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On the Panic of 2007: My Journey from
Economics to History and Back Again1

Gary Gorton
Yale University and the National Bureau of Economic Research

Introduction

UNLIKE MOST OF MY COLLEAGUES in economics and history, I did not
follow a linear progression from college to graduate school and then to
teaching at a university. I did many other things between college and
graduate school. I went to graduate school in Chinese and to law school
for a bit, worked as a union organizer, drove a taxi, was a machinist ap-
prentice, and so on. I don’t know if such experiences help one’s research,
but somehow, I think they do. I applied to PhD programs in economics
after having taken six weeks of microeconomics.

When I went to graduate school in economics at the University of
Rochester, I was told (I forget by which faculty member) that there were
two fields in economics: theory and history (which included time series
analysis). This assertion came close to Joseph Schumpeter’s view that,
“of these fundamental fields [in economics], economic history—which
issues into and includes present-day facts—is by far the most important.”2

Economic history was not a required course in the Rochester PhD pro-
gram, although thankfully the department included a famous economic
historian, Stanley Engerman. My PhD thesis, “Banking Panics,” con-
cerned American financial history. It had two theory chapters and one
empirical chapter. When I submitted it for publication, the field at large
did not consider these topics particularly relevant.

But the 2007–2008 financial crisis changed the intellectual landscape.
“For in [financial] crises men and banks age rapidly; they are measured
rather by events than by years,” as a character says in Stanley John Wey-
man’s 1922 novel, Ovington’s Bank, which is set during the English Panic

1 Thanks to Marc Flandreau, Bengt Holmström, Andrew Metrick, and David Warsh for
comments and suggestions.

2 Schumpeter, History of Economic Analysis (1954), 12.
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of 1825.3 Indeed, during a financial crisis history speeds up and suddenly
relegates outmoded economic theories to the dustbin of history—
although the proponents of these theories usually do not know it. Finan-
cial crises have been part of market economies for hundreds of years, and
Keynesian macroeconomics was born in the Great Depression, so why
was the crisis of 2007–2008 a surprise? The answer is that the history of
financial crises was not known to economists (in general) and was not a
part of macroeconomics. If you don’t learn from history, what do you
learn from?

The financial crisis of 2007–2008 raises many other questions about
the work of economists. For example, how do economists choose what
topics and questions to work on? Are financial crises an integral part of
overall aggregate economic activity—part of the “business cycle?” Or are
crises nonstationary events that punctuate otherwise “normal” times? Is
the Great Depression such an outlier that it can be ignored? Have things
changed so much in fifty years that there is no need to study events of
fifty years ago? How far back before things really are “different?” Different
from what? What is “history?” What are its uses?

Later I will look at some of these questions in the context of what I
argue should be called the Panic of 2007–2008. Thinking in economics
prior to the financial crisis basically ignored the real possibility of a crisis.
This is instructive for how the economics profession proceeds. But first I
will talk a bit about the history of my own path, which led to history and
economics.

Learning Economics and History

Growing up, my father at some point lived in Wilton, New Hampshire,
because that is the location of the Center for Anthroposophy and my
grandmother, a Jew from Vienna, had become an anthroposophist.4 As it
happened, a neighbor in Wilton was Paul Sweezy, who had left a profes-
sorship in economics at Harvard and moved to a house his mother
owned in Wilton. Sweezy, who while at Harvard had founded the Review

3 Weyman, Ovington’s Bank, 101.
4 Anthroposophy is a mystical philosophy with spiritual elements, established by Rudolf

Steiner in the early twentieth century. A premise of anthroposophy is that there exists a spiri-
tual world which is accessible to human experience.
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of Economic Studies, was in the process of becoming the foremost Ameri-
can Marxist economist of the twentieth century.

I met Sweezy later, while I was in college, when he came to give a
talk. I explained our connection. He told me a story about my grand-
mother, who related to him that while she was in Vienna, before escaping
the Nazis, she had attended a celebratory dinner to honor Carl Menger
(1840–1921), an economist who was an important contributor to utility
theory and a founder of the Austrian School of Economics. At the dinner
my grandmother had received a medal in honor of the event and had
given it to Sweezy, he told me. He said he would send it to me, but I
can’t remember if he did and I don’t have it today.

Carl Menger introduced utility theory and marginalism into econom-
ics (along with William Stanley Jevons, who independently worked on
utility theory). Menger’s path-breaking book, Principles of Economics, was
published in German in 1871.5 I was only introduced to utility theory
much later—at which time, coming from Marxist economics, I found it
puzzling. But I rationalized this to myself by accepting it as a reduced
form for how the brain works.

As a result of my father meeting Sweezy, he later subscribed to
Monthly Review, a journal Sweezy edited with some others. I read Monthly
Review regularly starting probably in eighth grade. I remember the first
issue’s lead essay: “Why Socialism?” by Albert Einstein. Other contribu-
tors included W. E. B. Du Bois, Malcom X, Noam Chomsky, Daniel
Ellsberg, Joan Robinson, and Michal Kalecki. Sweezy was more of a soci-
ologist and historian than an economist. He was sort of in the mold of
John Kenneth Galbraith, but more left-wing. I also read Monopoly Capital
by Paul Baran and Paul Sweezy while I was in high school.

By the time I was a toddler, my father had made a bit of money and
was interested in saving some. But how? My father was doing research
on psychedelic drugs at a Columbia psychiatric institute, so he sought
out Benjamin Graham, who was also at Columbia. As a result of this, I
later found on a bookshelf at home a copy of Benjamin Graham and
David Dodd’s Security Analysis (1934), which was the beginning of value
investing and is still a classic today.

So I was exposed to a curious mix of Marxist thought and value invest-

5 Menger, Principles, and Wasserman, Revolutionaries, provide details about Menger and the
Austrian School.
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ing when I was growing up. But in college I did not take economics
or statistics; I took mostly history and philosophy, and courses in my
major—Chinese language and literature. My friends, however, did take a
course in Marxist economics and I read a good deal of Marx. It was the
early 1970s, during the Vietnam War, and college was a hotbed of anti-
war activity. The Lordstown General Motors Assembly plant, a center of
labor activism, was about an hour away. And at Kent State students were
shot while I was at Oberlin College, and we housed many students from
there in our dorms.

I only got interested in economics much later, when I was driving a
taxi at night in Cleveland, after a stint in graduate school in Chinese
literature and a stint in law school. I drove for about two and half years.
Taxi driving led me to economics in two ways. First, I thought about the
compensation structure for taxi drivers, which seemed bad for the com-
pany. Drivers got a fixed amount for every flag throw (at that time, the
driver started the meter by pulling a metal flag down) and a fixed percent-
age of what was on the meter. When a passenger got in and offered me
an amount to go to a specific place and said he would lie down on the
back seat, I understood why this contract was suboptimal for the com-
pany, as economists would say. If I did not start the meter, the cab light
on the roof would remain on, meaning that my taxi was available, and I
would get 100 percent of the fare rather than just my share. I came to
find out that all drivers did this. Drivers were supposed to earn a certain
amount per mile on average, but this constraint was never binding. It
seemed obvious that a debt contract would have been better. A driver
would pay a fixed amount to use the taxi for a fixed period of time. The
Cleveland taxi company went bankrupt and taxi companies now all use
debt contracts. That was my introduction to contract theory.

Second, I drove the taxi at night, so I could take classes during the
day. Initially, I went to trials in federal court during the day, like the
Cleveland busing trial and the Kent State civil suit brought by the parents
of the students who were killed. Eventually, I thought that I might take
some economics courses because I read the Wall Street Journal regularly
and it seemed that maybe I would like it. And I didn’t want to be a taxi
driver my whole life. I went to the Cleveland State University bookstore
and purchased a microeconomics book by James Henderson and Richard
Quandt. The book, Microeconomic Theory: A Mathematical Approach, was
first published in 1958. It was the most mathematical micro textbook that
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existed at that time, and it was for a master’s level economics course at
the university. So first I took calculus.

When I applied to graduate school in economics in 1976, I had taken
about six weeks of intermediate microeconomics, using a much easier
textbook. I applied to thirteen graduate programs in economics and got
into two: Chicago and Rochester. My professors at Cleveland State
advised me to go to Rochester where they thought I would have a better
chance—“because you don’t know much about economics.”

Much later, the Rochester faculty member who had been the chair-
man of the admissions committee at that time told me the committee
had decided to admit 26 students and had agreed on 25. There was not
much agreement or enthusiasm about the twenty-sixth. The chairman
said: “Why don’t we admit this Cleveland taxi driver?” That’s how I got
into graduate school. I could never get in today. The first year of graduate
school was a grind, to say the least.

The Rochester economics department’s intellectual leader was Lionel
McKenzie, an urbane southern gentleman.6 McKenzie had joined the
department in 1957 and had built it into a top-ten program. I did not
take McKenzie’s famous general equilibrium course, and this rankled him.
He thought macroeconomics, which I was taking instead, was undisci-
plined, hand-wavy. If Professor McKenzie saw me in the lounge, he would
ask me to go the blackboard, and then he would state a result in econom-
ics and ask me to prove it. I failed in every case, whereupon McKenzie
would again pronounce that I should take his course.

I was interested in financial history and, in my second year, I signed
up to take Stanley Engerman’s PhD course in U.S. economic history. I
was the only student. I told Engerman that I wanted to study financial
history. He asked me to make up a reading list, which I did. Then he
crossed things off and added other topics, notably readings about slavery
and populism. We met in Engerman’s office on Mondays from 1 to 4.
Each week I would do the readings and then we would discuss the issues.

One time I had read a story in the Sunday New York Times about a
gorilla that a Stanford graduate student had leased from the San Diego
zoo. The lease was up, and the zoo wanted their gorilla back. But the
student sued, saying the gorilla under her tutelage had become a con-
scious being. That Monday, I told Engerman this story, ridiculing the

6 See Duppe and Weintraub, Finding Equilibrium.
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idea of a gorilla having consciousness. Engerman said I sounded like a
white Southerner in 1840. That has stayed with me to this day. (And just
this morning I read about Sandra the orangutan being granted “legal
personhood” by an Argentine court. She was freed from a zoo and is now
at a sanctuary for great apes.)

Three books from graduate school made lasting impressions on me.
One was Lawrence Goodwyn’s Democratic Promise: The Populist Moment
in America, a book that Engerman had added to my reading list. I was
stunned to know that this mass movement spanned the United States,
from sea to sea and from Canada to Mexico. I told Engerman I didn’t
know what they were protesting, and Engerman responded that not
everything came from a material basis. He was weaning me away from
Marxism. Ideology was a force too, he said.

The second book was Arthur Burns and Wesley Mitchell’s Measuring
Business Cycles (1946), which is a book of data, all figures and tables. To
this day it is the best macroeconomics book I know. Burns and Mitchell
looked at hundreds of economic time series for the United States and
examined their coherence. Did they move up and down together, in
phase? Burns and Mitchell viewed the business cycle as a recurrent up-
and-down movement of aggregate economic activity and tried to under-
stand this through time series. Tjalling Koopmans criticized this as “mea-
surement without theory,” and that is true.7 The theory, insofar as there
was one, seemed to be loosely based on the notion of seasonal move-
ments, regularly recurring changes. Nevertheless, for me it was eye-
opening to see such serious work with data.

Finally, Milton Friedman and Anna Schwartz’s A Monetary History of
the United States, 1867–1960 is another masterful, painstaking work of
data and narrative. As Robert Lucas put it in a review of the book on its
thirtieth anniversary: “It organized nearly a century of U.S. macroeco-
nomic evidence in a way that has had great influence on subsequent
statistical and theoretical research. Perhaps most of all, A Monetary His-
tory served the purpose that any narrative history must serve: It told a
coherent story of important events and told it well.”8

At the time I was in graduate school, the controversy about Robert

7 Koopmans, “Measurement without Theory” (1947).
8 Lucas, “Review” (1994), 5.
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Fogel and Stanley Engerman’s Time on the Cross (1974) was still raging.9

Eugene Genovese, the Marxist historian of U.S. slavery, was in the Roch-
ester history department. His book on slavery, Roll, Jordan, Roll: The
World the Slaves Made (1974), shared the Bancroft Prize with Time on
the Cross in 1975. I knew most of the PhD students in the history pro-
gram, almost all of whom were leftists. The debate swirled in our
microcosm.10

Time on the Cross used cliometrics, or the application of quantitative
methods—statistics and econometrics—to historical studies. Cliometrics
was started by Alfred Conrad and John Meyer in 1958, and now is wide-
spread and intellectually dominates the field of economic history.11 Later,
around 2011, while I was at Yale, Engerman came to give a talk. At the
time, I was working with Ellis Tallman on a paper called “How Do Bank-
ing Panics End?” It was an empirical paper about the U.S. National Bank-
ing Era, 1863–1914. The idea was that any theory claiming to explain
banking panics had to also address how and why they ended. At that
time, the paper was not only long, but also had no cliometrics in it,
although it was empirical. It could never have been published in an eco-
nomics journal. At lunch with Engerman, I complained to him that the
field of economic history now does not accept anything without a sig-
nificant t-statistic—a slight exaggeration. But the truth-value of straight
history is practically not acceptable in economics or economic history,
and there is a gulf between economists and historians. Engerman agreed
that this should not be the case—that narratives also have truth-value.12

But Tallman and I turned the paper into a book rather than face rejection
by a journal.13

Time on the Cross was not only about methods, but also about holistic
structure. Much more controversial were issues about the mode of pro-
duction under slavery. Did slave owners maximize profits? Were they just

9 The literature about Time on the Cross is massive. See, for example, a summary by
Thomas Weiss here: http://eh.net/?s�time�on�the�cross

10 A famous conference on Time on the Cross, organized by Engerman and Genovese, was
held at the University of Rochester in October 1974, before I got there. The conference
proceedings were published as David, et al., Reckoning with Slavery.

11 Conrad and Meyer, Economics of Slavery.
12 My colleague Robert Shiller argues in a new book, Narrative Economics, that economics

should incorporate narratives.
13 Gorton and Tallman, Fighting Financial Crises.
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extracting surplus and squandering it? These questions were related to
how slaves were treated, which led to many fights that continue today.

PhD students were required to specialize in two fields. I did three
fields—macroeconomics, econometrics, and economic history—because
I could sense that economic history would not be taken seriously on
the job market, despite the fact that Engerman was a famous economic
historian.

The economics department offered some courses in the university
summer school, and graduate students could teach courses to earn
money. The obvious courses, introductions to economics, microeconom-
ics, and macroeconomics, were given to senior students to teach. But if I
offered a course and at least 12 students enrolled in it, then I would be
paid to teach that course. I offered American Economic History and
Marxist Economics and got about 25 students in each class, much to the
amazement of the department.

For extra money, I also taught in the Cornell Labor Relations pro-
gram, which ran some classes in Rochester. I taught labor economics.
The class was for union stewards, so it was more like labor history, which
I had taken in college. Also, I had been a professional union organizer for
the American Federation of State, County, and Municipal Employees
(AFSCME) and had been in the Teamsters while I drove the taxi. At the
time I worked for AFSCME, it was the largest union in the AFL-CIO
and was led by Jerry Wurf, who was very involved with the Civil Rights
Movement. AFSCME was very different from the Teamsters, which was
a mob union. The Teamsters had very high monthly dues but there was
no help from the union for members’ wages, benefits, or work rules.
Jackie Presser, who was associated with organized crime, was the head of
the local Teamster council. Later, he became the president of the Team-
sters, but was also an FBI informant. He was indicted but died before the
trial.

During work on my PhD thesis I did research on the origins of the
union label. At one time, I thought that this topic would be my thesis. I
worked in the library from sunup to sundown and wrote over 300 pages.
The question was how the union label affected demand for cigars. That’s
where it started, with cigars. White cigar-rollers in the eastern United
States were in competition with Chinese-American cigar-rollers on the
west coast. The white cigar-rollers didn’t want the competition and
spread misinformation that the Chinese had diseases like leprosy. The
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union label was designed to let buyers know which cigars were made by
whites. Samuel Gompers, the founder of the American Federation of
Labor, was a cigar-roller. Eventually, I abandoned the union label work.
But every time I saw Engerman, he would ask after the cigar book.

My PhD thesis consisted of three papers and was entitled “Banking
Panics.” In it, I looked at financial crises—bank runs—theoretically and
empirically. The empirical work focused on the U.S. National Banking
Era, 1863–1914, the period between the U.S. Civil War and the founding
of the Federal Reserve System. There was no central bank during this
period. In my thesis, I argued that a financial crisis—a bank run—is an
information event. Short-term bank debt holders—depositors, for
example—hear bad news about the future of the macroeconomy and
become concerned that their bank might go bankrupt. Depositors know
that most banks will be fine, but some will become insolvent, and their
bank might be in trouble. All depositors reason this way and so they all
run on their banks to withdraw cash. The depositors rationally react to
unexpected news. (Since I wrote my thesis, this basic story of crises
has become much more refined.14) In the empirical part of my thesis, I
determined what this news was and showed that the unexpected news
had to exceed a threshold to trigger a panic: the news had to be bad
enough. Only a few banks—not all of them—are, in fact, bankrupt in a
crisis, as I showed.

But what is the panic trigger mechanism? Why were banks such
opaque firms? It is best if bank money always stays at par. A ten-dollar
private bank note should be always valued at ten dollars, even far away
from the issuing bank. But this was not the case: the discount from par
varied over time and space. However, unsophisticated and uniformed
common people—farmers, mechanics, and laborers—did not understand
the variation in discounts even if they could observe them. As David
Ricardo put it:

In the use of money, every one [sic] is a trader; those whose habits and
pursuits are little suited to explore the mechanism of trade are obliged to
ascertain the solidity of the different banks whose paper is in circulation;
accordingly we find that men living on limited incomes, women, labour-
ers, and mechanics of all descriptions, are often severe sufferers by the

14 See Dang, Gorton, and Holmström, “Ignorance, Debt, and Financial Crises,” Gorton
and Ordoñez, “Collateral Crises,” and Gorton and Ordoñez, “Good Booms, Bad Booms.”
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failures of country banks, which have lately become frequent beyond all
former example.

And Ricardo knew the answer: “All writers on the subject of money have
agreed that uniformity in the value of the circulating medium is an object
greatly to be desired.”15

Uniform value? How could private banks create debt with a uniform
value? Historically this has been very difficult. Just to be clear, in the case
of private money (short-term bank debt), it is best if the price of the
money never changes. That can happen when no agent has any incentive
to produce private information about the backing for the money—it is
too expensive to do that, and everyone knows that it is too expensive. In
that case, ten dollars is (almost) always ten dollars. In other words, with
private money, we do not want the price system to work. Instead the
quantity adjusts. But if detrimental public news arrives, the quantity can
go to zero in a bank run. Why does the quantity, rather than the interest
rate, adjust? No one has produced information on the issuers of the
money, and once the bad news arrives, sparking runs, there is no knowl-
edge of how to do this. The bank cannot offer a higher interest rate to
compensate for the “risk” because no one has the knowledge to evaluate
the risk.16

I went on the job market ostensibly as a macroeconomist, though
with a thesis on the microeconomics of banking panics. I remember when
I was on the job market that I ran into people, interviewing me, who said
that they were macroeconomists. But I had no idea what they were talk-
ing about. I went back to Rochester and told my advisor, Robert Barro,
that I thought there was another kind of macro out there. He said that
there was, but that it was wrong, so it wasn’t taught at Rochester. I did
not then know about the Freshwater versus Saltwater debates between
these two intellectual camps in macroeconomics.17 The disagreement was
largely methodological, but was tied to the view that different methods
lead to different policy implications. “Saltwater” macroeconomists were

15 Ricardo, Proposals for an Economical and Secure Currency (1816), 35–36, 7.
16 Gorton, “History and Economics of Safe Assets”; Dang, Gorton, and Holmström, “Igno-

rance, Debt, and Financial Crises.”
17 “Freshwater” and “Saltwater” refer to the locations of the universities that were promi-

nent in each kind of macroeconomics. Carnegie-Mellon, Rochester, Chicago, and Minnesota
were the Freshwater schools and MIT, Harvard, and Stanford were the Saltwater schools.
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post-World War II Keynesians, who started their analyses with equations
representing the entire economy and believed that discretionary fiscal
policy and regulation could avoid inflation and recessions. Saltwater
economists viewed business cycles as market failures, requiring an active
government. “Freshwater” macroeconomists built models with explicit
micro-foundations, like rational maximizing households, and rejected the
effectiveness of discretionary changes in fiscal policy to stabilize business
cycles.

At the University of Chicago, my job talk was in the Money and
Banking Seminar, which combined economists from both the economics
department and the business school. It seemed to me that hundreds of
people were there, but realistically it was probably well under a hundred.
Still, it was the largest audience I had at a job market talk. My job market
presentation was a theory paper about banking panics called “Bank Sus-
pension of Convertibility.” I must have been only ten or fifteen minutes
into my talk when Eugene Fama (2013 Nobel Prize winner), on my left,
said: “There is no such thing as a banking panic.” Whereupon Robert
Lucas (1995 Nobel Prize winner), on my right, said: “Oh, Gene, of
course there are panics.” For what seemed the next thirty minutes, Lucas
and Fama argued with each other and I would look to the right and then
to the left as they spoke in turn. When I got back to Rochester, my
advisor told me that I had bombed in Chicago.

Although I had academic job offers, I took a job at the Philadelphia
Federal Reserve Bank, where I worked on the empirical part of my thesis.
While I was at the Philly Fed, Mexico defaulted on its sovereign debt. In
August 1982, western central banks agreed to lend $1 billion to Mexico,
in addition to other aid. Before this aid package was settled on, Paul
Volcker, the Fed chairman, had a conference call with all the presidents
of the regional Federal Reserve banks. The Philly Fed president asked
that I be on this call since I was the only there who knew anything about
crises. Volcker came on the line. His voice was stentorian. “I have alerted
the [open market] desk to be prepared to flood the system with liquidity.”
It was my first experience of a crisis—in that case, a crisis averted.

American Financial History

Despite famous theory papers, like the one by Douglas Diamond and
Philip Dybvig, empirical work on financial crises has not been well
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received.18 Before the 2007–2008 financial crisis, I was told many times,
over a period of twenty-five years or so, that empirical studies of banking
panics, financial crises, and free banking are not relevant in the “modern”
world. “Things are different now,” I was told. “You should work on other
topics.” I ignored this advice.

In my job market paper, “Bank Suspension of Convertibility” (1985),
I argued that financial crises occur when depositors receive a noisy, bad
macroeconomic signal about bank assets. Since they do not know which
banks are exposed to the negative shock, they withdraw from all banks.
That is, without bank-specific information, the depositors become con-
cerned about all banks when bad public news arrives. But not all banks
are insolvent. To keep from liquidating the banking system, banks “sus-
pend convertibility”—that is, they refuse to honor their debt contracts
by exchanging cash for checks or notes. Banks simply refuse to give
depositors their cash. And, although this was illegal, historically the laws
were never enforced. It was recognized that in a financial crisis, to save
the banking system, debt contracts should not be honored. The reason is
that a financial crisis is an event which cannot be adequately described in
a legal contract so that, based on this description, bank debt contracts
could be suspended.19 For example, in 1857, the New York Supreme
Court ruled in favor of a bank that had suspended the convertibility of a
demand deposit into cash, although this was illegal under state law. The
case involved a suit by a depositor who was refused legal tender when he
went to withdraw from the bank during a panic. Judge J. Roosevelt wrote:

Is [insolvency] the necessary inference from suspension, no matter what
the bank’s assets may amount to, in cases where suspension is general,
and nearly universal, throughout the State and every other section of the
Union? It seems to me that it is not. . . . in the very organization of such
institutions . . . in case of a panic or sudden rush, the banks, although
amply and clearly solvent, may not have specie enough on hand immedi-
ately to satisfy all claims.

18 Diamond and Dybvig, “Bank Runs” (1983).
19 In “Origins of Banking Panics,” Charles Calomiris and I proposed a definition of a

banking panic. “A banking panic occurs when bank debt holders at all or many banks in the
banking system suddenly demand that banks convert their debt claims into cash (at par) to
such an extent that the banks suspend convertibility of their debt into cash or, in the case of
the United States, act collectively to avoid suspension of convertibility by issuing clearinghouse
loan certificates” (96).
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In a subsequent meeting of the court, this ruling was upheld unani-
mously: “The mere fact of suspension of specie payments (when it is
general) is not of itself sufficient proof of fraud or injustice.”20 The court
is saying that when all the banks suspend convertibility, then we know it
is a panic—a systemic event in which demand deposit contracts are not
enforced.

In my view, suspension was in the interest of banks and depositors.
The problem was that depositors did not know which banks were insol-
vent, even if they knew that there were only a very small number of
insolvent banks. A small risk of losing your life savings could trigger runs.
In “Bank Suspension of Convertibility,” I described the banks’ refusal to
provide cash in exchange for their debt or demand deposits during a
panic as part of an implicit contract between the banks and the deposi-
tors. Neither solvent banks nor depositors want to force sound banks
into bankruptcy by liquidating their longer-term loans. Therefore, sus-
pension was often welcomed.

“Banking Panics and Business Cycles,” which was a chapter in my
PhD thesis, is an empirical paper about the five major panics during the
U.S. National Banking Era.21 During this period from 1863 to 1914, there
was no central bank, so agents had no expectations of central bank action.
Since agents would not have been expecting central bank action, I could
search for the news that triggered a panic.

Most of the time depositors believe that their banks are fine, but then,
in the face of news, their beliefs change from “no run” to “run.” What
information had arrived that led depositors to panic? There are many
candidates; seasonal movements in short-term interest rates could spike
sometimes. Also, panics were usually associated with the failure of a large
firm, financial or nonfinancial. I looked at these possible explanations, but
I focused on the liabilities of failed nonfinancial businesses. My prior view
was that this variable would be important because Burns and Mitchell
had shown that it was a leading indicator of the business cycle. This
variable was printed in newspapers at the time, where it was also often
discussed. I guessed that people in the economy would use this informa-
tion as the basis for their expectations, changing their beliefs when there
was an unexpected increase in the liabilities of failed nonfinancial
businesses—news of a coming recession. This turned out to be right.

20 Livingston v. the Bank of New York, 26 Barb. 304, at 3 and 5.
21 I discuss the background of this paper in the introduction to Gorton, Maze of Banking.
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During the National Banking Era, panics only happened when the
leading indicator of a coming recession exceeded a threshold. There were
no instances where the threshold was exceeded without a panic. More-
over, the signal—a leading indicator of a coming recession—tended to
arrive near the peak of a business cycle. Financial crises and business
cycles were linked. And the view that crises are information events was
confirmed. Importantly, few banks ultimately failed during and shortly
after the crisis; the banking system was not insolvent. Nevertheless, with-
out information about exactly which banks were the weakest, depositors
ran on all banks. Banking panics were not irrational reactions by de-
positors.

Why is this important? To see why, ask when the liabilities variable
exceeded the threshold after the Federal Reserve came into existence in
1914. That is, consider a counterfactual about when panics would have
occurred after 1914, had the Federal Reserve not come into existence.
Answer: There would have been a panic in June 1920 and in December
1929, at the start of the Great Depression.22 There was no panic in the
1920s, and the panics during the Great Depression came later and were
haphazard. The counterfactual shows how the presence of a central bank
alters the timing or even the existence of panics. This is one reason why
financial crises in the modern era can seem so different from historical
panics. Although about 65 percent of the 147 financial crises since 1970
involved runs, they often came late, as in the Great Depression.23 And, in
the other cases, governments intervened with blanket guarantees of bank
debt or nationalization of banks.

In the 1920s, the existence of the Federal Reserve System and its
discount window alone prevented panics—that was the purpose of set-
ting up the Federal Reserve. In particular, the Fed’s discount window
would always be available, would allow secret borrowing by banks, and
would essentially be backed by the government. Banks did avail them-
selves of the discount window in the 1920s. But the Fed weakened the
mechanism for preventing runs by introducing “stigma,” as in an informal
policy to keep the discount window borrowing to a minimum. At the

22 The data I used was the U.S. Comptroller’s Call Reports, which were based on bank
examinations five times a year. There were no bank examinations in October 1929, the date
when the stock market crashed. December was the next examination date.

23 See Laeven and Valencia, “Systemic Banking Crises Database.”

PAGE 276................. 19450$ $CH2 07-14-20 10:28:18 PS



Gorton � From Economics to History and Back Again 277

start of the Great Depression, although discount window borrowing was
not publicly observable, depositors perhaps believed that banks would go
the discount window. But the banks did not go to the discount window.
And when large banks began to fail well after the bad news had arrived
in December 1929, depositors started to run.24

Despite using “cliometrics,” my paper “Banking Panics and Business
Cycles” was rejected by all top (and second- and third-tier) journals
because of its topic. The paper was often desk rejected, with advice to
send it to a history journal. I never received a referee report that had
anything to say about the substance. Finally, it was published in Oxford
Economic Papers, ranked seventy-ninth among economics and finance
journals.25 I was surprised about the negative reaction to “Banking Panics
and Business Cycles,” even though I knew that panics were widely held
to be an irrelevant topic. In fact, the Panic of 2007–2008 resembled those
of the National Banking Era. It involved financial firms that were not
considered banks. It did not involve deposit insurance because it was a
run on a different form of short-term debt, sale and repurchase agree-
ments (repo).26

My PhD thesis also contained a theory paper on private bank clearing-
houses, which was later rewritten with Lixin Huang.27 And when I was at
the Federal Reserve Bank of Philadelphia, I started archival work on
nineteenth-century U.S. private bank clearinghouses. I was approved by
the Fed to spend one day a week at the New York Clearinghouse Associa-
tion archives in New York City. Clearinghouses are the origin of the
Federal Reserve System. A private bank clearinghouse is a coalition of
banks, usually the largest, where checks are cleared. Counterparty expo-
sures in clearing mean that individual members have incentives to moni-
tor other members. In a banking panic, the clearinghouse played a central
role. Individual bank information was prohibited from being published
and the clearinghouse issued clearinghouse loan certificates, liabilities of
the member banks jointly. In other words, the clearinghouse transformed
from a coalition of individual banks into a single legal entity.28

24 See Gorton and Metrick, “Federal Reserve and Financial Regulation.”
25 See https://ideas.repec.org/top/top.journals.simple.html.
26 See Gorton and Metrick, “Securitized Banking.”
27 Gorton and Huang, “Banking Panics and Endogenous Coalition Formation” (2006).
28 I did a lot of work on this: see Gorton, “Private Bank Clearinghouses”; Gorton,

“Clearinghouses and the Origins of Central Banking”; Gorton and Mullineaux, “The Joint
Production of Confidence”; Gorton and Huang, “Banking Panics and Endogenous Coalition

PAGE 277................. 19450$ $CH2 07-14-20 10:28:18 PS



278 Capitalism: A Journal of History and Economics � Spring 2020

Also while at the Philadelphia Federal Reserve Bank, I started working
on the U.S. Free Banking Era, 1834–1863, after I read an American
Numismatic Society monograph on free bank notes.29 Most of the work
took place while I was at the Wharton School. In fact, it took about a
decade before I published the first paper on this topic. During the Free
Banking Era, banks in some states passed free banking legislation to allow
easier entry into banking. The other states required that banks acquire a
charter. But, in both cases, banks issued their own money—private bank
notes. The Free Banking Era is described in textbooks as a period fraught
with counterfeits and “wildcat banks.” Further, descriptions like the fol-
lowing led me to think about private money forms:

the unsuspecting and those who are less able to sustain loss, are the
persons who generally suffer the most. The amount lost annually by the
farmer, the mechanic, and persons in a small way of business, is
enormous—the merchants and all through whose hands large amounts
of paper money pass, come in for a share—while inn-keepers and traders
are peculiarly liable to imposition.30

This is the problem Ricardo identified in the quote above. When the
money’s value moves around and the discounts to par change, it is the
uninformed who lose. Why did the prices of these monies change? I
studied the discounts from face value on bank notes from around the
United States and Canada that were used in Philadelphia. There were
about 1,500 distinct monies that circulated, much of it likely counterfeit.
Secondary market discounts were not traded in a formal central
exchange, but rather determined in markets and recorded in small weekly
newspapers called bank note detectors. I found a complete set of the Van
Court banknote reporter uncatalogued in the basement of the Library
Company of Philadelphia. I then paid, with help from the National Sci-
ence Foundation, to have it all put on microfilm.

I studied the Free Banking system in two articles.31 The Free Banking

Formation”; Gorton and Huang, “Banking Panics and the Origin of Central Banking”; and
Gorton and Tallman, Fighting Financial Crises.

29 Dillistin, “Bank Note Reporters and Counterfeit Detectors 1826–1866.”
30 Philadelphia Reporter, Counterfeit Detector, Philadelphia Prices Current, and General Adver-

tiser, quoted in Dillistin, “Bank Note Reporters,” 132–33.
31 Gorton, “Reputation Formation” and “Pricing Free Bank Notes.”
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Era was not chaos, as has often been asserted. The note discounts moved
around, reflecting risk factors, particularly those of different states. The
note market was “efficient” in Eugene Fama’s sense. But that notion of
“efficiency” is not the same as economic efficiency, and in the latter sense
the private bank notes were not a good form of money.

In “Private Money Production without Banks,” I studied inland bills
of exchange in England. Inland bills of exchange—where all parties to
the bill were in England—were a form of money used during the period
1730–1850 in the northern industrial and manufacturing parts of
England. A bill of exchange is evidence of an IOU, and in England at this
time bills could pass from hand to hand via endorsement. Any person
endorsing a bill was liable for paying it. So the more signatures a bill had,
the safer it was. I collected a sample of about 500 bills, photographing
the front and back. With difficulty the number of signatures on the back
could be counted. Some of these bills were backed by banks, though
individuals still endorsed them and were also liable. The question is
whether the bank-backed bills were more liquid than the other bills. Did
bank-backed bills have more signatures ceteris paribus? The answer is
yes. This is consistent with recent results that show that the optimal
design of private money is debt backed by debt.32 Banks have reputations
precisely for being banks.33

What is the point of studying these different historical forms of private
money, inland bills of exchange, private bank notes, demand deposits?
The main point is that all these forms of bank debt are vulnerable to
runs. And secondly, the form of bank debt can change over time. But
the most important lesson is that bank debt is inherent in market
economies—part of the structure of market economies, like demand
curves sloping downwards. A market economy, roughly, is a system with
private property rights where goods and services are allocated through
the price system. As Friedrich Hayek put it, “Fundamentally, in a system
where knowledge of the relevant facts is dispersed among many people,
prices can act to coordinate the separate actions of different people.”34

Yes, resources are distributed in markets via the price system. But private

32 Dang, Gorton, Holmström, “Ignorance, Debt, and Financial Crises.”
33 I studied the formation of bank reputations during the U.S. Free Banking Era in Gorton,

“Reputation Formation.”
34 Hayek, “Use of Knowledge,” 526.
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money is intentionally designed so that the price system does not work. But
then if prices don’t adjust, quantities will adjust. In a crisis, these quanti-
ties adjust to zero—a bank run. Market economies are inherently fragile
and the Panic of 2007–2008 once again illustrated this, with a form of
private money that had grown enormously without anyone noticing.

Macroeconomics and the Panic of 2007

The financial crisis of 2007–2008 was, and remains, an intellectual embar-
rassment for economists. The widespread—but unacknowledged—pre-
crisis view was that such an event was so unlikely that one did not even
need to think seriously about it. Why did economists consider such a
financial crisis unthinkable prior to it, assuming that such events only
happened in the distant past or in emerging markets?

Although macroeconomics had come out of the Great Depression, a
new vision of macroeconomics emerged later. The 1970s and 1980s were
dominated by Bob Lucas and Ed Prescott (both eventual Nobel Prize
winners), the Freshwater giants of the new approach to macroeconomics,
which was largely outlined in Lucas’s essay “Understanding Business
Cycles.”

In “Understanding Business Cycles,” Bob Lucas looked back at the
macroeconomics that had developed following the Great Depression and
found it wanting (it was Saltwater macro). His essay laid out the research
program for building a new (Freshwater) macroeconomics. It is a very
lucid and justifiably famous essay. He specified the requirements for a
new macroeconomics: general equilibrium, rational expectations, and
models that could produce time series that closely resembled actual time
series.

One crucial part of the Lucas program was the specification of what
exactly constituted a “business cycle,” the actual object of study in macro-
economics. Lucas defined the business cycle as a “deviation from trend,”
referring to trend growth in GDP. This was not a new idea, but for Lucas
it seems to have stemmed from the intellectual dominance of the Solow
growth model. (Robert Solow won the Nobel Prize in 1987.) The Solow
growth model was taken as explaining the trend in GDP growth, which
left the deviations from trend growth as the subject of business cycle
analysis. There were important precursors to the idea of business cycles
as deviations from trend. Irma Adelman and Frank Adelman, for example,
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had simulated a model of the U.S. economy that Lawrence Klein (1980
Nobel Prize) and Arthur Goldberger had estimated.35 They showed that
the simulated model could generate business cycles.36 But Lucas gave the
notion of “shocks” intellectual force as the driver moving the economy
temporarily away from the trend. Further, Lucas made the phenomena of
the trend and deviations from it conceptually distinct.

Although not all economists agreed with the Lucas program (there
were the famous Freshwater versus Saltwater battles), it was very success-
fully carried out over the next thirty years, until the Panic of 2007. The
battles were instructive for me. I remember attending a National Bureau
of Economic Research macroeconomics conference at which Bob Lucas
(Freshwater) discussed a Saltwater paper. Lucas was outraged that the
paper by Saltwater economists still accepted ideas about inflation that
Lucas thought had been put to bed. The veins in his neck were throbbing.
I took from this that war in economics was inevitable and that the issues
were important.

Was the Great Depression a “deviation from trend?” At the founding
of post-Keynesian Freshwater macroeconomics, Lucas and Prescott
essentially dismissed the Great Depression as an aberration. As Lucas put
it, “the magnitude of the Great Depression dealt a serious blow to the
idea of the business cycle as a repeated occurrence of the ‘same’ event
. . . The Depression continues, in some respects, to defy explanation.”37

Or as Prescott wrote:

competitive equilibrium theory is not suited to modeling economic fluc-
tuations in periods of great political and financial instability. The inability
of either equilibrium monetary or the technology shock theories to
explain the Great American Depression is evidence of the discipline of
the methodology. If any observation can be rationalized with some
approach, then that approach is not scientific.38

And Lucas essentially agreed that real business cycle models were not
suited to all historical time periods, but the theory’s success was shown
by its efficacy in the post-war era (before the 2007–2008 crisis, of

35 Adelman and Adelman, “Dynamic Properties of the Klein-Goldberger Model” (1959).
36 And even further back there was the work of Frisch, Propagation.
37 Lucas, “Methods and Problems in Business Cycle Research,” 706.
38 Prescott, “Can the Cycle be Reconciled,” 120.
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course): “There is no real business cycle model that can map these [Great
Depression] shocks into anything like the 40 percent decline in real out-
put and employment that occurred between 1929 and 1933 (nor, indeed,
does anyone claim that there is).”39 (p. 13).

As a result of this view, Freshwater models, real business cycle models,
and dynamic stochastic general equilibrium models did not incorporate
features that could (convincingly) generate or explain financial crises. In
fact, their models had no financial sector and no asset markets. But the
Great Depression was studied, largely serving as a laboratory for explor-
ing various aspects of monetary economics and macroeconomics, e.g.,
effects of the amount of money on the economy.40 And Ben Bernanke
also studied the Great Depression to learn about labor markets.41

Why did the Great Depression appear as some weird anomaly?
Because the previous history of financial crises in the United States was
not known. There was no historical context to reveal how the Great
Depression was different. The puzzle of the Great Depression is 1930, its
first year. At the start of the Depression, there were no nationwide bank
runs and banks did not avail themselves of the discount window. Yet
output dropped substantially: industrial production fell over 20 percent.
Consequently, 1930 is viewed as a puzzle. For example, Christina Romer
writes: “The primary mystery surrounding the Great Depression is why
output fell so drastically in late 1929 and all of 1930.” She adds: “1930 is
. . . the most puzzling year of the Great Depression.”42 And Ben Bernanke
notes in his study of the effects of bank failures on output: “it should
be stated at the outset that my theory does not offer a complete explana-
tion of the Great Depression (for example, nothing is said about
1929–1930).”43

The basic point that bank runs occur in all market economies has
been obscured by modern crises that take place in the presence of a
central bank. In that case, agents expect the central bank to act when
there is the possibility of a run. Agents in the economy wait. But the

39 Lucas, “Review” (1994), 13.
40 Bernanke, “Nonmonetary Effects.”
41 As Bernanke writes, “the Great Depression of the 1930s would appear to present an

important opportunity for the study of the effects of business cycles on the labor market”
(“Employment, Hours, and Earnings,” 82). See Bernanke, Essays on the Great Depression.

42 Romer, “Great Crash” (1988), 5; Romer, “Great Crash” (1990), 599.
43 Bernanke, “Nonmonetary Effects,” 258.
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intervention of the central bank may be late, and the run may come even
later in the midst of chaotic events. The run may be latent or quiet—i.e.,
deposits are withdrawn slowly but in significant amounts. There may be
no run, often because of a blanket guarantee by the government, national-
ization of banks, or bailouts.

The start dates that researchers choose for modern crises are based
on observed public events, such as the announcement of a blanket guar-
antee of bank debt, bank nationalization, or a bailout. But such announce-
ments respond to some underlying events, which outside observers do
not see.44 John Boyd, Giannoi De Nicolò, and Tatiana Rodionova study
the four leading crisis classifications and dating of modern crisis events
from 1970 to 2017.45 Boyd and colleagues show that extreme drops in
loans can predict the start dates of modern crises and that the true start
date is prior to the date listed in crisis databases. In other words, the crisis
had already begun and banks knew it, so they cut lending. Depositors
appear to wait to see what the government will do, but banks are proac-
tive and reduce lending.

As mentioned above, without a central bank, there would have been
a panic in June 1920 and in December 1929. In 1920, a shock like those
that triggered panics in the pre-Fed era had occurred, and was observed,
but there was no panic because banks availed themselves of the discount
window at the Fed. But, because of the introduction of stigma, banks did
not borrow at the discount window in 1929 and 1930.46 Depositors
thought they had done this, but the banks knew they had not and, accord-
ingly, they ran on themselves. To protect themselves individually, banks
cut loans drastically. Later, large banks failed in the middle of the Great
Depression and, by March 1933 when Roosevelt was starting his first
term, the country was in the midst of a full-blown panic. So, in the
context of what happened in financial crises prior to the Fed, we can
understand why the Great Depression appeared to be different.

44 See Gorton and Tallman, Fighting Financial Crises, for some specific examples.
45 Boyd, De Nicolò, and Rodionova, “Banking Crises and Crisis Dating.” The four leading

classifications are those in Demirgüç-Kunt and Detragiache, “Does Deposit Insurance Increase
Banking System Stability?” and “Cross-Country Empirical Studies of Systemic Bank Distress”;
Caprio and Klingebiel, “Bank Insolvencies” and “Episodes of Systemic and Borderline Financial
Crises”; Reinhart and Rogoff, “Banking Crises”; and Laeven and Valencia, “Systemic Banking
Crises Database.”

46 See Gorton, Laarits, and Muir, “1930: First Modern Crisis.”
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Andrew Metrick and I have argued that the Panic of 2007–2008 was
a bank run in the repo market.47 But the run was not observed by those
outside trading floors. Central bankers, bank regulators, politicians, aca-
demics, and the public did not see the run and did not know what was
going on. Those on trading floors saw the events but did not know what
they were seeing. The Panic of 2007–2008 was different from the Great
Depression in this respect. Outsiders only observed large financial firms
getting into trouble. And so narratives of the crisis were articulated to
“explain” these firms’ problems. To this day, these false narratives—of
greedy, immoral bankers who were concocting toxic assets that they sold
to unsuspecting investors based on fraudulent ratings—persist.

I was a consultant at AIG Financial Products from 1996 to 2008, and
I saw the panic. I knew that what I was seeing was a banking panic. It’s
hard to explain the gut-wrenching fear that pervaded the trading floor
during the crisis. Prices of all securitized bonds were plummeting, not
just subprime-related bonds. I had been working on financial crises my
entire career as an economist and now I was in the middle of one. Coun-
terparties were demanding collateral, but no one knew what the prices of
mortgage- and asset-backed securities were. I said to the CEO that we
should “suspend convertibility,” i.e., just refuse to supply collateral to
counterparties. But the idea of suspending convertibility was lost. That
would violate the contracts, I was told, and I tried to explain that,
throughout American history, contracts were not enforced during finan-
cial crises.

I wrote “The Panic of 2007” prior to the fall of Lehman Brothers. It
was clear to me in the third quarter of 2007 that there was a crisis
unfolding—a bank run. In January 2008, I sent an op-ed to the New York
Times trying to explain the panic. I thought the entire financial system
was collapsing. In the op-ed I tried to explain this. But the NYT declined
to publish it. Probably they thought I was a nut.48

Later, around April, I was invited to present a paper at the Kansas
City Federal Reserve Bank’s Economic Symposium at Jackson Hole in
August 2008 (Lehman’s failure was in September). This annual event has

47 Gorton and Metrick, “Securitized Banking and the Run on Repo.” “Repo,” short for sale
and repurchase agreement, is a form of short-term collateralized lending.

48 Unlike editors of academic journals, NYT editors do not send a response to a submitted
op-ed. If they don’t respond, then it is rejected.
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an audience of “prominent central bankers, finance ministers, academics,
and financial participants from around the world.”49 The paper was enti-
tled “The Panic of 2007.” My discussant at Jackson Hole was to be Bengt
Holmström (2016 Nobel), of MIT, someone I knew but had not talked
to in a while.

Because the Jackson Hole conference took place before the Lehman
collapse, many people there seemed unaware that a full-blown crisis was
underway. I’ll never forget standing on the stage talking about the repo
market, subprime mortgages, credit derivatives—and looking out at hun-
dreds of bewildered faces. These people had no idea what I was talking
about. They had no idea what a banking panic was. Central bankers and
associated academics had spent the previous thirty or so years talking
about inflation. The blank looks were the legacy of not knowing history.

Since no one had thought that the United States would ever experi-
ence a financial crisis again, no one had any conceptual basis for under-
standing the events. I spent most of 2008 through 2010 running around
giving talks to academics and non-academics to explain the crisis. One of
the first to call up was Bob Lucas. I went to Chicago to talk about the
crisis. Lucas’ intellectual curiosity and intellectual honesty are impressive.
He started graduate school in history at Berkeley, but later switched to
economics. At lunch that day we discovered we had the same taste in
literature (for example, we are both fans of Roberto Bolaño’s work50) and
thereafter, when we would meet, we often talked about literature.

I turned “The Panic of 2007” into a book.51 I then wrote another
book to try to explain the crisis.52 But basically, I failed. The popular
narratives live on. In this, the panic was no different than any previous
financial crisis throughout history.

Using History to Evaluate Policy

Because the crisis was so fundamentally misunderstood, it predictably did
not lead to effective new regulations of banks. What were lawmakers and

49 See https://www.kansascityfed.org/publications/research/escp.
50 See https://www.newyorker.com/books/page-turner/in-the-labyrinth-a-users-guide-to

-bolao?verso�true.
51 Gorton, Slapped by the Invisible Hand.
52 Gorton, Misunderstanding Financial Crises.
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regulators to do? How is new policy made? How should we evaluate
proposed new bank regulations?

The Lucas critique has a prominent role in all macro textbooks. The
critique says that agents in an economy will change their behavior in the
face of a new policy so that the proposed new policy cannot be evaluated
using models of the existing system. Concretely, Lucas had in mind
econometric models which were estimated and then used for policy eval-
uation. Parameters estimated with data from the current system would
not be the actual parameters under the new policy. The Lucas critique
should have been used in the wake of the financial crisis when many new
bank regulations were put into place, based mostly on intuition. There
was no formal, credible policy evaluation.

Of course, the problem is hard. How can models be constructed and
estimated at the deepest levels so that the model itself incorporates
changes in behavior in response to the proposed new policy? Real busi-
ness cycle models and dynamic stochastic equilibrium models were sup-
posed to do this. Leaving aside the general question of whether these
models were up to the task, they certainly were not effective in evaluating
proposed new bank regulations. I will argue here that history can be
used for policy evaluation, though not by constructing counterfactuals or
looking for natural experiments.

The most important new bank regulation of the post-crisis era is the
liquidity coverage ratio (LCR). The rule says that all (net) short-term
debt issued by a bank must be backed dollar-for-dollar with U.S. Treasur-
ies or similar safe debt, a kind of narrow banking. During most of the
twentieth century, the dominant form of privately produced short-term
debt was demand deposits. But this started to change at the end of the
1970s, when the financial system began to morph into one where repo,
asset-backed commercial paper, and money market mutual funds grew
significantly, as did the privately produced debt that could be used as
collateral, AAA tranches of securitizations.53

Toomas Laarits, Tyler Muir, and I argue that economic history, in
particular the U.S. experience of the National Banking Era, 1863–1914,
can be used to evaluate the LCR.54 Economic history provides a labora-
tory for studying large, important policy changes. The evaluation of the

53 Gorton, Lewellen, and Metrick, “Safe-Asset Share.”
54 Gorton, Laarits, and Muir, “Mobile Collateral versus Immobile Collateral.”

PAGE 286................. 19450$ $CH2 07-14-20 10:28:22 PS



Gorton � From Economics to History and Back Again 287

LCR is not favorable. The gist is as follows. If there is a demand for safe
debt, then there is an incentive to produce safe debt to meet this demand.
If safe debt is tied up to back bank debt, then other forms of privately
produced safe debt will emerge. The LCR as a policy ties up safe debt
and thus may contribute to the scarcity issue.

When Treasuries have a convenience yield and short-term bank debt
must be backed by Treasuries, there is a tradeoff between the two types
of money.55 More short-term debt means fewer Treasuries for alternative
uses because the short-term debt must be backed by Treasuries. The
economy has a primitive or structural demand for short-term debt (pri-
vate money), so if Treasuries are best used elsewhere then short-term
debt will be produced outside the regulated banking system—in a
“shadow banking” system. This tradeoff between short-term and long-
term debt (Treasuries) is common to the two systems. As under the LCR,
under the National Banking System, national bank notes had to be
backed by U.S. Treasuries. Since the ratio of bank notes to Treasuries was
fixed, like under the LCR, there was a trade-off between the two forms
of money. The tradeoff is evident in the data. As Alexander Noyes put it
in 1910, “A heavy decrease in the outstanding public debt would naturally,
at some point, cause a reduction in the bank-note circulation, indepen-
dently of other influences. A large increase in the government debt would
necessarily cause an increase in the supply of bank notes.”56 So the two
systems are structurally the same, and this is what we took advantage of
in “Mobile Collateral versus Immobile Collateral” (2018). As discussed
further below, it is not that the National Banking Era is a natural experi-
ment. But, because of the structural similarity, we can learn things.

There was an important problem with the National Banking System:
too little money was issued. Too few national bank notes were issued
even though it was seemingly profitable to do so—an apparently riskless
arbitrage opportunity. That is, under the rules for issuing national bank
notes backed by U.S. Treasuries, infinite riskless profits could apparently
be made, but banks did not take advantage of this. Why didn’t banks buy

55 The “convenience yield” refers to the nonpecuniary return associated with the instru-
ment. Cash is the leading example. We all (still) carry cash around although it does not earn
interest. U.S. Treasuries also have a convenience yield. The interest paid on them by the
government is lower than it otherwise would be. See Krishnamurthy and Vissing-Jorgensen,
“Aggregate Demand” and “Short-term Debt and Financial Crisis.”

56 Noyes, History of the National Bank Currency, 4.
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more Treasuries and deposit them with the government to create more
national bank notes? Economists have called this the “under issuance
puzzle” or the “national bank note puzzle,” which was first noticed by
Spurgeon Bell in 1912.57 This hundred-year-old puzzle is that national
banks never fully utilized their note-issuing powers even though it appears
that it was profitable to do so. The answer, as we show, is that Treasuries
are demanded as safe debt for other purposes.58

Because the LCR is structurally the same as the National Banking
System, this under-issuance puzzle is important. In the same paper, we
show that the one reason that “riskless arbitrage profits” persisted during
the National Banking Era was that the calculations of the arbitrage profit
done to date have ignored the fact that there was a convenience yield on
Treasuries. This led to the development of a late-nineteenth-century ver-
sion of the modern shadow banking system consisting of demand depos-
its, backed by loan portfolios, which grew seven times faster in the U.S.
than in other developed countries.59 Remarkably, economists did not
understand that demand deposits were, in fact, a form of money. For
example, Bray Hammond, in his Pulitzer Prize-winning book Banks and
Politics in America (1957), wrote: “the importance of deposits was not
realized by most American economists . . . till after 1900.”60

Using economic history to evaluate policy has its roots in Robert
Fogel’s 1964 study of railroads in the U.S.61 One of his aims was to
evaluate W.W. Rostow’s “take-off” thesis, according to which economic
growth needed a central industry, like railroads in the U.S., to achieve
take-off.62 Fogel addressed this issue by constructing a counterfactual
involving the absence of railroads, replacing them with water transporta-
tion along rivers and canals. We do not construct a counterfactual but
rather look at a parallel structure in history that can be studied. In
“Mobile Collateral versus Immobile Collateral,” the policy analysis is
essentially by structural analogy, rather than by one of the more conven-
tional approaches.

57 Bell, “Profit on National Bank Notes.”
58 Gorton, Laarits, and Muir, “Mobile Collateral versus Immobile Collateral.”
59 Gorton, Laarits, and Muir, “Mobile Collateral versus Immobile Collateral.”
60 Hammond, Banks and Politics, 80. Andrew Metrick and I proposed ways to regulate the

shadow banking system in Gorton and Metrick, “Regulating the Shadow Banking System.”
61 Fogel, Railroads and American Economic Growth.
62 Rostow, Stages of Economic Growth.
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In banking and finance, this structural comparison approach is becom-
ing more widespread. For example, Asaf Bernstein, Eric Hughson, and
Marc Weidenmier study the effects of the establishment of the New York
Stock Exchange clearinghouse in the nineteenth century to understand
counterparty risk presently.63 Nathan Foley-Fisher and Jonathan Mc-
Laughlin study structural differences between bonds guaranteed by the
UK and Irish governments during the period from 1920 to 1938.64 The
events provide a way to think about sovereign debt that is jointly guaran-
teed by multiple governments, e.g., the proposed Euro bonds. John
Bluedorn and Haelim Park study the effects on Pennsylvania banks of the
New York Clearinghouse Association’s bailouts of systemically important
banks in New York City. They argue that the bailouts “likely short-
circuited a full-scale banking panic.”65 Mark Carlson and Jonathan Rose
study the run on Continental Illinois in 1984, during which the govern-
ment provided an extraordinary guarantee of all the bank’s liabilities.66

The authors argue that this example provides insights into the orderly
liquidation authority of the Dodd-Frank Act. Michael Bordo and
Arunima Sinha study the large Fed bond buying program in 1932 to
understand current quantitative easing policies.67

I have suggested that finding historical structural analogies and rea-
soning from the similarities is a useful way to evaluate new policies. This
is not an econometric test, which economists always like. But that does
not mean it is not credible. It is a direct use of history. In different
applications the structural similarities might be closer or farther away, but
whatever the distance it may still be useful for policy evaluation.

The Aftermath of the Crisis

After various attempts to explain the crisis, I retreated to my office to
carry on with research. The financial crisis has opened the door a bit to
new views and new research in macroeconomics. Prior to the financial
crisis, there was a massive misallocation of resources in the economics
profession and in central banks. Much attention was devoted to inflation

63 Bernstein, Hughson, and Weidenmier. “Counterparty Risk.”
64 Foley-Fisher and McLaughlin, “Sovereign Debt Guarantees.”
65 Bluedorn and Park, “Stopping Contagion with Bailouts,” 1.
66 Carlson and Rose, “Incentives.”
67 Bordo and Sinha, “Lesson from the Great Depression.”
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and monetary economics and none to financial crises. Academic institu-
tions, aside from universities, also display this misallocation. Economists
cannot catch up overnight.

The change in research focus is largely a generational event. Young
researchers and graduate students understand the financial crisis as a first-
order event—perhaps the most important event of their lifetimes. In
general, the older generation has tried to patch up old models and simply
does not get it. The old models are like pre-Copernican astronomy. Every
time there is some new observation, like the crisis, that must be
explained, more epicycles are added to the model, à la Ptolemy.

And I am happy to say that younger economists have embraced
financial history. New data sets have been constructed and new confer-
ences have been held. While old economics organizations have had trou-
ble adjusting, new venues have sprung up. There is no Keynes this time
around. Macroeconomics is too complicated for one person to have such
an impact. It will likely be a slow process to rebuild macro, but I look
forward to that. And I have new projects that involve nineteenth- and
twentieth-century bank archives, which are much harder to find and ana-
lyze than one might think.

In my career, I have resisted publishing in economic history journals
because I do not consider my historical work to be “history,” in the sense
that it is just interesting stuff that happened some time ago. It is always
linked to the present, though of course not everyone sees it that way.
The historical work that I have done has always been about the present
in my mind.

The uses of history are manifest. Studying different forms of private
money leads to conclusions about how financial systems evolve, and yet
their fundamental structure stays the same. Market economies have a
structure that, on the one hand, requires private money for transactions
but, on the other hand, creates vulnerability to panics. And policy evalua-
tion in banking and finance should be taken seriously.

References

Adelman, Irma, and Frank Adelman. “The Dynamic Properties of the Klein-
Goldberger Model.” Econometrica 27 (1959): 596–625.

Baran, Paul. and Paul Sweezy. Monopoly Capital. New York: Monthly Review
Press, 1966.

PAGE 290................. 19450$ $CH2 07-14-20 10:28:24 PS



Gorton � From Economics to History and Back Again 291

Bell, Spurgeon. “Profit on National Bank Notes.” American Economic Review 2
(1912): 38–60.

Bernanke, Ben. “Employment, Hours, and Earnings in the Depression: An Anal-
ysis of Eight Manufacturing Industries.” American Economic Review 76
(1986): 82–109.

———. Essays on the Great Depression. Princeton, NJ: Princeton University
Press, 2000.

———. “Nonmonetary Effects of the Financial Crisis in Propagation of the
Great Depression.” American Economic Review 73 (1983): 257–76.

Bernanke, Ben, Timothy Geithner, Henry Paulson, and Nellie Liang, ed. First
Responders. New Haven, CT: Yale University Press, 2020.

Bernstein, Asaf, Eric Hughson, and Marc Weidenmier. “Counterparty Risk and
the Establishment of the New York Stock Exchange.” Journal of Political Econ-
omy 127, no. 2 (2019): 689–729.

Bluedorn, John, and Haelim Park. “Stopping Contagion with Bailouts: Microevi-
dence from Pennsylvania Bank Networks during the Panic of 1884.” Journal
of Banking and Finance 76 (2016): 139–49.

Bordo, Michael, and Arunima Sinha. “A Lesson from the Great Depression that
the Fed Might have Learned: A Comparison of the 1932 Open Market Pur-
chases with Quantitative Easing.” NBER Working Paper 22581 (2015).
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