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ABSTRACT 

Investors, scholars, and economists are still arguing about 

what caused the October, 1929 stock market crash, and the 

probability is that decades from now, their successors will remain 

in disagreement about what caused the October, 1987 crash. 

As a result f the stock market crash of 1929 , the Great 

Depression began. Conventional dating of the dC:Mnturn based on 

evidence from a variety of sources puts the slump of our economy 

near the middle of the year . In the popular consciousness - then 

and no.v - nothing happened until the stock market crash in the fall 

of the year. Stock prices, which had increased at an excellerating 

rate in 1928 and 1929, collapsed suddenly in October . 

Thursday, October 24, 1929, had become the symbol 

Depression. 

of 

Black 

the 

The change in financial markets was dramatic due to the stock 

market crash. Short-term interest rates, which had been high i n 

1928 and 1929 as the Federal Reserve System tried to dampen the 

stock market boom, fell rapidly to unprecedented levels in late 

1929. 

Several hypotheses have been noted as causes for the stock 

market crash of 1929 . One of the hypothesis is the spending 

hypothesis. It states that the Depression was generated by a fall 



in autonorrous spending. At a given level of income, desired 

investment and consumption fell. Various reasons for this fa ll can 

be given, but the two rrost frequently cited focus on construction 

and the stock market. The quantity of rroney fell because of a fall 

in the supply of rroney, not a fall in the demand. The fall in the 

s upply of money was caused in the first instance by a dec line in 

Federal Reserve credit outstanding i n 1930, but far rrore 

importantly by the effects of the banking failures starting in late 

1930. The clear - but unstated - implication is that the fall in 

the quantity of money caused the level of income to fall. Given a 

stable demand for money, a fall in the supply of money required a 

movement along the demand curve, that is, a fall in income, to 

equilibrate the supply and demand for money . The behavior of the 

Federal Reserve System was the underlying causal factor. 

As with the stock market crash of 1929, various reasons have 

been given by investors and economists as to the causes of the 

crash on Black Monday, October 19, 1987. Some economists say that 

e market was triggered by J apanese investors' heavy 

United States government bonds. The trigger being 

selling 

that 

of 

the 

Japanese carre in for their CM7l1 reason and sold an enormous amount 

of the United States bonds, and drove the 30-year bonds up through 

the ten percent level. 

Other economists say that it was the twin deficits that caused 



the stock market crash: the trade deficits and the budget deficits, 

or it was the tax legislation that caused the events leading to the 

crash . Downward pressures on the dollar and upward pressure on 

interest rates were also crucial factors in the market in the days 

leading to the crash. 

There was a vast amount of difference in our economy in 

October , 1987 compared to the econof1¥ in October, 1929. 

However , today 's financial system and economic policy 

mechanisms provide considerably more protection against the type of 

cascading economic collapse that crippled the nation during the 

Depression. 

Both of the stock market events discussed brought the rrost 

climatic financial concerns to our society in history. 
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INTRODUCTION 

Object ive: The objective of this paper is to discuss s i gni ficant 

events leading to the stock market crash of October 28, 1929 versus 

the stock market crash of October 19, 1987, and t o compare 

circumstances preceding both events. 

This paper will di scuss events preceding the cr ashes 

separately, then compare the two stock market crashes. Much of 

the research and s t udies have shc,,.m more dissimilarities than 

similarit ies in the two stock market crashes . There are maJor 

differences in the events leading to the cr ashes and a vast amount 

of differences in the aft ermath of the crashes. 

Beginni ng in the summer months (June-August) of 1929, the 

economic activit ies were decreasing at very modest rates. No one 

apparently could foresee that production, prices, incomes, and all 

other indicators would continue to shrink into several years . All 

of those shrinkages ·and other factors led the Unit ed States into 

the Great Depression. 

In October , 1987 investors suffered the second greatest loss 

i n the stock market in our country's history. 

Researchers still disagree about what caused the 1987 crash. 

S me of the reasons cit ed are heavy foreign t rading, the interest 

rate on bonds , and the budget def i cits . 

1 
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One thing for sure is that the afterrrath of the October, 1987 

crash did not lead the country into a depression. Our financial 

system and economic policy rrechanisms provide much rrore protection 

against that type of economic collapse than it did in 1929. 

Further discussion of the circumstances preceding both events 

wi 11 be examined in this paper. 



ME'THODS 

The r esearch material on the stock market crash of 1929 came 

primarily from text books based on the history of the Depression, 

other material on the 1929 crash was taken from stock market 

sources of 1929, such as public documents, books, magazine 

articles, and other special sources that have been identified. 

The October, 1987 crash occurred approximately one and a half 

(1 1/ 2) years ago. Few books have been published to-date, 

therefore the reference sources primarily included business 

periodicals such as the Wall Street Journal, Business Week and 

other papers of general circulation. 

3 



THE STOCK MARKET CRASH OF 1929 

The Wall Street crash of 1929 was the rrost climatic financial 

disaster in history . 

There were many factors, as well as financial ones , which 

contributed to the onset of the crash. The economic recovery 

stat us of 1925 to 1929 was essentially the result of an industrial 

and manufacturing boom, but not accompanied by any recovery in 

agriculture. 

At least one, but perhaps the rrost important of the factors 

that led to the financial disaster which f o llo.-Jed the bull market , 

was a profound failure of understanding o the part of those whose 

responsibility was the greatest. This fai l ure of underst anding in 

the face of a boom becarre apparent when the boom turned int o a 

depression. 

Between 1925 and 1929 the number of manufacturing 

establishments in the United States rose from 183,900 to 206,702 

and the value of their product from 60 bi llion dollars to 68 

billion dollars. At no t ime in human history had wealth increased 

so rapidly, or on so vast a scale, and at no tiire had man seemed to 

have come so near to solving the fundament al problems of 

production . 1 

4 
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CHAR;E IN POLITICAL I.EADERSHIP 

The rrost important change, in 1929, was the inauguration of 

the United Stat es' newly elected President , Herbert Hoover. His 

victory in the election of 1928 , had inspired a re~arkable wave of 

buying, the ' Hoover boom' . During Noveooer the market reached 

heights that had never previously been exceeded . Of all this, Mr . 

Hoover thoroughly disapproved ; he considered speculation a curse 

that was worse than murder . Since 1925, he had watched its grCMth 

with increasing alarm and as Secretary of Commerce he had done what 

he could to restrain it . 

Mr . Hoover was in some ways the rrost tragic president who ever 

entered the White House . There had been few, if any, men who were 

ever better equipped for the tasks of the presidency. He had none 

of the failings of his predecessors, neither the good-natured 

corruption of Harding, nor Coolidge's almost frivolous assurance 

that in America all was for the best in the best of all possible 

worlds . His character was above reproach; he had been an admirable 

Secretary of Commerce ; he possessed rerrarkable gifts as an 

administrator and an executive. His landslide victory in November 

was evidence of how much he comrranded the confidence of hi s 

countrymen. No one ever entered the White House with better 

prospects of becoming not merely a good, but an outstanding 

president . 2 
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Hoover became president at a rroment when America was about to 

enter a great cri sis, and to face problems of a kind she had never 

had to face before. In rreeting this crisis, Hoover revealed 

unexpected and fatal defects, which made his presidency a tragic 

anti-climax to his brilliantly successful career. 

Despite his uneasiness at the development of the bull market, 

Mr. Herbert Hoover did little to restrain it after his Noverrber 

victory. The outgoing president, Mr. John Coolidge, was held in 

alrrost religious awe as a font of financial wisdom, shared Mr. 

Herbert Hoover's alarm, and so far as they could encourage the boom 

they did so. In this they were representative of the financial 

establishments as a whole; and in view of the prevailing temper it 

is doubtful if Mr. Hoover could have taken any effective measures 

even had he wished to. For in fact, the government of the United 

States did not regard itself as respons ible for directing the 

business affairs of the nation; by corrrnon consent, in which it 

concurred, its function was limited to holding the ring so as to 

give the greatest possible scope and freedom to the wisdom and 

initiative of businessmen. 

FEDERAL RESERVE SYS'I.»4 

During the twenties the Federal Reserve System, in which the 

ew Yor k Reserve Bank played the predominant role, had two 
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instruments of credit control at its disposal. The first was the 

rediscount rate, at which member commercial banks borr0;ved from 

reserve banks in their area, and could be encc ~aged or discouraged 

by l0;vering or raising the rate . The second was open rnarket sales 

or purchases f government securities or comrrercial bills ; sales 

automatically reduced the cash resources available to corrmercial 

banks, while purchases automatically increased them. In 1924, 

after a credit contraction whose effects had been more severe than 

expected, the New York Federal Reserve Bank initiated a policy of 

credit expansion, both by open market operations and by reducing 

the rediscount rate from 4 1/ 2 percent to 3 percent. This policy 

was continued in 1925 and 1926, during which the rediscount rate 

fluctuated between 3 1/2 and 4 percent, though its general effect 

was to some extent counteracted by the po licy of severe credit 

restriction pursued at the same time by the Bank of England, where 

bank rates stood at 5 percent throughout most of the period. 3 

The New York Federal Reserve Bank was under more vigorous 

leadership. For several years, until 1928, its governor had been 

Benjamin Strong. He was the first American since Nicholas Biddle 

to make an important reputation as a central banker . Strong's 

views were regarded throughout the system with only a little less 

awe than the gold standard. H0;vever , in the view of Herbert Hoover 

- and in this instance Hoover's views are widely shared - Strong, 
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so far from being concerned about the inflation was the man rrost 

responsible for it. It was he who took the lead in 1927 in easing 

rroney rates to help the hard-pressed Europeans. 

On February 14, 1929, the New York Federal Reserve Bank 

proposed that the rediscount rate be raised from 5 to 6 percent to 

check speculation. The Federal Reserve Board in Washington thought 

this a meaningless gesture which would only increase rates t o 

business borrowers. A long controversy ensued in which President 

Hoover sided with the board against the bank. The rate was not 

increased until late in the summer . 

EIIlU4Y OF 'lliE SlH4ER, 1929 

In the summer of 1929, while the great bull rrerket was rreking 

its last convulsive advances, there were already some indications 

that the long period of economic prosperity which had originally 

inspired it was beginning to come to an end. In Europe, there were 

signs that the period of political stability, which had been the 

condition of her economic recovery, was also drawing to a close; 

even so, there were few observers at the time who foresaw the 

terrible consequences which were to follow. In spite of the 

shadows which were already apparent, the summer of 1929 was the 

last time in which the capitalist world as a whole might reasonably 

look forward to the future without forebodings of war, revolution 
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or economic collapse. The summer of 1929 was the last time , 

perhaps, in which men and women in the western world could s t ill 

hold to that belief in the inevitab . lity of progress, and the 

rationality of the social and political order, to which rrost of 

them had subscribed since the eighteenth century .4 

NEW 'l'EilN)UX;Y 

Technology played an important r ole in 1929. Perhaps the rrost 

obvious characteristic of the riod from the end of World War I to 

the stock market crash of 1929 was the extent to which the life of 

the average citizen of the United States was by 

technological change. 

affected, many quite 

Practically 

extensively, 

everyone in 

by i nnovations 

altered 

Arrerica 

such as 

was 

the 

automobile , the radio, talking rrovies, air 

appliances, and the broad 

techniques. 

application of 

mail, 

mass 

household 

production 

The aut orrobile had a tremendous impact on Arrerican life in the 

1920's. The great convenience of speedy transportation available 

when desired was important to the owner of the automobile. The 

freedom from social traditions provided by a closed "room on 

wheels," the feeling of power while controlling a powerful, complex 

machine, and the need to acquire and to trade up to a newer, rrore 

expensive means of transportation, all effected social attitudes in 
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the 1920's. 

Just as the autorrobile freed the physical body from restricted 

geographic boundaries, another t echnological innovation of the 

1920's freed the mind from limited provincial attitudes and 

cultural boundaries. Radio listeners wished to be entertained and 

inforrred, while radio stations and advertisers developed 

entertainment programs with broad appeal to attract those 

listeners. In 1926, the National Broadcasting Company was formed, 

followed shortly by the Columbia Broadcasting Corrpany. Thus it 

became possible, in fact likely, that the same radio program was 

heard simultaneously by millions of Americans in all parts of the 

country. The radio nationalized American popular culture. 

By 1929 the mechanical age had arrived in the United States. 

Americans became familiar with machines which perforrred all sorts 

of wonders. Workers and housewi ves had more time an energy for 

other pursuits. The process of change, probably more than the 

technology changes, greatly influenced the attitudes and actions of 

Americans during the 1920's, particularly the middle and upper 

class who had rrore access to the use of the new innovations. These 

two groups also were potential participants in the stock market. 

Their exposure to technological change likely influenced their 

attitudes and expectations in stock market dealings . 

The economy had weakened i n the early surrmer before the crash 
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of 1929. Some of the reasons for this is that production of 

industrial products, for the rroment, had outrun consumers and 

investment dermnd for them. The rrost likely reason is that 

business concerns, in the charact erist ic enthusi asm of good 

misjudged the prospect ive increase in dermnd and acquir ed 

inventories than they later found they needed. As a resul t 

times, 

larger 

they 

curtailed their buying, which led to a cutback in 

short, the surruner of 1929 marked the beginning 

product ion. In 

of the familiar 

inventory r ecession. The proof is not conclusive from the (by 

present standards) limited information available. Department store 

inventories seem not to have been out of line early in the year. 

Mild slumps in department store sales in the spring of 1929 could 

have been a signal for curtailment. 

There are other factors that were at work and made themselves 

seriously evident for the first t ime during that summer. 

these factors are listed below: 

Some of 

* Wages, salaries, and prices all remained comparatively 

stable, or in any case, underwent no comparable increase. 

* Accordingly, costs fell and with prices the same, profits 

increased. 

* The well-to-doers of society encouraged a very high level 

of capi t al investment. 

* A large and increasing investment in capital goods was a 



12 

principal device by which the profits were being spent. It follows 

that anything that interrupted the investment outlays - anything, 

indeed, which kept them from shc:Ming the necessary rate of increase 

- would cause trouble. 

* The effect, therefore, of insufficient investment 

investment that fai led to keep pace with the steady increase in 

profits - could be falling thus, total derrands reflected in falling 

orders and output. 

* Following the insufficient advance in inves tment may have 

been the high interest rates. 

Every major period of strong prosperity i n American history 

has been accompanied by speculative activity in some sector, such 

as land, canals, railroads, urban real estate , public utilities, or 

the stock market . The 1920's were no exception . One area of 

speculation was real estate . Interruption of building during the 

war, together with rising incomes and a rapid growth of the urban 

population, had brought a building boom, which culminated in 1926. 

The nation seemed temporarily oversupplied with housing relative to 

derrand, and residential construction declined in the last years of 

the 1920's. There had also been highly speculative activities in 

some other lines of construction , such as apartments, hotels, and 

office buildings, which were financed by the issuance of securit ies 

of low and even fraudu ent qua lity . Some readjust ment s in this 
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area would have to occur, but it was believed that these could be 

made without far-reaching repercussions.5 

More widespread and persistent was speculation in the stock 

market. Many accounts of stock market behavior in the 1920's are 

overly dramatic and sensational. There were certainly sensational 

events - many get- rich schemes, dramatic confrontations of bulls 

and bears, pool operations and manipulations, buying on slim 

margins, circulation of false rurrors, and so on. No one can deny 

that excesses did occur, with serious consequences, or that prices 

of many stocks reached unsustainable levels. Yet, a large part of 

the rise of stock prices during the 1920's was justified. Most 

leading stocks were underpriced during the first years of that 

decade. Even as late as 1924, when some alarmists were already 

saying that stock prices had risen too much , the average dividend 

yield on stocks was stil l above its level during the years 

inmediately preceding World War I. Also, average dividends per 

share rose about 38 percent from 1923 to 1927, and 61 percent from 

1923 to 1929. Even with the benefit of hindsight, it is impossible 

to say when stock prices reached levels that could not have been 

maintained if full employment and economic growth had continued. 

An estimate would be no earlier than mid-1928, and probably later. 

Yet by the autumn of 1929, the prices of many speculative stocks 

had reached levels that could not be justified by any reasonable 
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. 6 forecast of future earnings. 

SPEOJI.ATICNS CN '!BE S'RXK MARKET 

Every serious break in the stock market is always attributed 

to overspeculation, but if we are to ascertain the exact 

responsibility for the 1929 stock panic, we must consider the 

actual facts. Many people seem to have the notion that the volurre 

of trading on the stock exchange i s in itself a sign of unsound and 

harmful speculative conditions and a necessary precursor to stock 

panics. This view is, however, not at all supported by the facts. 

When one studies the volurre of share trading on the stock exchange 

during recent years, it becomes at once apparent that the peak of 

activity occurred not before the crisis of October, 1929, but in 

November, 1928. This is all the more striking because of the fact 

that duri ng 1929 over 350 million additional shares of stock were 

added to the list . Naturally, the only accurate way to measure 

stock exchange activity is to consider the proportion of listed 

shares turned over. Figures in this regard show that through the 

first half of 1929, share dealings on the New York Stock Exchange 

were declining both actually and in proportion to share listings. 7 

The peak in the market occurred on the first tr ding day in 

September at 381 on the Da.v Jones industrial index . Thereafter , 

the market closed steadily lower each week, down to 343 at the end 



of the rronth. Trading volwre increased , however. 
8 

1/2 million shares daily for the rronth. 

15 

It averaged 4 

September witnessed a record volume of new issues on Wall 

Street - $1 .6 billion, of which $1 billion was corrmon stock . 

Comrron stock issues in this one rronth were alrrost double the total 

9 for any previ us complete year except 1928. This comparison even 

understates the volume of comrron stock financing, because debt and 

preferred stock financing at the tine had an unusual emphasis on 

equity features, such as warrant s or conversion rights, which 

appealed to comrron stock investors . Virtually every significant 

comrron stock offering that rronth was for an investment company. 

In the first week of October, there was a sickening down in 

stock prices. The Dow Jones industrial index declined in two days 

from 344 to 325. Volwre reached 5.6 mill ion shares on the second 

day , and there were touches of panic in the trading as bids for 

some stocks rromentarily disappeared. lO 

The economy rose to record heights in 1929 as industrial 

output and the gross national product reached peaks substantially 

above 1928 figures. Some 90 billion kilowatt hours of electricity 

were generated, versus 80 billion in 1928. Auto and truck 

production were 5.6 million units, versus 4.6 million in 1928. New 

orders for electric rrachinery were worth $1 .3 billion, up 30 

percent from 1928, and rrachine tool orders, based on an index of 
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100 in 1923-24, were at 281, versus 237 in 1928. Crude oil 

production reached one billion barrels for the first time . 

Railroad locomotive and freight car orders were double the number 

in 1928 orders. Steel ingot output was 54.9 million tons , versus 

50.3 million in 1928 . Production in most other industries was up 

4-5 percent, except building contracts , which were flat. 11 

rnAR;ES IN 'lHE MARKET 

With the benefit of hindsight, we know that despite the 

records established in 1929 the trend of the economy had reversed 

before the crash. Production peaked in most industries in the 

first half of the year. Automobile production peaked in April; 

ITBchine tool orders peaked even earlier; steel ingot production 

peaked in May; freight-car loadings peaked in Septerrber, 1929. 

Nonetheless, the decline which had begun in some industries in 

early 1929 became gradually apparent in other industries only as 

the year progressed. As late as Septerrber, Bradstreet's trade 

review still providE;rl a mixed picture. It reported that steel was 

strong, that auto production and building construction were down, 

that shoe production was down slightly, and that there had been the 

first year- to- year decline in railroad freight car loadings for 

several years . However, it reported that consumer buying power was 

high , as were exports and clothing sales. 12 The changing economic 
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clirrate was rrore evident in comrrod.ities prices, almost all of which 

peaked in early 1929 . Prices peaked in the first quarter for 

copper , chemicals, lead, and tin . International ship charter rates 

also began o decline . In the second quarter, prices peaked for 

crude oil, steel, lumber, and cotton . Zinc and fertilizer prices 

were the only prominent comrrDd.ities which had price peaks after the 

first half of 1929, and their peaks occurred in the third quarter. 13 

In September , by comrron consent, the great bull rrarket of the 

nineteen- twenties came to an end . Economics, as always, grant few 

drarratic turning points. Its events are invariably fuzzy or even 

indeterminate . On some days that followed - a few only - some 

averages were actually higher . However , never again did the rrarket 

rranifest its old confidence . The later peaks were not peaks but 

brief interruptions of downward trends. 

On September 4, the tone of the rrarket was still good , and 

then on September 5 a break arose . The Times industrials dropped 

10 points, and rrany individual stocks much rrore . The blue chips 

held up fairly well , although steel went from 255 to 246, while 

Westinghouse lost 7 points and Tel and Tel 6. Volume mounted 

sharply as people sought to unload , and 5,565 , 280 shares wer e 

traded on the New York Stock Exchange . 14 

By October , the Federal Reserve index of industrial production 

stood at 117 as compared with 126 four rronths earlier. Steel 
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production declined from June on. In October, freight-car loadings 

fell. Homebuilding, a rrost mercurial industry, had been falling 

for several years, and it slurrped still farther in 1929. Finally 

do.vn came the stock rrarket. A penetrating student of the economic 

behavior of this period had said that the rrarket slump "reflected, 

in the main, the change which was already apparent in the 

. d . 1 . . ,. 15 in ustria situation. 

Thus viewed, the stock rrarket is but a mirror which, perhaps 

as in this instance, somewhat belatedly, provides an irrage of the 

underlying or fundamental economic situation. Cause and effect run 

from the economy to the stock rrarket, never the reverse. In 1929 

the economy was headed for trouble. Eventually that trouble was 

violently reflected in Wall Street. 

In 1929, there were good, or at last strategic, reasons for 

this view, and it is easy to understand why it has become high 

doctrine. In Wall Street, as elsewhere in 1929, few people wanted 

a bad depression. In Wall Street and everywhere e l se, there was 

deep faith in the pcwer of incantation. When the rrarket fell, rrany 

Wall Street citizens irrmediately sensed the real danger, which was 

that income and errployment - prosperity in general - would be 

adversely effected. Many thought that the stock rrarket was merely 

the froth and that the real substance of economic life rested in 

production, errployment, and spending, all of which would rerrain 
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unaffected. No one knew for sure that is was so. 

Until September and October of 1929, the decline in economic 

activity was very rrodest. No one could foresee that production , 

prices, incomes , and other indicators would continue to shrink 

through three long and dismal years. In 1929, only after the 

market crash were there plausible grounds to suppose that things 

might na.,J for a long while get a lot worse. 

The crash did not come - as some had suggested - because the 

market suddenly became aware that a serious depression was in the 

offing. A depression, serious to otherwise, could not be foreseen 

when the market fell. There was the possibility that the downturn 

in the indexes frightened the speculators, led them to unload their 

stocks, and so punctured a bubble that had in any case to be 

punctured one day. Thh , as rrore plausible . Some people who were 

watching the indexes may have been persuaded by this intelligence 

to sell , and others may have been encouraged to folla.,J. It is in 

the nature of a speculative boom (stock market) that alrrost 

anything can collapse it. "Any serious shock to confidence can 

cause sales by those speculators who have always hoped to get out 

before the final collapse , but after all possible gains from rising 

prices have been reaped . Their pessimism would infect those 

simpl er souls who had thought the market might go up forever but 

who now would change their minds and sell. Soon there would be 



margin calls, and still others would be forced to sell. 

bubble burst. 

20 

So the 

Along with the downturn of the indexes, Wall Street has always 

attributed imf rtance to two ~· er events in the pricking of the 

bubble. In England, on September 20, 1929, the enterprises of 

Clarence Hatry suddenly collapsed . Hatry was one of those 

curiously un-English figures with whom the English periodically 

16 found themselves unable to cope. Although his earlier financial 

history had been anythi ng but reassuring, Hatry in the twenties had 

built up an industrial and f i nancial empire of truly impress e 

proportions. The nucleus, all the rrore remarkably, was a line of 

coin-in-the-slot vending and automatic photograph machines. Fr om 

these unprepossessing enterprises he marched on into investment 

trust and high finance. His expansion owed much to the issuance of 

unauthorized stock, the increase of assets by the forging of stock 

certificates, and other equally informal financing. In the lore of 

1929, the unmasking of Hatry in London was supposed to have struck 

a sharp blow to confidence in New York. 

Ranking with Hatry in this lore was the refusal on October 11 

of the Massachusetts Departrrent of Public Utilities to allow Boston 

Edison to split its stock, four to one. As the company argued, 

such spli t - ups were much in fashion. To avoid going along was to 

risk being considered back in the corporate gaslight era. The 



21 

refusal was unprecedented. Moreover, the Department added insul t 

to injury by announcing an investigation of the company's rates by 

suggesting that the present value of the stock, "due to the action 

of speculators," had reached a level where "no one, in our 

judgerrent --- on the basis of its earnings, would find it to his 

advantage to buy it. 1117 

On Saturday, October 19, The Washington Dispatch reported of a 

very weak market the day before - there were heavy declines on late 

trading, and the Tirres industrial average had dropped about seven 

points. Steel had lost seven points; General Electr· , 

Westinghouse, and Montgomery Ward all lost six points. Meanwhi :;. 

that day's market was behaving badly. In the second heavie t 

Saturday's trading in history 3,488,100 shares were changing hands. 

At the close the Times industrials were d0'.v!1 twelve points. The 

blue chips were seriously off, and speculative favorites had taken 

a nosedive. J.I. Case, for example, had fallen a 

points. 

11 forty 

Monday, October 21, was a very poor day. Sales totaled 

6, 091,870 , the third greatest volume in history, and some tens of 

thousands who were watching the market throughout the country made 

a disturbing discovery. 18 

On October 22, the financial pages of the New York papers 

carried an advertisement of an investment service with the 
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arresting headline, OVERSTAYING A BUIJ., MARKET. Its message read as 

follOVJs: "Most investors make money in a bull market, only to lose 

all profits made - and sometimes more - in the readjust ment that 

inevitably follows ." Instead of the downturn in the Federal 

Reserve industrial index, the exposure of Hatry, or the unnatural 

obstrinacy of the Massachusetts Department of Public Utilities, it 

could have been such thoughts stirring first in dozens and then in 

hundreds, and finally in thousands which finally brought an end to 

the boom. 19 What first stirred these doubts we do not know. 

There was no way of telling what was happening. Previously, n 

big days of bull market the ticker had often fallen behind, and 1 

didn't discover until well after the market closed hOVJ rruch rich r 

he had become. But the experience with a falling market had been 

much more limited. At this time, many learned that they could be 

ruined, totally and forever, without having previous knowledge o: 

it. And if they were not ruined there was a strong tendency t o 

imagine it. From the opening on the 21st the ticker lagged, and by 

noon it was an hour . late. Not until an hour and forty minutes 

after the close of tne market did it record the last transaction. 

Every ten minutes prices of selected stocks were printed on the 

bond ticker, but the wide divergence between these and the prices 

on the tape usually only added to the uneasiness - and to the 

growing conviction that it might be best to sell. 
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By Wednesday, October 23, the effect of this cheer was somehow 

dissipated. Instead of further gains there were heavy losses. The 

opening was quiet enough, but toward midmorning rrotor accessory 

stocks sold heavily, and volurre began t o increase throughout the 

list . The last hour was quite phenomenal - 2,600,000 shares 

changed hands at rapidly declining prices. The Times industrial 

average for the day dropped from 415 to 384, giving up all of its 

gains since the end of the previous June. Tel and Tel • lost 15 

f)Oints; General Electric, 20; Westinghouse, 25; and J.I. Case, 

another 46. Agai n the ticker was far behind, and to add to t _ 

uncertai nty an ice storm in the Middle West caused wide-spD 

disruption of conmunications. That afternoon and evening thousar. s 

of speculators decided to get out while - as they mistakenly 

supf)Osed - the getting was good. Other thousands were told they 

had no choice but to get out unless they posted more collateral , 

for as the day's business came to an end an unprecedented volume of 

• 11 20 h 1 h . h h th 1 margin ca s went out. See Cart , w ic sows e asses 

incurred by some leading stock between September 3, when the market 

was highest and November 13 , 1929, when the market was lower. 

Thursday, October 24, was the first day of the days which 

history - such as it is on the subject - identifies with the panic 

of 1929 . The day was measured by disorder, f right, and confusion, 

as it deserves to be so regarded. That day 12,894,650 shares 
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changed hands, rrany of them at prices which shattered the dreams 

21 
and the hopes of those who had CMned L11em. 

'lliE CRASH 

Finally, on Black Thursday, October 28, 1929, the stock market 

fell 12.8 percent, a final plunge of 260.64 (see Chart 2). 

The total crash- related loss in wealth between the end of 

August 1929 and the end of the year was about $25 billion.22 The 

best existing estimates of the resulting drop in consumption are 

about two percent of the loss in weal th or $0. 5 billion. Tr s 

represented only 0.5 percent of 1929 gross national product. 

The decline of business confidence in the year follO'Ning e 

1929 Crash - ~s reflected in construction levels, employment and 

the extraordinary decline in business investrrents were striking. 

Needless-to-say, the crash produced a sharp change in rrost busine£c 

conditions . 

According to the accepted view of events, by late 1929 the 

economy was well into a depression. 



THE STC:x:::K MARKET CRASH OF 1987 

Sorre events are of such magnitude that they become indelibly 

etched on the public psyche. For sorre i t may have been the day 

that Dr . Martin Luther King was killed in 1968. For residents of 

New York it might have been the night the lights went out in 1965. 

For our nation, it was perhaps President John F. Kennedy's 

assassination in 1963. But for the world of business, there is no 

doubt : the Crash of October 

heart- stopping ev nt . 

19, 1987, was the centr2l 

The precipitous market decline of mid-OC:tober was triggered ~Y 

specific events: an unexpectedly high mer chandise trade deficit 

which pushed interest rates to new high l evels, and proposed tax 

legislat ion which led to the collapse of the stocks of a nurrber o~ 

takeover candidates . Throughout the period of the market break, 

trading volurre and price volatility increased dramat ·cally. 

The activities of a Sffi3.ll number of aggressive 

t r ading- oriented institutions both contributed to the decl i ne 

during the period of the market break and posed the prospect of 

further selling pressure on Monday, October 19, 1987 . 

During this period , these trading-oriented institutions were 

active, typical ly on both s ides of the market and oft en on the sarre 

day. 

25 
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On Wednesday rrorning, Oct ober 14, 1987, the United States 

equity market began the rrost severe one-week decline in its 

history. 

Many short-term investors were running for cover on Friday, 

October 16, 1987. That is the strategy many fixed-income 

investment managers were adopting despite appeared assurances from 

Federal Reserve and Treasury officials that the economy was healthy 

and inflation wasn't accelerating. 

Black Monday, October 19, 1987, the Dow Jones industrial 

average plummeted 508 points or 22.6 percent. The drop f ar 

exceeded the 12.8 percent decline on the notorious day of Octol 

28, 192923 (see Chart 2). 

Fear was growing that the government, both here and abroad , 

ITBY be losing control over events. Investment strategi sts worried 

that the dollar would drop further and that interest r ates here anr 

abroad would increase, undermining economic growth. Some aL 0 

worried that Congress would react to disappointi ng trade deficit 

differences by passing protectionist legislation that would further 

depress economic activity. 24 

There was a lack in confidence in the Goverrurent as a whol e -

including the budgetary process, as well as a potential breakdown 

of international economic operations. 

This precipit ous decline began with several "triggers," which 
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ignited mechanical, price-insensitive selling by a nwnber of 

institutions f o llowing portfolio insurance strategies and a srrall 

number of mutual fund groups. The selling by these investors 

encouraged a number of aggressive trading-oriented institutions to 

sell in anticipation of further declines. 25 

A nwnber of phenomena contributed to the globalization of 

financial flows. These included the gradual relaxation of foreign 

exchange controls in most rrarkets, the increased emphasis on 

diversification of investment assets by institutional 

rranagers, the improvement in the flow of inforrration 

money 

about 

different economies and investment instruments through technology, 

the internationalization of securities trading houses and a premium 

for seeking the best investment vehic les worldwide. Thi s 

globalization of financial flows was evident to Americans in the 

increased purchases by foreigners of United States securities (both 

bonds and equities). That trend had been underway for a nwnber of 

years. It began picking up in 1985, more so in 1986, and reached 

unprecedented levels in 1987. 26 

On the fixed income side it had become very apparent that 

foreign, particularly Japanese, investors played a vital role in 

purchasing increasingly large portions of the United St ates 

Treasury Bond auctions and consequently were crucial to financing 

the United Stat es Government budget deficit. 
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JANUARY 'ID OC'IDBER 1987 

From the beginning of 1987 until the October crash , the speed 

of the United States stock rrarket accelerated. A nllillber of rrarkets 

rose even rrore swiftly, valuations grew rrore excessive and the pact 

of international capital flCNJs gre-v even rrore rapidly. Also, and 

perhaps rrore importantly, the awareness of the interdependence of 

financial rrarkets increased, and with that there gre-v a heightened 

sense of vulnerability. 

What rray have appeared strictly a "Wall Street" collapse was 

the result of the cumulative impact of several developments 

occurring simultaneously in several other financial centers. Just 

as the factors which l ed to the bull rrarket in the United States 

were being paralleled in other world rrarkets, so, t(X), the factors 

which set in rrotion a correction in the United States were evolving 

on a global basis. Arrong these factors were the rise in 

price/ earning ratio levels and the decline in dividend yields (see 

Figures 4 and 5). A widely used measure to evaluate a stock is its 

price-earnings (P/E) ratio. Typically, P/E ratios are high in a 

b(X)ming rrarket, and at a time when companies are expected to 

perform well and the perceived risk is lCNJ. 

Corporations do not distribute all their earnings to 

shareholders. They retain some profits to be used as they see fit, 

distributing the bal ance as dividends to stockholders. But the P/ E 
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ratio is the one fundamental rreasure used by investors to determine 

what a stock is worth. The higher a P/E ratio goes, the more a 

stock buyer must pay to receive a portion of the corporation's 

ratio is a future earnings. Other things being equal, a lCM P/E 

good bargain. Price-earnings ratios go up when 

optimistic and are willing to pay a higher 

investors are 

corporation's current earnings and its potential 

price 

future 

for a 

earnings. 

But investors can only guess what future earnings will be. It's 

like betting on a horse race. Thus, on the average, buyers of 

American securities in the surrrner of 1987 were paying exceptionally 

high prices for stocks, prices not justified by the prevailing 

corporate earnings. Based on any historical rreasure or prudent 

security valuation, the market was overheat ed. Stocks were being 

sold for three tirres their book value, far above the postwar norm. 

And, due to the continuous rise in stock prices, dividend yields 

reached their lCMest postwar level. 

During 1987, several key factors would weave through the 

market: diminishing supply of equity, takeover valuation concepts 

and high liquidity levels. On a fundamental basis what gave the 

market confidence throughout the year was the strength of the 

economy. The United States was experiencing the longest non-war 

period in history and the stock market was booming with no end in 

sight. 
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Many other world markets were doing at least as well as those 

of the United States, so the United Stat es markets did not seem 

overpriced compared to others. 

Valuation levels had not yet begun to test credibility . At 

the start of 1987 , the Standard and Poor's 500 stock index was 

selling at a rrarket multiple of 16 times 1986 earnings. If it were 

assumed that earnings would grow by 20 percent in 1987, then the 

market would be on a prospective multiple of 13.3 times 1986 

earnings. The 10-year government bond hovered in the region of 7.0 

percent to 7.3 percent for the first four months of the year. The 

market yield began the year at 3.6 percent and moved to 3.0 by the 

d f ·1 27 en o Apri. 

The tone and the trend of 1987 were set by certain events at 

the end of 1986. In late November, the Ivan Boesky insider trading 

revelat i ons came to light and caused the f i fth bull rrarket 

correction in 1986. Volatility had become a way of life. But the 

broad averages came back in December, and so did deals. Deal 

stocks were fueled by the need to close before year-end tax law 

changes did away with net operating loss advantages . December 1986 

was also marked by individual selling for tax reasons, exacerbated 

this year by changes in the capital gains tax levels. Large stocks 

were sold for gains . Srraller stocks, which had performed poorly 

since 1984, were sold down to very low levels for losses. 28 
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Another force that became increasingly important was the role 

of foreign investors. Approximately $15 billion of United States 

equities were purchased by Japanese investors in the first three 

quarters of 1987. This buying was concentrated in high qual ity , 

visible stocks which further reinforced the trend for the bi g 

capitalization and index stocks to rrove ahead. 29 

Thus, even though valuations were high by historical standards 

this was not enough to create a bear market. For a bear market to 

ensue, the high valuations had to be accorrpanied by tighter rroney, 

sharply rising short term int erest rates, some indicat ion of 

irrpending recession and a large issuance of new equity. 

these appeared likely . In fact, the opposite was true. 

Short term rates were still at acceptable levels. 

None of 

Since 

January , three-rronth treasury bills had hovered in the range of 5.4 

percent t o 6.1 percent. The ends to previous bull markets were 

normally preceded by an average 25 to 30 percent rise in treasury 

bill rates from their troughs. Short term rates had risen about 10 

percent from their recent trough of 5.15 percent. This is one 

variable that was to change come September. Few people expected 

the Federal Reserve to tighten short term rates, largely because 

th h . 30 e economy was not over eating. 

The economy was expected to grow by 2.5 to 3.0 percent in 1987 

and at last as well in 1988. There was simply not enough evidence 
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to indicate a recession, which had traditionally been on the 

horizon before a bull market. Earnings estimates on the Street 

were still very positive. Most of the major houses on the Street 

were still predicting double digit grc:Mth for the year .31 

In short, rronetary policy, economic activity, earnings and 

demand were all at striking odds with the assumption that a bear 

market was imminent, no matter what the valuation rrodels said . 

The market's final run to above 2,700 in August 1987 , was 

accomplished through the combination of strength in the big 

capitalization stoc~s and continuing merger and acquisition 

. . 32 activity. 

Theoretically, there are two broad ways to evaluate equities. 

Traditionally, equity investors buy on the basis of a f uture flo.v 

of returns, whether earnings, cash flo.v, or dividends . Those flows 

are discounted by a risk-free rate and a risk factor. The risk 

factor takes into effect the stability of the future £lo.vs and the 

inflation-adjusted quality of those future returns. Alternatively, 

the price of a stock can be derived from its liquidation value, 

which acts as a safety net to all markets when fear, economic chaos 

or inflation make future flo.v analysis impossible. Rarely does 

this liquidation concept provide higher valuation levels than the 

future flo.v analysis. The early 1900's, the late 1960 's and the 

middle 1980's may be exceptions. This became a dominant concept in 


