMM3, indicates a 

relatively slow speed of adjustment and is consistent with a very disturbed time period like 

the Great Depression.  Further evidence of the correction process of the demand for money 
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function is given by the negative coefficient on the lagged growth of real money.  The short-

run effect of changes of the Treasury bill rate is present in the demand for money equation 

with the overall impact being about a third of the long-run effect.  In comparison the 

influence of the quarterly change of the annual growth of GNP is only a tenth of the effect in 

the cointegrating vector. 

 

One of the key issues is whether the dynamic equation of broad money demand displayed any 

signs of a structural break over the sample period.  Recursive estimation of the dynamic 

equation was used to investigate this important question and the recursive graphics are 

presented in Figure 3.  As can be observed, the estimated coefficients remained relatively 

constant over the recovery and the change in monetary policy in the UK. 

 

Figure 2: Recursive estimates of the dynamic broad money equation. 
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The short-run inflation equation 

As can be recalled, two cointegrating relationships were found among the vector of variables, 

with the second being identified as an inflation equation.  To complete the analysis a dynamic 

inflation equation was estimated and the results are given in Table 4.  

 

Table 4: The short-run inflation equation  

Dependent variable: ∆∆4lnPt  

Sample period: 1924 (4) to 1938 (4) 

 

Coefficient Std.Error t-value t-prob Part.R^2 

∆∆4lnPt -1 0.178125 0.1545 1.15 0.257 0.0376 

∆∆4lnPt -2 0.186297 0.1541 1.21 0.235 0.0412 

∆∆4lnPt -3 -0.36855 0.1589 -2.32 0.027 0.1366 

∆∆4lnPt -4 -0.40181 0.1539 -2.61 0.013 0.167 

∆∆4lnPt -5 0.223233 0.1388 1.61 0.117 0.0707 

Constant -9.72E-05 0.004755 -0.0204 0.984 0 

∆lnYt  0.048774 0.05463 0.893 0.378 0.0229 

∆lnYt-1 0.099608 0.05533 1.8 0.081 0.087 

∆lnYt-2 0.085485 0.05952 1.44 0.16 0.0572 

∆lnYt-3 -0.02779 0.05868 -0.474 0.639 0.0066 

∆lnYt-4 0.080122 0.05902 1.36 0.184 0.0514 

∆lnYt 0.017724 0.06404 0.277 0.784 0.0022 

∆Rst 0.025323 0.2821 0.0898 0.929 0.0002 

∆Rst-1 -0.12439 0.3081 -0.404 0.689 0.0048 

∆Rst-2 -0.10372 0.3385 -0.306 0.761 0.0028 

∆Rst-3 0.313705 0.3258 0.963 0.342 0.0265 
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∆Rst-4 -0.42378 0.2969 -1.43 0.163 0.0565 

∆Rst-5 -0.1229 0.2452 -0.501 0.62 0.0073 

DGS 0.007927 0.008329 0.952 0.348 0.0259 

Seasonal 0.001179 0.003999 0.295 0.77 0.0025 

Seasonal_1 -0.00318 0.004097 -0.776 0.443 0.0174 

Seasonal_2 -0.00502 0.003997 -1.26 0.218 0.0444 

Trend -0.0000155 0.0000755 0.196 0.846 0.0011 

 
sigma              0.00903503    R^2  = 0.44567    F(22,34) =      1.243 [0.278] 

 

AR 1-4 test: F(4,30)    1.1727 [0.3426] 

ARCH 1-4 test: F(4,26)    0.055641 [0.9939] 

Normality test: Chi^2(2)   1.4078 [0.4946] 

hetero test: Chi^2(41)  37.745 [0.6161] 

RESET test: F(1,33)    3.4511 [0.0722] 

 

As with money demand, the general equation is over-parameterised and restrictions need to 

be imposed to obtain a more parsimonious representation.  It should be noted that the 

inflation equation is not like that of Hendry (2001) but rather is generated as a consequence 

of modelling the demand for money. The derived equation for the annual rate of inflation is 

given in Table 5, with the quarterly change of inflation as the dependent variable. 

 

Table 5: The short-run inflation equation  

Dependent variable: ∆∆4lnPt  

Sample period: 1924 (4) to 1938 (4) 

    Coefficient Std.Error t-value t-prob Part.R^2 

Constant -0.84049 0.2478 -3.39 0.001 0.184 

Trend -0.00072 0.000224 -3.21 0.002 0.1681 

ECMDPt-4 -0.20301 0.0599 -3.39 0.001 0.1838 

∆4lnYt-1 0.093011 0.02698 3.45 0.001 0.189 

∆2∆4lnPt-3 -0.32167 0.08134 -3.95 0 0.2347 

∆4Rst -0.16001 0.1056 -1.52 0.136 0.0431 

 

sigma              0.00798566    R^2   =  0.350435   F(5,51) =     5.503 [0.000]** 

 

AR 1-4 test: F(4,47) 0.24132 [0.9135] 

ARCH 1-4 test: F(4,43) 0.52006 [0.7214] 

Normality test: Chi^2(2) 1.6436 [0.4396] 

hetero test: F(10,40) 0.94654 [0.5029] 

hetero-X test: F(20,30) 1.7459 [0.0815] 

RESET test: F(1,50) 0.22369 [0.6383] 
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The diagnostic test statistics show no eveidence of autocorrelation, heteroscedasticity and 

non-normality.  The coefficient on the long-run inflation relationship indicates a quicker 

speed of adjustment than seen in the demand for money equation.  It is interesting to see a 

significant negative trend influencing the change of the growth of the GNP deflator.  The 

coefficient on the lagged dependent variable suggest complicated dynamics, which would be 

consistent with a variable like annual inflation.  Both the growth of real GNP and the four-

period change of the Treasury bill rate impact on the dynamics of inflation. 

 

Similar to the demand for money function, the dynamic annual inflation equation was 

estimated recursively to see if the relationship broke down during the Great Depression.  

Such a finding would not be surprising given the time series pattern of inflation during the 

1920s and 1930s.  However, the recursive plots given in figure 2, show no evidence of the 

equation breaking down.      

 

 

 

6.  Monetary policy during the Great Depression 

 

While estimating a stable demand function for money for interwar Britain adds to our 

understanding of money demand it also contributes to the analysis of monetary policy in the 

interwar period.  A plot of the Bank rate and the Treasury bill rate would show that the 

interest differential widens markedly in the 1930s compared with the period of the restored 
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Gold Standard 1925-1931.  Under the Gold Standard the Bank rate was set at the rate needed 

to maintain the fixed gold parity of $4.86. The Treasury bill rate was the market rate of 

interest which was closely related to Bank rate since the market could be forced to borrow at 

the penal rate at short notice.  Under these classic conditions the market rate would normally 

follow the Bank rate with a small differential, which is in effect what we observe. 

 

The relationship changes from 1932 onwards as the Bank rate is held at 2% but the Treasury 

bill rate falls to below 1% and opens up an interest differential of around 1.5%.  The Treasury 

bill rate is affected by domestic factors and is not related to Bank Rate and international 

interest rates.  Our equation for M3 shows that the result of a lowering of the Treasury bill 

rate was to increase the demand for broad money. This point has been overlooked by 

previous researchers who have explained the determination of the Treasury bill rate but have 

not taken account of the effects of a low Treasury bill rate on the demand for money. The 

most detailed analysis of the setting of the Treasury bill rate in the 1930s is given in Nevin 

(1957) and Howson (1975).  

 

The background can be briefly outlined: Following the floating of sterling in 1931 the 

Exchange Equalisation Account (EEA) was set up to insulate the domestic money supply 

from short- term capital movements.  An inflow of short-term capital would lead to purchases 

of foreign exchange by the EEA which would be financed by the issue of Treasury bills 

rather than an expansion of the monetary base.  However, the Bank of England was 

concerned about the potential expansionary effects of a growth in the Treasury bill issue and 

sort to offset this expansion by debt management policy as discussed in Howson (1975), 

(1988).  In this respect sales of gilts were used to check the rise in Treasury bills.  The 

reduction in Treasury bills brought about by this funding policy reduced the supply of liquid 

assets in the money market.  At this time banks wished to add to holdings of Treasury bills as 

they were holding abnormally high levels of gilts, while the demand for advances was 

depressed by the low level of economic activity.  There was, therefore, a strong demand for 

Treasury bills resulting in its rate falling to about 0.5%, opening a large differential with the 

Bank rate, which was pegged at 2%. This bill famine caused such concern in the money 

market that the Bank intervened in 1934 to hold the Treasury bills rate at 0.5%.  

 

Banks short of Treasury bills contracted their balance sheets in 1933-4 and the reserve-

deposit ratio rose temporally. The result of the Banks funding policy was to put pressure on 
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bank deposits and also to raise the demand for money via the low Treasury bill rate. The gap 

between the demand for money and the pressure on bank deposits was to increase the demand 

for currency in the hands of the public.  Howson notes the rise in the currency-deposit ratio of 

the public after 1932 but does not attempt to explain how this came about.  The estimation of 

a stable broad money demand function enables the rapid growth in demand for currency to be 

explained as a result of the Bank‟s funding policy.  The driving force was the influx of 

foreign funds into the EEA as a result of demand for sterling as a safe refuge from 

Continental Europe.  Foreigners were happy to hold currency and may well have preferred it 

to bank deposits.  We are, therefore, able to explain a phenomenon which has been described 

but not explained by previous writers. 

 

In fact the techniques of financing government expenditure learned in this way proved to be 

significant for the finance of World War II as explained by Sayers (1976).  The focus of 

policy was now on the Treasury bill rate which set the cost of financing short-term 

borrowing. The threatened rapid growth of Treasury bills under wartime conditions was 

countered by the issue of longer term, but less liquid, Treasury Deposit Receipts. The pattern 

of finance in which the Treasury bill rate was the focus of policy continued into the post-war 

period and was still relevant for the Radcliffe Committee (1959).  The Bank rate was not 

fully re-established until restrictions on capital movements were relaxed from 1958. 

 

7. Conclusion 

 

As part of the renewed interest into the Great Depression, we have re-examined the cheap 

money policy of the 1930s by studying the demand for money.  The econometric work found 

long-run relationships for the demand for broad money and for the annual inflation rate.  The 

two cointegrating vectors were included in the respective dynamic equations, which were 

discovered to be stable over the 1930s.  Furthermore, there was no evidence of the cheap 

money policy influencing the inflation rate in the short run and the long run. 

 

Monetary policy during the Great Depression can be re-interpreted in the light of the stable 

independent econometric relationships.  The Bank of England actively managed the 

composition of its financing by restricting the supply of Treasury bills, which would impact 

on the banking system.  It was able to undertake such a policy as the public was prepared to 

hold cash rather than bank deposits.   
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Data appendix 
 
Mnemonic Variable Source Comments 

M3 M3 Capie &Webber (2005)  

P GNP deflator Feinstein (1972) Annual data interpolated by 

quarterly retail price index from  
Capie & Collins (1983) 

TBR Treasury bill rate Capie &Webber (2005)  

Y Real GNP Feinstein (1972) Annual data interpolated by 
quarterly business activity index 

from Capie & Collins (1983) 

DGS General Strike dummy  1       1926 Q1, Q2 &Q3 

 
0       Otherwise 
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